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PREFACE 

The Global Fmanrl((l Stability Rep011 (CFSR) assesse" global financial market developments with the 
'kw to identifying potential systemic weaknesses. B)' calling attention to potemial fault lines in the 
global linancial <i)Stem, [he report seeks to play a role in preventing crises. thereby conu·ibuling w 

global f inancial �tahility and to the su tained economic growth of the IMF'" member counuics. 
The report was prepared by the International Capital J\llarkets Department, under tl1e direction 

of the Counsellor and Director, Cerci Hausler. ll is managed by an Editorial Committee compr·is
ing !lung Q. Tran (Chairman). W. Todd Groome, Donald.J.  Mathksnn, and David]. Ordoobadi, 
and bcnclitl> from comments and suggestions from A.xel Benuch-Samuels, Peter Danels, and 
EliOL Kaltct. Other contributors to this issue are Francese Bake lis, Elie Caneui, .Jorge Chan-Lau. 
Toni Gravelle, Fran\ois Haas, Anna llyina,.Janet Kong, Markus Krygier, William Lee, Gabrielle 
Lipwonh, Chri!. Morris,j('u·gen Oclenius, Kazunari Ohashi, Li Li<lll Ong, Lars Pedersen, 

1\lagdalena Polan,jorgc Roldos, Calvin Schnure, Manmohan Singh, Rupert Thome, and a stall· 

team from the �lonctal) and Financial Systeml> Department (�IFD) that included S. Kal \\'ajid. 

L'daibir Das, :'\igcl Da,•ies, Gianni De ?\icolo, and Kalin Tintchcv. �lanin Edmonds, Ivan Guerra. 
Sihia lorgova, .\nneJansen, Oksana Khadarina, Yoon ook Kim, :'\eel Rumpeltin. and Peter Tran 
prO\ickd research assistance. Caroline Bagworth,Jane Hani�. \'erajasenO\ec, Elsa Ponaro, and 
Ramanjl'ct Singh prcwidcd expert word processing assistance. J<-O'Ilaydcn of the External 
Relatiom Department edited the manuscript and coordinated production of the publication. 

Thi., panicular issue draws, in pan, on a series of infonnal di'icmsion<> with commercial and 
im e'>tment banks, securities firms, asset management com panic�. insurance companie:-, pension 
fund�. '>tock and fuwres exchanges, and credit rating agenciel> in Bratil. Chile. China. Colombia, 
Franc<·. Gcnmtn)', I long Kong SAR, Hung31)',Japan, Korea, Mexico, Poland, Russia, Singapore, 
South ,\frica, Switt.erland, Thailand. the nited Kingdom, and the United States. The report 
rdkct� information available np to March 8, 2004. 

The rt"port has bcncfitecl from comments and suggestions from staiT in other IMF departments, 
a� well a� from Executive Directors following their discussions of the Clobal Fi11rwrial Stability RRjJorl 

on March 26, 2004. However, the analysis and policy considerations arc thos<.' of the contributing 
<;taff and should not be attribl!led tO the Executive Directors, their national authorities. or the IMF. 
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OVERVIEW 

G 
lobal financial nllnerabilitics han: 

ub!>ided funhe1 "incc the Septem
ber 2003 Global Fi nanrial Stability 
Rrport (GFSR). International 

financial market� han: continued to 
improve. strengthening the balance sheets 
ol financial institutions and other market 
participants. At present, linancial markets 
o;ecm to be c1�joving a '\weet spot:" economic 

acti,·it) and corporaL<: eamings ha\'e made a 
'>trong recoven. moM noticeabh· in the 
L1nitcd State'> b m  al-,o in other parts of the 
world. At the o;aml· time, inflation remains 
quiescent, enabling the monetary autho
ritic� to maintain wry low policy interest 
rates. 

Emerging bond market� have benefited 
from the abundann· of liquidity and the 
'>carch for yield. a� \\ell a'\ from the impro\'ccl 
credit qualit)' of man) emerging market o;o\'er
eign and corporate borrower<>. As a result. tht· 
E\1 B l  ) ield spread lm., declined to ncar 
record low-;. Capitill nm,., to emerging market 
countries ha,·e incn·a�cd, and borrowing cosL., 
arc much lower, compart•d with recent years. 
I nduding prelinancing clone last year, many 

emerging markN countries have secured a 
substantial portion of their 200•1 external 
financing need'>. 

0\'eraJI. mall\' market indicators suggest 
that the current benign linancial concliliono; 
in mature and emerging markets "·ill like!) 
continue for the time being (Chapter II). 
The pr·ice consolidation in man) equity and 
emerging bone! markNs since the beginning 
of' the year is a welcome development tO the 
cxL<.:nt that it reflects a degree of caution on 
the part or in\'e'>tOJ''>. But this outlook is 
not without ri�k. A do�er look expmes '\onw 
fault lines that could impingt· on stabilit\ 
in financial market'> '>OI11t' time d0\\11 the 
road. 

Risks 

The main risk lO the benign outlook for 
global financial lll<u kct., i' that 'uch an om
look rcsts on a \'Cn linl' balancing of oppo..
ing economic force:.. Low inllmion. :.ustained 

b)' rising productivity and -;ubst<mtial -;lack in 

th<.: economy. should help to maintain low 
intcrcM rates for some time and would limit 

the extent of any pott·ntialtightcning in poi
in rates. Consequcnth. ,,·hik expening inter
<.''t rateo; to rise c,·cntualh. marh·ts han� 

remained sanguine about the pot<:ntial impact 

of ... uch a rate inct ea'><.' on 01 h(·r a.,.,et market'>. 
But thi<; benign \'iew ha., be{'ll tempered hy 
global economic imhalann·�. "hich ha' e 

focused market attention on the sustainability 
of' the uupreccdented gro�� and llCt Capital 
llow-; into tht: Cnited Stat(.'!>. Such concems 
contrihllled to a weakening of the U.S. dollar. 
In recent months, hmH'\l'l, of'licial inflo"...
largch reflecting foreign t•:-..change market 
int<:r\'entions by man� ,hian central hank'>
ha,·e increa<;ed sub)ttantiall\'. In addition. pri

\'<tll' sector intlows-notabh 1.0 L'.S. equities 
and corporate bonds from European 

i nvcstor!.-ha\'e recoV<.'n·cl. These dc\'elop
ment$ have helped cn�urt· a gradual and 
order!� acljustment of the dollar that. �o far. 
ha:-. not noticeabh all'enc..·cl llHht financial 
a.,.,ct price�. At thi� tinw, m;u ket participant' 
c..•xpect the orderh adju�tmc..·m proct:�., to con
tinue. If this delicate balance were to be 
impaired, leading to a n·chtCtion or the oflicial 

and pri\'atc inflows. the dollar could '''eaken 
more pronounccdlr. At any -;ign olthat risk 
materiali1ing, foiTign inw-;tnrs could demand 

a risk premium on dollat asscts-itlclucling 
pmhing bond� ield:-. higiH'r and with more 
\olatility than current tmu kct c:-..pectations. 
This would h;n <: a negatin· -.pillm cr dlect on 
other a:-.'iet marke�. inducling pu..,hing up 
yield� in Europe and emnging markets. Thb 
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adverse development could rever:-;e the 

stn:ngthcniug ol r.m111Cial instituLions' bal

ance sheets ancl create headwinds to the eco

nomit recon:r\'. This may also expose 

remaining �truclllral weaknesses in several 

emerging market cm•nu-ies. �o far masked by 

buoyant market conditions. 

Another nu:et or the delicate balance is 

I\ hcLher the abu11clance of li(]ttidity. which has 

been insu·umental in bolstering inn.·stor conli

dcncc and l' aluat.ions in most asset markets, 

could at some point become more or a prob

lem .. ow that economic activities and corpo

rate earnings han� recovered sLrongly, the 

contirmed abunclancc or li(]lliclity and a lack 

or two-way interest rate risk could lead to a 

�ense or complacen<:) and intensify the search 

for yield. while neglecting risk factors. There 

have been anecdotal signs or "herding behav

ior'' as inveswrs move to risky assets that mar 

not bC' familiar to them, but have performed 

well in the past year. This process could lead 

to <Ill m·t-rntluatiou of cenain Cinancial assets, 

particularly in small and illiquid markets such 

as many emerging m<trkets. The longer thi� 

proce�s persists, the greater the potential for 

rlisruptil'<: corrcctior1s. 

The risks facing emerging market countries 

thcm!.clvcs an· also finely balanced and 

increasingly differentiated. As a group, emerg

ing market countries ha1·e greatly improved 

their economic fundamentals: stronger 

growth with inflation still under comrol. cur

ITill account surplus in the sixth consecuti1·c 

year-meaning t.ht')' continue to be net 

exporters of' capital lO the rest of the world

and '\ubstantial accumulation of l'orcign 

cxch<mgc rcscrvc1.. These improvements ha\'C 

reducccl their external vulnerability. However, 

the aggregate performance masks a widening 

gulf between countries that have made sign iii

cam progress and those that have not. Among 

the f'ot·mer are countries enjo)'i ng credi L 

upgrades, including to investment grades. 

Presently. more than 50 percent of' the emerg

ing bond market capitalization carries an 

il11'('Sli11Cnt grade, compared to less than 10 

percent five year� ago. Among the countries 

that have made lackluster progress arc those 

whose level and currency-mismatched nature 

of public debt would make them vulnerable to 

a deterioration in the external financing em·i

ronment. This vulncrabilitr is aliLhc more rel

evant since these countries have had a degree 

of yield spread compression comparable to 

that or the improving countries, given lhc 

abundance of liquidity mentioned earlier. In 

�orne emerging market counu·ies. including 

some of those where elections are on the hori

;on, social and political instability pose poten

Lial risks to policy continuity. 

More Attention Needed for Structural 
Issues in Major Financial Centers 

Given the currently benign conjunctural sit

uation. increased auention should be given to 

fundamental changes that could improl'c the 

resiliency of the imernalional financial S)'Stem 

to future shocks. One of' the most important 

changes in recent years has been Lhc transfer 

of risk-in particular credit risk-from the 

banking sector w the non banking sectors of 

the financial system and beyond. So rar, this 

phenomenon seems to hm·e strengtheued the 

resiliency or the banking sector in the face or 

se,·ere �hocks, including record credit delault� 

in recent vears. But it has also meant a trans

fer or credit risk rrorn rclatin:ly more regu

lated instillltions to relatively Jess regulated 

institutions, and !'rom rclativclr more mms

parent institution:-; to rclalively less transpar

ent institutions. 

The u·ansl'er of risk to non banking sector� 

has therefore raised several concerns: \!\'here 

has the risk gone? Has risk been widely dis

persed or concentrated? Arc 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 <;trong incentives and the tempta

tion to exploit such shortcomings. Moreover. 

as man)' nonhanks 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 mon� and more 

direCLiv to financial risks. 

A se!'ies of analytical chapters in this and 

ruwre issues or the GFSR will examine the 

implication of these changes for global finan

cial stability. In this context, financial stability 

is de(incd 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 

perspeclive, (inancial stability encompasses 

the absence of large and persistem changes in 

financial market prices and flows that inter

fere with efr.cient financial intennediation. 

Examples of this include exaggerated declines 

in asset prices, high risk aversion for a pro

longed period, and market sUTlClut-cs that 

allow normal market volatility w turn into 

financial instability. 

The series of chapters will also auempt to 

analyze whether, given the increased exposure 

of the household sector to financial market 

risks, the authorilics in m<�jor financial centers 

could feel pressured to add liquidity to help 

prevenL large and sustained declines in asset 

prices. A large and sustained asset price fall 

could have huge economic costs. including 

cotllribuling to the risk of deflation-as illus

u·ated by japan ·s experience. Such high cost�. 

and the nawral inclination w avoid them, 
could make it harder for the authorities w 
accept a downwarcl correction of financial 

markets. In (act, this perception could lead to 
a new form of moral hazard. Market panici

pants might expect the bailoms of key asset 

markets "too imponalll to fall," while u·adi

tionally they could have expected rescues only 

of financial instilllLions "too big LO fail." As a 

result, market participants could become com

placent and pt-epare to take on more risk than 

otherwise justified by fundamental develop

ment'>. Ultimately. such behavior could con

u-ibutc lO more pronounced upswings in 

certain asset markets. lO be followed eYentu

ally- bra correction 1 hat could be more pro

longed <tncl painful. 

Beginning this series, Chapter Ill focuses 

on the u·ansfer or risk from banking to non

banking institutions. in thb case to the insur

ance industry, and examines the key lacwrs 

shaping the risk appetite and risk manage

ment culwre of life insurance companies. 

These factors include market characteristics, 

regulations, accounting standards, and rating 

agencies. Chapter ill of the September 2004 
CFSR will look at similar issues in the pension 

fun cl sector. 

Chapter lV surveys the growth and develop

ment or international and domestic instiw

tional investors for emerging market securities 

and the impact or t hesc developments 011 the 

stability of capital !lows w emerging capital 

m<u-kets. 

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

The recent growth in credit derivatiYes as 

complex credit risk mmsfcr instruments <md 

the lack or transparency on such transactions 

have prompted concerns about where risk has 

migrated from the banking sector (sec March 

2002 CFSR). Since then, various official bod

ies and pri\'ate sector organizations ha\'e 

undertaken work, including surveys or market 

participant�. 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 or credit risk 

(through these deriYatives), but these net 

positions form a small pan (generally 3 to 4 
percent) or 1 heir asset pori folios. b·en more, 

exposure to traditional credit instruments. 

broadly defined, ha� been part of insurers' 

investment porliolios lor a long time, and sub

stantial in ,·olume. In recent years. there 

seems to be relatively stronger growth in the 

credit exposure or the insurance sector com-

3 
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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 ref,'l.llations. 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 

insurc:u1ce sectors that have a larger exposure 

to credit instruments than equities have been 

more stable during periods of financial 

stresses, most notably dw-ing 2000-03. 

Driven by this experience, many large 

insurers-mainly in Europe-have raised their 

capital, increased exposures to credit insu-u

menL� relative to equities, and strengthened 

their risk management capabilities. Taken 

wgether, 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' comparalive 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 

beguu to shorten the duration of their liabili

ties. At some point in the future, this would 

raise questions about t11e 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 

impUcations 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 rv). 
The strong risk-adjtL�ted 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 pw-

poses. This has helped to widen the pool of 

funds committed to investing in emerging mar

kets. Since these are long-tenn buy-and-hold 

investors, this is likely to enhance the stability of 

capital flows to emerging markets. Tllis develop

ment could cotmterbalance the more frequent 

trading activity of hedge funds and other 

opportunistic investors. However, since t11e 

assets under management of these international 

institutions are so big, relative to t11e 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 fann 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 

or dedicated emerging market funds has been 

accompanied by an improvement in the knowl

edge of portfolio managers and the profession

alism of invesunem decisions. It has also 
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enabled t.hesc funds Lo invest in a broadly diver

sified porlfolio of emerging m<u·kcts. For retail 

investors. this would be a superior way to invest 

in emerging markets, compared \\�th the recent 

expct.-icncc of many retail investors in Europe 

and .Japan. These retail investors, perhaps on 

the naive assumplion that sovereign borrowers 

do not default, had bought specific intcrna

lional sovereign bonds. Overall, the larger role 

of muut.:11 funds-with more sophisticated port
folio managers-could contribute r.o more dis

criminaling behavior in emerging markets. and 

su·eamline the debt-restructuring process in the 
unavoidable situalion when one is needed. 

Despite their posit.ive contributions, muwal 

funds have to cope with other risks that could 

contribute to W>latilit)' and thus bear watch

ing. First, emerging market. asset managers arc 
subject LO freq ucnt (usually quarterly) per

fonnance reviews by the pension fu11ds or 

insurance companies that invest in them, and 

those whose performance falls below a certain 

t.hreshold will be replaced. This review process 

could lead asset managers to avoid making 

investment decisions that differ loo much 

from the benchm<trk index or the inYestmcnt 

behavior of their peers-the risk of having a 

substantially dilTerem performance from the 

average is too great. This could consequently 

introduce anot.her element or herding beha\·

ior. Second, mutual funds have to cope with 

reclempLion risk as retail investors can quickly 

move money from funds containing assets 

tainted '�th potential credit ewnt.s 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 lillie in common with the 

source of t.he problem causing the redemp
tion i11 the first place. This, or course, is one 

of the usual channels for !inancial contagion. 

Many emerging market countries have 

reformed tl1cir pension systems, in tl1e process 

fostering tl1c growth of funded pension funds. 

LSt't' IMF'\ \\l1rfrl Hrono11ur Ootlool;. April 2004. 

POLICY CONCLUSIONS 

In addilion. lilc insurance companies and 

mutual funds haYc g-rown in several countries. 

Tht: assets under management or these institu

tional investors have probably reached a critical 

mass and will likely grow further in the foresee

able future. In addition lO spurdng the clevcl

opmcm or local capital markets. U1e domestic 

institmional inYcswrs ha\'e exened some stabi

liLing inDucncc in ext.crnal emerging market. 

bond markets. Howe\'er, relative to the growd1 

or these inslilutions. rlomeslic capital market<; 

h<we tended to develop more -;lowly in terms 

of market capitalization. liquidity, and \'ariety 

of instruments. Echoing 1hc discussion in 

Chapter III, one noticeable feature is the rela

live underdevelopment or corporate bond mar

kets. including securities or long duration. As a 

consequence, a m<�jor challenge ror many 

couuu·ies in t.he ncar future is the mismatch 

between the growtl1 of domestic institutional 

inveswrs and the relalively less developed 

domeslic securities markets that. do no1 ha,·c 

sulliciem si1.c, liquidity. <mel insu·uments lO 
satisfy the needs of these institutions. 

Moreover, prudent regulations -;uict.ly limit

ing tl1e holding of ,-arious t}1)es of assets, espe

cially foreign a .. '>Scts. could lead tl1esc insLitutions 

to focus their invesuncnts in certain u-aclitional 

products. 1l1is could lead to a concemnu.ion of 

risk, including a buildup of sovcreit,TJl debt or 
a-sset bubbles in domestic capital markets. 

Policy Conclusions 

vVhile rhe a�jusunem of global imbalances 

will Lake time, the key challenge lor the 

authorities in major financial centers is to 
maintain orderly market conditions that facili

tate Lhe smooth financing of global imbal

ances without laking awar I he pressure lor 

their adjustment. An)' global cooperative 

effort, designed to reduce economic imbal

ances in the medium tcnn, would greatly rcin

rorce t.he favorable market prospccts.1 

5 
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CHAPTER I OVERVIEW 

ConYersely, any sign of policy discord among 

the major countries coulrl upset t.he balancing 

act, leading lO a more disorderly adjustmem. 

Moreover, the authorities need to carefully 

manap;e the u·ansiLion from :-1 low interest rate 

environment. designed to p;uard against the 

risk of deflation, to a more normal interest 

rate environment commensurate with much 

stronger growth. Besides the timing and 

extent of an)' polic)' move, a communication 
strategy is es entia! in guiding market expecta
tions and in avoiding misunderstandings that 

could contribute to market volatilit)' and over

shooting. Markt:t overreactions of 1994 could 
serve as useful reminders to the auLhorities. 

Regulators and supervisors in the financial 

sector also need tn be alert to possible rnis
pricing of r-isk , excessive buildup of leverage, 

or concen u·ated risk exposures. 
In the meantime, all counuies should take 

advamagc of the benign financial market 

conditions to persevere in their refonn effort�. 

Mawre market counu-ies need to finish reforms 

LO su·cngt.hen their market foundations--the 

ongoing scandals in the mutual fund indusu-y 

and in companies such as Parmalat show that 

complaccncv is not warranted. Emerging mar

ket counuics need to take steps to reduce the 

level and vulnerability of t.hcir public debt and 

to funher develop local capital markets. 

This issue of t.he GFSR highlights structural 

developmenL'> 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 counu·ies, the policy recom

mendations refer to funher development of 

credit markets and to the role of regulatory 

and supervisory regimes, accounting stan

dards, and rating agencies in shaping t.he risk 

taking of insurance companies. These meas

ures should aim at encouraging insurance 

companies lO strengthen their credit risk man

agement capability. 
• Further d��velojJmenf of rrPdit markets. Given tJ1e 

positive role of credit instruments-including 

credit derivatives-in UlC asset portfolio of 

insurance companies, amhorities should seek 

to support and facilitate further develop

ments of credit markets. The authorities can 
review and change relevant legal, ra.x, and 

other regulator)' measures to make it conven

ient for issuers and investors to use credit 

inst111mems. Private sector initiatives, such as 

efforts by tJ1e Imernational Swap and 

Derivatives Association to standardize credit 

derivatives conu·acts, are welcome as they can 

stimulate growth in the market. 
• RegulaLion and supm;,ision. As insurance regu

lators and supervisors pay more attenl.ion to 

financial safety and soundness issues, they 
should pursue a risk-ba<;ed capital framework. 

Such a framework aligns more closely pru

dential requirements with underlying insur

ance Jisks and encourages improved risk 

managemem capabilit.y at insLU·ers. There 
seems to be a welcome convergence toward 

such a risk-based capital regime, especially 

wit.h the evolving Solvency IJ in t.he European 
Union and CP195 in the United Kingdom 
(see page 92 in Chapt.er U1).2 

• SufJervisOJ)' resources should be enhanced so that 

supervisors have appropriate stall and skills 

to evaluate t.he risk managemem models 

they require of insurers. 
• There is a need for inrreased dialogue among mj)Pr

visors to share information and to deal with 

the global aspects of insurance companies' 

activities, particularly t.hose of reinsurers. 
• Disclosure requirements need lo be slmnglhened to 

improve u·ansparcncy in various sub-sectors 

of the industry (e.g., reinsurance)3 and in 

the holding of and dealing in complex 

instruments (such as credit derivatives). 

�Solvency li is the European Union's "Review of the Ovc>rall Financial Position of an Insurance Undertaking .. 
(initiated in 1999). Consultation Paper 195 is the United Kingdom's "Enhanced Capital Requin:mcnts and 
lnclividu<ll C<tpiral r\SS('SSI11l!llLS for Life Insurers" (2003). 

�Also rc>commendcd b}' the lmcrnational Association of Insurance Supcn·isors' Task Fm·cc on Enhancing 
Di>clo�urc and Transparency in the Reinsurance Sector. 
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• Arrmwting standard.�. It is import.ant to 
ensure that financial and regulatory 
accoums provide an accurate reflection of 
an insurance company's linancial position 
(see discussion on Fair Value Accounting on 
page 99 in Chapter III). Assets <Lnd liabili

ties should be measured on a similar (e.g .. 
market value) basis, reflecting all risk expo
sures. However, poim estimates in Iinancial 

statements arc probably not so useful as a 
comprehensive disclosure that could help 
market participanL5 understand the true 

business reality of insurers. It is also appro
priate to encourage convergence in the 
principles of [inancial accounting and regu
latory reponing standards. 

• Rating agmcie..\. While rating agencies play an 
important role in disseminating credit infor
mation about companies to market partici

pants, it woulcl seem desirable to reduce the 
disproportionate reliance on rating agencies 
as tiP Jarto regulators for reinsurance compa

nies. To achieve this objective. super\'isory 
oversight for these insurers needs to be 
strengthened. In addition, greater trans
parency of business acti,�ties ancl linancial 
positions would be useful. 
In Lhe case of Lhe investor bases for emerg

ing markets asset<>, several policy conclusions 

can be highlighted. 
• To auract and maintain the interest of inter

national institutional investors in their sover
eign and corporate securities. enmging mrui<et 

countries should continue to implement strong (l[o

nomir and !tlrurluml jJolicie!t to enhance their 
growth potential and the resilience of their 
financial systems. They should also improve 
disclosure and transparency through, among 

other measures, subsCJ-iption to the Special 
Data Dissemination Standard (SDDS) and 

POLICY CONCLUSIONS 

regular communications with their investor 

bases-for example. through investor rela
tions programs. 

• Enwrgi11g marlwt rountrie.s also nf'Pd to have 11 
tOIIlfJiehellsive /Jlan to develop domestic secwilies 
marlu'l!t, taking iuLO consideration the 
growth and needs of domestic institutional 
investors. These markets should have 
sufficient size, liquidity, and variet}' of 

instrumems-especially bonds or long 
duration-to meet the need of domestic 

institutional iuvestors. More technically, 
they should impro\'e market infrastruc
ture, including a liquid secondary market 
and a good clearing and settlement system 

potentially in conjunction with other 
coun tries. 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") i s  horne 
by international investors. 

• Pension fund regulators need to gmdutill)' 
loosm lr>.strittions on forr>ign imw:.tmeuL� by lorril 
fJmsion managPI:s, paying attention to the 
limitations of local markeLS and lo the diver
silication benefits of international markeu., 

while maintaining adequate "prudem man., 

regulations. 
• There should also be a conscious elTon to 

gmdual(y lf'/Jlare Jnrsrriptirw l'f'!(Uklfions with 

risk-b(lsNI rafJital rr'giml!� that can encourage 
the de\·elopmcnt of risk management capa
bility on the pan of local insurers. These 
skills will serve them well when they begin 

to invest internationally. 
• Mutual funds nml to JnrwillP (U/Nfllate disdo

sure and education to prospective retail 
investors so as to reduce redemption risk. 

1 
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G LOBAL FINANCIAL MARKET DEVELOPMENTS 

E
xceptionally low short-term interest 
rates in the major financial centers 
comribULed to resurgent economic 
growth and rising corporaLe earnings 

and to progress iu strengthening corporate 
balance sheets, Lhus improving the rundamcn
tal economic outlook. I Policies pursued to 
stimulate economic growth also created pow
erful incen tives for investors lO vennu·e fur
ther out along the risk spectrum and 
conu·ibuted to a recovery of asset valuations. 

The combination of improved fu ndamen
tals and abundant liquidjty buoyed global 
asset ptices. Appetite for risk recovered and 

investor llows suggested an allocation away 
from relatively low-yielding assets in favor of 

riskier investments. Equity markets worldwide 
staged strong rallies in 2003, following three 
successive years of declines. In part reflect

ing the impact of this rally on investor sent.i
melll, the level ofvolatilit:y impLied by options 
ott European and U.S. equity markets fell. 
The complemen tary catalysts of impmvcd 
credit gualit)' and abundant Liquidity also 
pushed credit spreads on maLUre and emerg
ing market bonds to low levels. led by pre
cipiwus spread compression on high-yield 
bonds. 

This combimuion created a very favorable 
external financing environment for emerging 
market borrowers in 2003 and early 2004. 

Gross and net issuance by emerging market 
countries recovered su·ongly in 2003. Bond 

issuance in January 2004 was exceptionally 
high. Many borrowers have appropriately 
taken advantage of the relatively low cost of 
capital and strong investor appetite to prdi
nancc their bon·owing needs and to under
take liability management operations aimed at 

imprm·ing tl1e structure of their domesuc and 
external debt. 

These developments have helped to under
pin a further improvement in rhe omlook for 
financial market stability since the last issue of 
the GFSR. Looking ahead, there are two 

sources of downside risk to the outlook. 

• In a low interest rate environment, asset val
uations may be pushed beyond levels justi
fied by tangible improvements in 
fundamentals. SLimulus aimed at recovery 
may also encourage overvaluation. 

• The large global external imbalances and 

the equally sizable flows they engender 
pose another potential source of market 
instability. Adverse developments in the 
currency markets could heighten investor 
risk aversion and spill over into other asset 
marketS. 
Low short-term interest rates and a steep 

yield curve provide powerful incentives to 
boost leverage, undertake carry trades, and 
seck yield by going out along the credit risk 
spccu·um. There is a real risk of investor com
placency in a low interest rate environment. 
An unanticipated spike in yields and volatility 

in the U.S. o·easury market could also trigger 
a widening of credit spreads in maLUre and 
emerging markers and encourage an unwind
ing of carry u·ades and leveraged positions. 

J n this environmem, policymakers and reg

ulators must be vigilant lor excessively lever
aged or concentrated investor positions. 
Moreover, if asset valuations become based on 
excess liquidity rather than fundamentals, the 
withdrawal of monetary stimulus could trigger 
a widespread reassessment of asset \"aluations. 
To limit this risk, the transition to tightening 
needs to be carefully managed and clearly 

'Sec I he April 2004 World Erouomir Out/oo/1 for a detailed discussion of global macroeconomic prospccL� and issues. 
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communicated to markeL<;. In this context, the 
removal of the assurance that interest rates 
would remain low "for a considerable pet·iod" 
in the January 28 statement of the Federal 
Open Market Committee provided a salutary 
reminder to investors of the need to avoid 
being unduly influenced by low in terest rates 
in making im·estment decisions. This 
reminder hears repeating. 

Ensuring an orderly reduction in global 

external imbalances is another key challenge 
and a second potential source of risk to finan
cial markets. The April 2004 World Economic 

Outlook highlights the need for cooperative 
inLernational policy action to address the 
sources or these imbalances. From a financial 
market perspective, the magnit·ude or the cap
ital flows needed lO finance the large U.S. 

external current account deficit, the large 
share of official flows in this financing, and 
the heavy tilt toward fixed-income invesunents 
as a destination for such flows arc attracting 
considerable attention. 

The possibility that investors could demand 
an increased risk premium for U.S. dollar
denominated assets in an en\'ironment of a 
rapid decline in the value of the dollar raises 
the risk of broad financial market turbulence. 
Tn this case, yields on U.S. u·easury securities 
cmtld be pushed significantly higher. under
cutting Lhe valuation or riskier assets. 

Although the dollar is widely expected to 
trend funher downward in 2004, there are so 

far no signs of a lack of willingness tO hold 
dollar assets. I ndeed, data through t.he end of 
2003 uggest continued strong official inflows 
related to currency intervention and renewed 
private investor inrerest in U.S. corporate 

bonds and equities. Moreover, the implied 
volatility on dollar/yen and dollar/euro cur
rency options remains subdued. 

Emerging markets (ace risks stemming from 
a potential deterioration in the favorable 
external financing environment. An unexpect
edly sharp increase in underlying U.S. treas
ury yields would likely trigger a widening of 
credit spreads on emerging market bonds. 

GLOBAL FINANCIAL MARKET DEVELOPMENTS 

Emerging market borrowers would face 
higher borrowing costs, and underlying vul
nerabilities that had been masked by the very 

favorable external financing environment 
would be more starkly exposed. Coulllries 
with large levels of public debt and volatile 
debt sLrucLUres would be most at risk. The 
risks t.o emerging markets are mitigated, how
ever, by improved global growth prospects, 
higher commodity prices, the resilience 
afforded by increased exchange rate flexibil
ity, increased foreign exchange reserves, and 
action taken to address potentially volatile 
debt structures. 

This chapter analyzes key developments and 
risks in mature and emerging financial mar
kets, focusing iJJ particular on Lhe !actors 
underlying the strong rebound in global asset 
prices in 2003 and on whetJ1er that rebound 
has pushed asset valuations to levels lhat are 
not fully just.ilied by fundamental improve

ments in earnings growth and credit gualit:y. 

• The first section highlights developments 
and vulnerabilities in mature markets, 
including in particular the role of low short
term interest rates in influencing investor 
behavior, market expectations for short-term 
interest rates, developmenL'i in mature equity 
and corporate bond markets, and changing 
market sentiment toward the dollar. Given 

the potential for a more abrupt t.han anLici
pated incre::ase in interest rates, the current. 
yield curve environment is compared with 
that prevailing in 1994, Lhe Lime of the last 
mature government bond market sell-ofi. 

• The second eclion analyzes spread develop
ments in the emerging bond market, with 
particular attention to the degree to which 

low short-term interest rates rather than 
fundamentals alone have contributed 1.0 the 
steep decline in yield spreads on emerging 
market bonds. This section also provides an 
update on financial market developments in 
EU accession countries (ollmving the set
backs of 2003. 

• The third section reviews developments in 
gross and net portfolio and foreign direct 

9 
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CHAPTER II GLOBAL FINANCIAL MARKET DEVELOPMENTS 

Figure 2.1.  The Real Federal Funds Rate 
(In percent) 
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Sources: Bloomberg L.P.: National Bureau ol Economic Research (NBER); and IMF 
staH estimates. 

Figure 2.2. U.S.  Nominal GOP and 10-Year Treasury 
Rates 
(In percent) 
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Sources: Bloomberg L.P.: National Bureau of Economic Research (NBER); and IMF 
staff estimates. 

investment flows to emerging market coun
tries, placing them in the context of devel
opments in mature and emerging 
secondary markets. Steps taken to use the 
currently favorable financing environmelll 
to undertake liability management opera
tions tO improve the structure of domestic 
and external debt are highlighted. 

• The fourth section applies financial sound
ness indicators to assess the vulnerabilities of 
selected emerging market banking systems. 

• Finally, tl1e discussion of risks in Lhe main 
financial cemers provided in the fifth sec
tion focuses on improvements in sectoral 
balance sheets, developments in the U.S. 
mortgage market, the factors underlying the 
recent proliferation of hedge funds, 
progress (and setbacks) in improving corpo
rate governance smndards. and key recent 
regulatory developments. 

• Appendix I further explores the extent to 
which low short-term interest rates have 
compressed credit spreads on emerging 
market bonds to a point not fully justified 

by improvements in fundamental credit 
quality. 

• Appendix II assesses recent initiatives to 
develop a regional bond market in Asia. 

Developments and Vulnerabilities in 
Mature Markets 

Yields in Major Government Bond Markets 

Remain Exceptionally Low 

Interest rates in the United States and other 
major markets are low and will eventually need 
to rise. Lndeed, in some counu·ies, notably 
Ausu<tlia and the United Kingdom, the tight
ening cycle has already begun. Speculat..ion 
over the Liming and magnitude of the U.S. 
tightening cycle has increased, "�th t11e dissipa
tion of deflation fears in mid-2003 and subse
quent mount..ing signs of economic recovery. 
The transition to tightening could have broad 
implications since abundant liquidity-and not 
just improved fundamentals-has played a 
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major role in boosting asset prices and the 

near homogeneous compression of spreads 

observed in the mature and emerging markets. 

\!\'hen risk-free rates rise, valuations in many 

markets could be pressured, and investors' 

appetite for risk tested. 

WitJ1 the Fed funds rate at a 45-year low of 

I percent, U.S. economic growth resurgent, 

and government bond issuance set to increase, 

the slope of tJ1e U.S. treasury yield curve has 

remained quite steep throughout 2003 and 
early 2004. The real Fed funds rate (deflated 
by the consumer price index) is negative. ft is 
CJLiite low by historical standards and given the 

stage in the economic cycle (Figure 2. 1 ) .  Since 

short-te1111 interest rates are a key building 

block for the valuation of other riskier assets, 

the maintenance of low short-term rates can 

have a pervasive effect on the price of other 

assets. As rates rise, asset valuations predicated 

on an unusually low level of risk-free rates 

could be called into question. 

ln the m<uor government bond markets, 

low short-term rates and limited inflationary 

pressure have helped keep nominal yields 

along the maturity spectrum low by historical 

standards in most m<uor markets. Yields on 

U.S. treasury securities remained negative in 

real terms in January 2004 for maturities of up 

to two years, as were yields on German Bunds 

with a tenor of one )'ear or less. 

The yield on 10-year U.S. treasury securities 

has in the past tended to move wiili nominal 

GDP growth during non-recessionary periods. 

While nominal CDP growth has recovered 

from the recent recession, 10-year U.S. o·eas

ury yields remain bound in a low range 

(Figure 2.2). 

The real yields on inOation-indexed bonds 

in the euro area, the United Kingdom, and the 

United States have fallen to histOJ;cally low lev

els (Figure 2.3). This decline largely reflects 

the influence of the low level of short-term 

rates on investor assessments of altemative 

investments. At tJ1e same time. market expecta

t.ions for inflation in the euro area and the 

United S tates rose during 2003 (Figure 2.4). 

DEVELOPMENTS AND VULNERABILITIES IN MATURE MARKETS 

Figure 2.3. Inflation-Indexed Bond Yields 
(In percent) 

Sources: Bloomberg l.P.; and IMF staff estimates 

Figure 2.4. long-Term Inflation Expectations 
(In percent. 10-year nominal yields less inflation-indexed yields) 
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Figure 2.5. Inflation Expectations less Current Inflation 
(In percent) 
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Figure 2.6. Three-Month liBOR Futures Strip Curves 
(In percent, as of March 2, 2004) 
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Throughout much of 2003. while deflation 

fears weighed on bond yields, the break-even 

inflation rates2 in the euro area and the 

United States were below rhe actual inflation 

rate, suggesting that the market expected 

inflation to fall further (Figure 2.5). Since 

October 2003 however, the break-even infla

tion rate has risen and is now slightly above 

the actual inflation rate. suggesting markets 

now expect actual inflation to t;se. \Nhile mar

ket-based measures of inllationary expecta

tions can be distorted by market segmentation 

and by the smaller size and lower liquidity of 

the markets for inflation-protected securities 

compared whh securities olTering nominal 

)'ields, some market participants viewed these 

developments as a harbinger of upward pres

sure on yields. 

Reflecting the steep slope of the U.S. treas

ury )'ield curve, short-term interest rate 

fuwres contracts are discounting an increase 

in U.S. dollar interest rates (Figure 2.6). 

Markets in the euro zone and the United 

Kingdom are also pricing in an increase in 

short-term rates, although not as rapid as that 

anticipated in the case of the United States. 

U.S. short-term interest rates are priced to 

exceed those in the euro area from 2005. 

While global short-term interest rates are 

widely anticipated to increase from exception

all)' low levels, this increase i present!)' not 

expected to be disnaptive. Nevertheless, bond 

market volatility has remained high and 

investors could quick!)' revise their interest 

rate outlook, as they did during the 1 994 sell

orr of global fixed-income markets (Box 2.1). 

In 1994, policy rates in the United States rose 

much more rapidly than anticipated, resulting 

in a global government bond market sell-off. 

:!The spread between the real yield on inflation
indexed govemment bonds and their nominal coun
terparts provides an indicator of market expecll\t.ions 
for average inllation over the life of the bonds being 
compared. The spread represents the break-even in.lla
Lion rate that would make an investor indificrenL Lo a 
conventional nominal bond and one linked to 
inllaLion. 
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DEVELOPMENTS AND VULNERABILITIES IN MATURE MARKETS 

Box 2.1. The Shift to Tightening: Parallels Between 1994 and 2004 

Forward markets have priced in a gradt�al 

ri.se in U.S. shon-term interest rates over lhe 

next years. Bond market volatility has remained 

elevated, however, reflecting uncertainty over 

the timing and extent of policy tightening. 

Investors could quickly revise their benign 

interest rate outlook, as they did prior to the 

sell-ofT io global fiXed-income markets of 1994. 

The Global Bond Market Rout of 1994 
Prior to the sell-off in 1994, U.S. investors had 

built up sizable positions in Europe's bond 

markets. attempting to capture capital gains 

expected from the um,;nding of financial mar

ket su-ain tl1at followed the breakup of the 

European Exchange Rate Mechanism in 1992.1 

Entering 1994. financial market� anticipated 

monetary easing in Europe. driven by the uncer

tain recovery in Germany, subdued inflationary 

pressures, and high and rising unemployment. 

Tn tile case of the United SLates, financial mar

kets expected that a cyclical rebound would 

result in a gradual but steady increase in U.S. 

interest rales. 

In tl1e event, monetary easing in Europe fell 

short of expectations and markets were sur

prised by the pace of monetary tightening in the 

United States that began in February 1994. 

Dua;ng the following 12 months, tl1e Fed funds 

rate was doubled to 6 percent in the course of 

se,·en successive rate increases. The ensuing sell

off in the U.S. u·easury bond market was exacer

bated by attempts by leveraged U.S. investors to 

hedge tbeh· exposure to European bond mar

kets. Bond market volatility and conelation 

rose, and l 0-year U.S. treasury >1elds shot up by 

almost 250 basis points, peaking at 8 percent in 

November 1994. Shon-tenn rates rose by more, 

u·iggering a marked flattening of the U.S. 

treasury yield curve. In tile process, investors 

curtailed their borrowing at shon-tenn rates 

and their exposure to longer-dated, higher

yielding assets. This de-leveraging was broad

based and resulted in a marked widening or 

tSee. fl>r example, Goldstein and Folkcrts
Landau ( 1994) . 

U.S. Treasury Market Yield Curve 
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emerging bond market yield spreads from 405 

basis points at end-1993 to 800 basis points in 

mid-December, 1994, before the onset of the 

Teqttila crisis. 

Parallels with 1994 
Just as in 1994, the outlook for interest rates 

in the United States was benign at the begin

ning or 2004. V\'hile inflation and nominal yields 

were substantially below those prevailing a 
decade ago, the shape of the yield curve at the 

beginning of 2004 was similar to that prevailing 

in 1994 (see the first Figttre) .  

• The increase in short-term interest rates 

priced into futures markets at tile beginning 

of 2004 was broadly comparable to the 

increase priced in a decade ago for shorter

dated contracts. However, for longer-dated 

contracts, the magnitudes of tile interest rate 

increases e.xpected a1 the beginning of 2004 

exceeded those of 1994 (see second Figure). 
• The U.S. treasury yield curve in 1994 and at 

tile beginning of2004 was extraordinarily 

steep (see the third Figure).  
• The yield curve's unusual steepness provided 

strong incentives to seek leverage and build 

"carry trade'' positions dLUing botll episodes. 

Such carry trades involve bon·owing at low 

short-tenn interest rates to build positions in 

13 
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Box 2.1 (concluded} 

Implied Changes in Eurodollar 
Forwards Rate 
{In basis points) 

• January 2, 2004 
January 4, 1994 

= 11 ll ll  -
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Sources: Bloomberg L.P., and IMF staff estimates. 

higher-yielding, longer-dated bonds. Abstract
ing from bond price movements, such posi

tions yielded 3 percentage points on average 
during 2003, estimated as the differential 

between the yield on 10-year U.S. rreasw]' 

bonds and three-month LIBOR (see the fow1.h 
Figure).  This differential. reached a 10-year 

high last year, underscoring the potential for 

volatility from an unwinding of carry trades in 
response to rising shon-tenn rates and a flat-

U.S. Interest Rate Indicators 
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Excess 10-Year U.S. Treasury Yield Over 
Three-Month LIBOR 
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tening of the yield curve. In addition to cany 

u-ades, low short-term interest mtes encourage 

investors to reach for yield in other ways, a fac

tor that contributed to the marked compres

sion in corporate credit spreads observed last 
year and a decade ago. 

Divergences from 1994 

While the phrase "it is different this time" is 

notorious for being a dangerous fomJUialion in 
finance, no two market situations are ever identi

cal. The similarities just described suggest t11at 

there i.s considerable scope for interest rate 

volatility and spillover to oLher markets, espe

cially if market expectations shift from the 

gradual increase in rates currentJy disconnted to 
a more abrupt pace of tightening and yield cun•e 

Aattening. Current circumstances exhibit a num

ber of major differences from those prevailing in 

1994. However, some of these differences 1113)' as 

easily exacerbate as dampen volatility. 
• Foreign holding of U.S. Lreasury securities 

reached an historic high at end-2003, 

accounLing for 43 percent of the stock of 

marketable debt outstanding. Rising issuance 

was increasingly absorbed by demand from 
t11e foreign official sector. largely fueled by 

the proceeds of foreign exchange market 
intervention. 
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• Consequently, foreign official pw·chases had a 
discernible impact on yield developments. 
The swck of marketable debt securities rose 

by $370 billion during 2003. Private 
holdings-both foreign and domestic

increased by $209 billion, with the slack laken 

up by official purchases. While the Federal 
Reserve Bank increased its holdings by $37 
billion, foreign official holdings increased by 

$130 billion. The latter absorbed about one

third of the net increase of the stock of mar
ketable securities during this period. 

Consequemly, foreign official holdings rose to 

an estimated 24 percem of the stock of mar

ketable U.S. treasury securities outstanding. 

• Real interest rates remained low by any stan

dard in January 2004. much lower than real 

rates in 1994. Real interest rates. however. 
could come under pressure to rise, if demand 

for capital by the private or public sector were 

to exceed expectations. 

• The macroeconomic backdrop for financial 
markets was substantially different at the 

beginning of 2004 from a decade ago. While 

the cutTent recovery has been more forceful, 

In that episode, volatility and the correlation 

of global government bond markels rose 

sharply. 

Bond and Equity Prices Surge 

Corporate bond and equity market invest

ment returns renected an unusually vigorous 
credit cycle. With the first sign of global 

economic recovery, the value of claims on 
business in mature markets surged. A self-rein

forcing improvement in valuations emerged as 

new high-yield credit and convertible financ

ing for marginal bon·owers again became 

available, sharply reducing the risk of business 

failure. Measures taken by corporations to cut 

costs, defer investment, and strengthen bal

ance sheets amplified the positive impact of 

resurgent economic growth on earnings, cash 

DEVELOPMENTS AND VULNERABILITIES IN MATURE MARKETS 

Selected U.S. Economic and Financial Indicators 
1993-94 2003-04 

GOP growth1 3.8 6.1 
Productivity I 1.8 5.2 
Budget deficit (in percent of GOP)2 2.9 4.5 

CPI (year-on-year percent change)3 2.7 1.9 
Core CPI (year-on-year percent change)3 3.2 1 . 1  
Fed Funds Rate3 3.0 1 .0 

Ten-year U.S. treasury yield 3 5.8 4.2 
Aa rated corporate bond spread 

(in basis points)3 51 48 

B rated corporate bond spread 
(in basis points)3.4 407 357 

EMBI/EMBI+ spread (in basis points)3.s 396 418 

Sources: Bloomberg L.P.; and IMF, World Economic Outlook. 
1 Annualized second-half 1993 and 2003, respectively. 
2FY1994 and FY2004, respectively. 
3 End-1993 and end-2003, respectively. 
4End-1993 estimate using yield-to-worst convention. 
SEnd-1993 EMBI, end-2003 EMBI+. 

inflationary pressures are more subdued than 

in 1994, in pan retlecling high productivity, 

softness in the labor market, and low capacity 

utilization. Consequently, pressure on yields 

to rise was limited in early 2004, notwithstand

ing the widening liscal deficit and the need to 

boost issuance (see Lhc Table). 

now, and credit quality. The cyclical rebound 

in asset prices was further accentuated by the 
low interest rate environment and a starting 

point of high risk aversion that had developed 

in 2002. 
Credit spreads on corporate bonds nar

rowed sharply in 2003, led in particular by 

high-yield bonds (Figure 2. 7). The return on 

high-yield bonds in Europe and the United 

States in 2003-of neaTly 30 percent

exceeded equity rctw·ns in mature markets 

and were comparable to the return on emerg

ing market bonds. These returns were fueled 

by improved credjr quality and strong investor 

inflows into corporate bonds in a quest for 

yield. 

Corporate bond markets were boosted by 

expectations of a continued decline in corpo
rate default rates (Figure 2.8). Bond rating 

T5 
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Figure 2. 7. United States and European Corporate 
Bond Spreads 
(In basis points) 
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Sources: Merrill Lynch: and IMF staff estimates. 
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Figure 2.8. Corporate Default Rates 
(In percent) 
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downgrades of companies to below invesunem 
grade-which exclude them from some port
folios and cause significant los in value for 

important investor groups-were also sharply 
lower. Reduced default risk and su·ong 

investor demand for high-yielding assets per
mitted a rebound in high-yield bond issuance 

by European and U.S. corporations in 2003. 
Corporate bond valuations, for both invest

ment grade and high-yield bonds, are high 
but not too far out of line compared with pre
vious credit recoveries. Across a range of 
credit classes, spreads remain above those that 
prevailed during the last credit expansion of 

1992-97 (Figure 2.9). Moreover, acUusLing for 
the unusual\)' low level of current i·isk-frec 
rates, riskier yields appear attraclive when 
measured as a proportion of the I;sk-free rate. 
This comparison is, of course, vulnerable to 

rising rates. 
Global equity markets also staged a strong, 

broad-based rail)' in 2003, reversing three 
years of decline (Figure 2 . 1  0). As with the cor
porate bond market, the rebound in global 

share prices was largely in response to an 
improved outlook for corporate earnings and 
economic growt11, progress in slrengthening 
corporaLe balance sheets in the mawre mar
kets, and record low short-term imerest rates 
in the major financial centers that helped to 
whet inveswr appetite for risk. Since the stan 
of 2004, most major equity indices have expe· 
rienced a period of consolidalion as inveswrs 
have shown renewed caution. Technology 
shares, in particular, have stabilized as 
investors have appropriately paused to await 
furtl1er signs of improving fundamentals. 
However, stocks in Japan have continued to 
rise. 

Business earnings, a critical factor in equity 
valua1ions, have recovered. fn the Un ited 
States, for example, the operating earnings of 
firms in the S&P 500 index rose by 1 7  percent 
in 2003 from a year earlier. Ean1ings of U.S. 
firms in 2003 exceeded their pre,1ous peak in 
2000, fully recovering from the recession. 
Earnings in Europe <Uld .Japan arc recovering 
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with a delay and remain below prior cyclical 
peaks. 

In U.S. markets. aggregate analyst expecta

tions of ear-nings drifted higher during the 
course of 2003, in contrast to sharp downward 

revisions in previous years. Ln Europe and 

Japan, earnings forecasts were also revised up 
strongly in 2003. The improving earnings out

look and strong rally in stock prices con
tributed to relative!)' subdued volatility 

expectations. The implied volatility of options 

on mcyor equity markets fell over the conrse 
of the year (Figure 2. 1 1  ) . Earnings growth is 
expected to remain robust in 2004 in Europe. 

Japan. and the United States. 

U.S. Dollar Depreciates as Deficits Rise 

Markets see the U.S. dollar as facing pres
sure toward depreciation from a variety of 
sources. These include Lhc need to sustain an 
unprecedented level of capital inllows to 
finance the external currem accoum deficit 

and the high proportio11 of official inflows 

related to currency intervention. Markets do 

not appear overly concerned that the dollar's 
decline will either accelerate or have a disrup
tive impact on other asset markets. Should the 
expectations underpinning rhis outlook
notably continued strong foreign official 
innows and a rebound in private [lows-prove 

unfounded, tJ1c pressure on tJ1e dollar will 

intensify. A decline in dcm<mcl for U.S. dollar 
assets could o·igger an increase in bond yields. 

The nominal depreciation of the 1J.S. dollar 
versus the other m<�or currencies has been 

orderly, and options mark<'ts suggest tJ1at 
investors are nor expecting sharp currency 

movements. The call for nexibility in last 
September's Group of Seven (G-7) commu

nique caused the volatilit:y implied by option 

contracts on the yen to rise temporarily 

(Figures 2.12 and 2.13). The February 2004 
G-7 communique highlighting tJ1e undesir
abilit)' or excess volatility helped to dampen 
volatility expectations. Nevertheless, the dollar 
has conLinued to decline and the volatility 

DEVELOPMENTS AND VULNERABILITIES IN MATURE MARKETS 

Figure 2.9. U.S. Corporate Bond Spreads by Rating 
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Figure 2.10. Selected Equity Market Performance 
(January 1, 2000 = 100) 
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Figure 2 . 1 1 .  Implied Equity Market Option 
Volatility Indices 
(In percent) 
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Figure 2.12. Yen Probability Density Function 
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implied on euro option conU'aCts, while weU 
wi thin historical ranges, has •·isen (Figure 
2.14). However, there is no su·ong directional 
tilt in the pricing of currency option con
tracts. The premium that investors are willing 
to pay for the right to sell dollars, over the 
equivalent right to buy dollars, has reverted to 
normal levels for both the euro and the yen. 

While most market indicaLOrs now suggest a 
generally sanguine view of future currency 
movements, a few anomalies have emerged. 
These reflect market speculalion of an even
waJ revaluation of Asian currencies. A marked 
rise in fonvard premiums on the yuan and the 
Hong Kong do\Jar in the second half of last 
year suggested that markets did not rule out a 
revalualion. Spcculalivc inflows pushed the 
Hong Kong SAR interbank offered rate 

(HIBOR) well below LTBOR (Figure 2.15). 

Oflicial intervention by Asian cenu·al banks 
has remained strong. japanese authorilies 

intervened in increasing amounts in 2003 to 
prevent the yen from strengthening more rap
idly. Foreign exchange reserves of the 1 1  
m�or Asian central banks now approach $2 
trillion, with no sign of a slowing in the trend 

(Figure 2.16). 

Much of the reserves accumulated on 
account of currency market intervention has 
been invested in U.S. treasury and agency 
securities. These i1WCSU11ents have helped 
under·pin strong foreign portfolio flows into 
the United States and conu·ibuted tO the sub
slantial increase in the share of U.S. treasury 
and agency bonds held by foreigners (Figure 
2.1 7). Private international investor flows into 
the U.S. equity and corporate bond markets 
rebounded with the recovery in U.S. corpo
rate earnings and credit quality. So far, how

ever, a substanlial recovery of foreign direct 
investment into the United States, the domi

nant source of external financing during 
1 999-2000, appears unlikely. European 
corporalions-major players in the past U.S. 
merger and acquisition boom-are not 
expected to have the interest or wherewithal 
to invest heavily in U.S. firms, notwithstanding 
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the recent strengthening of the financial posi
tion of European !inns. 

Markets are not expecting a disorder!)' 

change in the value of the dollar versus the 
other G-3 currencies. Asian ccnu·al banks are 

expected by the market LO continue to inter

vene LO stem the pace of appreciation. 
However, the eiTectiveness on market expecta
tions of intervention could decline over time 
as the sustainability of high levels of interven

tion is questioned. 
The importance of bonds as a clestination 

for foreign in !lows has so far been one or the 
factors helping to anchor longer-term U.S. 
treasury yields, notwithstanding the strong 
rebound in U.S. economic growth and the 

prospect of a substantial increase in U.S. u·eas

ury issuance. But the heavy tilt wward bonds 

in the composition of net foreign inflows car
ries 1isks. A spike in bond yields in the United 
States ;:uising from an increased risk premium 

on U.S. dollar assets would be problematic 
given the role of low yields in supporting 
household consumption and in boosting the 
valuation of riskier assets. Turbulence in the 
U.S. treasury Jmu·kct could in panicular also 
spill over LO other fixed income markets, 
widening credit spreads from their current 
low levels. A rapid decline of the dollar in the 

context of slowing inflows would undermine 
the valuation of other assets and potentially 
contribute to broader market volatility. 

Improved Fundamentals and the Quest 
for Yield Buoy Emerging Market Bonds 

As in the case or mature corporate bond 
markets, emerging market credit spreads fell 

precipitously in 2003, with bonds at the low 
end of Lhe credit risk spectrum leading the 
charge. The same factors that conu·ibuted to 
the compression of corporate bond spreads
improved fundamentals and the impact of 

abundant liquidity on investor behavior
underpinned a similarly impressive compres
sion of spreads on emerging market bonds. 
However, valuations on emerging market 

EMERGING MARKET BONDS 

Figure 2.13. Euro Probability Density Function 
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Figure 2.14. Currency Volatilities 
(In percent versus the U.S. dollar, 3 month) 
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Figure 2.15. Hong Kong SAR: HIBOR Versus LIBOR 
(In percent) 
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Figure 2.16. Foreign Exchange Reserves of Selected 
Asian Central Banks 
(In billions of U.S. dollars) 
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bonds, especially sub-investmem grade bonds, 
appear vulnerable to an increase in underly
ing U.S. treasury yields. 

Emerging market bonds posted impressive 
returns in 2003 (Figure 2.18). The highly 
accommodative monetary stance in the main 
iJ1dustrialized countries contributed to a 
search for yield among investors that encour
aged sizable new inflows into Lhe secondary 
market for emerging market bonds. The 
inducement of low risk-free rates was comple
mented by expectations for strengthening fun
damentals as a result of improved prospects 
for global growth, surging commodity prices, 
fiscal consolidation in some key countries, low 
inflation, increased foreign reserve holdings. 
and Lhe earlier shift to floating exchange 
rates. This combination especially benefited 
high-yielding credits, whose spreads had been 
pushed to high levels in the environment of 
acute risk aversion of 2002. However, in early 
2004, following a surge of new issuance, the 
prospect of a u·ansition to tightening in the 
United States triggered a moderate cotTec
tion. E.merging market bond spreads widened 
significantly in February as investors were 
reminded of ll1e risk of being over-influenced 
by low short-term interest rates-instead of 
fundamemals-when making investment deci
siom;. Moreover, investor discrimination seems 
to have increased during this period as the 
spreads on high-yielding Latin American cred
its widened more than those on lower-yielding 
Asian bonds. 

The compression in emerging market bond 
spreads was mirrored by declines in implied 
default probabilities in the credit default 
swaps market (Figure 2. 19).:1 The implied 

lCredjt default swaps arc derivative contracts that 
insure the buver of protection against tbe ,;sk of 
dcf1tult <>fa specified reference entity. such as a sover
eign borrowcr. Following a conLratlllally dcfined "credit 
e\cm," 1he burer of protection receives a payment 
intended to compcnsa1e for thc loss �Lemming from 
that evem. For a given assumed post-default recoverv 
\".tluc, the implied probability or def<lult can be esti
mated from the current markct price of thc protection. 
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default probabilities peaked in rnid-2002, at 
the height of the Brazilian crisis. However, 
there were regional differences. with greater 
volatility in Latin America than elsewhere. 
Asian default probabilities remained low and 
stable. 

Foreign investor interest in local emerging 
market investments has also risen. Foreign 
inflows �u·c motivated i n  pan by the high valu
ations on external emerging market bonds. In 
addition, the prospect that emerging equity 
markets will strong!)' benefit from resurgent 
global growth has attracted foreign flows into 
a number or emerging equity markets and 
helped underpin the su·ong rise in emerging 
market equity prices in 2003. LocaJ bond mar
kets attracted sizable inflows amid improving 
f'undamemals, falling policy rates, and expec
tations for further currency appreciation in 
many or the larger markets, including Brazil, 
South N'rica, and Turkey. Indeed, in some 
counu·ies wilh debt denominated in or linked 
to foreign currencies, exchange rate apprecia
tion has contributed at least tempontrily to 
improved debt dynamics. However, Cinancial 
market volatility increased in Hungary and 
Poland amid concerns that '\�dening fiscal 
deficits would overburden monetal')' and 
exchange rate policy and potentially delar the 
adoption of the euro (Box 2.2). 

There has been a noticeable improvement 
in credit quality among emerging market 
countries over the past several years. ln 2003. 
there were a number of credit rating 
upgrades, notably Indonesia, Russia, South 
Africa, and Turkey. Moody's upgrade of Russia 
to Baa3 in 2003 resulted in over 50 percent of 
the asser class being invesuncm grade. The 
credit quality of the EMBI Global-as calcu
lated by the weighted average rating of its 
constiwents-is now well anchored at double 
B compared with single B+ jusL two years ago 
(Figure 2.20). 

vl/hilc improved credit quality has undoubt
edly contributed w the spread compression 
observed in 2003, favorable external financing 
conditions also played a signiJicant role. The 

EMERGING MARKET BONDS 

Figure 2.17. Foreign Ownership of U.S. Securities 
(In percent of total) 
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Figure 2.18. Returns During 2003 of the EMBI+ and 
Select Sub-Indices 
(In percent) 

Sources: J.P Morgan Chase & Co.: and IMF staff esltmates. 
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Figure 2.19. Default Probabilities Implied by Five-Year 
Credit Default Swap Spreads 
(In percent, calculated as an average of 16 emerging market credit 
default swaps on senior debt and a 40% recovery rate) 
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Figure 2.20. Emerging Market Average Credit Quality 
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Sources J.P. Morgan Chase & Co.; Moody's. Standard & Poor's; and IMF staff 
estimates. 

broad-based nature of rhe raUy, reduced dis
criminat.ion among investors (as measured by 
Lhe low dispersion of returns among credits), 
and the increase in cross-correlations among 
credits for most of last year point to a market 
being driven more by common factors includ
ing liquidity a.nd market technicals, rather 
than individual counu·y fundamentals 
(Figures 2.21 ancl 2.22). Likewise, the strong 
correlalion between global risk indicators and 
emerging bond market spreads throughout 
most or 2003 suggests that performance of t.he 
latter was closely lied to increased global liq
uidity and risk appelite. Indeed, research sug
gests Lhat low shon-term interest rates have 
been a key determinant of emerging bond 
spreads since 2001 (Appendix I) .  

The strong emerging market performance 
of last year-three quaners of which was 
driven by spread compression wit.h the bal
ance accounted f01· by coupon paymenLS-is 
unlikely to be repeated in 2004. The scope for 
further spread compression from already his
LOticaJly low levels is limited, and an increase 
in underlying U.S. u-casury yields is widely 
anticipated. As a result., most. analysts forecast. 
low single-digit ret.urns for the EMBI+.� 

The prospect of lowet- remrns in an envi
ronment of tising imerest r-at.es could deter 
new inflows, and even prompt a reallocation 
of assets away from emerging markets. In par
ticular, an unexpected spike in U.S. u·easury 
yields could lead to wider emerging market 
bond spreads and to a more pronounced real
location by crossover inveswrs from the asset. 
class. Moreover, a disorderly adjustment. in the 
major currency markets, particularly if accom
panied by a spike in yields and volatility in 
mature debt markets, could raise investor risk 
aversion and conu-ibULe to a widening of 
spreads on emerging market bonds. Spreads 
on emerging market bonds at historically low 

1Given a duration of 5'1.1 years on the EMBl+ and a 
coupon of about 8 percent, a I percen l increase in 
U.S. treasury yields would reduce returns to 211.! pet-
cent, even if spreads remain unchanged. 
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levels leave little buffer to absorb adverse 
developments. 

The risks stemming from higher U.S. treas
ury yields were demonstrated in I he summer 
of 2003 and again in January 2004. During 

June-August 2003, l 0-year U.S. treasury yields 
rose by almost 150 basis points, triggering a 
sell-off in emerging bond markets. Spreads, 
however. were relatively stable. Analysts 

atu·ibuted this stability to the view that 

valuations remained relatively attractive at 
that poinL. and that the sell-off in the U.S. 
treasury market was largely due to technical 

considerations-convexity hedging by mort
gage agencies-and an casing of deflationary 
fears, rather than a signal of Lightening liquid

ity conditions. The situation was different in 
.January 2004 when the change in language of 

the Federal Open Market Committee 
(FOMC) statement triggered an increase in 

emerging bond spreads. This spread widening 
was attributed b}' some to the partial unwind
ing of leveraged carry trades. To others, the 
abrupt \Videning of emerging market spreads 
was a reflecrion of so·etched valuations that 
would be increasingly called into question in a 
rising interest rate cm�ronment. In addition, 
the record pace of new bond issuance in the 

first three weeks ofJanuary 2004 also tem

porarily weighed on the market. 
For the present, however, a number of fac

tors mitigate these risks. The global recovery 
has strengthened and broadened, and global 
commodity prices have risen strongly. The 
favorable external financing environment has 
enabled many counuies to prefinance a signif
icam part of their planned issuance. Many 
countries have also taken advantage of the 
favorable market conditions to improve their 

debt profiles by lowering borrowing costs, 
extending maturities, and reducing the share 
of debt indexed to short-term interest rates 

and foreign currencies. \Nhile man)' counuies 
have used the ine\'itably temporary favorable 
external financing conditions prudently, oth

ers have loosened their fiscal stance and slack
ened the pace of adjustmenl. When the 

EMERGING MARKET BONDS 

Figure 2.21. Dispersion of Returns Within the EMBI+ 
(In percent) 
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Sources: J.P. Morgan Chase & Co.: and IMF staff estimates. 
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Figure 2.22. Emerging Market Debt: Average Cross
Correlations 
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Sources: J.P. Morgan Chase & Co.; and IMF staff estimates. 
Note: Thirty-day moving simple average across all pa1r·wlse return correlations of 20 

constiluems included In the EMBI Global. 
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Box 2.2. Bond Market Convergence of EU Accession Countries: Recent Setbacks and Prospects 

The September 2003 GlobalFilumcial Stabilit)' 
&pori (GFSR) underscored Lhe need for ftscal 

consolidation in Cemnl Europe to mitigate the 

risks of exchange rate and interest rate volatility. 

While prospects ofEU accession in Mar 2004 

had spurred a secular broadening of the 

investor base, the dependence on portfolio 

inflows to finance large fiscal delicits had risen 

to unprecedented levels. most notably in 

Hungary and, to a lesser exte:nr, in Poland. 

Fiscal laxity overburdened monetary and 

excha11ge rate policies in these countries. The 

.June 200� devaluation in Hungary reinlorced 

concerns over an apparem subordination of 

inflation targeting to exchange rate considera

tion:;. lm·estor concerns that the timetable for 

euro adoption might slip-in part on account of 

warning signals thai the Maastricht ceiling on 

general government debt could be breached in 

I lungary and Poland-were also emphasized io 

the September 2003 GFSR. Market devclop

rncnLS in late 2003 ha,·e highlighted the risks 

associated with fiscal policy slippages and heavy 

reliance on foreign investor financing. 

Ream/ Market Setbaclls 

Jn Hungary interest rate and exchange rate 

volatility surged in late 2003. Amid concems 

over Hungary's widening twin deficitS, foreign 

investors reduced their holdings of government 

securities-by an estimated €574 million

during the three-month period ending in 

November 2003. Faced with heightening pres

sure on the forint, the National Bank of 

Hungary raised its policy rate by 300 basjs 

poin lS to 12.5 percent in late November, follow

ing a 300 basis point rare hike in june. As a 

resulL, the )'ield of the five-year benchmark 

bond spiraled up to I I  percent in early Decem

ber, widening its yield spread over Bunds to 

more than 700 basis points (see first and sec

ond Figures) . 

Ar the same time, investor concerns over the 

sustainability of fiscal policies in Poland rose. 

TI1e \\idening of lhe general government deficit 

envisaged under the 2004 budget draft was 
widely seen as an indica lion that substantial fis-

Five-Year Sovereign Benchmark Yields 
(In percent) 
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Sources: Bloomberg LP .• and IMF staff estimates. 

cal ref01·ms were unlikely ahead of Poland's par

liamentary elections scheduled for 2005. Agajnst 

this background, the yield spread of five-year 

benchmark bonds over Bunds widened substan· 

tiaJly, temporarily reaching 400 basis points at 

the end of November 2003. Continuing the slide 

tbat began in mid-200 J, the zloty dep1·eciated to 

a new low of 4.80 zlotys per euro at the end of 

January 2004. Besides tmcenaint.ies about fiscal 

policy, investors attributed .doty weakness in part 
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Foreign Ownership of Government Securities 
(In percent) 
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to the perceived uncertainties over the course of 
mone�.ary policy, following the appointmem of a 
new monetary policy council in January. 

The dt:teriorating investor sentimem toward 
Hungary and Poland, however, had only negligi
ble repercus.�ions for local markets in the Czech 
Republic and Slovak Republic. Fiscal reform 
measures aimed at almost halving tJ1eir respec
tive consolidated budget deficits by 2006-to 
4 percent ofGDP in the Czech Republic and 
3 percem of GOP in the Slovak Republic
helped shelter these markets f.-om tl1e pres.5ure 
experienced in me larger markets in Cemral 
Europe. The tisk of a spillover was furilier m iti
gated by the relatively small foreign ownership 
of securities issued by the governmem of these 
countries (see the third Figure). ConsequenLiy, 
yield spreads over Bunds widened only margin
ally eluting 2003. 

Policy Respunses 
Following substantial budget overruns in 

2003, Hungary introduced further measures to 
reduce hs fiscal deficit in .January 2004. Earlier 
budget cuts-announced in June and 
December 2003-had proven insufficient to 
restore investor confidence. At the same time, 
the National Bank of Hungary abandoned its 

EMERGING MARKET BONDS 

Forward Spreads 
(In basis points. 5x5 year over euro rates) 

Czech 
Republic 

- 250 

��������������� -50 2002 03 04 

Sources: Commerzbank; and IMF staff estimates. 

focus on a nan·ow excha11ge rate nucLUation 
band and avoided any mention of explicit 
exchange rate targets. This was widely seen as an 
attempt to assuage investor concerns that infla
tion targeting had been subordinated to 
exchange rate considerations. 

Measures to curtail Poland's widening budget 
deficit were adopted by the government in 
January 2004. As pan of a mediwn-term fiscal 
strategy. the government agreed on expenditure 
cuts equivalent to almost 3 percent of GDP (29.4 
billion zlotys) over the period of 2004-07. The 
minority government stiJI needs to secure parlia
mentary approval of the necessary legislation. 
Recognizing the policy challenges lying ahead, 
lhe government extended its target for meeting 
the Maastricht criteria by two years to 2008-09, 
implying euro adoption in 2010 at the earliest. 

Vult�erabilities and Market Outlool1 
Notwimstanding these initiatives. domestic 

government financing costs remained elevated. 
in both Hungary and Poland in early 2004. 
Hungary's yield spread over Bunds was near a 
four-year high at the end of January, while that 
in Poland was near a two-year high. Investors 
emphasized that meeting the tightened fiscal 
targets was essential to mitigating the risk that 

25 
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Box 2.2 (concluded) 

foreign holdings of local securities could once 
more become a catalyst for interest rate and 

exchange rate volatility. 

For·ward markets underscored the risks of 
further slippages, whiJe differentiating Hungary 

and Poland from the Czech Republic and the 

Slovak Republic. Five-year forward interest rates 
for Hungary and Poland have risen steadily, 
reaching about 200 basis pointS over compara
ble forwaJ·d rates for the euro area by end

January, 2004 (see the fourth Figure). The 

elevated spread over fonvard mtes in the euro 

area was widely seen as an indication that euro 

external financing environment becomes less 

favorable, underlying \'ulnerabililies veiled by 

the earlier read)' access to financing are likely 

to become more apparent. 

Surge in Issuance by Emerging Markets 
Meets Strong Investor Demand 

Emerging market borrowers are benefiting 

from a very favorable external financing envi

ronmenl. on.vithstancling a marked increase 

in issuance levels, investor appetite stiU 

appears strong and the terms for new financ

ing remaiJ1 relatively atu·active to borrowers. 

Gross financing rajsecl by emerging markets in 

international capital markets rose in 2003 

(Table 2.1 and Figure 2.23). Equity place
ments, which were facilitated by the su·ong 
rally in emerging stock markets, exceeded the 

levels of the previous two years by a wide mar
gin. Bond issuance was also robust. Following 

Lhe rebound in  issuance in 2003 and the 

flurry of issues injanmu}' 2004, it is estimated 

that about 40 percent of emerging market sov

ereign bond issuance plans [or 2004 had 

already been fulfilled. Syndicated loan com

mitments have been buoyed by a spate of 

deaJs in Europe, the Middle East. and Africa 

(EMEA), reflecting an uptick in corporate 

borrowing in Russia and lending in the Gulf. 

membership was expected to be delayed beyond 

2009 in the case of Hungary and Poland. fn con

trast. fonvard marketS implied a high probability 
of emo area entry by the Czech Republic and 

Slovak Republic in five years' time. I 

1 A.�swn ing a spread of 20 ba�is points over euro 
area rates upon euro area entry. fon,rard rates at 
the end of january 2004 implied a probabiliry of 
euro area emry by January 2009 of 88 percent for 
d1e Czech Republic; 30 percem for Hungary; 41 
percem for Poland; and 92 percent for Lhe Slo\'ak 
Republic. 

Despite sizable amortizations in the bond 

and loan markets, net issuance levels recov

ered in 2003 (Figure 2.24). Net bond 

issuance, which was negligible in 2002, 

rebounded. Net flows associated with syndi

cated loans, which were negative in 2001 and 

2002, also turned positive. In early 2004. 

issuance in the emerging bond and equity 

markets remained buoyant, and the ne<u·-term 

pipelines looked promising. 

Bond Issuance 

Bond issuance in 2003 exceeded levels wit

nessed over the last six years. After a slow

clown in issuance during the summer owing to 

the spike in U.S. u·easury yields, issuance was 

particularly heavy toward the end or the year 

and in early 2004 (Figure 2.25). Issuance was 

spurTed by low yields and strong investor 

demand as borrowers sought to Jock in low 

rates and exrend maturities. l et issuance in 

2003 ($35.3 biUion), although significantly 

higher tl1an 2002, was moderated by sizable 

amortization payments, however. 

Among sovereigns, Lhe increase in sub

investment grade issuance was noteworthy as it 

reflected the guest for yield that dominated 

yield spread developments in the secondary 

marke1. Sub-inveslment grade offerings were 
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SURGE IN ISSUANCE BY EMERGING MARKETS 

Table 2.1.  Emerging Market Financing 

2002 2003 2004 
Year· 
to· 

2000 2001 2002 2003 01 02 03 04 01 02 03 04 Oct. Nov. Dec. Jan. Feb. date1 

(In billions of U.S. dollars) 

Gross issuance by asset 216.4 162.1 135.6 195.2 37.0 32.9 32.1 33.6 34.9 45.3 52.9 62.0 24.9 13.7 23.4 22.8 8.1 31.0 
Bonds 805 89.0 61.6 97.1 22.2 15.9 8.8 14.7 20.1 27.6 26.3 23.1 14.8 6.0 2.3 16.3 5.7 22.0 
Equities 41.8 11.2 16.4 28.0 4.1 4.3 3.8 4.1 1.2 2.0 7.1 17.7 5.2 3.5 9.0 4.0 1.4 5.4 
Loans 94.2 61.9 57.6 70.0 10.7 12.7 19.5 14.8 13.6 15.7 19.5 21.2 4.9 4.2 12.1 2.6 1.0 3.6 

Gross issuance by region 216.4 162.1 135.6 195.2 37.0 32.9 32.1 33.6 34.9 45.3 52.9 62.0 24.9 13.7 23.4 22.8 8.1 31.0 
Asia 85.9 67.5 53.9 81.8 13.3 11.9 14.1 14.6 12.9 15.5 22.9 30.5 13.7 5.4 11.4 7.0 5.6 12.7 
Latin America 69.1 53.9 33.4 42.4 11.9 8.3 6.1 7.1 7.8 11.7 9.1 13.8 6.0 3.7 4.1 7.6 0.6 8.2 
Europe. Middle East. Africa 61.4 40.8 48.3 71.0 11.9 12.7 11.9 11.8 14.3 18.1 21.0 17.7 5.1 4.6 7.9 8.2 2.0 10.2 

Amortization by asset 114.3 148.0 129.3 124.2 27.5 35.6 31.1 35.1 22.1 34.3 29.6 38.2 9.1 10.5 18.6 9.2 10.5 n.a. 
Bonds 52.2 60.0 59.8 61.8 12.6 18.0 14.5 14.7 10.5 17.5 15.6 18.2 3.4 5.6 9.2 5.1 8.1 n.a. 
Loans 62.1 88.0 69.5 62.4 14.8 17.6 16.6 20.4 11.6 16.8 14.0 20.0 5.7 4.9 9.5 4.1 2.5 n.a. 

Amortization by region 114.3 148.0 129.3 124.2 27.5 35.6 31.1 35.1 22.1 34.3 29.6 38.2 9.1 10.5 18.6 9.2 10.5 n.a. 
Asia 57.1 66.5 56.2 49.4 12.3 14.9 13.7 15.3 8.3 12.0 14.5 14.7 2.6 3.8 8.2 6.0 4.4 n.a. 
Latin Amenca 32.3 45.9 41.2 40.8 8.3 11.5 10.5 10.9 7.6 10.1 8.0 15.1 4.4 3.4 7.3 1.2 4.6 n.a. 
Europe, Middle East, Africa 24.9 35.5 31.9 33.9 6.9 9.2 6.9 8.9 6.2 12.2 7.1 8.4 2.1 3.2 3.1 2.0 1.6 n.a. 

Net Jssuance by asset 102.2 14.2 6.4 71.0 9.6 -2.7 1.0 -1.5 12.9 11.0 23.3 23.8 15.7 3.3 4.8 -9.2 12.3 n.a. 
Bonds 28.3 29.1 1.8 35.3 9.6 -2.1 -5.7 0.0 9.6 10.1 10.7 4.9 11.4 0.4 -6.8 -5.1 8.2 n.a. 
Equities 41.8 1 1 .2 16.4 28.0 4.1 4.3 3.8 4.1 1.2 2.0 7.1 17.7 5.2 3.5 9.0 0.0 4.0 n.a. 
Loans 32.1 -26.1 -11.8 7.6 -4.1 -5.0 2.9 -5.6 2.0 -1.1 5.5 1.1 -Q.9 -o.6 2.6 -4.1 0.1 n.a. 

Net issuance by region 102.2 14.2 6.4 71.0 9.6 -2.7 1.0 -1.5 12.9 11.0 23.3 23.8 15.7 3.3 4.8 -9.2 12.3 n.a. 
Asia 28.8 0.9 -2.3 32.4 1.0 -3.0 0.4 -D.7 4.6 3.6 8.4 15.8 11.1 1.5 3.2 -6.0 2.7 n.a. 
Latin America 36.9 7.9 -7.8 1 .5 3.6 -3.2 -4.4 -3.8 0.2 1.6 1.0 -1.3 1.6 0.3 -3.2 -1.2 3.0 n.a. 
Europe. Middle East. Africa 36.5 5.3 16.4 37.1 5.0 3.5 5.0 3.0 8.1 5.9 13.9 9.2 3.0 1.4 4.8 -2.0 6.6 n.a. 

Secondary Markets 

Bonds 
EMBit (spread in 

basis points)2 756 731 765 418 598 799 903 765 671 547 506 418 470 455 418 432 445 432 
Merrill Lynch High Yield 

(spread 1n basis points) 871 734 802 368 623 809 890 802 696.1 554 482.6 368 415 401 368 360 381 386 
Salomon Broad inv. Grade 

(spread in basis points) 89 78 62 45 69 73 75 62 55 51 57 45 50 48 45 44 43 41 
U.S. 10 yr. Treasury yield 

(yield in percent) 5.12 5.051 3.816 4.248 5.396 4.799 3.596 3.816 3.798 3.515 3.939 4.248 4.295 4.334 4.248 4.134 3.973 3.77 

(In percent) 
Equity 
Dow -6.2 -7.1 -16.8 25.3 3.8 -11.2 -17.9 9.9 -4.2 12.4 3.2 12.7 5.7 -0.2 6.9 0.3 -3.1 -3.6 
Nasdaq -39.3 -21.1 -31.5 50.0 -5.4 -20.7 -19.9 13.9 0.4 21.0 10.1 12.1 8.1 1 .5 2.2 3.1 -Q.1 -o.3 
MSCI Emerging Markets Free -31.8 -4.9 -a.o 51.6 10.7 -9.0 -16.8 9.8 -6.8 22.2 13.5 17.3 8.3 1 .0 7.1 3.3 0.0 -1.9 

Asia -42.5 4.2 -6.2 47.1 14.9 -6.3 -17.0 4.9 -9.3 21.4 14.9 16.3 10.1 -1.5 7.2 4.9 -o.3 1.6 
Latin America -18.4 -4.3 -24.8 67.1 7.1 -22.0 -24.7 19.6 -o.9 22.6 12.4 22.4 7.3 3.1 10.6 0.5 -Q.1 0.0 
Europe/Middle East -23.4 -17.7 -9.1 62.7 0.2 -11.0 -6.5 9.1 -1.4 35.2 9.3 11.7 1.0 2.2 8.2 4.6 -D.7 -1.3 

Sources: Bloomberg L.P.; Capital Data; J.P. Morgan Chase & Co.; Morgan Stanley Capital International: Salomon Smith Barney; and IMF staH estimates. 
'Issuance data (net of U.S. trust facility issuance) are as of February 17, 2004 close-of-business London and secondary markets data are as of March 8. 

2004, c.o.b. New York. 
2Qn April 14, 2000 the EMBit was adjusted for the London Club agreement lor Russia. This resulted in a one·oH (131 basis point) decline in average meas-

ured spreads. 

heavily oversubscribed and many were upsized, reinvesunent. B)' October. sovereigns, includ-

indicating su·ong investor demand. The mar- ing Mexico, Brazil, and Poland, started to pre-

ket was also supponed by strong cash nows of finance some nf their 2004 funding needs. 
coupon and amonizalion payments, which Liability management was also an imponant 

increased the supply of funds available for feature in 2003. Many countries LOok advan-
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Figure 2.23. Cumulative Gross Annual Issuance of Bonds, 
loans, and Equity 
(In billions of U.S. dollars) 
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Note: 2004 data as of February 17. 

Figure 2.24. Quarterly Net Issuance 
(In billions of U.S. dollars) 
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tage of the favorable external financing envi
ronment to improve the maLUrity profile of 
their debt and to release collateral. Mexico 
retired all its Brady bonds in an exchange. 
Panama, Poland, the Philippines, and 
Venezuela bought back some of their Brady 
bonds. On the domestic front, liability man

agement activiries included measures to 
address potentially volatile debt stn.lctllres 
arising from short tnaturities and indexation 
to short-term interest rates and foreign cur
rencies (Box 2.3). 

Investor appetite also accommodated the 
issuance on a small scale of international 
bonds denominated iJ1 local currency. 
Un.1guay issued 5.6 billion pesos of three-year 
inflation-linked bonds under ew York law in 
October, its first foray into international bond 
markets since its 2002 debt exchange. While 
the issue was noteworthy given its currency 
denomination, the size of the issue was small. 
and secondru-y market liquidity quite limited 
as most investors appear to plan to hold the 
issue Lo maturity. Most investors were attracted 
to the deal by the prospect of a real apprecia
tion of the peso. Others saw the opportunity 
to lock in relatively high real yields while the 
indexation to in.flation would hedge out at 
least part of the accompanying currency risk. 
There appears to be some scope to increase 
the issuance of local currency debt interna
tionally, and some large institutional investors 
have expressed a willingness to invest in such 
paper. 

Corporate bond issuance rebounded in 

2003, supported by an increase in global risk 
appetite and a search for yield as bond yields 
declined and spreads compressed across 
credit products (Figure 2.26). Latin American 
corporate issues were up nearly 150 percent 
from 2002, amid a plethora of deals fTom 
Mexico and Brazil. In Brazil, banks were the 

first ro tap international market , arbitraging 
between onshore and offshore rates, while 
nonfinancial corporates soon followed as 
investor sen tim en t turned unambiguously pos
itive. Corporate issuance in EMEA was strong 
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in early 2003, with Russian issuers particularly 
prominent, but supply tailed orr in the latter 
part of the year in the aftermath of the corpo
rate investigations starting in Lhe summer. 
Tssuance by Asian corporates gathered pace 
through the year as SARS-related concerns 
dissipated. 

Dollar-denominated issuance picked up 
during rhe course of 2003. In the first half of 
2003, over 25 percent of total issuance was 
euro-denominated, as the European investor 
base made its comeback after an 18-month 
absence following the Argenl.ine default. 
However, amid an easing in access. cost con
sideration dominated funding decisions, so 
that the share of dollar-denominated issuance 
rose from to 87 percent in the second half of 
the year from roughly 70 percent in the first 
hau·. 

Another salient development in 2003 was 
confirmation that the inclusion of collective 
action clauses (CACs) has developed into an 
industry standard for bonds issued under ew 
\hrk law. Investment grade credits blazed the 
trail at the outset of the year, followed by the 
sub-invesunem grade credits (Box 2.4). An 
exception, however, was the $1 billion global 
bond issued in October by China. 

January 2004 witnessed a burst of activity in 
the primary debt market, following 
December's lull. Issuers rushed to market to 
take advantage of low borrowing costs and 
strong investor appetite. Inflows into the asset 
class by both institutional and retail investors 
were also supportive. The total volume of 
debl, the tOlal number of issuers. and the 
weighted aventge maturity of issuance in 
January were all significantly higher than in 
previous years. On Lhe sovereign side, Brazil, 
Turkey, and Venezuela came to markel with 
30-year deals. The long average maturities are 
particularly impressive given the number of 
corporate deals. Notably, two Brazilian corpo
raLes successfully sold 10-year paper, while 
one-third issued imo the 30-year sector. More 
recently, however, the markel has showed 
some signs of incligesLion, exacerbated by the 

SURGE IN ISSUANCE BY EMERGING MARKETS 

Figure 2.25. Cumulative Gross Annual Issuance of Bonds 
(In billions of U.S. dollars) 
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Figure 2.26. Share of Bond Issues 
(In percent) 
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Box 2.3. Emerging Market Borrowers Improve Debt Structures: Case Studies 

Past issues of the Global Financial Stabilit.)' 
Report (GFSR) have highlighted the importance 
for emerging markel borrowers of taking advan
tage of a favorable financing environmem to 

improve the structure of tbeir domestic and 

external obligations and to deepen local bond 
markets. Such measures are particuJarly impor
tant in countries with potentially volatile debt 
structures. Debt structures with short average 
maturities or a high share of outstanding debt 
linked to short-term interest rates or foreign 
cun·encies can be particularly problematic. Even 
countries with relatively stable debt structures 
have taken steps to deepen domestic tlnanciaJ 
markets and achieve a better debt profile. To 
illustrate these benefits, this box reviews the lia
bility management operations of t\VO large 
emerging market borrowers-Mexico and 
Brazil. Mexico, an investmem grade credit, and 
Brazil, whose credit rating is sub-investmem 
grade, have each taken steps to improve the pro
file of both their domestic and external debt 
while deepening their domestic bond markets. 

Mexico: Recent Liability Management Dpe1·ationv 

Jn an effort 10 reduce debt-service costs and 
to improve the financial conditions of {uture 
b<>JTowing, Mexico undertook several liability 

management operations in 2003. These efforts 
have focused on prepaying debt obtained under 

less favorable market conditions, broadening its 

investor base, and diversifYing its external 
financing sources. Since February 2003, the 

authorities have included collective action 
clauses in all dollar-denominated bonds issued 
under New York law. 

In April 2003, Mexico prepaid $3.8 billion of 
outstanding dollar-denominated Brady Par 
Bonds, with maturity in December 2019. The 
bonds contained a call provision that gave 
Mexico the right to retire the bonds, and were 

guaranteed with principal and interest collat
eral. The resources to fmance the operation 

were obtained from the federal governmem·s 
liquidity position and from a one-year credit 
facility of $2 billion. Official estimates indicate 
the prepayment resulted in an external debt 

reduction of $1.8 billion, generated an esti

mated net presenL savings of$327 million, and 
led to the release of collateral of$] .9 billion. 

In june 2003, Mexico prepaid its remaining 

Brady Par Bonds denominated in Dutch 

guilders, German marks, Italian lira. and Swiss 
francs, which amoumed to $ J  .3 billion. The 

bonds contained a call provision that gave 

Mexico the right to retire the bonds. and had an 

original expiration date of December 2019. The 
resources to finance the prepayment were 
obtained from the federal government's liquid
ily position. Official estimates suggest that the 
operation led to an external debt reduction of 
$1 .3 billion, generated net present sa\<ings of 
$283 million, and led LO the release of collateral 
of approximately $694 million. 

After the buyback of the Brady Bonds, Mexico 
took steps to extend its investor base. On 

January 6, 2004, Mexico issued a $1 billion 
Global Floating Rate Note (FRN) with a Live-year 
maturity, Mexico's first ever FRN. The bond has 
a floating interest rate in dollars of the three
month LLBOR rate plus 70 basis points. At the 
CUJTent level ofLIBOR rates, the annualized 
financing cost of Mexico is 1 .85 percent. The 
transaction put Mexico in touch with a new 
buyer base at a competitive cost, as 25 pe1·cent 
of the FRN was purchased by high-grade pen

sion and bank funds and others that were not 
previously part of Mexico's tradjtionaJ inveswr 
base. 

Domestic debt management has aimed at 
increasing the average maturity of govern men I 
debt, reducing refinancing risks fo1· the federal 
governmem, and promoting the development of 
capital markets. Duling 2003, the stock of long
lenn fixed rate bonds with maturities between 
IJ1ree and len years increased significantly 10 
around 50 percem of the outstanding stock in 
December 2003, while the stock of inflation
linked bonds decreased to around l 0 percent 
(see first Figure). The amoum auctioned of the 
28-day Cetes was reduced, offset by increases in 
91- and 182-dar Cetes. 

Favorable market conditions and increased 
investor conCidence allowed Mexico t<> imro-
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Mexico: Government Securities by Type 
(In percent, outstanding at end of period) 

Fixed rate bonds 
- Bondes 
- Cetes 

2002:04 2003 

Udibonos Udis 
Udibonos 

Source: Secreta ria de Hacienda y Credito Publico. 

duce a new 20-year fixed-rate bond in October 

2003. The bond should provide a long-dated 

government benchmark Lhat facilitates the 

extension of' cm·porate bond maturities in Lhe 

local market. The increase in the auctioned 

amounts oflong-term bonds and reduction in 

the amounts of shorter-term bonds should help 

increase liquidity i11 the secondary market and 

complement other recent efforts in this regard, 

including measures to improve the market

maker program, change the auction schedule, 

and reopen outstanding issues in primary 

auctions. 

Brazil: Recent Liability Management Operations 
N"ter a 12-month hiatus, Brazil retunted Lo 

international debt markets wiLh a five-year 

$1 billion global bond in late April 2003 fol

lowed by a ten-year $1.25 billion global bond in 

June. The new bonds contained CACs, with a 85 

percent threshold in Lhe m,Yoriry restructuring 

provision. All subsequent external issuance has 

contained similar provisions. 

Brazil raised over $600 million through a 

debt swap augmented with new issuance at the 

SURGE IN ISSUANCE BY EMERGING MARKETS 

end of july. The Republic Qffered bondholders 

to swap existing Par and Discount Bradies and 

the benchmark C-bond, for new sovereign 

debt maturing in 2011 and 2024. Nearly Sl .3 

billion of ptincipal was exchanged, releasing 

approximately $490 million in collateral. 

Furthe1more, $123 million was subseqt•enlly 

added in new issuance to the Global ' 1 1  for 

improved liquidity and additional financing, 

bringing the total issue size LO $500 million. 

However, Brazil did not accept any offers for 

the C-bond as bondholders were unwilling to 
exchange out or the liquid benchmark bond for 

a longer-dated maturity during a period when 

U.S. treasury 1·ates were under pressure. The 

exchange was essentially market-value neutral 

for bondholders. 

Brazil completed external issuance for 

October 2003 and began pre-fmancing for 2004 

wil.h a $1.5 billion global bond wit.h maturity in 

20 I 0. This brought total external issuance to 

$4.4 billion for i.he year or $3.9 billion, exclud

ing the principal unlocked from Lhe Brady swap. 

The favorable external environment continued 

into 2004 as Brazil was able to tap external debt 

markets in january with a 30-year $1.5 billion 

global bond at only 377 basis points above com

parable U.S. treasuties. 

In domestic markets, Brazil has made signifi

cant strides in reducing the amount or U.S. dol

lar-linked domestic debt while gradually 

improving i.he maturity profile. Mter rolling 

over 100 percent of principal on foreign 

exchange-linked debt during the first half of 

2003, Brazil announced a policy to reduce r.he 

rollover rate beginning in June. The rollover 

rate fell quickly to 60 percent. in July and has 

remained below 10 percent since October, 

allowing the withdrawal or some $6 billion in 

maturing principal as of end:January 2004 (see 

second Figm·e) .  As a result of this policy, and 

the steady appreciation of the CUITency 

Lhroughout the year, Lhe share of foreign 

exchange-linked debt. (including foreign 

exchange swaps) in total domestic public sectm· 

debt has fallen from 37 percent in December 

2002 to 22 percent at. ll1e end of 2003. Tbe 
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Box 2.3 (concluded) 

Rollover Rate of U.S. Dollar-Indexed 
Federal Domestic Debt, Including Swaps 
(In percent of total principal coming due) 
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Source: Central Bank ol Bra�il. 

withdrawal of foreign e.xchange-linked domestic 
debl has been primruily replaced b) fixed-rate 
nominal coupon debt and inflaLion-indexed 
debl. 

The maturity profile of domestic debt 
improved as Brazil sought to gradually lengthen 

January 28 FOMC statemem that temporarily 
reduced investor demand. issuance slowed in 
February. However, almost 40 percent of 
expected sovereign issuance for 2004 had 
been completed by the end of January. 

Equity Issuance 

The surge in emerging market equity prices 
since April has triggered a sharp pickup in 
primary market activity, with the fourth quar
ter of 2003 far surpassing levels recorded 
prior to the bursting of the high-tech bubble 

(Figure 2.27). The distribution of issuance 
across regions differed starkly. After lying dor
mant for the better part of the year, Asia's 
equity market erupted with new stock issues 
from a wide array of companies in the final 

the maLUrhy of newly issued debt while simulta
neously increasing average size and addressing 
gaps in the domestic yield curve. The average 
maturity of newly issued rlebt increased from a 
low of one year during Lhe peak or market 
uncertainty in September of 2002 to three years 
in December 2003. As a result, Lhe share of 
domestic debt maturing in the ensuing 12 
months fell from 4] to 33 percent. 

Brazil has also sought lO strengthen domestic 
liability management practices by implementing 
new arrangements for primary and secondary 
dealers and c:..-panding the domestic investor 
base. The aim of the new primary and s<.>cond
a.ry arrangementS is to increase bolh liquidity 
and competition in domestic debt markets. The 
new arrangementS will be bolstered by a new 
electronic trading platfonn on the Brazilian 
Mercantile and Fulures Exchange in earl)' 2004. 
The domestic investor base was expanded in late 
2003 lhrough the introduction of a Treasury 
DirecL system, which allows direcl access b)' indi
vidual accounts lO Treasury auctions of domestic 
debt. Investor participation through this pro
gram has increased nearly fourfold since its 
introduction. 

months of the year. Firn1s in China and Hong 
Kong SAR were part.icularly acth·e, issuing $8 
billion in the fourth quarter. The China Life 
IPO was noteworthy. At $3.46 billion, it was 

the largest IPO worldwide for 2003 and was 25 
Limes oversubscribed. Jn SoutJ1east Asia, 
Inrlonesian issuers were active. with stakes sold 
in Bank Mandiri, Bank Rakyat Indonesia, and 
PGN. Thailand's government successfully 
divested stakes i n  Krung Thai Bank and Thai 
Airways. By contrast, issuance in Latin 
America remained low, notwithstanding $540 
million in issuance by Mexico's Cemex. l cw 
equity issuance was also limited in EMEA, 
where act ivity wa" dominated by t he Cenrral 
European telecom sector and a $300 million 
American Depository Receipt (ADR) issue by 
Russia's Norilsk [jckel. Amid ongoing inflows 



©International Monetary Fund. Not for Redistribution

by intcrnaLional equit)' investors, there is no 
sign of the deal now drying up. [n panicular, 
issuance by Asian companies contin ued at a 
fast pace in the first few weeks of the year, and 
several large deals are in the pipeline for the 
remainder of the year. 

Syndicated Lending 

Gross bank lending to emerging markets in 
2003 exceeded levels of the previous two 
years. Net syndicated lending to the emerging 
market.s was positive in 2003, marking a turn
around from the net contraction of the last 
two years (Figure 2.28). Amid ample global 
liquidit)', borrowers eagerly refinanced, while 
imernational banks' appeared especially pre
pared to lend to Central and Eastern 
European borrowers and to the Middle East. 
Russian corporates were prominem borrowers 
in lhe fourth quarter, with a wide array of cor
porate facilities arranged on arrractivc terms 
prior to the unfolding of clevelopment.s at 

Yukos. Market panicipant.s, however, reponed 
that the extremely fine margins on some of 
the Cemral European credit.s, largely reflect
ing the abundance of liquidity in local mar
ket.s, drove some of the international banks 
further afield. Gulf states benefited from 
increaserl risk appetite by international banks, 
manifested in a tise in both project financing 
and lending to financial institutions. Latin 
America wimessed a pickup in loan volumes, 
primarily clue to Mexican corporates. 

Foreign Direct Investment 

The declining trend i n  total private external 
financing for emerging market countries that 
had been in place since 1997 was reversed in 
2003 (Figure 2.29). Foreif,'11 direct investment 
(FDI) to emerging market counu-ies has been 
more resilient but has also declined in recent 
years, owing in large part to a shat-p reduction 
in £lows to Latin America and reduced privali
zations of stare-owned assets in the service sec
tor. evert.heless, FDI has remained the most 

SURGE IN ISSUANCE BY EMERGING MARKETS 

Figure 2.27. Cumulative Gross Annual Issuance of Equity 
(In billions of U.S. dollars) 
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Figure 2.28. Cumulative Gross Annual Issuance of loans 
(In billions of U.S. dollars) 
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Figure 2.29. Private Flows to Emerging Market Economies 
(In billions of U.S. dollars) 
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Figure 2.30. Geographic Distribution of FDI Flows 
(In percent of total) 

East and South Asia 

Sourte: World Bank. Global Development Anance. 2004. 
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important net source of pri\·ate cx1emal capi
tal for all regions. 

Preliminary infom1ation indicates that FDI 
flows w emerging market countries continued 

to fall in 2003. However, the decline was 
smaller than in the previous year and largely 
reflected reduced FOI in Brazil and the EU 
accession countries. The oullook for FDT is 
expected to improve in 2004 with the 

strengthening growth prospect.S or the global 
economr 

In Latin America, FDl Oows fell in 2003 by 
less than in the previous year with declines in 
Brazil (43 percent) and Mexico (15 percem) 
largely accounting for the regional drop 
(Figure 2.30). The decline in Brazil reflects, in 

pan, the winding down of large-scale privatita
tion in the telecommunication and energy 
sectors. FDI to Chile increased b)' oYer Sl bil
lion reflecting the counu-y's ongoing eco
nomic rccoYery and strong institutional base. 
FOl in Argentina appears to have stabilized at 
,·ery low levels. 

Asia increased its dominance as the main 
recipient of FDI w emerging market coun
tries, with aggregate inflows increasing for il1e 
third year in a row. FDI to China continued w 
increase and now represent.S 86 percent of 
tot.<tl FDl to emerging market countries in 
Asia. Elsewhere in A<iia, FDl also increased in 
India (reflecting the easing of foreign invest
ment resu·iClions in the awomobilc, private 
banking. and telecommunications sectors) 
and Thailand. 

FDI flows to emerging Europe declined in 
2003 reflecting a 50 percent decline to the EU 
accession counuies (Czech Republic, Hungat"), 
Poland, and Slovak Republic) .  FOI rose in 
Rmsia by almost 100 percem, main!)' to the 
oil seCLOI'. 

Results from a recently completed survey 
conducted by a working group of the Capital 
Markets Consultative Group (see CMCG, 
2003) emphasized il1c imponance of regional 
economic, strucwral, and inst.iwtional factors 

in influencing FDI prospects. The direct 
inveswrs participating in il1at working group 
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Box 2.4. Collective Action Clauses: Update on Market Practice 

An increasing number of emerging market 
countries have included collective action clauses 

(CACs) in their intemational SO\'ereign bonds 
issued llnder New York law. where these clauses 
had not previously been the market standard. 
During tJ1e Iauer part of 2003 and early 2004, 

sovereign issues containing CACs grew lO repre

sem more than 70 percent of total volumes 
issued (see tJ1e Table). 

ln September 2003. Turkey included CACs in 

its bonds govemed by Ne" York law. followed 
shonly by Peru. These were the firsl lwo sub
investment grade counu·ies that issued e,,. York 
law bonds with CACs that included a voting 
mreshold of 75 percent of outstanding principal 
for majority restruclllring clauses. This repre
semed a change in market practice witJ1 respect 
10 previous non-investment grade issuers that 
had included higher voting tJ1resholds (e.g .. 85 

percent in the case of Belize. Brazil. and Guate
mala). BotJ1 issues were priced very tightJ)' along 

1 he yield curve and tJ1cre \\'as no evidence of a 
yield premium as a resuh of the lower voting 
threshold. 

Jn the latter pan of2003 and early 2004, 
Chile, Colombia, Co�ta Rica, Panama, me 
Philippines, Poland, and Venezuela also issued 

global bonds governed by New York law tJ1at 
included CACs. All issncs were heavily oversub
scribed and priced broadly along the yield 

curve. I With respect to majority n:su·ucturing 
prO\isions. recem New York law bonds differ 
on the voring threshold for amending key 
terms. Chile, Colombia, ltal)', Mexico, Panama, 

Peru, Poland, and Turkey used a 75 percent 
voting IJlrcsholcl "'hilc the issuances of Brazil 

and Venezuela relied upon a 85 percent voting 

threshold. Regarding majority enforcemem 
provi�ions. all of the recent bond issues gov

erned by New York law except Poland used a 

25 percent threshold for acceleration.:! 
However, they differ on 1he threshold for de

acceleration: in the case of Chile, Colombia, 
Mexico, Peru, and Vcnewela, the mreshold is 
set at more than 50 percent of outstanding 
ptincipal while tJ1e issuances by Brazil, Italy. 
Panan1a, and Turke) included a 662/.1 percent 
tJ1reshold for de-acceleration. All recent bond 
issues used a tiscal agency su·ucture. In general. 
there was no evidence that me issue prices 

I In me sole case of Colombia. prices were some
what ahO\'e the cxi�ling SO\'ereign yield cune. 
Howe,·er, roarket participants reponed this was the 
result of high volumes of emerging market debt 
placed in t11c s;unc week. 

�The Polish bond allows c<1ch bondholder to accel
erate its claim upou a pa)mCnt delimit or declarnLion 
of moratorium by the soven•ign issuer and rloes not 

provide for d<.�accclcr.:tLion with rc:;pect to thcStc" 
events of default. 

Emerging Market Sovereign Bond Issuance by Jurisdiction, 
2001 2002 

01 Q2 03 Q4 Q1 02 Q3 

With collective action clauses 4 
Number of issuance 14 10 2 10 6 5 2 

of which: New York law 1 

Volume of issuance 5.6 4.8 1.8 2.2 2.6 1.9 0.9 
of which: New York law 1.5 

Without collective action clauses s 
Number of issuance 16 17 6 18 17 12 5 

Volume of issuance 6.7 8.5 3.8 6.1 1 1.6 6.4 3.3 

Source: Capital Data. 
'Number ol tssuaoce is in number. Volume of issuance is in billions of US. dollars. 
2Data for 2004:01 are as of February 17, 2004. 
31ncludes issues of restructured bonds by Uruguay. 
4English and Japanese laws, and New York law where relevanL 
SGerman and New York laws. 

2003 20042 --
04 Q1 Q23 03 04 01 

4 9 31 10 5 1 5  

1 22 5 4 12 

1.4 5.6 18.0 6.4 4.3 12.8 

1.0 12.8 3.6 4.0 9.1 

10 14 4 7 7 2 

4.4 8.1 2.5 3.5 4.2 1.5 
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included a premium for CACs. an opinion 

generally shared by prh-ate market partici
pant5 who have latelv been disregarding the 
inclusion of CAC� in market report.� on sover

eign issues. 

A number of international sovereign bonds 

,,·en· issued under English and Japanese law 

including CACs, as has been the practice in 

these markelS. The emerging market issuers 

included Hungary. Poland, Slovak Republic, and 

reponed that there was no large-scale with
drawal from Latin America and that the 

effect on FDI from the Argentina crisis was 

concentrated in the banking and milities 

sectors. 

The GMCG report also notes that FDI in 

emerging market counu ·ies is increasingly 

being undertaken to service domestic demand 

in the host country, which highlights the 

importance of large markets and promising 

growth prospects. Consequent!)'. emerging 

market countries with good governance prac

tices and improving inl'rastrucwre and institu

lions are likely to secure greater amounts of 

FDT. 

Banking Sector Developments in 
Emerging Markets 

The improved economic climate is support

ing the recovery of banking systems in the 

m<�jor emerging market coumrics despite slow 

progress in fundamental restructuring. For 

the most pan. banking systems in Asia con

linue to recover, although t:,rrowing credit risk 

exposure to certain sector-;, in co�unction 

with persistcm balance sheet weaknesses, 

deserves close attention by the supervisors in a 

few counu·ics. In Latjn America, severe liquid

ity pressures on distressed banking systems arc 

receding, but less-than-robusl economic 

growth and political factors are exacerbating 

linancial distress in some countries. Banking 

Ukraine and mal1lre market issuer� included 

Austria and Swt·den. Bond issues under Gcr·man 

Jaw continued to lack CACs, although legislative 
wor·k aiming at the elimination of perceived 

legal risk in the usage of CACs under German 

Jaw is underway. lntemational bond issu<.'S 

under German Ia" have been rare in Lhe last 

three years. howe\'cr, \vhich may partl} be due to 

lost or reduced market access of imponam tra
ditional issuers. 

systems in emerging Europe have coped well 

with weak macroeconomic condiLions and 

now stand to benefit from improved eco

nomic prospects. Nonetheless. fast credit 

growth in some countries needs w be closely 

monitored. The authorities are making efforts 

10 address long-standing structural problems 

in the banking systems in some countries in 

Africa and the Middle East. 

Capacil}' in emerging markets to absorb 

shocks from mismatches in Lhe external asset

liability positions of banks has improved. 

Banks in emerging market countries now have 

on average a more balanced external position 

,·is-a-vis ms reporLing banks Limn in 1997-98. 
Official reserves coverage of the banking sys

tems' net liability positions has generally 

increased (Table 2.2). And supervisory and 
regulatory efforts have intensilied, al1.hough 

significant improvement in effectiveness in 

this area will take time. The focus of regula
tions in several countries is shifting toward 

requirement.� for improved risk managemem 

by individual instiurtions. Regulator) attthori

Lics arc also seeking to harness market disci
pline Lhrough greaLer disclosure and 

provision of accurate financial information to 

markets. 

Asia 

The financial systems of Lhe major emerging 

market countries in Asia are being bolstered 
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BANKING SECTOR DEVELOPMENTS IN EMERGING MARKETS 

Table 2.2. Individual Countries' Bank Net Asset/Liability Position vis-a-vis BIS Banks as a Ratio of 
Official Reserves1 

1997 1998 1999 2000 2001 2002 2003:02 

Asia 
China -0.1 0.0 0.1 0.3 0.2 0.2 0.1 

Indonesia -1.1 -0.3 -0.2 -0.2 -0.1 -0.1 0.0 

Korea -2.0 -o.5 -0.4 -0.2 -0.2 -0.2 -0.3 

Malaysia -0.6 -0.3 -0.3 -0.1 -0.2 -0.2 -0.3 

Philippines -o.5 -0.1 0.2 0.0 -0.2 -0.2 -0.2 

Thailand -2.2 -1.1 -05 -0.3 -0.1 -0.1 -0.1 

Emerging Europe 
Czech Republtc 0.0 0.0 0 3  0.3 0.5 0.1 0.0 

Hungary -0.4 -0.5 -0.3 -0.4 -0.3 -0.5 -0.6 

Poland 0.5 0.2 0.2 0.2 0.3 0.1 0.1 

Russia -2.3 -3.9 -2.3 -0.1 0.1 0.4 0.3 

Turkey 0.2 -0.3 -0.2 -0.3 0.0 0.1 -0.1 

Ukraine 0.2 -0.3 -0.1 -0.1 0.0 0.3 0.4 

latin America 
Argentina 0.2 0.3 0.2 0.3 -0.5 -o.5 -0.4 

Brazil -0.3 -0.3 -0.3 -0.9 -0.7 -0.7 -0.3 

Chile 0.3 0.4 0.6 0.5 0.5 0.3 0.3 

Costa Rica 0.7 0.5 0.3 0.3 0.5 0.4 -0.2 

Ecuador -0.1 -0.4 0.0 0.3 0.6 1.5 0.9 

El Salvador 0.3 0.1 0.0 -0.3 -0.3 -0.4 -0.2 

Guatemala 0.1 -0.1 -0.1 0.2 0.1 0.3 0.2 

Honduras 1.2 1.3 1.0 1.4 1.3 1.2 0.3 

Mexico 0.0 0.1 0.3 0.5 0.6 0.4 0.4 

Nicaragua -0.6 -0.7 0.1 -0.3 -0.5 -0.5 -0.5 

Uruguay 2.5 0.7 1.0 1 .0 1 .2 3.6 3.0 

Venezuela 0.2 0.3 0.3 0.5 0.7 0.8 0.2 

Middle East 
Egypt 0.8 0.7 0.7 0.8 0.7 0.8 0.9 

Jordan 2.2 2.8 2.2 2.1 2.2 1.8 1.4 

Lebanon 1.6 1.5 1.2 1.8 2.0 1.6 1.2 

Morocco 0.6 0.7 0.5 0.5 0.3 0.3 0.2 

Pakistan -0.6 -0.7 -0.2 0.1 0.5 0.8 0.8 

Tunisia 0.4 0.5 0.3 0.4 0.3 0.5 0.6 

Sub-Saharan Africa 
Cote d'lvoire -0.4 0.4 0.4 -0.1 0.2 0.1 0.1 

Ghana 0.7 0.8 0.4 1 .0 0.7 0.7 0.6 

Kenya 1.0 1 .0 0.8 1 .1  1 .1  1 .3 1.1  

Nigeria 0.2 0.1 0.3 0.3 0.4 0.6 0.5 

South Africa -1.2 -1.3 -0.5 -0.3 -0 1  0.4 1.3 

Zimbabwe -2.5 -1.3 0.1 0.9 2.0 1.6 

Sources: Bank for International Settlements; IMF, lnternatJOnal Financ1al Statistics: and IMF staff esltmates. 
1 A negative ratio indicates a net liability position (liabilities exceed assets}. 

b)' lhe economic recovery. Soundness indica- indicawrs as the authorities have adopted 
tors on average point tO solid raLes of remrn measures to contain credit risk, including 
on assets and sustained improvement in capital legal and regulatory changes. The.: banking .;ys-
adequacy and asset quality (Table 2.3). Bank terns in Thailand and Malaysia arc benefiting 
ralings by private analysts and market valua- from restructuring and reforms. In Kon'a, Ute 
lion of bank stocks relarive to overall stock financial system has had to absorb the e!Jects 
indices also continue to improve (Figures 2.31 of the bankruptcy of Lhe chaebol SKGiobal. 
and 2.32). an aiiiliate of SK, Korea's third largest chaebol. 

In India, low interest rates have further and substantial losses aL some credit card 
boosted bank soundness and perfonnance companies-the Iauer prompting the amhori-
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Table 2.3. Selected Financial Soundness Indicators for Emerging Markets 
(In percent) 

Nonperforming Loans Moody's Financial 
Return on Assets to Total Loans Capital to Assets Strength Index 1 

2000 2001 2002 2003. 2000 2001 2002 2003. 2000 2001 2002 2003. 2001 2002 2003 

Latin America 
Mean 0.7 0.6 0.3 0.9 9.3 9.1 8.6 10.5 10.9 10.9 10.5 11 1 27.8 19.7 18.7 
Median 0.9 0.7 1.3 1.3 8.6 8.1 8.1 9.6 10.1 10.0 10.9 11.1 26.9 19.4 15.8 
Standard deviation 1.6 2.2 3.4 1.3 6.7 6.6 5.2 6.9 2.1 2.4 4.2 2.9 12.2 17.0 18.7 

Emerging Europe2 
Mean 0.7 0.2 1.4 1.6 12.0 12.4 10.0 8.8 10.8 11.6 11.3 10.1 29.2 28.9 29.8 
Median 0.9 1.1 1.2 1.5 9.4 8.2 8.5 6.4 9.8 9.5 9.8 9.6 29.8 32.1 32.1 
Standard dev1alion 1.1 2.9 0.8 0.5 8.8 9.4 6.5 7.3 4.3 5.9 5.1 2.6 12.9 13.6 13.3 

Asia3 
Mean 0.6 0.7 0.7 0.9 16.5 14.6 13.4 12.1 7.3 7.6 8.1 9.9 25.9 26.7 27.5 
Median 0.4 0.7 0.8 1.0 15.4 11.9 15.4 14.4 5.3 5.4 7.3 8.5 16.7 18.5 19.4 
Standard deviation 1.4 0.9 0.4 0.3 8.6 9.3 8.6 7.0 4.6 4.5 4.2 4.4 25.4 24.0 23.5 

Middle East 
Mean 1.1 1.0 1.1 16.3 16.4 15.4 8.5 8.6 8.7 29.8 28.6 28.6 
Median 0.9 0.8 0.7 15.8 16.1 13.9 8.5 8.5 8.9 31.7 29.2 29.2 
Standard dev1ation 0.6 0.7 0.7 6.4 6.0 6.9 3.1 2.9 2.8 8.9 9.6 9.6 

Sub-Saharan Africa 
Mean 3.7 3.8 2.9 15.7 13.3 12.2 9.2 9.4 9.3 
Median 3.2 3.3 2.3 14.6 11.7 8.9 9.1 9.1 9.4 
Standard deviation 3.1 2.6 2.0 9.2 8.3 9.6 1.4 1.4 1.3 

Sources: National authorities: EDSS; and IMF stall estimates. 
Note ( • ): Data for 2003 is for various quarters and lor a more limited sample. 
•constructed according to a numerical scale assigned to Moody's weighted average bank ratings by country. Zero indicates the lowest possible aver-

age rating and 100 indicates the highest possible average rating. 
2lncludes Central and Eastern Europe, Israel, Malta, and Turkey. 
3Excluding Japan. 

ties to announce steps to strengthen pruden
tial supervision of credit caret companies. 
While the banking system has remained sta
ble, the urgency of enhancing reform of the 
insolvenc)' regime and instituting tighter over
sight of nonbank institutions has been 
brought into focus. The financial systems of 
Hong Kong SAR and Singaporf' have weathered 
the effects of SARS and are well positioned to 
take advantage or the region's economic 
recovery. 

The process or bank restructuring in 
lndonPSi(( has been completed and overall indi
cators of bank soundness continue w 
improve. Some concerns remain related lO 
state-owned banks' lending growth, notwith
standing measures to strengthen the banking 
system. including careful monitOring. In the 
PhilifJjJines. banks' reponed capital adequacr 
exceeds regulatory requirements and prof� 

itabilit}' is improving somewhat. Asset quality. 
however, remains a problem and <;trategics arc 
being devised to reinforce the capacity of the 
banking system to cope with shocks. In China, 
the recent capital injection into two large 
state-owned banks may represent an impor
tant step toward strengthening the banking 
system, provided restntcturing plans, 
improved governance, and oversight of the 
tw<) banks are promptly implemented (see 
Box 2.5). 

latin America 

Although some aggregate indicators of 
banks· tinancial soundness for the region as 
a whole deteriorated further in 2003. the 
situation in counuics recemly in financial 
crisis ha� begun to stabilize. Moreover, bank
ing soundness indicators have continued to 
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slowly improve in the other coumries in lhe 
region. 

Financial conditions in A tgmtina s banking 
system stabilized during 2003, but credit 

growth remains marginal, while past policy
related losses have not been full)' compen
sated and bank asseL� are concentrated in 
low-yielding governmem asseLS. Progress in 
resu·ucturing the banking system in Ul'llgttrty 
has been limited. 

Macroeconomic uncertainty, often coupled 

with political uncenaintics, cloud the 
prospects for the banking system in several 
counu·ies, including Bolivia, Emador, and 
Paraguay, where the ratio of non performing 

to total loans has continued to edge up with
out an offsetting increase in provisions. In i.he 
Dominiwn Republic, questions about the sol
vency of individual institutions have had a 
marked impact on market confidence. 

By contrast, despite slow economic growth. 
banking sector performance has improved in 
Brazil. Chile, Colombia, and Mexiro. Returns on 

asseLS have firmed and compare favorably with 
intemational norms, while excess provisioning 
and comfortable capitalization levels continue 
to pro\'ide a buffer against potential deteriora

tion in credit quality. 

Emerging Europe 

Banking systems are enjoying improved 
rates of retum and asset quality, and su·ong 
capital positions. This good performance is 

also renected in private anaJysLS' ratings of 
banks. which were on average raised in 2003 
(Figure 2.31). After strengthening sharply in 
mid-2002, relative market valuations of bank 
swcks have receded somewhat, although they 
still stand abo\'e the average levels in the pre
vious two years (Figure 2.32). 

In 11trk<?)', while the banking system has suc
cessfully coped with the effecLS of the [mar 
Bank scandal, the episode has again raised 

questions about the supervisoq' framework. 

In addition, a v-ariety of structural issues
resolution of Pamukbank, sale of assets of 

BANKING SECTOR DEVELOPMENTS IN EMERGING MARKETS 

Figure 2.31. Moody's Financial Strength Index 

Asia - Latin 
America 
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Sources: Moody's: and tMF staff est•mates 
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Figure 2.32. Emerging Market Countries: Banking Sector 
Market Valuation, 
(February 1999 = 100) 

1999 2000 01 02 03 

Sources. Oatastream: and IMF staff estimates. 
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Box 2.5. State Bank Recapitalization in China 

On the basis of a decision by China's St.ate 
Cotmcil, $45 billion (about 4 percent of CDP) 
of China's international reserves were used on 
December 30. 2003 to recapilalize two of 
China's four major state-owned commercial 
banks-the Bank of China and China 
Constntction Bank. The capital injection was 
split equally between the two banks. The 
recapitalization was executed by the ceno'al 
bank (the People's Bank of China-PBC) 
u-ansferring the funds from its international 
reserves holdings to a newly created holding 
company, owned b} the State Administration of 
Foreign Exchange (SAFE), which was estalr 
lished to facilitate the recapit.alization. The 
holding company exchanged the foreign cur
rency assets (mostly in the form of U.S. treasury 
securities) that it received for equity positions 
in the two banks. The banks will retain these 
foreign cun·ency assets in their original forn1. 

The authorities have stated that the recap
italization is part of a broader overall refom1 

otJ1er distressed banks, and privatization of 
state b<u1ks-arc yet to be addressed ade
quately. Elsewhere in the region, risks have 
generally receded and banking systems main
tain confidence and stability. Several countries. 
however. have experienced fairly rapid credit 
expansion, which warrants rigorous credit eval
uations and close monitoring of credit quality. 

Middle East and Africa 

Bru1king systems in these regions are char
acterized by high ly divergent financial per

formance and balance sheets. 

Banks in the weal thy oil producing coun
tries of the Middle East are generally strong 
and their positions strengthened fw·tJ1er in 
2003. ln particular, the banking system in 
Saudi. Arabia remains highly liquid, proGtable, 

and well capitalized. The main risks stem from 
an economic slowdown ru1d geopolitical 
uncertain lies. 

strategy for these banks. As part of this strategy. 
they have suggested that additional steps will 
be taken, including ( I )  adopting suicter 
auditing requirements; (2) requiring Lhe 
banks to move more quickly to rully meet 
provisioning requirements; and (3) boosting 

capital adequacy r-atios to 8 percent, in line 
with international standards. Lf these steps are 
taken, the recapitalizaiion mav significantly 

improve the health of these two banks and 
that of the banking system as a whole, since 
these banks constitute about one-third of the 
assets of the banking system. Howevet·, to 
ma.'<imize the chances of a successful outcome, 
of immediate importance is the need to 

develop and begin implementing concrete 
restrucwring plans for the two banks. In 
particular, subst.antial improvements in the 
internal operations and governance of the 
banks are required. accompanied by efforts to 
further improve oversight by the supenisory 
authorities. 

Elsewhere in Lhe region banks continue to 
suffer from structural weaknesses that are 
being addressed. In Eg)•/JI, large public 
sector banks received a capital injection i n  

early 2003 and efforts are under way to 
improve performance through changes in 

management. ln MO"rorro, growing weak
nesses in state-owned specialized banks are 

being addressed, while commercial ban ks 

generally have a strong capital base and pnt
dent provisioning policies. Financial concli
Lions in Lfb(tnOn have eased considerably, 
but asset CJUality and bank exposure to the 
sovereign, whose debt is very high, remain 
important issues. Bank restructuring and pri
vatization efforts have also progressed in 
Pakistan, and banks· balance sheets have 
stre ngthened . 

The financial system in Sou/It Africa has sta
bilized and undergone consolidation, follow
ing serious dilliculties at some banks in 2001. 
The authorities are now turning to measures 
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to broaden access to financial services for the 
population. 

Structural Issues Should Be the Focus in 
Mature Markets 

The relatively benign conditions in both 
mature and emerging markets described ear
lier have allowed further progress in reducing 
balance sheet vulnerabilities in mature mar
kets. In large pan, this represems the continu
ation of the trend reponed in the September 
2003 GFSR and earlier issues: 
• CmtJomte and household sertor� have continued 

to build up liquidity. In the United States in 
particular, strong corporate cash now has 
reduced borrowing needs, while in Europe 
household savings conlinued to be directed 
into money market insu·uments. 

• Rising asset values have strengthened net worth 
across a wide mnge of sectors. This is true not 
only for the corporate and household sec
tors but also for banks and for institutional 
investors such as insurance companies (dis
cussed in detail in Chapter Ill). 

• Over the last six months, fu,dgi11g activity in the 

U.S. mortgage market ha:, berome mmnvhat less 
of an influence on interest rate volatility. As 
most bon·owers who could refinance their 
mortgages have done so, refinancing levels 
are unlikely to rise to the peaks of 2003. 
However, the market has given increased 
attention recently to the possibility that, if 
10-year yields fall much further, mortgage 
hedging activity could grow and thus accen
tuate the decline in yields. 

• Nevertheless, debt levels rem(lin high in many 

�l' clors and remain a vulnn-ability if interest 

rates rise. The stock of debt in Europe in 
particular conlinues to tise for both house
holds and corporates. Although tl1e debt 
service requirements are cun·ently modest 
and many corporates and households 
(especially in the United States) have 
locked in low interest rates, r-ising interest 
rates would slill increase the debt service 
burden. 

STRUCTURAL ISSUES SHOULD BE THE FOCUS IN MATURE MARKETS 

During recovery points in a cycle it may be 
appropiiatc to focus on some of tl1c longer
term topics of imerest for financial stability: 
• The hedge fund industry has been growing rap

idly and instilutioua/ investor participation has 

substantially inrrmsrd. Although leverage and 
counterpany exposures are better moni
tored (due in part to greater oversight by 
inst.itulions), it would be helpful to have 
more consistent disclosure standards. 

• Corporate govnnanre initiatives need to be Jl ur
\'lted. Although progress has been made in 
particular coumries and multilaterally, the 
cases of Parmalat and oflate trading and 
market timing in the U.S. mmual fund 
indusll)' serve as a reminder that more can 
and should be done. 

• The Basel II Accord is due to be finalized by 

mid-2004. I t  is like!)' to improve financial 
stability. However, some questions remain, 
particularly concerning its implememalion. 
This seCLion discusses these issues in more 

detail. 

Sectoral Balance Sheets 

As the global economic recovery wok hold 
and interest rates remained low. the balance 
sheets of household, corporate, and bank sec
tors su·engthened over the course of 2003, 
extending the trend identified in the Septem
ber 2003 GFSR. However, some fragilities and 
sources of potential vulnerabilities remain. 

In most European counuies and in the 
United States, buoyant housing and equity 
markets have contributed to the improvement 
in household balance sheets <u1d increased 
net wortJ1. Toget11er with the low interest rate 
euvironmcnt, this has led at the same time to 
a continuing growth in mortgage debt. House
hold balance sheets could thus prove sensitive 
to a tumaround in house prices, which could 
be triggered by a larger-than-expected t·ise in 
imerest rates or disappointing income or 
employment growth. Consumer credit growth 
has been less strong and, in contrast to the 
United States, European consumer crerlit 

41 
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Figure 2.33. United States: Household Net Worth 
(In trillions of U.S. dollars) 
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Source· Board of Governors of the Federal Reserve System, Flow of Funds. 

growth has slowed, perhaps reflecting the lag 

in continemal Europe's economic recovery. 

Corporate balance sheet restructuring in 

the major mature markets progressed in 2003 
as the economic recovery significantly 

strengthened cash flow. This factor, together 

with low imerest rcues, allowed corporates to 

lengthen debt maturities and reduce clebt 

servicing costs. The degree of balance sheet 

improvement, however, differs between coun

Lries, largely reflecting the uneven pace of the 

global economic recovery. European nonfi

nancial corporations, for example, are still 

burdened by very high levels of debt and 

could be vulnerable to a rise in interest rates 

or a disappointing pace of recovery. In the 

United States, on the other hand, cash flow 

has been particularly strong. In Japan, rising 

profits have allowed corporates to reduce 

leverage. 

Banks overall have benefited from improve

ments in t.he economic and financial back

ground and in their own risk management. 

Strong mortgage lending in the United States 

and in many Ettropean countries has 

increased bank income. SimtLitaneously, the 

quality of their corporate credit portfolios 

benefited from the improved financial condi

tion of borrowers. However, the current high 

exposure of banks to real estate, notably in 

Europe, represents a continuing 1isk. In 

Japan, progress is being made in reducing 

nonperforrning loans but the large amount 

still outstanding and the slow restructudng of 

the stock of subperforming loans continue to 

leave bank balance sheets fragile. 

Household Balance Sheets 

U:-;m-:o ST\TES 
The net wortl1 of U.S. households increased 

12 percent in 2003, due primarily to rising 

home and equity prices. These gains lifted 

household net worth above its previous peak 

in 2000 (figure 2.33). 
Household debt continued 10 expand 

throughout 2003. Although borrowing decel

erated somewhat following the end of the 
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mo1·tgage refinancing boom in August 2003, 
mortgage debt during the second half of 2003 
grew at an l l  percent annualized rate. 

Consumer credit has continued tO grow at 

about a 5 percent annual rate. 

Et"RO AR£.\ 

In the euro area, consumer credit growth 

has slowed since late 2002. Despite rebound

ing in the rourtb quaner of 2003, its 3 percent 

annual growth rate in 2003 remai11ed below 

that for 2002. Mortgage borrowing has 

remained buoyam for several years, and it 

accelerated further in 2003 to an 8 percent 

growth rate. The 7 percent 1isc in house 

prices in 2003 also contributed to healthier 

household balance sheets. Euro area house

holds continued to build liquidity during 

2003, favoring short-term, low-risk instru

ments, although demand for money market 

funds and bank deposits slowed later in the 

year. 

U\,ITED Kt:-\GU0:-1 
Overall household borrowing in the United 

Kingdom remained strong at the end of 2003, 
with mortgage and consumer credit both 

growing at annual rates above 10 percent, 

despite slowing consumer borrowing over the 

course of the year. Past house price increases, 

on the other hand, may keep fueling mort

gage borrowing in the coming months, 

despite the recent tightening of monetary pol

icy. l n  the third quarter of 2003, mortgage 

equity withdrawal stood at 7 percent of dispos

able income, 2 percentage points above its 

level a year earlier (Figure 2.34). At the same 

time, U.K. households' debt-to-income ratio 

stood at 126 percent, compared to 1 19 per

cent in 2002 and 104 percent in 2000. 

.JAPA."l 
During the second and third quarters of 

2003, the Japanese household sector's net 

worth improved, reflecting primarily valuation 

gains in equity holdings (Figure 2.35). Total 

financial assets rose by 2 percent during the 

same period. 

STRUCTURAL ISSUES SHOULD BE THE FOCUS IN MATURE MARKETS 

Figure 2.34. United Kingdom: Mortgage Equity 
Withdrawal 
(As a percent of disposable income) 

1999 2000 

Source: Bank ol England. 

2001 2002 

Figure 2.35. Japan: Household Net Worth 
(In In/lions of yen) 

1997 98 99 2000 

Source: Bank of Japan. Flow of Funds. 
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Figure 2.36. United States: Debt to Net Worth Ratio of 
Nonfinancial Corporations 
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Figure 2.37. United States: Financing Gap of Nonfinancial 
Corporations 
(In billions of U.S. dollars) 
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Soult1l: Board of Governors of the Federal Reserve System, Flow of Funds 
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Corporate Balam:e Sheets 

u�mm ST\TES 

U.S. nonfinancial corporate balance sheets 
continued to improve. Net worth rose steadily 
in 2003 and leverage declined, as the ratio of 
debt to net worth dropped from its recent 
peak in 2002 of 51 .4 percent to 49.3 percent 

by the end of 2003 (Figure 2.36). Corporate 
leverage is below the average since 1990, as 

improvements in net wonh since the early 

1990s have outpaced debt growth, but 
remains higher than earlier periods. 

Nonfinancial corporate debt grew slowly in 
2003, as surging cash now eliminated the 
need to borrow for many firms. Corporate 
cash 11ow rose sharply by 21 percem over the 
course of 2003, and is now 35 percent above 
its pre-recession peak. Corporations had a sur
plus of cash flow over capital spending, 
despite the Iauer's double-digit growth rate in 
the third aod fourth quaners, as t.he financing 
gap-the dillercnce between these two 
amounts-was a record low and profit growth 
cominucd to be robust (Figure 2.37). Firms 
lints entered the new year with high liquidity. 
Strong cash flow also allowed corporations to 
reduce net bond issuance. 

Et•Ro AREA 
I n  the euro area, nonfinancial corporations 

continued to limit their bank borrowing in 
recent months and increasingly turned to l11e 
securities market lO restructure their balance 
sheets. As of November 2003, debt securities 

issuance by nonfinancial corporations was 

growing at 9 percent annually (Figure 2.38). 

AI !.hough cost-cutting efforts and asset dispos
als allowed some su·engll1ening of nonfinan
cial corporate balance sheets in 2003, they 
remain burdened by relatively high levels oJ 

debt, with l11eir debt/GDP remaining near 65 
percent in the third quarter, a level Last seen 

in the early 1980s. 

U"ITED KJ:-IGD0:-1 
U.K. nonfinancial corporations' debt 

reached a historical high in the third quarter 
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of 2003, rising to more than 75 percent of 
GOP, from 50 percem in the mid-1990s 
(Figure 2.39). However, balance sheet acljust
ment seems to be under way in the sector. 
aided by the financial surplus since mid-2001,  
and the progressive decline in the ratio of 
interest payments to gross operating surplus 
(18 percent in the third quarter of 2003, from 
22 percent in 2000) as interest rates declined. 

.J \PAN 
Continued profit growth allowed the 

Japanese corporate sector to further improve 
its balance sheet, including steady debt reduc
tion during the second and third quarters of 
2003 (Figure 2.40). Nevertheless, average debt 
levels remain high compared with other 
mature markets. Meanwhile, corporate pen
sion funds returned assets that they had u·adi
tionaJly managed to the government pension 
fu11CI. Under a prior arrangement, corporate 
pension funds could retain any surplus above 
target returns required by the government, 
but needed to compensate for any shortfalls 

from their own funds. The protracted period 
of poor stock market performance since 1990 
and low interest rates have forced corporate 
pension schemes to continuously pay to the 
government compensation for losses, thus 
eroding their own funds. (The implications of 
globaJ pension fund developments for finan
cial stability will be the topic of a chapter in 
Lhe September 2004 GFSR.) 

Bank Balance Sheets 
UNm�o ST,\TES 

U.S. commercial banks posted strong earn
ings through the end of 2003, largely reilect
ing continued strong mortgage demand and a 
pickup in capital market activities among 
money-center banks. However, demand for 
business loans remained weak, and the vol
ume of commercial and industrial loans fell 
further through the fourth quarter of 2003, 
although there are signs that demand for bor
rowing may improve in 2004 as economic 
activity strengthens. 

STRUCTURAL ISSUES SHOULD BE THE FOCUS IN MATURE MARKETS 

Figure 2.38. Euro Area: Nonfinancial Corporations
Financial Situation 
(In percent) 
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Figure 2.39. United Kingdom: Nonfinancial Corporations
Financial Situation 
(In percent) 
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Figure 2.40. Japan: Corporate Profitability and Indebtedness 
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Figure 2.41.  U.S.  Commercial Banks: Delinquency 
Rates 
{In percent) 
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Source: Board of Governors of I he Federal Reserve System. Row of Funds. 

The credit quality of bank loan portfolios 

has continued to improve. Delinquency rates 

on commercial and indusu·ial loans, which at 

their recent peak in early 2002 remained well 

below the levels of the previous recession, fell 

further throughout 2003 (Figure 2.4 1 ) .  
Delinquencies on real estate loans are at an 

extremely low 1 .  7 percem. The credit quality 
of consumer loans has also improved some

what, but delinquency rates are only slightly 

below Lhcir peak iu late 200 1 .  

Et ROPE 
Banks in the Ew-opcan Union appear to 

have contained Joan losses reasonably well 

compared with previous economic slowdowns. 

Banks were helped by the ongoing low inter
est rate environment and continued improve

ment in bank credit risk management. 

Indeed, after two years of increases, pro,�sion

ing seems to have declined during 2003. as 

corporate asset quality has stabilized. 
The credit quality of European banking 

groups improved in 2003. Among the 20 
largest European banking groups, Fitch took 

nine positive and only four negative rating 
aCLions in 2003, with most positive rating 

actions taken toward the end of the year. By 
contrast, it took three positive and eight nega

tive rating actions in the second hau· of 2002. 
Exposure to real estate remains significant. 

Mortgage lendjng oow represents on average 

two-thirds of total bank lending to households 

and up to 35 percent of total loans LO the non

financial private sector. European Union 

banks' exposure to the consu·uction and real 

estate sectors comprised 36 percent of banks' 
own funds at 1.he end of 2002, up from 33 per

cent a year earlier. 

Overall, the profitability of large European 

Union banks increased in 2003, but part of 

this improvement came from nonrecurring 

items such as cost cutting, elimination of non

core activities, and declining loan-loss provi

sions. Banks' capacity to use one-off factors to 

offset another episode of weakened activity is 

accordingly diminished. This could potentially 
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lead some European Union banks to raise 

fresh capital. 

jAP\.'1 
Japanese banks' balance sheeLS have 

improved significantly through the six-month 

period ended September 30, 2003. A strength

ening economic recovery and a rising equity 

market supported bank profiLability. In addi

tion, Japanese banks reduced nonperforming 

loans by 10.5 percent during the six months 

ending September 2003, panictLlarly among 

the major banks. A recovery in corporate prof

itability and some progress in corporate 

restructuring reduced new nonperforming 

loans. while banks accelerated write-offs. 

Major bank and supervisory officials are 

increasingly confident of achieving the super

visory requirement of halving the non per

forming loan ratio by March 2005. However, 

reductions in nonperforming loans by 

regional banks have lagged the major banks. 

During the first half of F\'2003, regional banks 

reduced 1heir nonperforming loans by only 5 
percent, compared to major banks' 14 per

cent, and regional banks now account for 44 
percent of total nonperfonning loans in the 

Japanese banking system. 

The nationalization of Ashikaga Bank, the 

eleventh largest regional bank, in December 

2003, drove home the magnitude of the non

performing loans problem of regional banks. 

The government took tough action in the case 

of Ashikaga and, unlike the previous Resona 

Bank case in which the government bailed 

out shareholders in full, it assessed the bank 

to be insolvent and wiped out shareholders' 

equity in Ashikaga (the first such occasion 

for a regional bank). The market initially 

reacted lO the news favorably, and some indus

try observers thought it provided a precedent 

for future bank failures. However. many 

observers have since interpreted the Ashikaga 

STRUCTURAL ISSUES SHOULD BE THE FOCUS IN MATURE MARKETS 

case as an isolated and special situation. The 

Japanese Financial Services Agency (FSA) is 

currently considering legislation to establish a 

ne'v framework for temporary injections of 

public funds into solvent banks, in order to 

strengthen their operations. Under the pro

posed new scheme, public funds would be 

injected, accompanied by management 

reforms, withom eliminating shareholders' 

stakes. 

vVhile welcoming the improvement in bal

ance sheets, private sector observers point to 

several remaining tisks in the japanese bank
ing system. The stock of subperforming (but 

not yet non performing) loans in the banking 

system stands at 10 percent of GOP. These 

credits benefit from the current low interest 

rate environment, but their resLrUcturing 

remains slow.s 

Mortgage Markets 

Relinancing of mortgages by bon·owers fell 

abruptly last summer as mongage interest 

rates reversed pan of their earlier decline. 

Accordingly, mortgage hedging activity in the 

United SLates has been sharply lower since the 

third quarter of 2003. As such, there has been 

no repetition of the evenLS seen last July and 

August and discussed in the September 2003 
CFSR, when strains from the mortgage market 

apparently added to volatility in other [ixed

income markets. However, recem falls in long

term yields have led to some increase in 

refinancing activity. A further f-all in treasury 

yields could be amplified as investors in mort

gage-backed securities (MBSs) adjust their 

hedges to offset their changed convexity risk. 

There have been further calls for regulatory 

changes for the U.S. govemment-sponsored 

housing enterprises (GSEs), Fannie Mae and 

Freddie Mac. Freddie Mac's accounting prob

lems remain unresolved, and have led to a 

5The Industrial Revitalbmtion Corporation of japan, a gover·nmcnt agency mandated to rehabilitate distressed 
corporates in cooperation with banks. has so far received only 1 2  candidates since ilS inception in April 2003 
because of a lack or demand by banks to u�e the facility. 
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Figure 2.42. United States: Mortgage Market and Hedging 
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tightening of the regulatory requiremcnLS on 
it. Meanwhile, the European mortgage-related 
securities market is growing rapidly, although 
it remains much smaller than in the United 
States. 

U.S. Mortgage Markets 

There have to date been uo further amplify
ing pressures on U.S. bond market volatility 
from mortgage hedging since last summer. as 
mortgage refinancing acti,1ty has slowed. The 
Mortgage Bankers Association's index of refi
nancing volumes peaked in May 2003, well 
above previous high points, but fell abruptly 
during the third quarter as long-term interest 
rates rose. Refinancing levels ha,·e risen in 
2004 as long-term interest rates gradually 
declined toward the levels of March and April 
2003, but to date the pace of refmancing is no 
more than half of the average level in the first 
half of 2003 (Figure 2.42). Thus, up to now. 
the acUustments to hedges required by 
investors in mortgages and mortgage-backed 
securities (including the GSEs) so as to match 
changes in the expected duration of their 
mortgage-related assets have been much 
smaller than la.o:;t summer. (The duration of 
mortgage-related assets depends heavil)' on 
the likely future tendencr of borrowers to pre
pay their mortgages. Sec the September 2003 
CFSR for a detailed discussion of mongage 
hedging and market volatility.) 

The fall in 10-ycar U.S. treasury yields to 
below 3.8 percent following the February 
employment report on March 5. 2004, 
sparked market speculation that interest rates 
were close to a point requiring further MBS 
convexil)' hedging, which in this case would 
amplify the downward move in yields rather 
than the upward move last summer. The 
degree of hedging depends on the coupon 
su-ucture of outstanding mortgages, which has 
changed significantly, as a large fraction of 
higher-coupon mortgages were refinanced 
during 2002-03. In May 2003. for example, 
about 75 percent of the MBSs securiti1.ed by 
Fannie Mae (which reflect the distribution of 
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coupons on the underlying mortgages) had 
coupon rates of 6 percent or more, and these 
mortgages were the most frequently prepaid. 
By February 2004, however, the amount out
standing of these higher-rate MBSs had fallen 
by more than $250 billion, and they now rep
resent only 40 percem of Li1e total market. 
The remaining 60 percent of MBSs have 
coupons of 5.5 percent or less. With the inter
est rate for new 30-year mortgages falling to 
5.3 percent on March 5, mortgage rates are 
back at a level where fuwre changes will 
Strongly affect MBS investors' expecuuions or 
fuwre prepaymem levels and hence their 
immediate hedging needs. 

While there is some risk of amplified inter
est rate volatility in the future, MBS in\'estors 
are better equipped to manage the risks 
involved than in earlier periods, such as 1994. 
Longer-term treasury returns in the third 
quarter of 2003 were. by some measures, the 
most volatile since 1986, as the previous steady 
reduction in yields reversed direction sharply 
(Figure 2.43). vVhilc mortgage hedging activ
ity conuibuted to volatility in the short term, 
improved sophist.icalion of risk management 
over the years helped to avoid the insolvencies 
among MBS investors that occurred in 1 994. 
In particular, improvements in risk measure
mem of su·uctured products and the use of a 
greater variety of hedging insmtmcnts helped 
investors lo manage the risks arising from the 
mortgage market, which has grown at a 9 per
cem annual rate over the last decade.0 

Despite calmer conditions in the mongagc 
market, the U.S. mortgage agencies have 
remained in the public eye. Freddie Mac, 
which announced in January 2003 that it 
would restate earnings and capital for prior 

"In 199-l. many pools of MBSs were repackaged into 
Collateralized Mortgage Obligation� with some 
u·ctnches having very unusual payment pa11en1s and 
imerest rate elasl.icilics so complex that it was difficult 
or impossible w predict how Lhey would behave under 
volalile market conditions. Manv investors did linlc or· 
no hedging of the prcpaymcm opl.ion risk embedded 
in the instrumcnL�. 

STRUCTURAL ISSUES SHOULD BE THE FOCUS IN MATURE MARKETS 

Figure 2.43. United States: Government Bond Index, 
Three-Month Return Volatility 
(In percent) 
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Figure 2.44. United States: Agency Duration Gaps 
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years, has published restated Gnancial state
ments for the years 2000 to 2002, but has not 
yet bceu able to complete its accounts for 

2003. As previously predicted by Freddie Mac, 

the 2000-2002 accounts increased regulatory 
core capital, while also creating greater 
income volatility (sec the September 2003 
GFSR) .  ln januaJ}' 2004. the agencies' regula
tor. the Office of Federal Housing Enterprise 
Oversight (OFHEO), imposed a 30 percent 
capital surcharge on Freddie Mac until lhe 
accounting irregularities are resolved and 
placed addilional restrictions on its abiliry to 
buy back shares or increase dividends. Freddie 
Mac already has sufficient surplus capital to 
meet the surcharge without raising fresh capi
tal, but it may limit Freddie's ability to grow in 
the near tenn. Freddie Mac says that the 
accounting changes themselves, once they arc 
implemented, will raise its capital levels, thus 
helping relax a capital consu·aint should the 
surcharge be longer lasting. Meanwhile, 
OFHEO is also conducl.ing a special examina
tion or accounting policies and practices a t  
Fannie Mae, and has raised concerns about 
extensive reliance on manual systems. 

Fannie Mae continues to keep the duration 
gap between its assets and liabilities in a nar
rower range, since being reqLtired to do so by 
OFHEO in November 2002. AJthough it con
tinues to mn a larger duration gap than 
Freddie Mac, it has kept the gap within a six
month duration range (Figure 2.44). The gap 
is very closely correlated from momh to 
momh with movements in treasury yields, sug
gesting a policy of not fully adjusting the 
hedge for movements in interest rates, and 
thus avoiding some of lh" hedging costs of 
cominual full aqjusunent. 

Senior U.S. officials recently made public 
statements calling for regulatory changes 
regarding the GSEs. Gregory Mankiw, chair
man of the Council of Economic Advisers, 

called for legislation to rcfonn the supervision 
of the GSEs, such as increasing the authority 
of the GSEs' regulator, including additional 
powers to set both ,;sk-based and minimum 
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capital standards, and removing some of the 
special privileges enjoyed by the GSEs that 
help convey Lhe implicit guarantee of the fed
eral government. I n  addition, in testimony 
before the Congress, Federal Reserve Board 
Chairman Alan Greenspan called lor a 
su·onger regulator (on a par with banking reg
ulators) <U1d for limits on the size of the GSEs' 
own debt as a proportion of the amoum of 
debt they securitize, so as to limit their sys
temic impact while enhancing the liquidity of 
the securitization market. 

We support moves such as these to 
strengthen regulation and to restrain the 

growth of the GSEs' portfolios, as well as to 
improve transparency and address the implicit 
government guarantee. 

Mortgage and Securitization Mm·ltets in Europe 
The market for European mortgage-related 

securities is much smaller than in the Uniterl 
States. but growing. Over $4 trillion of loans 
have been secut·itized in the United States, 
while Ew·opean MBSs have grown to €310 bil
lion and covered bonds (many of which are 
mortgage-related. as described below) to €1.5 
u·ilJion.7 The remainder of Lhis section reviews 
the European mortgage markets and the True 
Sale Initiative aimed at facilitating the devel
opment of secwitization markets in Germany. 

The vat·iety of national taxation, property, 
and consumer protection frameworks helps to 
explain the differing structures of housing 
markets in Europe, and has contributed to the 
slow integration of the European securit.iza
tion and, to a lesser extent, covered bond 
market'\. However, these markets have grown 
rapidly in recent years, particularly with Lhe 
adoption of the euro, and have benefited 
from growing demand for credit by some 
inst.itutional investors (see Chapter III) and in 

STRUCTURAL ISSUES SHOULD BE THE FOCUS IN MATURE MARKETS 

the short run by the search for yield in a low 
interest rate environment. According to the 
European Mortgage Association, the size of 
the covered bond market is around 1 8  per
cent of the total curo-rlcnominated bond mar
ket (Figures 2.45 and 2.46). 

[n some European counu·ies, the legal 
framework for the issuance of mortgage 
bonds has been enhanced. In Germany. 
amendments to the Mortgage Bank Act 
strengthened the position of Pfandbriefc cred
itors, including an overcollateralization 
requirement and better protection in case of 
bankruptcy of the issuer. Similarly, in Spain, a 
new insolvency law, expected to be effective in 
September 2004. would clarify the existing 
framework of legal prioritization. reinforcing 
the position of Ceclula holders. Sweden 
recently introduced regtLiations that allow col
lateralization of mortgage bonds b) a desig
nated pool of asseLc;. 1-1 BOS Treasury Services 
made the first U.K issue of co\·ered bonds, 
perhaps opening the door to the development 
of a new mortgage produCL in that coumry. 

The European sccuritit.ation market 
reached a record le\'el of new issuance in 2003 
(above €200 billion, up 30 percent rrom the 
previous year).!\ Four countries (the United 
Kingdom. Spain, the Netherlands, and Italy) 
represented 75 percent of the issuance vol
ume (Figure 2.47). Overall, the fastest-grow
ing component of the securitization market 
appears to be retail mortgages. believed lO 
represen t  close to 60 percent of total issuance 
volume. 

Initiatives have been proposed rt·cently 
aimed at fostering further integration of the 
European sccurit.izat.ion markets. Among 
them is a proposal by a srnaU group of 
European banks for a European Mortgage 
Finance Agency to be created, modeled on 

7Covert:d bonds are debt securitie� issued by rrcdit. institut.ions spccificall) backed by a pool or cillleJ mortgage 
a.sse1s or public scetor asseL�, which remain on 1hc balance sheet of 1he issuer. Pfandbriefe in Germany, Obligations 
Foncicres in France, and Cedulas in Spain all belong to thi� cla!os of fixed-inconu· sccuritic�. 

8The estimate of securitization issuance given here is larger l11an l11e estimatc made b) the European Commi�sion, 
moslly because it includes cuncncies of issuance other than the \'uro, such as the U.S. dnlh1r ;md sterling. 

51 



©International Monetary Fund. Not for Redistribution

52 

CHAPTER II GLOBAL FINANCIAL MARKET DEVELOPMENTS 

Figure 2.45. Euro Area: Jumbo Covered Bonds, 
November 2003 
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the U.S. agencies. According to its sponsors, 
such an agency would help create a homoge
neous single European market for mortgage
backed securities. Some suggest that this 
would increase market liquidity and facilitate 
the imroduction of longer-lerm, fixed-rate 
mortgages. Others (echoing the debate on the 

U.S. market mentioned above) are concerned 
that implicit public sector guarantees would 

dislOrt competition, and may encourage 

excessive lending in a seCLor that is already 
experiencing significant growth. 

l n  july 2003. 13  banks launched the True 

Sale lnitialivc to help foster the developmem 

of a cash seclll·itization market in Germany, 
where synthetic securitizations have been the 
norm in recent years.!' The securitizatiotlS, at 
least initially focused on small- and medium
sized en tcrprise loans, would provide banks 
with a balance sheet managemem LOol and 

diversil) their funding sources. The project 
has been spearheaded by KfW, the Gem1an 

indusu·ial development bank. 
fn summary, structural initiatives in individ

ual European countries have been helpful in 

dc\'cloping the mortgage-related and asset
backed markets, and there has been some 
convergence between clilTerent national mar
kets. ft is welcome that public sector guaran
tees have not been needed. lnvestor demand 
has grown rapidly, bm the liquidity of these 
markets may be constrained in the future and 
the bencliL-; to investors of diversification not 
fuJly realized, unless the legal and regl.tlatorv 

frameworks converge further. 

Hedge Funds 

The hedge fund industry has gone through 
significanL growth and stJ\ICtural changes in 
recelll rears. Driven by increased institutional 

investor participation and related market dis
cipline, transparency in the industrr has 

!l('..;t�h �<'curitit.ation in\'olve' the pooling of' actual 
claims on various borrowers, whereas wnthetic securi
LizaLions involw poob of derh·ative expo�urcs. 
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APPENDIX 1: DETERMINANTS OF THE RALLY IN EMERGING MARKET DEBT- LIQUIDITY AND FUNDAMENTALS 

of the U.S. yield curve, a measure of the 
looseness of U.S. monetary policy, has 
u·ackcd movements in emerging market 
spreads reasonably well since late 2001 
(Figure 2.52). 

• The emerging market rally also appears to 
coincide with indicators of reduced investor 

• 

risk aversion. A widely used measure of 
equity market volatility is also well cot·re
lated with emerging market spreads (Figure 
2.53). 
lotwithstanding the broader Lrend of 

improvements in emerging market credit
worthiness and the abatement of concerns 
over Brazil's policy framework following the 
2002 election, the average sovereig11 rating 
of emerging market borrowers, weighted by 
market capitalization, has remained stable 
since the beginning of the emerging market 
rally in the fourth quarter of 2002. There 
have been a number of ratings upgrades 
during this period, notably Russia. which 
was upgraded to invesunent grade, as well 
as Bulgaria, Malaysia, Poland, and Turkey. 
At the same time, there have been some 
downgrades elsewhere, such as the 
Philippines and Venezuela, as well as an 
overall shift in the weight of the index 
toward lower-rated, higher-yielding credits, 
which have outperformed during the 
course of Lhe rally (Figure 2.54). 

• Increases in average cross-correlations and 
reductions in the dispersion of returns 
within the emerging market universe sug
gest investors became less discriminating, 
implying a relatively g:t·eater role for com
mon factors in driving returns. 

The literature on the Determinants of Emerging 
Market Spreads 

In the last decade, a burgeoning literature 
has considered the determinants of emerging 
market spreads. However, earlier work on bal
ance of payments crises and the determinants 
of capita] flows to emerging markets Jirst shed 
light on many of the pertinem theoretical 

Figure 2.53. EMBI+ Bond Spreads and Equity Market 
Implied Volatility 
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Figure 2.54. EMBI+ Bond Spreads and Credit 
Fundamentals 
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issues.l9 While much of this early literature 
focused on fundamentals in emerging mar
kets as "pull" factors, Calvo, Leiderman, and 
Reinhart ( 1993) drew early auention to the 
potenLial role of "push" factors in sLimulating 
capital flows.2o 

The literature on the dete1minants of 
emerging market bond spreads was largely 
stimulated by the rise of the market for Brady 
bonds in the early 1990s and the subsequent 
development of widely tracked inruccs or sec
ondary market bond spreads. In particular, 
economists sought an explanation for the 
massive decline in Brady bond spreads in the 
three years following the Mexican crisis. 
Owing this period, spreads fell from a peak of 
over 1,500 basis points in March 1995 to 
under 400 basis points by the third quarter of 
1997, when the Asian crisis began lO push 
them up again. 

On a theoretical basis, it was recognized 
that lower world interest rates could lower 
emerging market bond spreads for a number 
of reasons:2l 
• The possibility of non-repayment of the 

risky emerging market bond drives a wedge 
between the riskless return and the return 
on the emerging market bond that, in 
equilibrium, is positively correlated with 
the riskless return. Thus, arbitrage should 
drive spreads lower when the riskless rate 
falls. 

• A fall in world interest rates Jowers debt
servicing costs on floating rate debt. and 
hence improves creditworthiness of emerg

ing markets. It also lowers the rates at which 
existing debts must be rolled over. 

• A fall in world interest rates should increase 
investor risk tolerance. which should drive 
spreads on risky bonds lower. 

Nevertheless, early empirical literature on 
emerging market bond spreads failed to find 
the predicted relationship between world 
interest rates and emerging market bond 
spreads. Studying launch spreads on emerging 
market bonds, Cline and Barnes ( 1997) and 
Min ( 1998) failed to find significant relation
ships between U.S. treasury }'ields and emerg
ing market spreads. Csing both a broader 
sample of launch spreads and secondary mar
ket Brady bond spreads, Kamin and von KJeist 
(1999) also failed to find the expected rela
tionship, either finding no signiLicance, or in 
some cases, finding that industrial country 
interest rates were negativclr related to 
spreads. 

Eichengreen and Mody ( 1998) postulated 
that a selectivity bias could lead w a failure to 
lind the proposed relationship. since at a time 
of high interest rates, lower-quality borrowers 
would be unlikely to issue, biasing launch 
spreads down during such times. They used a 
two-step process lO first estimate the impact of 
fundamentals and U.S. treasury yields on the 
probability that an emerging market borrower 
would issue, and then studied separately the 
impact of fundamentals and u·easury yields on 
launch spreads. They founcl that higher U.S. 
yields did indeed significantly reduce th<' 
probability or an issue. However, Ll1ey found 
that spreads tended to move in the opposite 
direction to treasury yields, so that a decrease 
(increase) in trea-;urr yields actually increased 
(decreased) spreads. They attributed this find
ing to the fact that supply considerations were 
outweighing demand considerations. While, 
say, lower U.S. rates may have increased the 
demand for emerging market bonds. the 

influence of such rates in inducing emerging 
markets to issue additional supply more than 

•�Sec Kaminsky, Lizondo, and Reinhart (1998) for an overview of the thcorc1ical and empirical literature on hal
ance of payments crises. 

20The authors note tJ1at "falling interest rates, a continuing- recession. and balance of pa)mcnL' ckvclopmcnL<. in 
the United States . .  were common external facwr·s that had helped stimulate flows to a wide swathe of Latin 
American counu·ies in the early I �)90s. 

ttSee Kamin and von Kleist ( 1999) for a more detailed exposi1ion. 
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compensated for the additional demand, thus 
increasing spreads. 

Most studies found statistically significant 
innuenccs (and generally of the expectecl 
sign) for fundamental factors in determining 
spreads. For instance. Min ( 1 998) found that 
improved indicators of domestic solvency and 
liquidity (debt/GDP, foreign exchange 
reserves/GDP, and debt service ratios) and 
beuer macroeconomic fundamentals (such as 
lower inOation rates and beuer terms of trade) 
tended 10 reduce spreads. Eichengreen and 
Mody ( 1 998), Kamin and von Kleist (1999), 
and Sy (2002) all found that improved credit 
ratings were correlated with lower spreacls.22 

Studies however have tended to find that 
fundamentals are better at explaining differ
entials in spreads across countries at a given 
point in Lime than they are the changes in 
spreads over time. Eichengreen and Mody 
( 1998) found that a significant component or 
spread movements over Lime could be 
explained neither by fundamentals nor exter
nal factors such as U.S. interest rates or oil 
prices. Thus, for example, factors that may be 
diflicult to observe direclly, such as changes in 
investors' risk appetite or herding behavior 
resulting from imperfect information. may 
have explained episodes or significant spread 
movements over time. such as the l 995-97 
period when spreads fell dramatically (sec, for 
example, Ferrucci, 2003).2� 

The existence of moral hazard has been 
cited as one potential cxphmation f01- spread 

compression not related to directly obsen·able 
factors. This theory posits that invc�tors may 
not need to be greaLly concerned with the 
creditworthiness of sovereign borrowers if 
they believe that oflicial le11ding would allow 
such borrowers to continue to service their 
debt, even though the coumry might be insol
vent in the absence or such official suppon.�·• 
Dell"Ariccia. Schnabel. and Zettelmeyer 
(2002) tested this thecny by trying to ascertain 
if emerging market spreads behaved clilfer
cntly after the Russiau default. They inter
preted that event as a largely unanticipated 
episode that reduced investors' expectations 
of fuwre bailouts by the IMF. They found evi
dence of permanent <md significant increases 
in spreads following the IMF "non-bailout." as 
we11 "'"a significantly higher dispersion of 
cross-country spreads. suggesting investors 
were subsequently pa}'ing closer attention to 
country fundamcmals. At the same lime, they 
noted that it is not possible to distinguish 
between the existence of moral hazard from 
lMF lending. and the possibility that IMF 
lcuding raises expectatious for improved pol
icy. which could lead to an improved assess
mem or fundamental creditwonhiness. 

More recent work has lendecl to find a 
greater role ror indw;trial COLlllll) interest 
rates in explaining emerging market :.preads. 
Econometric work undertaken by Arora and 
Cerisola (200 l )  used a range or domestic fun
damentals and U.S. i11tercst rates on a sample 
period covedng the st'cond hau· of the 1990s. 

:11f:ichengn:en and Mocly used the residual from a n:gres�ion ol �prcarls on fundamentab �incc the} "bhcd to 
avoid multicolliuearity issues that would swm from including h01h crc·dit 1-::11ing-; and Jundamen1als in 1he �ame 
regression. Kamin and von Kleist and S\· excluded such domestic fundamentals I rom their regressions. using ratings 
a.> a pmxy for them. 

2�Calvo <tnd Mendo1.a ( 1995) explain how costly information can lead w �ll<.h bcha\1or. It in,·e$tor� arc: highlv 
diversified, their holdings of a given credit. mar be C]Uitc small, and thus i1 Ill a\ no1 he worth incurring the infonna
tion cost.\ to be well infom1ed about that uedi1's fundamental�. Therefore, incremenlal clt•teJioratiun in rrcclilwur
thincss may not come to the attention of such investors. But whcu an imponant piece of information docs beco111c 
widely known, it may trigger <I large, discrete rcas.•cssment of the credit\ prosperll>, as well a' mher <-red its" iLia at 
least �upcrlicially similar characteristics (on which i1 is also not worth incurring tlw monitoring cos1s). Thi� mav 
lead to large jumps in spreads and contagion among apparently similar crcdils. 

21Dell'Ariccia, Schnabel, a.nd Zettdmeyer (�002) distinguish such "inveslur moral h;vard" from .. coun1ry moral 
hazard.·· which would refer to a dctedoration of domestic policy because of 1he "insurance" function provided bv 
ollicial a..<;.sistance. 
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Consistem with previous literature, the)' found 
an important role for counu·y-spccilic funda

memals in determining spreads. However, in 
contrast to previous findings, notabl)' 
Eichengreen and Mody, they found that U.S. 
interest rates and emerging market spreads 
were positively correlated (so that lower U.S. 
rates lower spreads) .25 They auribULe the dif� 
ference w a combination of the use of sec
ondary mcu·ket spreads, which avoid the 

selectivity bias problem noted above, and the 
[act that Eichengreen and Mody included in 

their sample period 1 991-93 when selecti\'ity 

bias may have been particularly strong due to 
the nascent nature of the emerging bond 
market. 

More recent work by Ferrucci (2003) finds 
that while short-term U.S. treasury rates tend 

to be positively correlaLCd with spreads, long
term rates ( 1  0-year u·easury yields) are actually 

negatively correhued with spreads. Put 

another way, Ferrucci finds that a steeper U.S. 
yield curve is associaLCd with lower emerging 
market spreads, a result he suggests may be 
atu-ibutable to the presence of leveraged 
investors, who borrow at short-term rates to 
lend at longer-tem1 rates.!!o 

Applying common factor analysis, McGuire 
and Schrijvers (2003) round a significant role 
for a single common exLCrnal [actor underly

ing the variation of spreads across the con
stituents of tJ1e EMBI Global index.!!7 This 
factor accounted for about one-third of Lhe 

variation of emerging bond market spreads, 

with the remainder driven by factors that were 
uuiquc to a counuy's circumstances. The 
aULhors fu1d that tJ1e best fit ror the common 
factor is investors' attiltlde toward l'isk as prox
ied by the VIX (the volatility implied by 

options on the S&P 500 index). Given that 
volatility has fallen sharply since the recovery 
in the equity markets that began in late 2002, 
this suggests at least one important factor 
behind the recent rally is declining risk 

aversion. :II:! 

Recent Empirical Evidence 

Very recent empirical work, including some 

undertaken by l.MF starr for this report, 
appears to reinforce the widespread market 
view that liquidity cu1d an increase in risk 

appetite have become relatively more signili
cam influences on spreads tJ1an fundamentals 
in the emerging market debt rally that began 
in late 2002. Models based purely on funda
mentals have found that recent emerging 
market bond spreads are generally tighter 
than can be justified by the models (Figure 
2.55). 

For example, an update of Sy (2002), which 

reports on univariate regressions of spreads 
on ratings from credit agencies, finds that 
even arter tJ1c sell-off induced by the FOMC 

statement of january 2004, market spreads 
were considerably tighter tJmn could be justi
fied by current ratings. Tn previous instances 
in which spreads were tighter than suggested 

2"The) lind this not onlv f01· thr�e-momh and IC)-ycar u-casurv rates, bm abo for the Fed funds target rate, which 
they ''iew a>. a more direct rnea,ure of U.S. monetary polio·. 

1hFerrucci uses st"condary market spreads like Arora and c�risol<�. but uses panel data over the longer period 
1992-2003. Lil..e Eichengrccn ;tnd Mod), he finds that spread� in J 99!l-97 fell too much to be explained by mea�
urcd fundamentals, thus pointing either tu some degree of mispricing during that per·iod or to the importance ol 
unmeasured fundamentals. Hi� work also conlinn� th� importance of country-specific macro -fundamentals. 

17Th is result is derived b y  applying common factor analysis and builds on earlier work br Lincrman and 
Scheinkman ( 1991 ). Common factor <Lila lysis seeh 10 construct a single abstract scrks that explains some.: portion 
of t.he common factor of variations in correlated :.eric, . .rV"tcr idemilying the ahsu-act common f�tctor, McGuire and 
Schr\jvers seck economically meaningful explanations. which tl1ey do by seeing which among a range of candidate 
data ser·ies arc best correlated witl1 the common factor. 

�HMcGuire and Srhrijvers also lind a significant. but �mallcr. corTclatiun with !I)-year U.S. Lre<t.�ury yields, but the 
correlation is negative. They suggest one possible interprct.ation is that a steepening yield curve is associated whh 
expectations of future indn!>trial counu; growth, which, hy increasing tlw creditworthiness of cmcrging market bor
rowers. could reduce spreads. 
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by the model, Sy found that, subsequenLiy, 

credit upgrades were more like!)' Lluu1 spread 

widening, suggest.ing ratings may lag spread 

developments. While this may again be a pos

sibility, almost all of Ll1e deviat.ions of acLUal 

compared to predicted spreads were consider

ably larger than could be explained even by a 

fulUre two-notch upgrade.29 

Work undertaken by IMF staff for this 

report suggests that global liquidity has 

become the most imponam detenninam of 

emerging market spreads following 

September 2001. A simple econometric model 

was devised with a view to identifYing the driv

ers of the latest emerging bond market rally. 

Theoret.ical predictions suggested Ll1e model 

should include relevant measures of country

specific fundamentals, global liquidity as rep
resented by mature market interest rates, the 

expansion of demand rJ1rough ilie widening 

invesLOr base, and risk preference. 

The specific model used is described below. 

The main conclusions are Lllat the variables 

are significant and the signs are as expected. 

with improved fundamentals, greater global 
liquidity, higher investor demand, and lower 

volat.ility all lowering spreads. However, while 

improving fundamentals are found to have 

been a significant factor driving ilie conu·ac

tion of emerging bond market spreads, the 

estimation results indicate that liquidity stem
ming from L11e U.S. imerest rate easing cycle 

has become a more important influence L11an 

fundamentals in the emerging bond market 

rally. vVhile the small sample size wan·anr.s cau

tion, Ll1is finding gives weight to the com

monly expressed market view t.hat the push 
factor of ample global liquidity has been a key 
driver of the latest emerging market rally. This 
result also underscores the potential vulnera-

29Sy found that a cme-nmch upgrade tended to 
reduce spreads by 14 percent, which for a 500 basis 
point spread would amount to a tightening of 70 basis 
poinL�. However. most of the actual sprearls in early 
February 2004. were more than 200 basis poinL� tighter 
than �uggested by the model. 

Figure 2.55. Deviations of Actual Spreads from 
Ratings-Based Spreads 
(In basis points. actual spreads as of February 3. 2004) 
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Sources: J.P. Morgan Chase & Co.: Standard & Poor's: Moody's: and IMF staff estimates. 
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hi lit)' of emerging bond markCL'i in case ol' 
monetary tightening. 

The va•·iables considered for the model 
were: 
• Spreads (S): The clependem variable. emerg

ing bond market spreads, were capwred by 
the spread on the EMBI index for the 
pe•;od 199�97 and thereafter by the 
EMBI+ index. 

• FuntlamrntalJ (F): Country-specilic funda
mentals were modeled using sovereign 
credit ratings. Allhough ratings arc a useful 
general indicator of countrr-specific funda
mentals, they arc subject to the criticism 
that they may also be inOuenced by global 
va•·iables such as those included in the 
regression, which could lead to some bia..� in 
the estimates. Nevenheless, credit ratings 
impact invesrmcnt decisions, given that 
institutional investOr policies arc often tied 
to credit quality. In order to ge1 a summary 
measure of ratings l(>r the EMBI+ universe, 
the specific variable used was a weighted 
index or I he a\'erage creel it quality of the 

constituents or the EMBI/EMBI+ universe. 

The ratings are an average of those assigned 
by S&P, Moody's, and Fitch, while 1.he coun
try weights correspond to those in the 
EMBJ/EMBJ+.:"1° 

• Global Liquidity (GL): Interest rates provide a 
measure of global liquidity to the extent 
that they impact asset prices by catalyzing 
bOJTowing to fimmce im·cstment positim1s. 
A number of interest rate variables were 
considered in order to capture the incen
tives for emerging bond market investOrs 1.0 

undertake leveraged lracles, including the 

level or shon-term rates. the level or long
term rates, and the steepness or the Yield 
curve as measured by the spread between 
short- and long-term rates. However, only 
the short-term interest rate was significant 
in the regressions. The particular short-term 
rate used was the three-month dollar 

LIBOR rate. since this interest rate serves as 
a benchmark in determining the costs or 
borrowing for investors seeking to build 
leveraged positions_:ll 

• Dnnrmrl (D): The secular broadening of the 
emerging market investor base is difficult to 
quanti1)'. Data series on flows to dedicated 
emerging market bond muwal funds are 
available. However. investment flows from 
retail invcs1ors ;:u·e likely to be a poor pro>.'}" 
for total flows, particularly during times 
when the investor base has broadened sig
nilicantly. More spccilically, this data would 
fail to capture net flows from institmional 
investors, u·ading accounts, and local 
investors, aJl of which represent important 
componenL� or the changes in the investor 

base.:1� However, primm]' market issuance 
could provide a reasonable proxy measure 
for overall demand. In the process of build

ing the order book for a new bond, under
writers go through a careful process of 
ascertaining demand for the new issue 
before deciding whether to bring it to the 
m;u·ket. Thus, new gross supply of bonds 
appears likely to serve as a reasonable proxy 
for the changing size of the investor base, 
and the model uses a 12-mon th moving 
average of gross primary issuance as a proxy 
for this clcmand.:tl 

:lcrrh(• model wa� al�o estimated ror lagged t-atings, buttlw cocfficienL� were broadly similar l<l those shown below. 
in pan reOening the high serial correlarion embedcled in the rarings series. 

�•Other measures of short-term rates, �uch <L' Llw Fed Fund� target rate or three-month treasury bill t-ates, are ICI) 
clo�dy correlated with the thrce-monlh LIBOR rale. 

�2Nonethelel>s. net inOows to clcdicated cmeq�ing market rund� were tested in 1 h<: r1:gression but ,,·ere insigni!i-
cant. 

:none cavc�u to the assumed broad equilibrium or demand and supply is that there may be times of insutlicienl 
demand in which lead manager!> may abwrb a Mtddcn <tnd unanticipa1cd execs� '>IIppi) of bonds. However. tht' 
comprcs�ion of issuanc<· fees and a cautious approach to the dep lm'll1cnt of capital suggesL� L11at the abilil} ol lead 
manager!' to ab�orb unwanted supply is limited. 
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Table 2.5. Results of Estimate 
{I· statistics in parentheses) 

Variable 

Fundamentals 
Global liquidity 
Demand 
VIX 
Cris1s dummy 
R2 

Source: IMF staff estimates. 

Jan 1994-Sep. 2001 

-30.24 (-0.93) 
27.54 (0.75) 

-161.11 (-6.66) 
101.54 (5.88) 
11 5.37 (6.84) 

90% 

• \fiX: The model tested two possible proxies 
for investors' attitude wward risk. Dudng 
Limes of reduced risk aversion, investors arc 
more likely lO move out t.hc credit quality 
spectrum. Thus, one possible measure of 
changing investor attitude toward risk is the 
spread between high-yield and high-grade 
corporate bonds. In addition. increased risk 
taking is likely to lead to less hedging 
against volatility. This is most commonly 
proxied by using the VTX. This index 

measures the volalility implied by oplions 
contracts on the S&P 500 index. In all 
specifications of the regression, the \'IX 
proved a strong explanatory variable and 
was included in the final regression. How
ever, the spread between high-yield and 
high-grade bond yields did not add signill
cantly to the explanatory power oft he 
regressions, and was dropped from the final 
spccilicalion. 

• Crisis du11un)' (CD): The model corrects for 
crisis periods with spreads exceeding I ,000 
basis points by introducing a dummy vari
able for such periods. 
r n a llrst step, the model b estimated for 

the period fromJanuar)' 1994 through 
December 2003 using monthly data.:ll ln a 
second step, the model is estimated for cwo 
sub-periods: the period from 1994 to 

Estimation Period 

Oct. 2001-Dec. 2003 

-131.56 (-2.98) 
276.90 (2.90) 
-29.60 (-D.87) 
133.65 (7.13) 

89% 

Jan. 1994-Dec. 2003 

-52.15 (-1.90) 
53.12 (2.16) 

-140.60 (-6.77) 
95.23 (6.74) 

109.54 (7.71) 
90% 

September 200 I; and the period from 
OclObcr 200 I to end-2003 (sec Table 2.5). 
The beginning of the Iauer period coincided 
with the onset of an emerging bond market 
rally, which, however, faced a temporary rever
sal in mid-2002.:l;, All inclepenclenl variables 
arc standardized, allowing for comparisons of 
the relalive impact of these variables on 
spreads. 

s, = a0 + a1J·:_1 + atCL, + a3D, + a� VJX, 
+ a� CD,+ E1, 

where E1 = pE,_t + 11,.:16 
• Fnndrmu>n/aL� are found LO be a scatisticallv 

significant driver of emerging market bond 
spreads for t.he sub-period starting October 
2001 and for the emire Lime period of 199·1 
to 2003, ahhough at a lower level of signil1-
cance for rhe lalll.:r. However. fundamentals 
are not found to be <;talistically significant 
for the sub-period of 1994 to 2001. This 
result may in part rdlect the high incidence 

or crises during this period as capwred by 
the crisis dummy. 

• Cfobal liquidity is a statistically <;ignilicant 
explanatory ,�driable lor the entire estima
tion period and for the sub-periorl begin
ning in October 2001. However, the impact 
of global liquidity on spreads exceeds that 
of any other variable since October 2001. l u  

�·1The analysis o f  the properties o f  the time series data and estimation results shows that the model i s  not �ubject 
to shortcomings associaLCrl with nonMationarit). 

35Estimating the model since the onset of the leg ol the rally that began in October 2002 would have exce�sh·eh 
reduced the sample size. 

:I6This formulation controls for pos�iblc problems associaLl'cl with autocorrclat.<·d e-rrors. 

69 



©International Monetary Fund. Not for Redistribution

70 

CHAPTER II GLOBAL FINANCIAL MARKET DEVELOPMENTS 

Figure 2.56. Selected Asian Countries: Outstanding 
Amounts of Domestic Bonds 
(In billions of U.S. dollars) 
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Sources: Bank lor International Settlements: and IMF. World Economic Outlook. 

contrast, global liCJuiclity is not found to be 
st.alisucally sign ificant during the sub-period 
of 1 994 tO 200 1 .  

• Dnnrmd is  a statistically significant driver of 
spreads for the entire period. However, 
demand is not found lo have had a statisti
cally significant impact on spreads during 
the sub-per;od beginning in October 200 1 .  
One possible explanation is that primary 
issuance may not be a good proxy for the 
additional demand that has been generated 
by the secular broadening or the investor 
base during this period. 

• VIX and investors' attitude toward risk is 
found tO have been a significan t driver of 
emerging bond market spreads during all 
periods, underscoring Lhe vulnerability of 
the asset class to a reversal in risk tolerance. 

Appendix II: Current Status of the Asian 
Bond Markets and Initiatives 

Development of the Asian Bond Markets Since 
the 1998 Crisis 

Local bond mark<'Lo; in Asia grew rapidly• 
after the financial crisis in the late 1990s, in 
pan reflecting a desire to develop an alterna
tive source of financing 10 bank lending and 
foreign borrowing (Figure 2.56). Local bond 
markets have been viewed as mitigating the 
impaCL of lost access to international capital 
markets, as well as reducing the inherent cw·
rency and maturity mismatch in the borrow
ing of emerging market countries. 

The share of Asian bonds outsLanding in 
the total world bond market went from 2.9 
percent of CDP in 1998 to 3.4 percent in 2002 
(Table 2.6). Government bonds account for 
more than 45 percent of the total bonds out
standing in Asia. 

Despite the rapid growth or its bond mar
ket, Asia remains heavily dependent on bank 
financing (Table 2.7). Moreover, Asian bond 
markets suffer rrom limited liquidity and 
dep1h . As a result, the anthorilies in a number 
of countries have started to take steps to 
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Table 2.6. Size and Structure of the Global Bond Market in 2002 

(Nominal value in billions of U.S. dollars) 

Percent 
Domestic 

of World Government Financial institutions Corporate lnternationall 

Total Bonds Bond Billions of Percent Billions of Percent Billions of Percent Billions of Percent 
Country Outstanding Market U.S. dollars of total U.S. dollars of total U.S. dollars of total U.S. dollars of total 

United States 19,049.3 44.5 4,530.3 23.8 9.382.2 49.3 2,418.3 12.7 2.718.5 1 4.3 
Euro area2 10,199.4 23.8 3,818.7 37.4 2,269.2 2 2 2  548.8 5.4 3,562.7 34.9 
Japan 6,914.6 16.2 4,837.5 70.0 1 ,145.8 16.6 683.0 9.9 248.3 3.6 
Other mature markets 4,257.6 9.9 1 ,284.7 30.2 933.2 21.9 491.3 11 .5 1,548.4 36.4 
Subtotal 40,420.9 94.4 14,471.2 35.8 13,730.4 34.0 4,141.4 10.2 8,077.9 20.0 

Emerging Markets 
Asia 1 ,448.7 3.4 645.1 44.5 387.1 26.7 262.8 18.1 153.7 10.6 
latin America 527.9 1.2 272.5 51.6 56.3 10.7 27.0 5.1 172.1 32.6 
Eastern Europe, 
Middle East, Africa 403.5 0.9 260.4 64.5 12.7 3.1 8.0 2.0 122.4 30.3 
Subtotal 2,380.1 5.6 1,178.0 49.5 456.1 19.2 297.8 12.5 448.2 18.8 

Total 42,801.0 100.0 15,649.2 36.6 14,186.5 33.1 4,439.2 10.4 8,526.1 19.9 

Source: Bank for International Settlements. 
llncludes bonds issued by governments, financial institutions, and corporales in international markets. 
2Euro area includes a total of 11 members of the euro zone, excluding Luxembourg. 

su·englhen both local and regional bond 
markets. 

Regional Initiatives Promoting the Development 
of Local Bond Markets 

A number of initiatives in various regional 
fora have been taken to further the develop
mem of local and regional bond markets. 
These include the Asian Bond Funds (ABF) 
and Asian Bond Market initiative (ABMI ) ,  
from the Executive's Meeling of East Asia 
Pacific Central Banks (EMEAP), and APEC 
and ASEAl�+3, respectively.3i 

These initiatives aim at developing both the 
demand and supply sides of Asian bond mar
kets. On lhe demand side, the aim is to move 
away from both bank financing and U.S. dol
lar financing and to develop the local cur
rency bond markets as an alternative source of 
funding. On the supply side, these initiatives 
seck to develop better bond market infrastruc
mres and to synchronize rules and regulations 

011 cross-border flows so that locaJ issuers can 
raise funds across the region. In particular, 
lhe Asian Bond Funds aim to increase the 
demand for Asian bonds and w facilitate the 
de\'elopment of rhe regional bond market b}' 
using some foreign exchange reserves to 
invest in regional insuuments. The ABMI 
focuses on addressing some of lhe supply-side 
impediments that exist in Asia and make local 
bond markets more accessible to Asian issuers. 

Asian Bond Funds 

On June 2, 2003, EMAEP a11nounced the 
launch of the Asian Bond Fund 1 (ABFI) to 
''channel lhe resources held by Asian 
economies back into the region." ABFI had an 
initial funding of $ 1  billion conuibutcd by thc 
1 1 members of the EMEAP to invest only in 
U.S. dollar-denominated sovereign or quasi
sovereign bonds issued by eight of t.he EMEAP 
members (excluding Japan, Australia, and 
New Zealand) .  To maintain these contribu
tions as reserve assets. ABFI invested in bonds 

37The I I  members of EMEAP arc: r\usLralia, China, Hong Kong SAR, lndoncsia,.Japan, the Republ ic ol Korea. 
Malaysia, New Zealand, the Philippines, Singapore, and Thailand. ASEAN+3 refers w countries under the 
AssociaLion of SouLh EasL Nat.ions plu� China, Japan, and Korea. �lore informat.ion on EMEAP can be found at 
hup://www.cmcap.org. 

11 

http://www.emeap.org
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Table 2.7. Structure of Financing in Selected Countries 

Stock 
Bank Market Bond 

GOP Loans Capitalization Markel 

(In billions of U.S. dollars) 

China 1 ,266 1.728 463 465 
Hong Kong SAR 162 242 463 68 
Indonesia 173 39 30 2 
Korea 477 510 216  381 
Malaysia 95 101 123 83 
Philippines 78 25 18 22 
Singapore 87 94 102 55 
Taiwan Province of China 282 354 261 141 
Thailand 126 103 45 53 

(In percent of GDP) 
China 136 37 37 
Hong Kong SAR 150 287 42 
Indonesia 22 1 7  1 
Korea 107 45 80 
Malaysia 107 130 88 
Philippines 32 23 28 
Singapore 109 1 1 7  63 
Taiwan Province of China 126 93 50 
Thailand 81 36 42 

Sources: Bank for International Settlements; IMF, International Financ ial 
Statistics; Hong Kong Monetary Authority; Indonesian Central Bank, The 
Thai Bond Dealing Centre; and World Federation of Exchanges. 

with a composiLe invesunem grade rating. The: 
fund is passively managecl by the BTS accord

ing w an unpublished benchmark. and the 
BJS has agreed to redeem the investJnenLS at 

market value to lhe member count.rics at any 

time to safeguard their liquidity as official 
reserves. 

Since the launch or ABFI in .June 2003. dis

cussions on ABFJI have started but details arc 

still not finalized. I n  contrast to ABFI, ABFJf 
will invest in the participating count.ries' local 

curren9· sovereign and quasi-sovereign bonds 
and aims w generate more investor interest in 
local bond markets. Countries that are ready 
to open up their bond markeLS to foreign 

investment will part.icipate, while lhose st.ill 

facing significant hurdles in taxat.ion, legal. 
ancl capital account reso·ictions will need to 

work to eliminate those obstacles over time to 

eventually allow for foreign investment in 

their bond markets. 

In setting np ABFTI, private sector participa
tion is regarded as important both as potential 
future investors in the fund and as potent.ial 

managers for the fund. It is likely that the pri
\'ate sector will be involved in su-uclllring, 

marketing, and listing the fund and that the 
ABFII will likely be managed by the pt-ivate 

sector (rather than the BIS as in the case of 

ABFI) .:IR 

Asian Bond Marllet Initiative 

The Asian Bond Markct Jnit.iat.ivc (ABMl) is 

a broad umbrella covering many areas of 

bond market development. I t  has focused on 

facilitat.ing access to bond markets. and 
enhancing market infrastructure for local and 

regional bond market rlevelopment. l n  partic
ular, six elements of market infrastructure are 

receiving particular atten t.ion: creat.ing new 

securitized instruments, credit guarantee 

mechanisms, seulement and exchange regula

tions. issuance of local currency bonds by non

domestic issuers, local and regional rat.ing 

agencies, and technical assistance coordina

t.ion. The goal is to irlentify measures that can 
address some of the deficiencies in the cur

rem Asian bond markets, such as low liquidity. 

narrow itwestor bases, and limited high grade 

issuance. For example, securitization and 

credit guarantee will help Asi<u1 issuers with 

low credit ratings to issue high-grade bonds to 

gain access to the market. vVith the exception 

of Hung Kong SAR and Singapore, most 

counu·ics do not have a settlement and clear

ing system confom1ing w international stan
dards. Local credit rating agencies have 

diffcre11t rating standards, and there is no 

regionally accepled credit rating system. 
Developing a settlement and clearing system 

consistent with international best practices 

and a uniform credit rating standards 

throughout the region would help reduce 

issuance costs, and improve market efficiency 

and liquidity. 

:Is,.\:, reponed in /�umwrek (200:�) and futemational Finondng Rerlirw (200:1). 
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New securilized instruments, especially asset 
backed securities (ABS), have been develop
ing rapidly in Asia. In Korea. ABS issuance has 
risen sharply (allowing Lhe Asian crisis. ABS 
now represent almost 44 percent of corporate 
issuance largely reflecting securitization of 
nonperforming loans and credit card receiv
ables (Fit,rure 2.57). In Malaysia, the growth of 
the ABS market is expeCLed to double from 
RM5.6 billion ($1.5 billion) in 2004. The 
strong growth has been spurred by a support
ive legal cnvironmelll and regulatory regime: 
a well functioning capital market infrasu�uc
tun.:; and su·ong investor interest. Moreover, 
Hong Kong SAR is becoming a regional cen
ter for securitization activity in Asia. 

Asian rating agencies have formed an asso
ciation to enhance cooperation.:W Most coun
u·ies now have local rating agencies as well as 
limited participation of Lhe international rat
ing agencies in the local market (Table 2.8). 
The two regional financial centers, Hong 
Kong SAR and Singapore. on the other hand, 
do not have local rating agencies but rely on 
international rating agencies tO rare local 
issues. In conu·ast to the international agen
cies, many of these regional or national rating 
agencies have links wilh their respective gov
ernments (or may have been set up as a gov
ernmental body), thus their degree of 
independence is open tO question. Moreover, 
given Lhe differences in rating culture and 
stage of capital market development, creating 

a unified credit rating system may not be feasi� 
ble in the near term. Efforts are being made 
to raise rating standards and credit evaluation 
and to adopt best practices in the region. 

Assessment of the Initiatives 

The small size of the ABFI has limited iLS 
market impact, while its objective is well 

39"fhe AliSociation of Credit Rating Agencie� in Asia 
(ACRAA) is an association formed b)' Asian credit rat� 
ing agencies and assis[ed by the Asian Dcvelopmem 
Bank. 

Figure 2.57. Korea: ABS Issuance and Direct Financing 
(In percent) 
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Table 2.8. Asian Rating Agencies 

ne-Ups with 
Year International 

Country Bond Rating Agency Founded Rating Agencies 

India Investment Information and Credit Rating Agency of India Ltd (ICRA) 1991 Moody's 

Pakistan 

Indonesia 

Taiwan Province 
of China 

Philippines 

Japan 

Korea 

Credit Analysis and Research Limited 
Credit Rating Information Services of India Limited 
0 uff and Phelps India 

JCR·VIS Credit Rating Company limited 
Pakistan Credit Rating Agency (Private) Limited 

PT Pemeringkat Efek Indonesia 
Kasnic 

Taiwan Rating Corporation 

Philippine Rating Service Corporation (PhiiRatings) 

Japan Credit Rating Agency, Limited 
Japan Rating and Investment Information Inc 

Korean Investor Services 

(CARE) 1993 
(CRISIL) 1987 S&P 

(OCR India) n.a. Joint Venture with Fitch 

(JCR·VIS) 1997 Joint Venture with JCR 
(PACRA) 1994 Joint Venture with Fitch 

(PEFINDO) 1993 S&P 
(KASNIC) n.a. Fitch 

(TCR) 1997 S&P 

(PRS) 1998 S&P 

(JCR) 1985 Independent 
(R&I) 19981 Independent 

(KIS) 1985 Moody's 
Korean Management Consulting and Credit Rating Corporation (KMCC) 1987 Fitch 

Malaysia 

Thailand 

Bangladesh 

Hong Kong SAR 

Singapore 

National Information and Credit Evaluation 
Seoul Credit Rating & Information Inc. 

Rating Agency Malaysia 
Malaysia Rating Corporation 

Thailand Rating Information Services 

Credit Rating Information & Services 

No local rating agencies 

No local rating agencies 

Source: Japan Credit Rating Agency, Ltd. 
1 Union of NIS and JBRI in 1998. 

grounded. ABFI has generated interest in 
Asian bond markets and paved the way for 
ABFIJ. Ln particular, ABFTI could be an impor
tant investor in local Asian bond markets. The 
ABFs could have a catalytic role in encourag
ing countries in the region to harmonize 
regulatory regimes and improve legal infra
stn.tcture ro allow more private sector partici
pation in the local bond markets. 

Careful consideration should be given when 
designing the ABFII. First, ABFI by virtue of 

design and the liquidity guarantee provided 
by BlS permits assets invested in it to be classi
fied as reserve assets. Future funds will need 
to provide a similar level of liquidity if assets 
invested were to be counted as reserve asset<>. 
Moreover, safeguards could be useful to mini
mize any perception of moral hazard and gov
ernance l"isks. To this end, outsourcing the 

(NICE) 1986 R&l 
(SCI) 1992 JCR 

(RAM) 1990 Independent 
(MARC) 1996 Fitch 

(TRIS) 1993 Fitch 

(CRIS) 2002 

management of ABFI to the BIS and inviting 
private sector managers for ABFU (which is 
likely to be designed as an indexed or pas
sively managed fund) can ensure trans
parency, gain public support, and establish 
credibility vis-a-vis investors. It would also be 
desirable for the authOJities to cominuously 
disclose sufficient information to assure the 
public that funds are properly managed and 
invested. 

No matter what form the ABFil fund takes, 
the aULhot·ities and other future investors 
''� 11 face the issue of whether and how to 
hedge the underlying credit and currency 
risks. This may be ditlicult since derivatives 
markets in Asia are still at an early stage of 
development. Moreover, if bolh ABF funds 
are buy-and-hold in\'estors, their purchases of 
the bonds issued by the regional governmenL'I 
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could even reduce the liquidity of those 

markets. 

The A.B M I  could play a key role in promot

ing both the development of the infrastruc

ture and access to the regional bond markets. 

Discussions surrounding ABMI have success
fully focused Lhe attention of policymakcrs in 

Asia on the var·ious obstacles to developing 

local bond markets and generated discussions 

about adopting best practices in various areas 

of bond market development. Initiatives on 

providing credit enhancements to small- and 

medium-siz.cd firms 1.ha1. othenvise are denied 

access 1.0 capital markets arc a step forward. 

However, an imegrated regional bond mar

ket will clearly take time to develop. The 

Asian bond market, while large, remains seg

mented by regulawry consu·aints and mving 

to a lack of regional infrastrucwre. Country

specific Jaws, regulations, and market prac

tices present major hurdles to cross-border 

issuance and investing. Clearing and settle

ment mechanisms vary from counuy tO coun

try, and there is no regional arrangement. 

Hedging costs remain relatively high due to 

illiquid derivative marke1.s and regulatory con

straints on access to both local currency fund

ing and to onshore forward and derivatives 

markets by nonresidents. Taxation differs 

vastly and withholding tax can raise the cost of 

investing in local securities. Local credit rating 

standards vary, and there is no regional credit 

rating agency. Many countries in Lhe region 

do not yet have a Liquid benchmark yield 

curve. Finally, capital conu·ols in a few coun

u;es have severely limited cross-border capital 

flows. 
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RISK TRANSFER AND THE INSURANCE INDUSTRY 

T
he u·ansfer of risk from banks to non
bank institutions, such as mutual 
funds, pension funds, insurers, and 
hedge funds, has been taking place 

for many years. Banks have generally u·ied to 
distribute the risk that they have originated
particularly concentrations of credit risk-in 
order to optimize the use of their balance 
sheets and as an integral part of their risk man
agement praCLice.1 Some nonbanks, in certain 
markets, have demonstrated a strong or grow
ing appetite for credit risk exposure in various 
forms. These include insurers, which increa'>
ingly view credit instruments as a relatively sta
ble investment to meet their liabilities. The 
development of new credit instruments, partic
ularly derivatives. has facili£ated this process. 

The transfer of risk to non ban king sectors 

has raised concems about "where the risk has 
gone;'" whether risk has been widely dispersed 
or concentrated; and whether the recipients of 
risk are able to manage such risk. As noted in 
previous GFSRs, most observers agree that the 
u·ansfer of credit has improved the banking 
sector's ability to manage risks, and hence the 
stability of the banking system. A wide variety 
of nonbank institutions have taken on the risk. 
But the reladvely less transparent nature of 
some nonbanking institutions, their different 
systems of regulation, and, in some cases, less 
developed risk managemenL skills have raised 
questions about whether a reallocation of 
credit risk has reduced risk for the overall fin an-

cia! system or merely shifted it to less transpar
enL sectors. In the latter case, new forms of risk 

and vulnerability may be introduced. 
This chapter, the first of a series thai will 

examine risk transfer, discusses the insurance 
sector, particularly life insurers. lt expands on 
issues raised in previous GFSRs by asking 
whether financial stability has benefited or could 
benefit from insurers' broader participation in 
credit markets, including credit derivatives 
(see, for instance, IMF, 2002a). Life insurance 
companies u·aditionally have been viewed as 
long-tenn. savings-oriented instilLILions and 
not as a potential sow-ce of systemic risk, and 
as such have been seen as possibly "better" 
holders of credit and longer-term assets. How
ever, in light of the increasing volume of credit 
being reallocated from banks to nonbanks, 
including certain insurance sectors and com
panies, ;mel the intention among many insur
ers, particularly in Europe, to increase their 
exposure to credit, policymakers have expressed 
increased imerest in the possible effect of risk 
u·ansfer on financial stability.2 Within the 
insurance sector. life insurers arc the largest 
holders of financial assets, and their balance 
sheets arc generally much larger than property 
and casualty (P&C) insurers and rcinsurcrs.3 

In focusing on risk reallocation, we use the 
term "credit risk transfer" to refer in a broad 
sense to all manners in which insurers have 
taken on credit risk (e.g., corporate bonds, 
loans, asset-backed securities, and credit deriv-

IJmernational Association of Insurance Supervisors (2003). Financial Services Authority (2002), and Rule (200lb) 
examine the credit risk 1.ransfcr between banks and nonbank financial sectors, including the insurance sector. 

2Hiiusler (2004) discusses how 1.he blurdng of boundaries between insurance and other linancial institlll.ions 
implies heightened impon.auce of insurers for financial sr.ability. Das, Davies. <md Podpiera (2003) also explore the 
potential for the insurance sector to affect the vulnerability of the financial �ystem, focusing on Lhe banking-type 
activities that life insurance companies have increasingly r.aken on, as well as risks stemming from the possible fail
ure of a large reinsurer. 

3Somcwhat separate issues regarding reinsurance disclosure and risk (primaril)· concerning insurance liabilities) 
are being discussed in various fora, including an IAJS Task Force that reponed to the Financial Stability Forum in 
March 2004. These issues are not dealt wil.h directly in this chapter. See Swiss Re (2003b) for an overview. 

11 
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atives) .  fn SO doing, we are wideniug Lhc defi
nil.ion of creclit risk transfer from its frequent 
use in official circles, which has focused on 
credit derivatives and related su·uctured prod
ucts.4 While such producLS do raise important 
questions for policymakers, we wish to review 
the broader creclit markets, regulatory frame
work, and risk management systems at insur
ers, taking inro account all creclit products, 
including derivatives and suuctured producLS. 
This chapter does not intend, however, to 
cover cer tain other issues related to the insur
ance industry, such as their exposure to 
asbestos claims and other tort liabilities, and 
the capital needs arising from such business 
risks. Our work focuses instead on the invest
ment activities of life insurers, and how they 
may impact broader fmancial market stability. 

The chapter assesses the impact on financial 
stability of life insurers' invesunent behavior 
and risk management in the largest mature 
markets (i.e., United States, United Kingdom. 
conl.inental Etu·ope, and japan) .  The policy 
implications differ from market to market, and 
may offer useful lessons to emerging market 
countries with developing capital markets. The 
financial difficulties experienced by many 
insurance companies have eased in the last 

year as equity and other asset prices have risen. 
But, more fundamentally, they have acted as an 
impetus for enhancing insurers' risk manage
ment skills and for strengthening supervisory 
and accounting standards. These are likely to 
continue evolving for some Lime. A<; such, this 
is an appropriate time to take stock of the out
standing issues and to highlight the gaps and 
potential weaknesses in the framework. 

Market Structure and Regulatory 
Framework 

ational insurance sectors often may hold 
different types of asset portfolios from each 

Table 3.1.  Size of Global Financial Markets, 2002 
(In billions of U.S. dollars. amounts outstanding) 

United United Euro 
States Kingdom Area Japan 

Equity 1 1 ,871 2,856 3,279 2,027 
Bonds1 14,831 2,059 7,977 7,484 

Of which:2 
Government 9,135 441 4,122 6,028 
Financial corporate debt 2,985 130 3,293 298 
Nonfinancial corporate debt 2.711 370 562 1,159 

Bank loans to nonfinancial 
corporations 1,066 692 3,117 8,824 

Memorandum item: 
GOP 10,446 1,567 6,670 3,986 

Sources: Board of Governors of the Federal Reserve System, Flow of 
Funds; U.K. Office of National Statistics: ECB: Bank of Japan: and IMF. World 
Economic Outlook database. 

1 For United Kingdom, the aggregates include bonds issued by nonresi
dents while the components are issued by residents. 

2Following are selected components of the above aggregate. 

other and show different degrees of sophisLi
cation in credit risk management. Discussions 
with a \vide range of regulators, insurance 
executives, investors, and the rating agencies 
reveal the common view that the su·ucture or 
national financial systems and capital markets 
and insurance regulations are very important 
factors explaining the observed clifierences. 
Accounting standards and ral.ing agencies are 
also important influences, albeit somewhat 
more general, and arc discussed in a later sec
tion of t.his chapter. The chapter will also com
pare the robustness of insurers' financial 
condil.ions during market downturns and will 
finish with certain assessments and policy con
clusions on how best to ensure that credit 
reallocal.ion to the instu·ance sector enhances 
financial stability. 

The Structure of National and Regional 
Financial Markets 

Insurers from different countries have 
evolved diErerent investment styles. U.S. and 
Japanese insurers have u-aditionally favored 

�see Committee on the Global Financial System (2003) and thcjoim Forum (forthcoming) for " broad review ol 
credit risk transfer techniques. Sec also Kiff (2003); Kin·, Michaud. and Mitchell (2003): IMF (2002a) : and Hall and 
Stuart (2003) for more on credit risk u-ansfcr. 
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MARKET STRUCTURE AND REGULATORY FRAMEWORK 

Table 3.2. United States: Financial Market Size1 
(In bi/lwns of U.S. dollars; amounts outstanding) 

1994 1995 1996 1997 1998 1999 2000 2001 2002 

Equity 6,318 8,475 10,276 13,293 15,547 19,523 17,627 15,311 1 1 ,871 
Bonds 7,927 8,562 9,233 9,805 10.768 1 1 ,713 12,219 13,491 14,831 

Of which: 
Treasuries 3,466 3,609 3,755 3,778 3,724 3,653 3,358 3,353 3,610 
Agencies 2,199 2,405 2,635 2,848 3,321 3,912 4,345 4,971 5,525 
Financial corporate debt 1 ,009 1,205 1,383 1,569 1 ,878 2,080 2,286 2,588 2,985 
Nonfinancial corporate debt 1,253 1,344 1,460 1,611 1,846 2,068 2,230 2,579 2,711 

Bank loans to nonfinancial corporations 681 766 836 930 1,031 1,122 1,214 1,149 1,066 

Memorandum item: 
Total equity, bonds, and loans 14,926 17,804 20,345 24,028 27,346 32,357 31,060 29,950 27,768 

Sources: Board of Governors of the Federal Reserve System, Flow of Funds; and Bond Market Association. 
1Ciaims on residents. 

credit insu·uments, U.K. insurers have pre
ferred equity, and continental European 
insurers have favored a mix of government 
securities and equities. The strucwre of Lhe 
underlying national and regional markets has 
played a major role in influencing these pref

erences (Table 3. 1 ) .  
Differences in national financial systems 

and capital markets are due to a variety of 

factors, including stages of development, 
levels of financial intermediation, and reg
ulations.'> ln a bank-based system, where 
banks provide the bulk of financing to 
corporales, capital markets for credit remain 
less developed. Insurance companies (and 
other large institutional investors) t herefore 
have fewer opportunities to invest in credit 

insuuments and consequently have found 
less reason to build up credit risk manage

ment skills. This is particularly true since, 
until recently, in many countries, insurance 

companies have been largely required to 
invest in domestic markets (or in instruments 
denominated in domestic currencies) .6 As 
such, their assCL portfolios tend LO reflect the 
suucture of their national or regional capital 

markets. By contrast, in a market-based sys
tem, corporate bond markets are more well 
developed, and insurance companies have a 
longer tradition of investing in and managing 
credit risk. 

Insurance companies, and other instiw
tional investors, of course have an influence 

on the development of t.l1eir national capital 
markets. The invesunent demand from insur

ers, in terms of the variety of credit instru
ments, credit quality, maturity, and other 
features, helps to sustain demand for corpo
rate bonds and other assets. However, this 
influence is only one among many shaping 

the development of capital markets. For 
example, Lhe European cot·porate bond mar
ket only wok orr after Lhe introduction of the 
curo in 1999. 

Corporate credit in the U.S. financial 

system operates largely t.l1rough capital mar
kets, while banks have a more prominent role 
in Europe and Japan. The corporate bond 

market is Lhe largest source of credit for non
financial businesses in the United States 
(Table 3.2). More relationship-based systems, 
such as those in Europe and Japan. have 

5Rajan and Zing-ales (2003) discu:.s the difference between the more market-based �ystem in the United State� 
and the relationship-based system in cominenlal Europe, which remains despite Europe becoming more market-ori
ented and the increase in corporate bond issuance following the introduction of the euro. Harunann. Maddaloni, 
and Manganelli (2003) di.scuss the dilference between a market-based U.S. system and H i>ank-based .Japanese S)'S
tem, with Europe placed somewhere hetwcen. 

6for a more general dbcussicm of home bia�. sec Ahcarnc. Griever. and Warnock (forthcoming) . 

19 
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Table 3.3. Euro Area: Financial Market Size' 
(In billions of U.S. dollars) 

1998 1999 2000 2001 2002 2003:01 

Equity 4,591 5,498 5,054 4.104 3,279 4,066 
Bonds 6,834 6,382 6,278 6,406 7,977 9,260 

Of which: 
Government bonds 3,862 3,460 3,292 3,310 4.122 4,795 
Financial corporate debt 2.625 2.570 2.583 2.634 3,293 3,801 
Nonfinancial corporate debt 347 353 403 462 562 664 

Loans to nonfinancial corporations (NFC) 2,690 2,440 2,499 2,559 3,117 3,448 

Memorandum items: 
Total equity, bonds. and loans to NFC 14,114 14,321 1 1 ,248 13,068 14,373 16,774 
Asset-backed securities (issuance)2 
Collateralized debt obligations (issuance)3 

Sources: ECB, Monthly Bulletin (various issues); and Moody's. 
1 Claims on residents. 
2for 2002, data shown as year-to-date as of September 30. 
JFor 2002, data refer to first half of 2002. 

Table 3.4. Japan: Financial Market Sizet 
(In billions of U.S. dollars) 

1994 1995 1996 

Equity 3,232 3,940 3,005 
Bonds 5,478 5,755 5,526 

Of which: 
Government bonds 3,490 3.771 3,704 
Rnancial corporate debt 768 710 607 
Nonfinancial corporate debt 1 ,220 1 ,275 1,215 

Loans to nonfinancial corporations 1 1 ,918 11,712 1 0,318 

Memorandum item: 
Total equity, bonds, and loans 20,629 21,407 18,848 

Source: Bank of Japan, Flow of Funds. 
1 Claims on residents. 

relatively smaller nonfinancial corporate 

bond markets and larger stocks of loans. 
However, Lhe difference in structure between 
the United States and continental Europe has 
been narrowing since the adoption of Lhe 
euro, and the em·o-area corporate bond mar
ket has almost doubled in size since 1999 
(Table 3.3). By conu·ast, the weak credit 
demand from the corporate sector and Lhe 
prolonged period of sluggish economic activ
ity in Japan help to account for the slow 

growth of Japan's nonfinancial corporate 
bond market (Table 3.4). 

[n more capital market-based systems, like 
the United States, life insurance companies 
have a wide variety of credit instruments in 

68 80 80 134 
42 71 71 114 

1997 1998 1999 2000 2001 2002 

2,443 2,966 4,850 3.173 2,420 2,027 
5,147 5,919 7,096 6,770 6,257 7,484 

3,585 4,262 5,225 5.121 4,896 6,028 
471 482 535 416 315 298 

1 ,091 1,175 1 ,336 1 ,233 1 ,045 1,159 
9,234 10,336 1 1  ,464 9,983 8,454 8,824 

16,824 19,222 23,410 19.926 17,131 18,335 

which rhey can invest. Corporate bonds 
represented 61 percent of the aggregate 

general account portfolio of U.S. life insurers 

at the end of 2002, well above other asset 
classes and much greater than their non-
U.S. peer group (Figure 3.1 ) .  (Corporate 
bond holdings have been the largest asset 
class for some Lime, and grew further in 
2002 as insurers sought ro earn extra spread 

income from credit instmments.) U.S. 
insurers also hold investments in "separate 

accounts," relating lO products such as vari
able annuities where, like a mutual fund, 

policyholders receive a return based on the 
assets invested (see the Glossar)' at the end of 
this report for definitions of insurance 
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terms).i In 2002, 28 percent of U.S. life insur
ers' assets were in separate accounts, with 74 
percent of separate account assets comprising 
equities (Table 3.5) .8 The insurance products 
related to separate account assets (in the 
United States and elsewhere) explicitly pass 
the invesu11ent risk to the end-consumer or 
policyholder, and do not represent a financial 
or solvency risk to the insurer. 

U.S. life insurers are an important and cycli
cally stable source of credit to business. The 
amount of credit to corporates and consumers 
held in the bond portfolios of insmance com
panies has grown steadily and today exceeds 
the stock of such loans at banks (Figure 3.2). 
This comrasts with the more cyclical pattern 
of bank lending. U.S. insurance companies 
can use a range of capital market instruments 

to achieve targeted credit and equity expo
sures, as well as the desired risk/return pro
ftle. Moreover, because the U.S. capital 
markets arc very Liquid, significant u·ading 
activity b)' insurance companies usually has lit
tle impact on market prices or volatility. This 
has facilitated the ability of U.S. insurers to 
manage risk generally, and U.S. insurers have 
employed more people and systems with spe
ci1ic credit and risk management skills than 
their non-U.S. peers. However, even in the 

;Insurance company balance �heels arc dividt:d into 
general and separate accounts. Scpannc accounli> arc 
established by insurers w legally segregate funds-for 
example, related lO pension or variable life insunmce 
procluct.�-whcre the itwcsU11el1l ri�k i� horne by the 
client. not the insurer. General accounts contain all 
other asseL� and liabililies of the insurer. 

Rzucker and joseph (2003). These Jlgurcs arc consis
tenl with the 24 percent equity alloca.Lion of t he life: 
in�urance secwr reflected in U.S. flo11 of funds data. 
which comprise both gcnt:t-al and separate accoums. 
Complete data on separate accounts art• not available 
lot· insurance companies in other regions. Discussions 
with market p<�rticipants �uggest that equit)' hvlding� in 
the general accoum could also be somewhat lower t.han 
lor Lhe combined accounts in the curo area. the United 
Kingdom, and japan, hut remain well above U.S. gen
et-a! account levels. For example, among some or the 
largest lite insurttnce companies in Japan, the differ
ences between Lhe equity share in the gcner.tl and com
bined accounts is approximately one percentage point . 

MARKET STRUCTURE AND REGULATORY FRAMEWORK 

Figure 3.1. Asset Allocation for life Insurance 

Industry, 2002 
(In percent of total assets) 

Loanss 
20% 

United States 1 

Equity 
4% 

Treasury 
securities 

3% 

Corporate bonds 
61% 

Euro Area4 

Other3 

Corporate 
bonds 

17% 

Corporate 
bonds 

18% 

United Kingdom2 

Govemment bonds 
21% 

Japan 

Fore1gn SecunllesB 

Depostts 15% Ot/1er3 

2% 8% 

Loans 
32% 

Corporate 
bonds 

7% 

Sources: Board of Governors of the Federal Reserve System, Aow of Funds; U K. Office of 
National Statistics; Com11� Europ�en des Assurances: Bank ol Japan, Flow of Funds. Fox·Prtt Kelton: 
and tMF staff est•mates. 

'U.S data exclude holdings in separate accounts. 
2U.K data are for 2001 
3Unless separately shown. the ··other" Investment category mctudes real estate (mcluding 

mortgages) money market tunds. depoSitS. and other mveslmenl assets. 
'For the euro area. the data are lor life and nonlife msurance sectors for the year 2001 
5Loans tnctude medwm·lerm notes (MTNs). such as schuldschemforderungen. and other pnva1e 

placements. 
60iscussions wtth mator Japanese Insurance companies suggest that there Is wide variation In 

the composition of tore1gn secunties from company to company However, they typ1cally mclude 
government and agency secuntles. but also corporate bonds and eQUitieS 
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Table 3.5. United States: Asset Allocation for the Life Insurance lndustry1 
(In percent of mvestment assets in general accounts) 

1994-1997 1 998 1 999 2000 2001 2002 

Equities 3 9  4.7 5.0 4.7 3.9 3.6 
Bonds 70.7 71.6 71.2 71.4 72.4 79.7 

Of which:l 
U.S. government securities 18.8 14.7 13.6 19.4 12.7 17.2 

Treasuries 8.3 5.1 4.6 4.3 3.9 3.3 
Agencies 10.5 9.6 9.0 15.1 8.8 13.9 

Corporate bonds 41.5 47.8 49.3 50.8 53.0 60.8 
Mortgages 12.8 1 1 .5 11 .9  1 1 .8 11.3 11 .2 

(In billions of U.S. dollars) 
Memorandum items: 
Total assets of life insurance 2,172 2,770 3.068 3,136 3,225 3,335 

Of which: 
Amounts in separate accounts 512 906 1,129 1,129 1,058 950 

Nonlife insurers' assets 758 876 873 862 858 919 

Sources: Board of Governors of the Federal Reserve System. Flow of Funds; Fox-Ptlt Kellon; and IMF statt esttmates. 
•These data (apart from memorandum items) exclude separate accounts. The table shows selected assets only, and therefore allocations do 

not total 100 percent. 
2following are selected components of tile total for bonds. 

United States. large life insurers have noted 

that their targeted inves1mcms can be large 

relative LO the overall size of certain market 

segments or an individual bond issue. 

Needless to say, insurers' acti\�ty can have a 

more significant impact in the less liquid mar
kets outside the United States. 

The U.K. market struclllre helps to explain 

why U.K insurers have historically had a high 
proportion of investments allocated to equities 

and a significantl)' lower allocation to govern

ment and corporate bonds (Table 3.6). The 
U.K. financial system has a capital market

based orientation, like the UniLCd States, but 

Table 3.6. United Kingdom: Asset Allocation for the 
Life Insurance lndustryl 
(In percent of total mvestment assets) 

1997 1998 1999 2000 2001 

Equities 55.8 52.1 58.2 51.9 43 4 
Bonds 27.9 31.3 27.3 31.5 38.9 

Of which: 
Government 18.6 20.8 16.4 16.7 17.7 
Corporate 9.3 10.4 10.9 14.8 21.2 

Other 16.3 16.7 14.5 16.7 17.7 

(In billions of U.S. dollars) 
Memorandum item: 
Total financial assets for life 

Insurance industry 430 480 550 540 565 

Sources: Bank of England: and Standard & Poor's. 
1 Excludes separate accounts. 

continues to have a relatively small and concen

trated corporate bond market. In many 

respecl1>, the U.K. market structure has fealllres 

similar to both Ll1e U.S. and continental 

European systems. The U.K. equity market is 

large and liquid. while U.K. bank lending tO 
nonfinancial businesses is larger in comparison 

to GDP than in the United States and more in 
line with the euro area (Table 3.7). At the same 

lime. the U.K. markets for government and 
corporate debt are relatively small compared 
with those in Ll1e United States. and corporate 
issuance is somewhat concentrated in a few sec

tors. such as banks and utilities. In 1999, equi

ties represented more than 58 percent of U.K. 

insurers' invcstmem portfolios. However, start

ing in 2000, insurers have increased their cor

porate bond allocations significanll}', as the 

broader European credit markets have devel

oped, and reduced their equity allocation. 

Insurers in more relationship-based systems, 

such as continental Europe. have historically 
had a narrower range of investment options. 

In continemal Europe, the great majority of 

corporate credit claims continue to be held in 

the banking system. While the European credit 
securities market has grown, it remains less 

developed L11an the U.S. marke1 in terms of 

diversity or products. credit names, and maw-
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rities, and it is less liquid. Therefore, insurers 
in some euro area countries, such as Ger·many, 
tend LO hold relatively larger amounts of gov
ernment bonds and more equity securities 
(Table 3.8). The same is u·ue in S\'� t:zerland. In 
addition, in both the corporate and govern
ment bond markets, life insurers have fewer 
long-duration securities available to hedge 
longer-term liabilities. Finally, the smaller size 
of these equity and credit markets also restricts 
large insurers. These constraints limit the capi
tal market tools available to insurance risk 
managers. However, the credit market in 
Europe has expanded since 1999, as noted 
above, and the largest European insurers havr 
increased risk management skills and systems 
in the last few years.9 

or course, the credit experience of conti
nental European insurers is diverse, as some 
European insurers have operated on a global 
scale for some time. Several European insur
ers have purchased companies in the United 
States and Japan, and through these opera
tions tend to manage larger credit positiom. 
These institutions <u·e oflen recognized b}' 
market observers as possibly ahead of other 
European insurers in their investmem act.ivi
ties and risk management systems because of 
their experience in these other markets. 

In Japan, insurance companies have a cul
ture of managing credit, but in the country's 
relationship-based structure this has been 
principally through loans rather than corpo
rate bonds. (Table 3.9). During the rapid 

'1All example of thb expansion would be the growth 
or the a�sct-backcd securities. mortgage-backed securi
ties. and covered bond markets in Europe. In 
Germany, the -rruc Sale Initiative•· (TSI) is aimed at 
developing seCLu·itilations as an additional lunrling 
�ource for small and medium-sit.ed German businc!.s 
loans. TSI is supponed hy a consonium of 1:\ banks 
(Landesbanks, cooperative, savings. ;md commercial 
banks, including Citigroup) led by KfW, the German 
industrial development bank. A press release gi,•ing 
some detail�. on TSI b available at ltllf>://www.lifw.dr/ 
!JntPien_RSP/pdf/1 IB_r.ptlf See Chapter II lor a 
broader discussion of the growl h of secnriLit.aLion mar
keLs in Europe. 

MARKET STRUCTURE AND REGULATORY FRAMEWORK 

Figure 3.2. United States: Total Nonmortgage Credit 
to Private Nonfarm Sectors1 
(In billions of U.S. dollars) 

- 2500 

- 2000 

Total insurance - 1500 

- 1000 

- 500 

1980 83 86 89 92 95 98 2001 
0 

Source: Board of Governors of the Federal Reserve System. Flow of Funds. 
'Including consumer credit. nonfinancral corporate and noncorporale sectors. and 

financial sector. 
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Table 3. 7. United Kingdom: Financial Market Size 1 
(In billions of U.S. dollars) 

1994 1995 1996 

Equity held 1,583 1,860 2,247 
Bonds issued 2 878 1,033 1,252 

Of which:3 
Government 282 348 398 
Financial corporate debt 54 59 74 
Nonfinancial corporate debt 105 130 149 

Bank loans to nonfinancial corporations 337 368 427 

Memorandum item: 
Total financial assets 8,538 9,617 1 1 ,379 

Source: U.K. Office of National Statistics. Blue Book 2003 
1 Claims on residents. 
2Jncludes bonds Issued by nonresidents. 
Jfollowing are selected components of the above aggregate. 

expansion of credit through the earl)' 1980s, 

regulations granted insurance companies 
(together witJ1 long-term credit banks and 
trust banks) an exclusive privilege of provid

ing long-term credit to the corporate sector. 
This poJjcy and the culture of relationship
based lending inhibited the development of a 

corporate bond market. During the late 
1 980s, however, deregulation allowed com
mercial banks also to compete in long-term 
lending. and since t.he 1990s there has been 
weak loan demand overall and overcapacit.y in 
banking. These fact.ors, combined wit.h det.eri-

Table 3.8. Euro Area: Asset Allocation for the 
Insurance lndustry1 
(In percent of total investment assets) 

1999 2000 

Equities 25.2 26.8 
Bonds2 39.1 37.8 
Loans3 21.3 20.4 
Real estate 4.4 4.3 
Other 9.9 10.7 

2001 

25.9 
38.8 
19.6 
4.2 

11 .5  

(In billions of U.S. dollars) 
Memorandum item: 
Total assets of insurance Industry 2,081 2.448 2,479 

Source: Comite Europeen des Assurances. 
I These data include separate and general accounts. Comparable 

disaggregated data for the euro area are not readily available prior to 
1999. 

2Based on IMF staff discussions with market participants and 
review of annual reports, approximately 60-65 percent of fixed
income holdings are often government bonds. w1th the remainder 
represented by credit securities. 

3Loans Include medium-term notes (MTNs), such as schuldsche
inforderungen, and other private placements. 

1997 1998 1999 2000 2001 2002 

2,751 3,107 3,838 3,643 3,156 2,856 
1 ,386 1,536 1,637 1,686 1,714 2,059 

443 483 449 398 367 441 
78 89 109 1 1 1  1 1 3  130 

170 209 257 300 306 370 
449 471 516 543 583 692 

12,998 14,112 15,638 15,740 15,564 16,894 

orating loan quality, have reduced credit hold

ings by insurers and led them to shift their 
ponfolios more t.o\,•ard governmem bonds, 
and, in some cases in recent years, to foreign 

securities. 

Credit Derivatives 

Credit derivatives remain a small blll rapidly 

growing market and arc increasingly used in 
bOLh market.-based and relationship-based S)'S
t.cms. (Table 3.10 and Box 3.1  on page 90). l n  
the early days of tJ1e crcdi t derivative market, 
rcgulat.ory arbitrage (wherebv banks sought. 1.0 
lower their capital risk weightings) was an 
important factor behind many transact.ions. 
However, more recently, banks have been pri

marily motivat.cd b)' t.hc desire t.o reduce 
credit risk concentrations and t.o diversii} 
their credit exposure. This rliversification has 

t.ended to occur mosLiy by banks (particularly 
larger banks) transferring risk to other banb. 
(particularly smaller banks. such as regional 
European and Asian banks), allowing the lat

t.er lO gain credit exposure to names t.hey may 
not otherwise be able to access. HI 

fnsurers have made some use of credit. 
derivatives to gain additional credit. exposure 

IHStandard and Poor'< (2003b) provide� a review of 
the [actors underlying banks' usc of credit derivati\(:'>. 
Sec also FitchRatin�s (2004) for a �imilar �LUrl). 
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Table 3.9. Japan: Asset Allocation for the life Insurance lndustry1 
(In percent of total investment assets) 

1994-1997 1998 1999 2000 2001 2002 

Equity 16.1 14.0 16.4 13.6 1 1 .8 8.8 
Bonds 22.2 26.2 29.1 34.4 36.9 40.3 

Of which:2 
Government bonds 15.2 17.7 20.0 22.7 24.6 27.3 
Corporate bonds3 3.6 4.9 5.2 5.8 6.2 6.6 

Foreign securities4 6.6 9.8 9.7 9.7 12.5 14.5 
Loans 49.0 42.8 38.1 36.7 34.4 32.2 
Other 6.1 7.2 6.7 5.6 4.3 4.2 

(In billions of U.S. dollars) 
Memorandum items: 
Total assets of life insurance 1,249 1 ,270 1,489 1 ,290 1,094 1,213 
Total assets of nonlife insurance 312 291 337 267 219 227 

Source: Bank of Japan, Flow of Funds. 
1These data include separate and general accounts, and do not include the Japanese Postal Insurance System. 
2Following are selected components of the above aggregate. 
JExcludes debt of government-related enterprises. 
4Discussions with major Japanese insurance companies suggest that there is wide variation In the composition of fore1gn securities from com

pany to company. However, the foreign securities typically Include government and agency securities, but also corporate bonds and equities. 

Table 3.10. Credit Derivatives and Bank Credit 
(In billions of U.S. dollars) 

1998 1999 2000 2001 2002 2003 2004 

Credit derivatives (notional value)1 350 586 893 1,189 1,952 4.799 
(As a percent of global corporate bonds and 

bank loans to nonfinancial corporations) 1.5 2.4 3.8 5.2 7 7  

Memorandum items:J 
Corporate bonds 8,650 9,308 9,563 10,042 1 1 ,507 
Bank loans to nonfinancial corporations 14,528 1 5,541 14,238 12,745 13,698 

Sources: British Bankers' Association (BBA): Board of Governors of the Federal Reserve System, U.K. OHice of National Statistics: ECB; Bank 
of Japan: and IMF staN estimates. 

1Credit derivatives include all forms of derivative products, including portfolio products. Numbers in 1talics are BBA forecasts made by the 
BBA m the end-2001 survey. 

2 No forecast was made for 2003. 

3The following global aggregates are corporate bonds issued by financial and nonfinancial corporations. and bank loans taken by nonfinancial 
corporations in the United States, United Kingdom, the euro area, and Japan. 

and to diversify credit risks. Monolinc credit 
insurers are the largest insurance sector repre
sented in this market, with $166 billion of net 

credit protection sold via credit derivatives. 
(Table 3.11 ) .  Primary insurance companies 
(life and nonlife) accounted for $105 billion 

and reinsurers for £32 billion of net credit 
protection sold, as of September 2002. The 
exposure taken on to date is small (relative to 
their total investments or capital), largely in 

the form of ponfolio products, such as collat-

1 1Sct· Box 3.1 for a discussion of CDOs and credi1 quaiit) . 

eraliz.ed debt obligations (CDOs). and �ener

ally of high credit quality. I I  

However, supen·isory authorities must 
monitor credi L derivative acti\'i ty closely, 
because reporting of exposures is often not 
sufficiently disaggrcgated in financial or regu
latory reports. A significant number of super
visors comment that a lack of information 
impedes their monitoring of these acti,·itics, 

and the current work b) the Joint Forum, 

including its survey on credit risk transfer 
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Table 3.11. Global Credit Derivatives Positions by 
Sector, End-September 20021 
(In btl/ions of U.S. dollars: notional value) 

Credit Credit Net Credit 
Protection Protection Protection 

Sold Bought Bought 

Global banks 1,324 1,553 229 
Insurance companies (including 

monoline credit insurers) 344 41 -303 
Of which: 

Insurance companies (excluding 
monoline credit insurers) 152 1 5  -137 

Monollne credit Insurers 192 26 -166 

Source: FitchRat1ngs. 
'"Credit protection sold" means that an investor has taken on credit 

exposure. while "credit protection bought" means that exposure has been 
reduced (see Box 3.1 for more details). 

focusing on tJ1e credit derivative markets, is 
eagerly awaited. l2 

Summary 

The capital market structure in ilie United 
States has facilitated corporate bond invest

ments, while ilie systems in continental 
Europe, the United Kingdom, and japan have 
led insurers to rely more on government secu

rities, equities, and loans, respectively. As cor
porate bond and credit markets continue lO 

develop outside of the United States, the 
broad shift in credit exposure from banks to 
insurers is expected to continue. Similarly, 

today we see relatively more credit specialists 
and market-oriented risk management systems 

at U.S. insurers; however, the trend in other 
markets is dear, and larger European insurers 

are rapidly improving their credit risk man
agement skills. 

Regulatory Framework 

Regulations set a framework for insurance 
companies' balance sheet su-uctures and risk 

management. I:\ There arc wide differences 

between regulatory re!,Times. ,�;th regard to 

both invcsunent portfolios and insurance 
products. The style of regulation may also 
encourage or retard the development of risk 

management skills. Sol\'ency regimes and reg
ulations conceming the stniCture of insurance 

products arc two important areas discussed 

below. 
SoiYency regimes vary widely between 

major market centers. Generally, regulators 

in all of the countries we reviewed intend to 
set capital requirements based upon overall 
business risk (including both insurance 
liabilities and investment assets). However, 

the existing approach varies from countrr to 

country. Approaches in the 11l<�orjurisdic
tions generally can be split into two Sl)'les. 

The U.S. and Japanese regulatory S)'Stems 

apply a risk-based capital framework to assets. 
as well as a component related tO insurance 
risks, as part of the overall solvency require
ment. while the U.K. and Getman systems 

(like other EU countries) have adopted EU 

directives for minimum solvency standards. 

Swiss regulations have evolved independently; 
however, they have been inlluenced by tllcir 
EU neighbors. Cunemly. the EU directives 
base the solvency calculation primarily on 
premiums, claims, and loss resen•es, and set 
asset limits regarding large exposures, rather 

than applying a relative risk weighting or 
risk assessment to different a�set classes. 

However, some European countries, such as 

Denmark. tlle l etherlands. and (under cur

rent proposals) ilie United Kingdom, go 

beyond tlle EU directives, incorporating 
elements of a risk-based system. Some coun
tries, such as Gem1any and .Japan, and some 
states in ilie United States also have specific 

t2'fhc .Joim forum is a group of technical experts working under the umbrella of th<· Basel Committe\:" on 
Banking Supcn�sion. the lmcrnalional Organi1.ation of Securitie> Commissions, and the International Association 
of Insurance Supen'isors. 

131MF (2002b) compared regulatory frameworks for the insurance indusu-y across counu·ies and discussed the 
adclitional oversight roles pl<i)'Cd by others. such as rating agencies and investors. The lollowing section focuses on 
how regulation affects insurance company invesuncm activities <Uld risk management. The Appendix clcscribe� 
t.hese rcgubnions in greater clctail. 
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Table 3.12. United States and Japan: 
Comparison of Risk-Based Capital Weightings for 
life Insurance Companies1 

Capital weightmgs on assets2 
(in percent) 

United States Japan 

Equities 22.5 to 45 1 0  
Government bonds 0 0 
Corporate bondsJ 0.4 to 30 1 to 30 
Foreign bonds 1 0  5 
Real estate 1 0  5 

Sources: U.S. National Association of Insurance Commissioners; 
and the Japanese Financial Services Agency. 

1This table shows credit risk weightings only. and does not 
include other elements of the risk-based capital calculations. such 
as price fluctua!Jon risk or business risk. 

2The weightings are on a pre-tax basis. 
3For the United States. these welghtings also apply to assets syn

thetically replicated using credit derivatives. and to the potential 
counterparty credit exposure from derivatives. 

limits on certain asset classes (see foowotes 
19 and 33) . 1 1  

A risk-based capital regime attributes a 

range of capital charges to diOercm invcst

mcm risks. The U.S. and japanese systems 

have similar architectures, but assign dif

ferent risk weightings to asset classes 

(Table 3. 12) .  
Capital weightings for most assets are 

higher in the United States than in Japan, 

making U.S. insurers more sensitive to the 

relative weightings of different asset classes 

and thus more su·ongly reinforcing the 

incentive for them to holcl corporate bonds 

rather than equities. The U.S. Nalional 

Association of Insurance Commissioners 

(NAIC) adopted the .-isk-based capital 

approach in 1993, and U.S. insurers we met 

(even mutuals) indicated that immediately 

thereafter they began to restrucwrc their 

portfolios to reduce equity holdings and to 

increase credit exposure . .Japan introduced iLS 

MARKET STRUCTURE AND REGULATORY FRAMEWORK 

risk-based regime in I 996, amidst significam 

solvency problems in the insurance sector 

(described below). and therefore found i1 

more difficult to inu·oduce standards as strict 

as those in the United States. In addition to 

the lower capital weightings. there are differ

ences concerning assets that may be included 

in solvency calculations. for example for 

deferred tax assets, which also render the 

Japanese system comparati\'el) less demand

ing (Fukao, 2002) . 15 These factors weaken 

Lhc discipline provided by the Japanese risk

based capital regime. and the CUITCnt upturn 

in Gnaucial market conditions provides a 

good opportunity for regulawr:. to consider 

strengthening various dsk wcightings and the 

calculation method. 

The U.S. system uses six dillerent capital 

weightings for bonds accordjng to their credit 

risk, and the Japanese system uses three. 

Credit securities are assigned a classification 

between one and six by tJ1c AlC, closely fol

lowing ratings published by the rating agen

cies. where they exist. Weightings arc cleJived 

(i·om historical default rates (Table 3. 13 ) .  The 

U.S. system clifferenLiates more than Japan 

according to credit guality. and thereby 

encourages holdings of single-A and higher 

credits. In addition. the U.S. system allows 

reductions in capit.al as the number of issuers 

in a portfolio increases, renecting t.hc bcnc[jt 
of a diversified porrfolio. 

The current EU o;;olvency regime applie<; 

capital charges to investment risk� only in 

limited cases and is expected 10 be replaced 

bv Solvcncv U in 2007.1ti The EU inlends ' ' 
to implement a Basel ll-style three pillar 
approach, with a risk-sensili,·e capit.al criterion 

in Pillar I .  This will bring a beneficial disci

pline upon companies 10 clevelop more 

11$ome U.S. states have limits rrlating to the credit quality of securitic�. F01 in<tancc. :--:c,, York state limtts bt>low
im·estment grade instruments to 20 percent of total lix�·d-incomL' investmentS. 

15The Japanese system allows deferrc<i tax assets to be included in full in �oh·cncv margin calculation,, I\ hilc 1hc 
U.S. sysrem allows them to be included only up to a maximum ol 1 0  pcrceul of capiLal and smplu�. 

16Jnformation !'rom the EL' Commission about the Soh'CJK} I I  project can be found at 
http://l'uropn.eu.hll/comm/inlt•mal_markrt/insumnrf/soltll'ltry_Pn.htm#.\fJlVI'tU)'2. Annt·x :I ol lhnk Jot lrllet national 
ScttlemenlS (2003) also provides a useful s11mmru;. 
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Table 3.13. Risk Weights for Credit Instruments in the United States and Japant 

United States Japan 

NAIC Moody's Weight FSA Recognized ratings Weight 
rating (S&P) ratings (percent) rating authorized by FSA (percent) 

1 A (A) and above 04 
2 Baa (BBB) 1.3 BBB and above 1.0 
3 Ba (BB) 4.6 
4 B (B) 10.0 
5 Caa (CCC) 23.0 2 Other 4.0 
6 Ca (CC) and lower 30.0 3 In or near default 30.0 

Sources: U.S. National Association of Insurance Commissioners: and the Japanese Fmancial Services Agency. 
I The weighting are on a pre-tax bas1s. 

sophisticated asset-liability management and 
risk management systems. li As noted above, 
the currem EU solvency requirements for 
iJlSUTers arc relatively unsophisticated. 
Likewise. the EU regulation or investment 
activity is also less developed and generally 
includes investments as asseu; in the solvency 
margin in full up lO a given threshold for 
exposures to an inrlivirlHal issuer. IR 1\ilernber 
fo;tates are free to impose stricter im·estment 
restrictions. and some states have done so with 
regard to equity and derivative holdings.l\1 
The EU approach allows a substantial propor
tion of assets to be held in equities (since zero 
capital charge is applied up to a stated thresh
old or limit) and reflects an histmical prefer
ence lor holding equities to match 
longer-duration liabilities. This approach, 
whereby capital is not directly linked to invest
mcm tisks, fails to encourage the develop
ment of risk ma11agement systems or address 
changes in the business environment 
Solvency H would replace the existing frame-

work with a risk-bast:d capital approach, and 
the United Kingdom is acling more immedi
ate!)' to imroduce a risk-based system through 
it.s CP 195 iniliative (Box 3.2). 

Regulations and market practice influence 
life insurance products. The su·ucture of life 
products in turn signilicamly influences insur
ers' invesunent strategy, with the effects vary
ing G·om counU]' to country. Life insurance 
products include both protection (death ben

efits) and savings feawres (like annuities) . 
Returns to policyholders can be either fixed
rate, variable-rate (e.g., "with-profits'' policies), 
or unit-linked (with returns determined by 
im·estmcn t pert<>rmance). Some products pro
\"ide a guaranteed minimum rcwrn, ancl in 
several markets these guarantees have con
tributed to the recent financial su·ess of life 
insurance companies. 

In Europe, guarameecl minimum returns 
arise partly from regulation and partl)' from 
competition and have recently been a source 
of su·ess. In Germany. for instance, regulations 

17An oYcrl> prescriptive regula10ry framework tends w rt'tard these �kilb. Thb was pre,·iously seen in the U.S. sav
ing� and loan industry where, before deregulation, managers pursued a .. 3-6-3" risk management approach: "borrow 
at 3 percent. lend at 6 percent. and be on the golf course at 3 p.m ... Aft.:•· deregulation. many thrift managers 1�ere 
ill-eqttipped to manage cliiTcrent or changing risl.. positions. 

I�EU directives require that holrlings of securi1ies 1)1' a single issuer should not be greater than 5 percent o! the 
gros� technical provisions (i.e., the net presem \'l.llue or future liabililicJ> before reinsurance rcCO\'Cries) . 

19Cerman regulations, for instance, set limits for the amounL'> of cquitie� and d<!riwtives in the portlolio. The 
limit for equities (measured in book value terms) m1s 25 percent of total assets covering technical provisions until 
1992; 30 percent fn>m 1992 lO 2002; and has now been raised w 35 percent. The limi� for derivatives are a� follow�: 
for imercst rate and currency swaps designed 10 increase vicki, 7.?i percent of total asse1s: for de.-ivatives to meet 
;,hon-tt:rm cash now need;,, 7.5 percent of total a!>Set� for contracts of up to a year in length and 5 percent for con
tracts be)'ond one year; and for structured products such as asset-backed sccuritie� (ABSs) and COOs. 7.5 percent 
<Hid 5 percent of <l!iSets coYering technical prm·isiom. for investment-grade and other instTumenLs. respective h. 
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COMPARISON OF DIFFERENT NATIONAL SYSTEMS IN THE RECENT MARKET DOWNTURN 

effectively set guaranteed minimum rewrns, 
with competition often forcing guarantees 
above 1he regulawry ITtinimum.�W Moreover, 
in Germany guaranteed returns are supple
memed by a regulation designed to return 
"excessive premiums" to policyholders, which 
in essence requires 90 percent of profits to be 
repaid to policyholders each year. In the 
United Kingdom, tl1ere are no regulatorily 
required minimum returns, but many insurers 
offer \ra1ious guarantees on life and annuiry 
products. In these n,•o counu·ies, as well as 
others, many insurers have suiTcred (and 
continue to suffer on cenain in-force busi
ness) negative spreads in recent years between 
their investment returns and guaranteed rates. 
In several European countries, a trend or 
more unit-linked product<; (i.e., where the 
ren.trn is tied solely to invesunent perform
ance) is under way (with recent sales of �uch 
products particularly large in the Netherlands 
and t11c Un ited Kingdom), and should work 
lO Strengthen solvency posiLions. Of course, 
through such insurance products. the 
investment risks are being reallocated to 
policyholders. 

Life insurance companies have historically 
been viewed as long-term savings instiu11ions, 
but tlleir liabilities have become shorter in 
duraLion in recent years. This has occurred in 
part because or increased competition from 
providers of other long-term savings products, 
such as mutual funds, which has led insurers 
to reduce penalLies for early withdrawal and to 
create greater optionality in life policies, witl1 
guaranteed returns and principal protection 
features. The shorter duration and greater 
optionality require insurers to undenake 
more short-term u·ading and hedging of mar
ket risks, or to hold greater capital to address 
periodic invesLment underperformance.21 

This shift in balance sheet and •·isk profile is 

particularly relevant to the current debate sur
rounding financial accounting and reponing 
stanrlarcis. 

Summary 

The risk-based capital regimes in the 
U nited Stales andjap<:ul encourage holdings 
of investment-grade credit and discourage rel
atively large equity holdings, while European 
solvency regulations focus largely on premium 
volumes and lillie on asse1 composition in set
ling minimum capjtal standards. Risk-based 
solvency standard:. also seem to stimulate 
greater development or risk management sys

tems, relative w regulatory regimes that rely 
on premium volumes or apply strict limits on 
the investment portfolios of insurers. The lia
bility su·ucture, including the effect of guaran
teed minimum rates, also strong!)' aiTecLs risk 
management, as discussed below. 

Comparison of Different National 
Systems in the Recent Market Downturn 

Insurers' financial performance <md their 
vulnerability during market downtums have 
depended heavily on their investment and 
asset-liability management su·ategies. TI1is 
section begins by discussing insurers· asset
liability management objecLivcs. It then briefly 
examines t11e evidence on relative volaLilit}' of 
credi1 and equi1y investments over different 
periods. It also reviews how insurers in the 
United Kingdom. continental Europe, the 
United Stales, and japan (starting at a much 
earlier date) weathered the recent market 
downturn: how the relevant historical and 
current market structure and regulaLOry 
framework contributed to the insurance sec
lor's ability to manage risk during this peliod: 
and the lessons for policymakers and lisk 
managers. 

�1Yfhe guarameed minimum l'dlc of return is effectively set by the technical interest rate for calculation oi provi
:.ion� agains1 future liabilitie�. 

�• Briys and de Yare nne ( 1995) demonstrate that guaranteed rates of return and bonu' leatures can �horten dura
tion considerably at relat.ivcl} low interest rates. and that assc1 allocations may be bia.�ed toward equitv investments. 
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Box 3.1. Credit Derivatives 

A credit derivalive transaction involves one 
party shedding credit risk (in other words, 
buying credit protection) and another taking 
on this risk (i.e., selling credit protection) .  
Credit risk can be U<msferred in pan or i n  its 
entirety either b) buying credit risk protection 
to reduce credit risk exposure or by direct.ly 

selling the credit-risk bearing instwment. 

Sellers of credit protection t:ake on credit 

risk in a manner similar to purchasers of 
corporate bonds, loans, or other credit 

instruments. 
Credit derivatives can be classified into two 

!)road categories, those that transfer t.hc credit 
risk relating to an individual bon·ower (single
name products) and those relating to a number 
of borrowers (portfolio products). Examples of 
these rwo categories arc single-name credit 
default swaps (CDSs) and collateralized debt 

obligations (COOs), respectively. In a CDS 
transaction, Lhe protection seller agrees to pay 

the protection buyer if a reference entity (a 
company or sovereign) experiences a prede
fined "credit event," such as a default on a debt 
obligation. The protection seller receives a pre
mium (typically paid quarterly) from the pro
tection buyer over the lifetime of the 
Lransaction. 

Typical "cash" CDOs are debt securities issued 
by a special purpos<' '·chide (SPV), co!Jateral
ized by a portfolio ofloam or bonds. "Synthetic" 
CDOs are created using portfolios of COSs com

bined with highl) rated debt securities (e.g., gov
emment bonds) lo synthe tically replicate credit 
securities. Investors who purchase COOs from 

the SPV are selling credit proteclion, while the 
entilies packaging lhe loans or bonds within (or 
entering into CDSs with) t.l1e SPV are protection 

buyers. 
COOs have often been sold in a number of 

!.ranches (senior, mezzanine. and equity), each 
with a differem credit rating (or no credit 
rating). Tranching is achieved by issuing 
securities of diOerem seniority in terms of 
their relative exposure to any credit losses from 

the underlying collateral. TI1e credit enhance
ment provided by the tranching of risk, and (in 
many cases) by a guarantee from a monoline 
creclit insurer, is an importam feature of many 

CDOs, as the} enhance the grade of the 
security for investors buying the more senior 
tranches.t 

Insurers were reponed to be the second 

Jargesl. group of credit protection sellers (after 
banks) in the Fitch and British Bankers' Associa
t.ion (BBA) surveys (see FitchRatings. 2003: and 
BBA, 2002). Willie life insurers seem LO use 
CDOs lo diversity or expand their existing credit 
e.xposure, nonlife insurance companies also ma} 
use them to acquire credit risk because it is seen 
as uncotTelated with the risks from Lheir tradi

tional P&C insurance business. 
COOs have been especially popular among 

insurance companie� because they provide 

credit exposure to a diver�ified portfolio of 
credits, rather than to single names, and 
because COOs allow insurance companies to 
fine-tune the credit quaHry of their invest
ments. often by buying higher-quality tranchcs. 
The share of insurers' COOs rated A 01 higher 
is greater than ror lixed-income investments in 

general (see the Figures). Markel participants 
report Lhal insurance companies tend to pur
chase all tranches of COOs, but onl)' small 
amounts of lhe "equity" or first-los� Lranche, 
which in sorne cases is retained by Lhe issuer. ll 

should also be noted that the credit ratings 

associated with CDOs differ from those of 
Lraditional fixed-income products because of 
diversification scoring procedures, and, being 
a portfolio product, COOs can have defaults 
among some underlying obligors yet still 
make payments to holders of !.he senior 
Lranches. 

l Monoline credit insurance companies arc finan
cial guarantOJ�� that proYidc credit enhancements 
by guaranteeing securities. See Rule (200lb) for a 
more de tailed djscussion of monoline credjt 
insm·ers. 
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Insurance Company Holdings of Credit 
Derivatives Including Col lateralized Debt 
Obligations 

Below investment 
grade 

4% 

A 
16% 

Source: FitchRatings. 

Asset-liability Management and the Relative 
Risks from Credit and Equity 

The liability structure of insurance compa

nies provides further rationale for insurers lO 

prefer credit to equity iJwestments. Insurers 

manage investment portfolio risks relative to 

the insurance liabilities they undenvrite. Key 

drivers of an insurer's asset strategy are the 
related duration, convexity, and cash flow 

profile of its liabilities and the need to ensure 

that it holds sufficient assets of appropriate 

term and liquidity to enable it ro meet lia

bilities as they become due.22 The lnterna

uonal Associauon of Insurance Supervisors 

(lAIS) notes that an insurer's asset-liabilit)' 

analysis would need to include testjng the 

resilience of the asset portfolio to a range 

U.S. life Insurance Company Fixed Income 
Investments, March 2003 
(Percent of the portfolio) 

88 

8 
2% 

Source: Fox· Pitt Kelton. 

CCC and below 
1% 

of market scenalios and investment condi

tions, including examining the resulting 

impaCL on the insurer's solvency position 

(lAIS. 1999). 
Investments need to be managed against 

both savings and instu·ance (or prOleCLion) 

products by life insurers, many of which pay a 

fixed nominal sum and. in the case or savings 

products, with fLxed future payment dates. 

Other products, with variable-rate or bonus 

features, allow pan of the tisk from invest

ments to be passed to policyholders. However, 

in practice insLtrers' nexibility is limited (com

petitively or regulatorily), especially where 

guaranteed minimum returns or similar pay

ment features exist. Thus, a large propon.ion 

of the liabilities in life insurers' general 

22Swiss Re (2000) discusses asset-liability m<magemcnt, including its growth in importance during the 1970s, as 
high and rising inllation led to an increa�e in the volatility of· interc>l rates. 
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Box 3.2. EU Solvency II and the United Kingdom's CP 195 Initiative 

EU Solvem.y II 
The Solvency II project will funher develop 

the capital adequacy framework for EU insur

ers. l t  aims to implement a three-pillar 

approach: standardized capital requirements, 

supervisory r<'quiremems, and risk-oriented 

public disclosure. IL is thus <l similar framework 

to the Basel II approach for banks. There is a 

great deal of agreement between member S[ates 
over Pillars 11 and Ill of Solvency TI, and work 

can now begin on drafting the framework direc

tive. Adoption of the dit·ective is expected by 
2007. 

The detailed technical work will concemrate 

initially on Pillar l risk-based issues of setting 

appropriate Je,els for wrget capital and tedmi

cal reserves. The Commission has stated its aim 

for a higher degree of harmonization, which 

would reduce member states' need to set their 

own additional requiremenlS. Tf so, it would con

trast ,\;th Llw national flexibility shown under 

the existing directives and continuing under 

Basel II. 

U.K. CP 195 Proposal 

The United Kingdom is acth·cly participat

ing in Solvency 11 discussions, bm it has pro

posed its own risk-oriented prudential 

approach, which anticipates or even goes 

beyond much of Solvency IJ's expected 

approach. The proposed U.K. ))}'Stem (described 

in a consultation paper-CP 195), which may 

be implememed in 2004, will introduce closer 

links between invesunent risks and the require

ments for capiml and reserves, especially for 

"with-profits,
. 

business. The required capital 

buffer will reflect market, credit, and persis

tency risks, while reserves will include an ele

ment LO cover reinvestment risk. Ll includes 
stress tests designed to better reflect changLng 

market conditions. which are described in the 

Table. 

Market participants anticipate that CP 195 

\\ill likely be revised before adoption, \\ith the 

general thrust of risk-based capital app1·oach 

ret:ained. As a result of the proposed regime, 

Stress Tests Proposed Under CP 195 

Risk 

Equity 

Interest rate 

Real estate 

Credit risk 

Proposed Stress 

10 percent fall in U.K. equities or higher, 
contingent on Index movements. 

The more onerous of a fall or rise in yield 
of fixed-interest securities equivalent to a 
20 percent shift in long-term gilt yields. 

1 0  to 20 percent decline in real estate 
value, depending on rate and direction of 
movement of an appropriate real estate 
mdex. 

Investment Grade Corporate Bonds 
Increase In corporate bond spreads over 
risk-free rates. up to a maximum spread 
level of 9D-21 0 basis points, depending 
on the rating. 

Non-investment Grade Bonds 
Increase in corporate bond spreads over 
risk-free rates, up to a maximum spread 
level of 525-900 basis points, depending 
on the rating. 

Commercial Mortgages and other 
Nonrated Assets 
If no credit rating, a 10 percent charge 
based on market value of the asset. 

Reinsurance Concentration 
Rated reinsurer-as for corporate bonds. 
Unrated reinsurer, 10 percent of 
recoverable. 

Persistency rate 50 percent reduction in termination rates 
for each year compared with termination 
rates assumed in realistic liabilities. 

many insurers expect with-profits busint:ss to 

be reduced significantl} and unit-linked busi

ness to increase. Going forward. new with-prof

its policies are likely to have more back-loaded 

or terminal bonus features and/or more clear!)' 

emphasize the volun1.ary nature (oplionalit)') 

of inlerim payments (a very attractive option 

held b} insurers). Final!}, man}' indu�try 
observcrJ> also believe that smaller insurers 
will suffer under the proposed system, which 

will require more investment in risk systems 

and, with poteutially less product differentia

tion, greater emphasb on distribution. As 
such, this may result in some industry 

consolidation. 
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accounts are fixed in nominal terms, or have a 
fixed nominal guarantec.2:'1 

Fixed-income investmentS of similar dura
tion can best match insurers' typical liability 
payment strucwres. Equities, while offering 
higher returns over longer pe.-iods, have 
unknown or less predictable fuLUrc cash flows 
and greater risk and volatility profiles than 
fixed-income securities, especially during 
imermediate periods. As such, equities can be 
a less reliable cash flow source. and fixed
income instrument'! Lend to be a better match 
than equiLies for the m�jority of insurers' 
undenvriting liabilities. In Canada, for 
instance, companies often attempt to match 
assetS against the individual products in their 
insurance business. leading them to hold 
equities primarily as an investment of surplus 
funds.24 

The lower volatility of credil than equity 

implies that, eYen apan from the benefitS of 
matching liabilities, an insurance sector with 
greater exposure to credit than equities may 
be more stable. As an illustration, historical 
comparisons for the United States suggest 
that, while the equity market has had a higher 
average return than fixed-income as�etS over 
long holding periods (e.g .. 20 years), ther also 
have a higher volatility over shorter periods. 
Corporate bonds, in comrast. have historicall) 
had a lower average to tal return than equities, 
but also much lower volatility.25 The credit 
spread on such bonds also provides some 
cushion against falls in broad market pdccs. 
Between l 926 and 2002 the average return on 
equity shares (as represented by the S&P 500 
equity index) was 10.2 percent, and corporate 
bonds averaged 5.9 percent. The annual stan
dard deviation of returns on corporate bonds 
ove1· tl1is long period was 8.7 percent, com-

pared to 20.5 percent on the S&P 500 index 
(IbbotSon Associates, 2003). 

This pattern of lower volaLility and steadier 
returns for corporate bonds has been consis
tent over the years. including recent periods 
(Table 3.14). The volatility for corporate 
bonds peaked at 1-1.1 percent during the high 
inflation pe.-iod of the 1980s, and has since 
dcclinccl to approximately hall' that level.  By 
conm:tst, average volatility is much higher lor 
equities than for corporate bonds, and the low 
poinl of 13. 1 pe1·cent in the 1 960s is only a lit
tle below the highest level of volatility lor cor
porate bonds. Over a more recent period, 
1 993-2002, corporate bond returns were 
again much less volatile than stock returns 
(7.3 percent compared with 1 7. 1  percent). 
and the average annual retLLrn for corporate 
bonds, at R.8 percent, w<Ls only slightly below 
the 9.3 percent return for equities. 

Recent Events in Continental Europe and the 
United Kingdom 

Many European insurance companies 
increased their equit-y holdings during the 
1 990s, in the face of declining interest rates 
and high guarantees on in-force policies. 
Historically, fixed-income sec uri ties have 
always had a significant role in insurers' port
folios, because the)' lit relatively well with their 
liabilil)' profile. During the 1990s. disinflation 

and deregulation led many insurers in Europe 
to seck a higher return than t11eir government 
bond holdings could provide, and tl1e boom
ing equity market, together witl1 the limited 
size of the corporate bond market in many 
jurisdictions, led insurers to increase equity 
allocations. The bursting of the equity bubble, 
together with the growing depth and sophisti-

23Unit-link�d productl! held in �eparatc accounu. pall..'> Lh� ,;sk to politvholdcr�. so the imel!tmem . ., chost:n w back 
thc .. e proclucL� have no direct balance-sht:cl ,;�ks for the insurer. and in mam• case;, dw investment' or ,;�k prolilc 
an:: selected by the policyholder. 

2·1The Canadian Superintendent of Financial lnstitmions states thai thio; matching approach is reinforced b) the 
Canadian Asset Liability Method actuarial and accounting standard {Le Pan, 2003). 

2.'•Similar comparisons of rclllrns and vola til it) in Europe and Japan over long period\ are not available, a� the 
corporaw bond markets in tlw�e region� have histodcally been �m<tllcr lind much ks� liquid. 

93 



©International Monetary Fund. Not for Redistribution

94 

CHAPTER Ill RISK TRANSFER AND THE INSURANCE INDUSTRY 

Table 3.14. United States: Comparison of Bond and Equity Returns and Volatility 
(In percent) 

S&P 500 
Long-term corporate bondsJ 
Long-term government bonds4 
Intermediate-term government bonds� 

S&P 500 
Long-term corporate bonds3 
Long-term government bonds4 
Intermediate-term government bondss 

Source: Ibbotson Associates. 
1 For the period 200o-2002. 

1960s 

7.8 
1.7 
1.4 
3.5 

13.1 
4.9 
6.0 
3.3 

2Returns are calculated as compound annual rates 

1970s 

5.9 
6.2 
5.5 
7.0 

17.1 
8.7 
8.7 
5.2 

1980s 1990s 2000sl 1993-2002 

Total Returns2 
17.5 18.2 -14.6 9.3 
13.0 8.4 13.3 8.8 
12.6 8.8 14.1 9.7 
11.9 7.2 11 .0  7.3 

Volatility of Total Returnss 

19.4 15.8 16.7 17.1 
14.1 6.9 7.5 7.3 
16.0 8.9 9.9 9.3 

8.8 4.6 5.1 4.7 

3Salomon Brothers Long-Term, High-Grade corporate bond total return index. 
4Twenty-year U.S. treasury bond. 
Sfive-year U.S. treasury note. 
a volatility is calculated as annualized monthly standard deviation. 

cation of certain credit markets, has since led 
many insurers to reallocate holdings from 
equity to credit. However, there is still scope 
for Lhis reallocation to go funher. 

European life insurers increased equity 
investments throughout the 1990s in pan to 

meet guarameed retums to policyholders,26 
particularly in Germany (but also in the 
United Kingdom and Switzerland).2i Manr 
insurers had offered high guarameed rates on 
life insurance products since Lhe 1980s. The 
adoption of E U  directives and the easing of 
regulaLions on product terms in the early 

1 990s allowed insurers to compete more 
direcLiy through the return offered on prod
ucts. In Germany, for instance, after regula
Lions were relaxed in 1994. increased 
competition led to much higher guaranteed 
returns. Premiums for annuities and pensions 
(which offered guaranteed rates) rose dramat
ically as a share of total premiums written by 
German life insurers, from around 4 percent 
during the 1 970s and 1 980s, to above 20 per-

cent by the late 1990s (Statistical Yearbook of 
German Insurance, 2003). 

The stock market decline from 2000 
onwards reduced the solvency margins of 
insurers with large equity exposures, n;gger
ing a solvency crisis and significant selling of 
equities. The FTSE index declined 50 percent 
from its January 2000 peak to the March 2003 
trough, and the DAX fel l  more than 70 per
cent from its peak to trough. 

Market commentary during this period 
included discussion of thresholds for the 
FTSE. DAX, and Swiss stock market that 
would trigger further forced selling by insur
ers. The rate of price declines often acceler
ated as markets approached these thresholds, 
at limes threatening to lead to disorderly mar
ket conditions. The episode highlighted to 
market participants, regulators, and many 
insurers themselves the need w impro\'e t·isk 
management capabilities and the need to 
rethink the desirable level of equity holdings. 
In addition, it highlighted the possible dan-

26Rule (2001 b) makes a similar point that the need to par guarameed minimum nominal returns thai were in 
excess of current nominal returns on govenunenl bonds was leading some insur<'rs 10 take more risk. 

2ifor example, in Germanr. the shan· of equities rose to :10 perccm of itwesrment assets at the peak of the stock 
market in 2000, from 2 1  percent in I 997, as the regulatory ceiling was rai�ed (as described cal licr). Most of this 
increase was at the expense of their fixed-income (primarily government bond) holdings. which fell to 49 percent 
from 5R percent during this period. The regulatoq· ceiling 011 equitic� wa:; al�o relaxed in s\,�V.erlaud. 
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gers of amplified price falls caused by forced 
selling to protect regulatory capital ratios in 
the shon term, but more fundamentally 
resulting from their existing investment strate

gies and risk management systems (across the 
en tire balance sheet). 

Discussions with many market participants 
suggested that pressure to sell equities came 
in pan from the rating agencies, as well as 
from insurance companies' own internal risk 
models. Interestingly, in several cases. insurers 

indicated that the risk models were inclicating 
a need to sell equities in earlier periods, but 
this analysis was not often followed by man
agement. This probably reflects the relatively 
recent adoption and use of such models, and 
the need fo1· greater management understand
ing of the risk management process. During 

this period, the high market volatiJjry could 
have produced financial instability and, at cer

tain points, a few insurers found themselves 
elTectively unable to access the markets lO 
raise additional solvency capital. 

Regulatory authorities in some jurisdictions 
acted to reduce these market pressures and to 
ease the impact of declining equity prices on 
solvency margins. The German regulators 
responded in early 2002 by amending the reg

ulations governing the valuation of equities 
and other assets, while lea,�ng in place the sol
vency requirements. Insurers were allowed to 
value equities at an "estimated ultimate realiz

able \"alue." above CUITent market prices, 
based on an analogy to the u·eauncm of long

tcnn assets held in a "banking book" rather 
than a "u·ading book." This action cased sta

bility pressures, but many observers noted that 
it also reduced the transparency of reported 
solvency margins.28 The U.K. authodties took 

perhaps bolder and more transparent action 
in relieving the pressure on insurers. U.K. life 

insurers must be able to pass solvency margin 
tests, including a stress test called "the 
resilience test" and, during this critical period, 
the resilience tests were softened or removed 
by the U.K. Financial Services Author·ity 

(FSA). To prevent this temporary forbearance 
from masking situations where an insurer was 

in need of greater supervisory action, the FSA 
also assessed companies on a case-by-case 

basis, proactively re,�ewed insurers· dsk man
agement systems and required specific actions 
of a number of individual companies. More 
recently, the FSA has introduced CP 195, 

which lays the groundwork for a risk-based 

capital regime, taking account more fully of 
credit and market risks in solvency rcquire
mems (see Box 3.2). It has also increased 
resources for insurance supervision, including 

a greater diversity of financial skills, such as 
banking experts. 

Many large insurers in Europe have 
expressed an intention to expand credit hold
ings and have begun to upgrade risk manage

ment capabilities, including the employment 
of new people with greater risk management 
experience. In the past two years, a number of 
insurers have hired more experienced risk 
management professionals (often from the 
banking sector) and adopted more sophisti

cated risk managemem practices (e.g .. bank
ing models, including value-at-risk and 
economic capital measures). The decision to 
reduce equity holdings reflected, in part, sig

nificant pressure fi·om the rating agencies as 
early as in 2001. By mid-2003, the equity hold

ings of most of the largest European insur
ance companies had declined considerably, 
from a high of above 25 percent to below 15 
percent of total assets. While lower share 

prices conu·ibutecl. portfolio sales were an 
important factor as well, which reduced insur-

2RThe German amhorities also established in late 2002 an •insurance" scheme lor policyholders. called Protektor. 
which couJd assume the portfolios of any failed life insurance company. and act to preserve market confidence. Life 
iJJsurtU1ce companies were to conu·ibute equity stakes in proportion to their liabilities, and further funds. if 
required, up to one percent of their investments. Protektor ha� as�ets of €5 billion, and it ha� taken over the port
folio of failed insurer Mannheimer l.<>bcn and is aclministering the portfolio as it run:. off. 
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Figure 3.3. International Insurance Sector Equity Indices 
(January 3. 2000 = 100) 

2000 01 

Sources: Bloomberg l.P., and Datastream. 

1S&P 500 life and health Insurance rndex. 
lfTSE 350 hfe assurance rndex 

02 

3D ow Jones STOXX excluding the U.K. Insurance Index. 
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crs' risk profile but also crystallized the losses, 

limiting insurers' gains from the equity mar
ket rebound ciuring the past year. 

United States 

The U.S. insurance sector has long had a 

strong credit culture, in contrast 1.0 European 

insurers. Many major U.S. insurers have a 
team of in-house credit anal}'Sts. As in Europe, 
the competition for business drives U.S. insur

ers ro offer products with features attracti,·e to 
savers, including guaranteed rewms. How

ever. the risk-based capital regime reinforces 
the portfolio allocaLions into less volatile 

assets, with significant capi tal requirements 
for equiLies (see Table 3.1 2).  

U.S. insurers eamed returns above those 
required by policy guarantees without taking 
large positions in equities. The recent low 
interest rate environment has resulted in 

some spread compression for U.S. insurers. as 
the average spread over ftXed-annuity prod

ucts decreased about 25 basis points to 175 

basis points from a histOrical average ol about 
200 basis points (Moodr's Investor<; Service, 
2003). SLill, insurers' abili t) to maintain a posi
tive spread over liabilities allowed them to 
avoid the need to reach for higher remrns. A<; 
a result, their balance sheets remained largely 
composed of corporate credit and other fixed

income risk, with a smaller exposure to equi
ries than their European counterparts. 

Comparison of European and U.S. Experience 

The U.S. insurers weathered tlw cletcriora

Lion in financial markets from 2000 to 2003 
without experiencing solvenc)' problems simi
lar to European insurers. The more robust 
performance of U.S. insurers is reflected in 
the relative share price performance (Figure 

3.3). In the United States. losses on equitY 
positions have been small relative to insurance 

companies' solvency lc\'cls. \Vhile credit losse!> 
impaired insurers' CUJTent income, such losses 
were at a much lower level than losses on 
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equity holdings woulcl have been, particularly 
since many U.S. insurers have a diverse and 
on average highly rated portfolio. For exam
ple, despite the highest corporate bond 
default rate in a decade, credit losses for life 
insurers rose to only 75 basis point'i of 
invested <lSsets in 2002 (Moody's Investors 
Service, 2003). Even if further credit losses arc 

yet to be recognized, the magnitude of the 
losses will not be nearly as damaging as the 25 
percenl or higher losses suffered in many 
European insurers· equity portfolios. 

Finally, with solvency margins largely intact, 
U.S. life insurance companies cominued to 
invest in market assets. including equilies, 
even during the market downturn. Net pur
chases of equities slowed slightly from an aver
age of $90 billion between 1997 and 1999 to 
$74 billion per year in the period since 2000. 
In no quarter, rhough, were there aggregate 
net sales. et purcha..c:;es or credit market 
instruments by U.S. insurers doubled in the 
same period. from an average of $7R billion to 
$157 billjon. Purchases of corporate bonds 

and agency securities have been panicnlarly 
strong in recent years. 

Credit investmenL'i offer European insurers 
the opponunity to earn a positive spread with
out the exposure to potential large capital 
losses posed by equity investments. As dis
cussed below, this is particularly importanl to 
those insurers that continue to suffer from 
high guaranteed rcLUms and other product 
features on in-force business, which prevent a 
more regular building up of solvency capital 
during stable market peiiods. Of course, it will 
be important for insmance companies to 
implement adequate credit risk management 
skills and systems, especially for instiwtions 

that have not had significant exposure to 
credit inslruments in the past.:!!' 

Spuhetic credit products may allow Euro
pean and Japanese insurers with smaller 
domestic or regional corporate bond markets 
to achieve increa..<;ed credit exposure.:1o 
Furthermore, it ma) be easier to make a 
meaningful investment or obtain a specificallr 
tailored credit exposure through dcrivativc�o 
than through 1 he C<L�h market. A porLfolio of 
CDO and credit default �• .. ·ap (CDS) inve�t
ments may also improve geographic, maturiry. 
sector, and ratings diversification (s{·e L�ox 
3. 1 )  .:11 As with increased credit risks generally. 
insurers need to improve risk management 
skills prior to increasing credit derivative 
act i\·i tv. 

Japan 

The Japanese insurance senor was signifi
cantly affected b)' the market downwrn of the 
carl)' 1990s. Although the panicular� of the 
Japanese insurance sector di!Ier from those in 
Europe and the United States, some of the 
same fundamental force� were at work, espe
cially the regulator)' framework and national 
market structure. According w both ollicial 
and private sector obser\'ers in .Japan, deregu
lation combined with insurers' reach for 
higher returns through greater equity hold
ings in the 1 980s (factors similar 10 1hose in 
Europe) weakened the Japanese insurance 
industry chu·ing the equity market downturn 
and posed a potential threat to financial 
stability. 

Ln a similar manner w Europe, deregula
tion led insurers lO shift into equities. In 19SO. 

life insurers had 60 percent or their assets 

�1CCF'S (2003) al�o make� these points. aiiCI inclinuc� that it agrees with �imihu r<·commendaticm<> by the I \IS 
\\'orking Croup. It should. of course. be kept in mind that the degree ol credi t cxiJerit•nn· ,·aries betw<·en compa
nies and between c:ounLrics. including creclit prncluct<> other than bunch. In llw Ncthc1land�. for in�tance. life iiNir
ers hold one-third of their a�sets in commercial and mortgage lo<UH. 

30Standard and Poor·s (2003a) provides an c)\'ervic\, olthc svntl1ct.ic credit market.- h\ region and re,·iew' htl\\ 
symhetic, �truclllrl·d credit products arc created. Sec abo Rule (200la) and Appendi). 2 or FiLchRalin�-,rs (200·1) lm 
more on srmhctic credit produc!S. 

�1Thc European CDO market h<L� h'mwn \'ei"V rapidl), 1mniwlarh in Ct•rmall\. Set· Ruk (2001 h). 
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Table 3.15. Japanese Life Insurers' Investment in 
Equity and loans 
(In percent of total assets, selected years) 

FY1980 FY1989 FY1995 FY1999 FY2002 

EQuity at book value 17.2 
EQuity at market value 
Loans 59.7 

21.8 
34.7 
35.4 

19.0 
16.1 
37.7 

15.0 
16.4 
29.5 

11.5 
8.8 

25.1 

Source: Bank of Japan, Financial and Economic Statistics and Flow of 
Funds. 

invested in loans (Table 3.15) .  However, finan
cial deregulation during the 1980s allowed 
most commercial banks to compete in the 
long-t.crm loan market, which significantly 
compressed credit spreads. To increase 
returns during tl1e rising stock market of the 
late 1980s. insurers increased their holdings of 
equities. 

Regulation and industry structure also 
encouraged generous bonus features in life 
insurance products. Regulations on insurance 
products discouraged Japanese life insurers 
from competing directly on the basis of the 
premium offered.:!\/ Meanwhile, mutual insur
ers. which form a significant part of the 

.Japanese industry, competed not only through 
guaranteed rates of return hut also on bonus 
payments to policyholders as a way of return
ing earnings to their stakeholders. Because 
bonuses can be paid on I) out of excess profits, 
insurers increasingly mismatched positions, 
mainly by holding equities. expecting to build 
excess gains over time. 

Throughout the 1980s. virtually no counter
vailing forces existed to check insurers' high 
investment in equities. Similar to Europe, sol
vency regulations in Japan focused on the 
approp1iateness of reserves against insurance 
obligations (measured by \'Oiume of premi
ums), but not on the quality or diversity of 
assets. Insurance regulators relied on prcscrip-

ti,·c rule:,. such a� in\'eSU11CI1L limits. Account
ing rules exempted mutual companies from 
linancial disclosures, and regulatory financial 
reporting was based on book values. Likewise. 
ratings agencies had little in£luence over 
mutual or other .Japanese insurers at that 
time. 

The severe and prolonged downturn in the 
.Japanese CCJUity market, however, exposed 
insurers to signifi.calll solvency pressure. Life 
insurers' equity positions (at market value) 
fell from 35 percent to 9 percent of total 
asseL� between 1989 and 2002. p1imarily due 
to price declines rather than asset sales.:�:l 
Unlike European insurers,Japanesc insurers 
did not sell equities into the railing market 
(many insurers were reluctam to sell shares of 
client companies), but the accumulated valua
tion losses significantly eroded their solvenq 
margin�. Older policies with high guaranteed 
rates of return, meanwhile, led to negati\'e 
spreads in the low imerest rate environment. 
further sapping financial strength. Life insur
ers now pay average guaranteed rates of 
approximately 3 to 4 percent, while their 
investments currently generate average 
returns or 1.5 lO 2 percent. 

In an eiTon to increase profitability and 
support solvency margins, many japanese 
insurers took more market risks. including 
greater duration Iisks. As a result, many 
Japanese insurers reduced long-term domestic 
loans and invested in medium-term foreign 
soverei!{n bonds to benefit from steeper 
foreign yield curve:,. Between 1995 and 2002, 
life insurers increased foreign securities from 
5.5 percent w 14.5 percent of total asset.s 
(see Table 3.9). which diversilicd holdings, 
but the {oreign exchange risk is believed LO 

be only partially hedged. Tn addition. manr 
insurers have more than doubled their sol-

�2'fhe le,·cl of the required mortality rescn·cs IS calculated bv using a rousct·\'<tti\'c monalitv table provided lw the 
rcgultuor. If life in�urc:r:. wished 10 usc more realistic llHlltalit) a'sumption' to ��·t mort rompt·titive premiums. they 
Wt'l'c requirtd Jo place additional reserves for the: dill'crcm·c at a sharply higher rat<'. 

�:1apane�c rcgulation, place a limit of 30 pt•rccnt <)II th<· amount of cquii)' iu the portfolio, hut thi' is mca�ured 
at hook \".Jiue. 
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vency margins by issuing surplus notes (a form 
of hybrid capital) and OLher subordinated 
debt, almost exclusively w Japanese banks. 
While this form of capital raising is used in 
other markets. regulatory and rating agency 
pressure elsewhere often limit such hybdd 
capital w 15-25 percen1 of an insurer's capital 
base. 

The weakened financial strength of the 
insurance industry became a threat to finan
cial stability in .Japan. Confidence in the 
reliability of solvency margins was shaken 
between 1997 and 200 1 .  when seven life and 
two nonlife insurers, all small- and medium
sized firms, failed due lO funding crises stem
ming from significam policy cancellations. 
even though their reported solvency margins 
were several times the regulawry minimum. 
These failures conu·ibuted to liquidity strains 
faced by Japanese banks with sizable exposure 
to the insurers. The close relationship 
between banks and insurers in Japan under
scores the need for stronger super\'iSOt)' stan
dards w avoid contagion between financial 
sectors.34 

Improved risk management at some insur
ance companies has cased stability conccms 
wi thin the .Japanese insurance sector. Some of 
the more sophisticated insurers have reacted 
to these strucwral and regulatory changes by 
selectively i_ncreasing their investment in 
credit instruments. These insurers increased 

their investments in domestic corporate and 
municipal bonds. as well a'5 foreign corporate 
bonds, in some cases exceeding 50 percent of 
total assets. Such companies are typically 
demutualized insurers, and some are foreign
owned. Importantly, they also aggressively 
reduced their equity holdings and the sale of 
policies with bonus features, reducing their 
overall risk profile and creating balance sheets 
more comparable lo U.S. life insurers. 
Japanese insurance companies are also invesl
ing in structured credit, including COOs. but 

FINANCIAL ACCOUNTING AND RATING AGENCIES 

they have so far allocaL<:d less than 5 percent 
of total assel.\. to these products, and (like U.S. 
aud Europe<Ul iusurers) geuerally ptu-chasc 
AA or A.AA u·anchcs. The increased focus on 
credit instruments and the reduced risk in 
product su·ucturing arc positive de\'clopmcms 
in Japan. 

Financial Accounting and Rating Agencies 

Reporting and disclosure standards. includ
ing proposed changes to accounting p1inci
ples, have an important influence on the 
invesrmcnt su-tHegics and risk profile of insur

ance companies. The currem discussion 
regarding appropriate financial reporting 
<;tandards for insurers is a<;scssecl below, 
together with the influence rating agencie!. 
ha\'e on insurance companies, particularly 
reinsurers and monoline credi1 insurers. 

Financia I Accounting 

There is currellll) an active debate in the 
indus1ry reg<u·ding the appropriate account
ing framework to renect the business reality of 
insurance activities. This section omlincs the 
his1orical \'iew of insurance accounting, the 
"fair value'· principles being proposed. and 
the desire to con\'crge financial and regula
tory accounting pdnciples. 

Historically, insurance companies' financial 
accounting rcnected their longer-term focus 
on returns. This allowed market nuctuations 
in asset values to go unreported in earnings, 
with the intention of smoothing them over 
longer periods. Meanwhile, 1he long-term 
nature of liabililies (particularly for lire insuJ·
ers), and the dirficulty in calculating reliable 
market values of these liabilities, argued for 
risks to be measured on an actuarial basis 
rather than at market prices, and ror changes 
in valuation not to be recorded in profit and 
loss accounts. 

3'ln 2001. the japanese FSA improl'<·d the robustness of iL� n·gulation' hv n:,,i�ing the ri,k-hascd regimt• to be 
based more closely on market values for assets. 
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There is 110 existi11g intcrnatio11al accoullt
ing �tandard for insurance liabilities. Histori
call), many national systems used ·'dcfaral 
and matching" accounting principles, which is 
an approach based on book values. This was 
seen as appropriate for an indusLry with a 
long-term focus. �lore recen Lly, .. emlwclclcd 
\'alue" accounting has become i ncreasi ngl) 
ust�d in some mature market jurisdictions, 
under which insurance liabilities arc valued as 
the: present \'alue of cash flow� on existing 
insur<mcc contracts. ''Market-con'\istent 
embedded value" goes one step further, b) 
including in the calcula1 ion rhe estimated 
market value of the embedded options in 
insurance contracts. 

The relatively stable results reported under 
historic arcounting methods may mask the 
underlying \'Oiatility of insurers' balance 
sheets. For instance, valuing assets and 
liabilities using book \'alues and estimated 
long-tem1 rates of remrn can obscure nnder
perfom1ance for extended periods, and can 
mislead polic)'holders. investors. countcrpar
tics, regulators and even insurance firms 
themselve� about the tn•c tisks in their bal
ance sheets. Such accounting methods may 
also have led insurers to underestimate the 
market risks or certain investmenu; (such as 
CCJUities), or LO underprice certain insurance 
prod••cts (especially if embedded options are 
not valued). WiLI1 the greater recognition of 
the optionality of insurance products and 
recent asset market volatility. the justification 
for such longcr-tcnn horizons for accounting 
has been challenged. 

The International Accounting Standards 
Board is developing a more comprehensive 
proposal for "fair value .. accounting, aiming w 
incorporate more market-based ntluations for 
both asseLo; and liabilities. The aim is to pro
vide observers with a clearer view of insurers' 

risk profiles. The proposals ior the asse1 siclc 

of L11e balance �heel seem relatively well 
defined, anrl would be similar to 1!1lernational 
Accounting Standard (lAS) 39. btH the 
process of developing standards for liabilities 
is likely to be more protractecl.:lr> 

Insurance lit�bilitic<; can be �orne of the 
most complex Jinancial instruments to value. 
A fair value approach to li<�hilities is comro
,·ersial wiL11in the insurance induS11")' becau�e 
of difficultic� and potential inconsistencies or 
applying such <m approach to insurers' liabili
ties (e.g., embedded options related w guar
antees. bonuses-periodic and terminal-and 
policyholder cancellation options). At present, 
it i� contemplated that a new fair value stan
dard for assets could be implemented as earl)' 
as 2005, well before principles arc developed 
for liabilities (nOt before 2007, and possibly 
clclayed even longer). This carries the funher 
risk of an extended period of accounting 
asse1-Jiahility mismatch.:lli 

Insurers have a number of concerns about 

fair value accounting: 
• Insurers are concerned thm fair value 

accounting would lead to significantly 
greater volatilit) in reported profits. The 
trade associations for the U.S., German, and 

Japanese life insurance indusu·ies. among 
others, arg11e 1 hat 1 he defeiTal and match
ing system is better 'lUitecl to capture the 
interdependence or assets and liabilitic� 
over the longer periods of an insurance 
contract. 

• Insurers believe that fair value accounting 
would increase their cost of capital. 
Assuming an increase in earnings volalilit), 
many insurers l>clie,·e (possibly correctly) 
that im·esrors will require greater re1urns. 
The rating t�gencie:.. however, have indi
cated that such accounting or reporting 
changes would ha\'e no impact on pub-

:I:>LA,S 39 cli�1inguishc� bt-t\\'C<'n <IS�el;, "hdd li>r trading" or .. <mtihthlc lor 'i<tle,� which <II'(' m<trkt·d to mar!..et. and 
thoM' inlt'IICkd 10 he pa.�'iw im·c�LnwnL' w malllrit}' (and tim' held '" hoo!.. or ;unc>rljLed ,·alue). 

�•'The Ell Parliamcm passed a resolution in 2002 requiring listed companies to use lAS lor published accourtL'\ 
from 200.1 onward,. 
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lished ratings, given that these ratings 
alread)' reflect the risk in an insurance com
panr's balance sheet. or course. the greater 
(ocus on risk may benefit those insurance 
companies whose investments are well diver
sified and whose risks are well managecl. 

• Insurance indusu·y concerns are exacer
balCd by Lhe possible implememation of f�lir 
value principles for assets al least two rears 
before liabilities. This could result in e\'en 
greater volatility in earnings for that period. 
since assets will be marked to market bul 
liabilities will continue to be reporLed on an 
accruals basis. 
If fair value accounting principles (and risl-..

based capiLal standards) are adopted, insurer:. 
are like!)' to reduce the risk profile of their 
im·estment.s and products. ln light of the 
losses incurred from equities from 2000 Lo 
early 2003, many insurers ha\'e already begun 
to reallocate their invesu11cnt port.folios inw 
credit instruments. The iusurers we met indi
cated Lhat adoption of fair value accounting 
principles will on I)' serve w reinforce this 
u·end. Some insurers also indicated that. while 
t.he) have previously sought longer-dunuion 
assets. such reporling measures may lead 
them to hold more shorter-dated assets and to 
increase u·ading anivity in the invcstme::nl 
portfolio. Insurers are also likely to �tntcture 

policies with bonus payments at later dates 
(i.e .. back-loaded) ,  and to pursue more unit
linked business. which esscmiall)' moves Lhe 
investment risk and volatility fi·om the 
insurer's earnings w the policyholder's 
return. 

From a regulatory perspective, iL would be 
desirable to have the rcgulawry and financial 
accouming standards as similar as possible. In 
that sense. regulatory accounts and measures 
of solvency in some mawre market counLrics 
already use a degree of market valuation when 
calculating insurers' solvency positions. 
Moreover, most institutional inveswrs, as well 
as research analysts. pay particular attention 
LO Lhe regulawry solvency of insurers, iucJud
ing the quality of the solvency calculations. As 

FINANCIAL ACCOUNTING AND RATING AGENCIES 

such, there is a natural desire to moYe the reg
ulawry and financial reporting standards 
closer togclher. In some juri:-.dictions (e.g . .  the 
E U 's Sol\'ency I I in iti<ll ive and adoption of 
IA.S), this is the direction in which regulaLOr'i 
are mo\'ing. in dueling the usc of insurers' own 
risk-based mod\·ls to help �ct solvcnC} requirt'
ments. HmH:ver, the crux of the debate ma} 
lie in the degree w which lair value measures 
rclkct tltc "busine�-; reality" or in-.urcrs, and 
whether such measures arc cguaJiy appropri
aH· '"hen t'Valuating the o;oh·enc) standarrlo; 
and the periodic earnings or imurer�. 

lu any case, <1 focus on a wider range ol 
financial disclo�urc by insurers. including l�lir 
value measure�. ma\ be:: more useful than 
overreliance on a "single-point estimmc·· or 
earnings. Any accounting measure ror insur
ers is dependent on many assumptiom. espe
cially on the liability side of the balance sheet. 
Application or fair value accounting standard .. 
would increase Lhesc complexities. ,\s such, it 
may be most useful to employ f�tir ,·alul' meas
ures as part of a wider range of financial 
reporting or disclosure inlonnation, rathc1 
than seeking a precise single-point measure ol 
earnings. As noted earlier. investors, analyst:.. 
and other market participanL� currently seck 
market-based measures of instu·<·r�· solvcnn 
positions. and supplementary information 
incorporating fair l"<tlm· principles could onlv 
serve to improve obsen·ers' undcrstt1nding of 
insurers' risk profile. To the extent the his
totic notion or insurers as long-Lerm institu
tions is uo longer accurate, fair value 
accounting principles may more coJTectly 
reflect Lhe risk profile of insurance anivilies. 

Jn recent years, some insurance companies 
have published cleta.iled supplementary Jinan
cial statements to complement their main 
account<;. These �tatements often illusLratc the 
way insurers them�d\'es think about risks. 
include fair value estimates lor some balance 
shcel items, and are helprul for all '>takehold
crs in understanding insurance rist...:�. 
lmcrestingly, the insurers that prO\'idc addi
tional disclosure regarding ri:.k posiLion:-. and 
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risk management strategies more gcnerall)' 

view such disclosure as providing a <·ompeti

tive advantage relative to industry peers that 

repon only standard accounting informal.ion. 

Rating Agencies 

Rating agencie!. can be a more important 

innuence on insurers than they arc on many 
other types of business.:l7 Rating agencies facil
itate the analysis and dissemination of infor

maLion on an insurer's financial condition 

and, in that sense, their role is liule different 
than for any industry. However, insurers (like 

many other financial instillltions) arc more 

frequent users of inst.itutional markets, where 

credit standing (including ratings) is or partic
ular importance to counterpanies. For exam

ple. changes in an insurer's credit rating may 

raise the cost of capital if policyholders. 

investors, or cowucrparties question an insur

ance company's f inancial strength. In consid

eling the different insurance secLOrs, rat.ings 

mar mauer least to life insurers selling direCtl)1 

to individuals in Lhe retail market, rather 

more to sellers of group life and health insur

ance and lO P&C insurers operat.ing in corpo

raLe or commercial markets, and take on the 

most significance to reinsurers and monoline 

credit insurers, for whom credit quality is 

often critical to their core business activities. 

[n Lhe short term, the influence of rating 

agencies on insurance companies can accen

tuate selling pressure during market down
tums. Rating agencies have the greatest 

impact during market downswings, when 

quest.ions arise concerning firms' financial 
strength and capital adequacy. For example, 

the threat of downgrades during 2002 and 

early 2003 appears to have comributed to the 

signiftcam selling of equities by some 

European insurers. This selling would vet1' 
likely have been larger, but for the steps taken 
by a few regulators, such a<; the U.K. FSA and 

BaFin in Germany. But these insurers would 

have benefited far more from a more active 

supervisot·�· dialogue at an earlier stage 

regarding the potential volatility or their sol

vency position during a prolonged market 

downtunl. 

l n  situations where Lhcrc arc perceived gaps 

or weaknesses in supervision, rating agencies 

have been seen by some market participants 

as a de jti(IO regulatOr. In recent years, rating 

agencies have independently applied pressure 

on certain insurers to take steps to bolster 

their financial soundness. This is particularly 
true of insurers participating in the wholesale 

markeL�, such as reinsurers, for whom regula
lion may be ligh ter. In addition, pressure from 

rating agencies in recent years has led many 

prima'1' insurers ( life and P&C companies) 
and reinsurers to improve capital standards 
(in terms of the amount and qualiry of capi

tal), beyond that required by existing regula

tions. Such actions are not inappropriate, and 

even under Basel l l  most bank regulators 

assume banks will hold capital above that 

required by the new standard. based on a v�u-i

ety or market forces, including desired 

ratings. 

Nevertheless, rating agencies have been crit

iciLcd b)' some market participants for the 

quality of their analysis and a perceived 

overdcpcndence on quantitative models. 

Particularly in Europe, some market partici

pantS have been critical of the influence rat
ing agencies can have on insurers through 

their published ratings relative to the quality 

or their analysis and, in the case of one 

agency, the possible oveneliance on ve'1' 

quantitative models. Finally, the qualit-y of 

amtlysis remains inconsistent. and many insur

ers spoke of frequent analyst wrnover at cer

tain agencies and of the impact turnover has 

on the agencies' understanding of the particu

lar business at the insurers they rate. Some of 

these cdticisms are not new, and tl1e major 

:li!>ee Swiss Re (�003) 101- a detailed discussion of the meLI10dology of the major rating agencies. a.s well as the 
relationship b<>Lwecn rating� and tlw insura11ce lirm\ co>t or funds and abilit) lO attract busincs'>. 
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rating agencies have increased staff in Europe 

and Japan, and have improved their analysis 

to address regional and national differences. 

Credit ratings are particularly important for 
the core business activities of reinsurers and 

monoline credit insurers. In these insurance 

subsectors, retaining a strong investment

grade rating is very importam clue to the insti

tutional nature of their business and 

counterparties, panicularly other financial 

institutions. Moreover, for monoline credit 

insurers, the very purpose of unclerwritiJ1g 

bond insurance is tO provide credit enhance

ment, thus they must maintain the highest 

credit standards. As such, rating agencies 

strongly influence all aspects of a monoline 

insurer's activities, including its investment 
portfolio. The influence of rating agencies, 

and other market forces, on these insurance 

sectors most often produces solvency and 

other requirements above regulatory 

standards. 

Any perceived overreliance on rating agen

cies to set disclosure, capital, and other stan

dards should be addressed with improved 

supervision, not reduced scrutiny by rating 

agencies. Greater transparency of the business 

activities and financial positions of reinsur
ance companies, including in offshore cen

ters, is being considered by official bodies, 

while some regulators (such as the European 

Union) are considering enhanced supervi

sion, and we encourage these efforts. 

Policy Conclusions 

Greater portfolio allocation to credit inst:n.l

ments would provide a more predictable 

return for many life insurers and would 

strengthen financial stability more generally, 

but only if risk management and regulatory 

oversight are improved at the same time. 

Corporate bonds are a less volatile investment 

than equities and tend to be a better match 

for insurers' liabilities. Credit derivatives may 

play a useful role i n  the risk management 

process, particularly in areas where the market 

POLICY CONCLUSIONS 

for corporate credit is less developed. We are 

encouraged by the risk management pro

grams being developed by many large insur

ers. Nevertheless, as the reallocation to credit 
insu-uments proceeds, it needs to be accompa

nied by a further upgrading of the risk man

agement process. 

The reallocation of credit risk to insurers 

that has already taken place, improvements in 

risk management, and the recovery in eqttity 

tmu-kets have reduced vulnerabilities and 

enhanced unancial stability. Since we last 

reviewed t.he condition of the insurance sector 

in prior GFSRs, a number of things have 

changed (see IMF, 2002b; and IMF, 2003). 
Most notably, stronger capital markets have 

improved the financial con eli tion of most 

insurers, and many insurance companies have 

raised new capital since 2002. Likewise, driven 

largely by the expedence of 2000-03, as dis

cussed above, many insurers have adjusted 

their asset portfolios and improved their risk 

management capabilities. As such, the insur

ance industry is clearly in better financial con

clition today. evertheless, some of our 

concerns expressed in previous issues of the 
GFSR remain, and we have outlined below a 

variety of policy issues that should be 

addressed in order to strengthen the insm

ance industry and its contribution to the sta
bility of the broader financial framework. 

Regulators should anticipate a growing ajJjJelite 

Jar credit, and should seek to support and facilitate 

further development of credit markets. We expect 

non-U.S. insurance companies to increase 

their credit exposures, including the use of 

synthetic portfolio products. In Europe, we 

encourage policymakers to support develop

ments across the EU regarding mortgage

backed and other asset-backed securities, and 
the expansion of the Pfandbriefe, Obligations 

Foncieres, and Cedulas markets to other 

European jurisdictions. Likewise, the ''True 

Sale Initiative" in Germany is welcomed as a 

means to support small and medium-sized 

business lending and to provide a credit 

instrument that insmers should find atu·ac-
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Live. ln the area of credit derivatives, policy

makers should continue to encourage 

increased transparency and stanchu'dization 

through market initiatives, especiallr by the 

lntemational Swaps and Derivatives 

N;sociation. This should facilitate broader 

mm·ket participation and a deeper, more liq

uid market. Supervisors should look to 
improve regulatory reporting of credit risk 

(including the disaggregation of credit and 

risk exposures in order to act as an early warn

ing indicawr), and monitor closely the partici

p<tlion by smaller banks and insurers and 

those located in less developed markets. Such 

instillllions and their participation in these 

markeL'i are often not reflected in market sur

\'eys. and they may be more inclined to reach 

ror higher returns at certain poinL� in the eco

nomic cycle (e.g .. when credit spreads are 

tight or local loan demand is weak) .  

lVloreover. there is some evidence that smaller 

institulions hold relatively larger percent.ages 

or structured credit and other risk positions 

compared with larger inslitutions. 

Supervisors should implement rish-based solvency 

�tandards. wlticlz align prudential requirements 

more rfost>fy with insuranrt> c0111jHwies · rishs and 

encoumgP imj>rovemmts in risk mmwgemmt. We 

are encouraged by the more markt·t- and risk

sensitive solvency regimes proposed under 

Solvency ll in the European Union and CP 

195 in the United Kingdom. We also recom

mend thatjapanese iusurance regulators usc 

the opportunity of the current financial mar

ket recovery to introduce a striCter risk-based 

capital regime. A prerequisite to any increase 

in credit exposure should be a thorough 

review and upgrading of dsk managemen1 

systems. Among the larger, internationally 

active insurers, an increased focus on risk 

managemeul is generallr under way, includ

ing in Lhe last few years a greater use of more 

sophisticated models. Consistent with this 

approach, we would encourage policymakcrs 

to consider the removal of rigid regulations 

related to investment slrategies and product 

pricing (including effective guaranteed 

returns). In large part, the recent financial 

turmoil experienced by some European insur

ers was due to the inability to build solvency 

reserves in good times because of gmu·auteed 

or otherwise regulatorily required returns to 

policyholders. 

SujwroiSOI} rpsourcP.\ should {JI> enhanced in 

mall)' matw1• marla•/ juri\dirtions. with jurthe1 

investments in peo/JU' . systems, and training 

tr'f!lliml. In !{encral, policymakers should seek 

to increase regulatorv resources, with further 

investmems in people, systems. and training, 

so as w bett<:-r enable �upen·isors to evaluate 

and monitor the risk management model:

that increasingly will be required of insurers. 

Policymakers should also look to encourage 

and racilit::ue increased dialogue among 

mature market supervisors (and among insur

ance risk managers).  tvl�u·ket participants fre

quently noted that, relative to the banking 

s(·cwr, risk managers and supervisors speak 

less orten with their peers on a rormal or 

in(ormal basis. However, in the past six to 12 
mon1hs an cllon is under way b)' insurers to 
have a broader inclusuy dialogue and consid

eration of best praclices, and we welcome 

effons by the IAIS. the Financial Stability 

Forum, and the .Joint Forum in this area. 

Polirymahers and \landard Sf!llers should nHIII'f! 

that the financial and TegulalOI)' accounts provide 

an armm!P tfjlHiion ofrm insuranrP company:� 

finantiaf jJO,Iition, and lhf!)• 1houUI uek to converge, 

wherever possible, financial and reg1tlatwy account

ing �tandards. It would be desirable to have 

financial and regulatory accounting move 

closer together. The currem financial accoum

ing debate strives to improve the disclosure of 

balance sheet risks within the insurance sec

tor. while providing an accurate and fair 

reflection of the business reality of insurance 

activities. This is a difficult balance, as the 

oplionality embedded in many life insurance 

products has not been fully reflected in insur

ers' reports to date, and most insurers seek LO 

manage these risks only m·er longer periods. 

In pat·t, the accounting debate reflects the facl 

that tJ1e Lradilional view of life insurers as 
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long-term, sa\'ings-OJicnted institutions may be 

less u·ue wday. 
WI' en.couragP fliP partidjJants in fiJi� arroLmfing 

debate to consider enhanced disclosure �landards, 

rather I han placing undue emphasis on a single

point acrounti11g measu·re. The resistance to fair 
value accounting proposals by some insurers 

and national bodies is clear, given that such 
measures will likely increase the volatility of 

insurers' JinanciaJ reports. However, sophisti
cated investors seek to understand and moni

tor the solvency and other financial positions 
of financial institutions, including insurers, 

and so we would encourage standard setters to 

consider employing such fair value or market 
value principles as part of enhanced financial 

disclosures (e.g., as supplemental disclosures 
and measures, and possibly sensitivities), 
which should improve reporting standards 

and broader market understanding of insur
ance risks. 

Rating agencies art> a signijimnt injluenrP on 

reinsurance companies and monoline credit insur

ers, but should not be relied upon as a substilUlt' for 

apprapriate supervision. The influence of rating 
agencies in these insurance sectors reflects tbc 
essentially institutional markets in which they 
operate and in some cases (e.g., reinsurers) 
the comparatively light regulaLion of these 

insurers. However, rating agencies should not 
be relied upon as the primary moniwr of 

these systemically important markets. To 
reduce the disproportionate reliance on rat

ing agencies, greater supervisory oversight 
and transparency of the business activities of 
reinsurance companies in particular would 
seem appropriate. 

Polilymakers should be aware that imjJrovnnmts 

in risk management and reporting, while desimble, 

may haul' other market ram(firations. Through 
many of the market-based measures policy
makers and standard setters are now pw·suing, 
the perceived long-lenn nature of the insur

ance business will come under increased 
scrutiny. As such, the insurance industry's abil-

APPENDIX. REGULATORY CAPITAL REGIMES 

ity to act as a shock absorber for the tinancial 
system could be reduced. We anticipate that 

many insurers will take steps to reduce the 
risk profile of botJ1 insurance products and 
investmelll portfolios. This may lead w fur
ther consolidation in mature markets, particu
larly as smaller insurers are likely to lack the 

analytical resources, distribution networks, or 
access to capital necessary to compete. In gen
eral, such clevclopments may be welcomed. 
However, as insurance companies move to 
reduce balance sheet dsk, some or all of tJ1e 
risk must again go somewhere, and it is likely 

that such risk will cont.inue to be passed lo 
less sophisticated participants. namely lO poli
cyholders and hence the household sector. 
This will be a topic for future issues of the 
GFSR, as we continue our review of the impli
cations of risk transfer. 

Appendix: Regulatory Capital Regimes 

The countries mentioned in this chapter 
have di[ferent systems for imposing minimum 
regulatory capital requirements.:18 This appen

dix desoibes important features of the sys
tems in the United States, United Kingdom, 

Germany, Switzerland, andjapan. 
These counuies have many basic features in 

common. They have a method of calculating 
the required excess of assets over liabilities 
(regulatory capital or solvency). and they have 
methods of valuing assets for the purpose of 

performing regulatory capital tests. The tests 
differ in levels of sophistication and risk sensi
tivity. The description is based on current 
regimes for life insurers, and Box 3.2 

describes ongoing work to enhance these 
regimes for the United Kingdom. where 
changes are more immediate and far-reach
ing, and also for the EU as a whole. 

The description of the regime for each 
counu·y is divided into two parts: tirst, the cal

culation of the regulatory capital require
ment; second, the valuation of assets. 

Wfhis appendix was prepared b)' the lMFs Mone tar y  <uld Financial Systems Department. 
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United States 

U.S. insurance r('gulation is conduCLed on a 

state by state basis. There is, however, a great 

deal of commonalit) provided through the 

superstrucwrc of the National Association ol 

Insurance Conuni�siont•rs (NAlC). Reponing 

requirements and prudential niles are sub
stantially t.he same throughout the L'nited 

tate�. 

Regulatory Capital Calculation 

As mentioned in the chapter, the risk-bast.•d 

capital system idcntilics sperilicd risk for 

which calculaLCd amounL'i of regula LOry capital 
arc required. Base ligures for specified risk are 

taken from the publicly available regulaton• 

returns, and are multiplied bv specified coeffi

cients to produce the risi- capital component. 

The indhidual components <u·e combined to 

f.,D\"C lhe risl--bascd capital requirement, against 

which the value of the company is compared. 

Coefficients are moniton:d and updated annu

ally to reOect changes in the risk environment. 

Coe!IicienL'\ addrcs.; ri-;k<, in mortali� and 

morbiditY rate'>, and H>latilitie:. in the claims 

rates. In addition. then: i-. an overarching life 

business risi- clemem. which is a Oat rate of 

life premiums. 

• \ssE r R1s" 

The risk-based capital requirements arc 

based on risk factors relating to the types of 

asset. Asset ri k i� defined as the risk of default 

or loss in market ntluc. and is the largest of 

the four life ri<>ks. The 1'\AIC has developed a 

detailed risk weighting SY'item for life com

pany asseL'), and they regularlv reassess those 

weightings. The system ior bonds and equities 
is as follows: 

Bonds are classified into seven different 

categor;es: government and government-guar

anteed securities arc given a 0 percent weight

ing; all other bonds are classilied inw asset 

classes 1 to 6. The method of allocating a 

bond to a class depend� on its nature. consid-

(•ring conu<�.cruaJ promi;,c. r ights. periodic paY

ment, marurit:v/ redemption, and involun tal) 

redemption. The performance of bonds in 

asset clw;ses 1 to 6 is monitored through tht• 

detailed 'AlC reponing requirements. Actual 

performance is. thcrclon:. u�cd Lo determine 

risk weighting lO prc;,cribed confidence leveb. 

Cut-rcntJ). the ''eighting-. are: O...t percent, 1.3 
percent, 4.6 percent, I 0.0 percent. 23.0 per

cent, <llld 30.0 percent lor ci<L\SC., 1 lO 6, 

respectively. The weighting-. arc the same for 

loug-tcrm and short-l<'nll hond'i, and portlO

Iios are allowed a divcr�ifinnion credit as the 

number of issuers they contain increases. 

\n important feature of the wstem is lhc 

capi tal charge applied to cquit\ holdings. The 

bask capital charge of :\0 pcH ent can be 
adjusted up to 45 perwnt or down to 22.5 

percent clepending on the volatilit\ of the 

portfolio. \\'eights lor hond-; and equitie:. arc 

! ('viewed annuallv. ba�cd on updated estimate'> 
of bond defaults and secondary market volatil

ity, respectively. 

O!mR RtsK 

\'arious other charge'> are included to cover 

a range of risks. In particular, there is an ele

ment regarding olFbalance-'iheet liabilitic:.. 

Valuatio1l of Assets 

In general, most coumrie!> require regula

tory returns to be completed using local 

Generally Accepted Accoun ting Principles 

(GAAP), although there may be instances of 

pre!.cribcd adjusuncrm. Thi., is not the case in 

t11e United S tates. Regulaton return' are com

pleted w1der Suuuton Arcounting Principles 
(SAP), which are unique to l' .S. regLtlatory 

reponing. While GA-\P 'tre-.se' the matching 
of revenue and expense<;. SAP su·esses measur

ing the ability of the insurer to pay claims in 

the fumre. 

United Kingdom 

The L'nited Kingdom and orher EL' systemo;; 

hme a great deal in common ,,ith each othe1 
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.,inn· thcv arc based on EU directives. The 

method of calculating Lhe regulatory capital 
rcquircnH:nt i" the same; it is de cribed for 

the l!nitcd Kingdom beiO\,. and applie:. to 

Gcrmam a., well. 

Regulatory Capital Calculation 

Bt ""!.,., RI.,J.. 

The soh cncy margin for life insurance 

undertakings is made up of six elements that 

reflect the categories of" products sold. The 

solvency margin is derived from EU directives 

and tht· lll<1i<>r requirements arc based on pre

miums and insurance liabilities. The Required 
Minimum Margin is the average of the six cle

ments. and is subject LO a de minimis provision 
of€3 million. 

In th<' United Kingdom, life insurers were 
required to pass their solvency test after the 

impo:.ition of a resilience test. This test 

invohed an a!>�umcd 25 percent reduction in 

equit) values and 3 percent rise in imerest 

rate-.. In t•ptembcr 2001, the resilience test 
wm relaxed to relic\'C pre�ure on solvency 

margim during volatile market conditions. ln 

mid-2002, the test was changed in order to cal
culate the equity stress by reference to an 
index movement. 

EU dire('tive:. impose overarching princi

ples, requiring assets that cover provisions for 

future insurance liabilities have suitable secu

rity. yield, marketability, and diversification. 
RestriClions arc imposed that require no sin

gle equity holding be greater than 5 percent 
of such liabilities (i.e., a single entity or large 
exposure limit). Directives pose no rcsu-ic

tions on the a'\sets held in excess of those 
required to cover insurance liabilities. 

0 r 111 R Rt"" 

l'\ot current!)' addres�ed. 

Valuation of Asset\ 

AsseL'\ are generally ''alued at market or 

realitable value. The coumerparty and con-

APPENDIX REGULATORY CAPITAL REGIMES 

ccntration tlue-.hold' apph to as:.ets tor the 

purpo-;e' of the '><>lvencv margin calculation. 

To the extent that an il'>'iet tall� within its 

thrc'>hold. it i'> lulh included in the a:.set valu

ation. fo the extt'nt the threshold is 

breached, it is attributed no value. Thus, the 

former attraU!> a tcro percent capital charge. 

and the latter '>1111 er'i 1 00 percent capital 

charge. 

Germany 

Re�:,rulatory Capital Calculation 

B1 '>!\�'>'> Rl'>t-. 

Based on EU directives, the regulalOI)' capi

tal margin i:. the sam<.· as that described above 

for the United Kingdom. German authorities 
be�an imposing stress tesLs on insurers at the 

<.·nd of 2002. The tCl>t impmcd two scenarios: 

first, 35 p<.•rccnt reduction in cquitv values. 10 
pcrct•nt reduction in bond values, and dis

count'. olup 10 ��() percent in non-im·csunent  
grade bond holdings; '>econd, 20 percent 

reduction in <.·quit' value�. 5 percent reduc

tion in bond values, and discounts of up to 
30 p<·rccm in non-im·c'>tment grade bond 

holding!>. 

-\.,'>tl Rt.,t-. 

Germany follows the EU directives. as 

dcscribccl above, but imposes restriction on 

the (()1'111 or certain investments, which apply 

only to assct.s that cove• the insurance liabili

ties. Thi<; include!> a resu-iction of equity 

investment:. (at book value) to 35 percent of 

insurance liabiliLies. 

O l lll R Rt"" 

Not cuncnth addres;;ed. 

Valuation of .Assets 

German lmurance Supcnisory Law makes 

dirt•ct refert>nce to Lhc prO\isions of the EU 
directive'> a� mentioned abo\'e. Historicallv, 

as!>t't'> ha\'t' been carried at cost. When assets 

had been held for man) years. and the market 

value was greatly in excess of cost. Cennan 
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insurers benefited from large undisclosed "hid
den reserves." The equity bear market and 
negative spreads on life insurance products 

caused the hidden reserves to be consumed, 
and increased pressure on solvency m<trgins. 
Consequently, valuation ruks were changed to 
allow the valuation of equities at their '·esti
mated ultimate realizable value," even if this 
was above both cost and currem market value. 
The rationale was that the invesunents were 
made for the long term, and the effect was lO 
relieve pressure on solvency margins. 

More recently, for financial reponing pur
poses, some of the larger German companies 

have made fair value disclosures. 

Switzerland 

Switzerland is not a part of the EU, but its 
regulations reflect those of its EU neighbors. 
The Swiss aut110rities arc in the process of 
J't'\�Sing tl1eir insurance super�sory law and 
solvency margin regulations. Whereas the 

detail of the revisions is not yet known, the 
reference material for their drafting work was 
based on EU directives, and Solvency II and 
other technical background work. 

Japan 

Regulatory Capital Calculation 

As mentioned in the chapter, Japan's risk

based capital system is similar to the U.S. sys

tem. Compared to the United States, the 
Japanese system uses lower risk weights and 

applies differing treatment in solvency margins 
in some respects, such as deferred tax assets. 

BL'SINESS RISK 

Separate from the risk-based capital system, 
rhe Financial Sen�ces Agency (FSA) checks 
undenvriting risks and the sufficiency of tech
nical reserves. 

AssET RISK 

Risk weights for assets are exhibited in 

Tables 3. 1 2  and 3.13.  ln addition, price move-

Table 3.16. United States: Authorized 
Control Levels 
(In percent) 

No action 

Company submits plan to 
restore capital 

Company must comply with 
corrective measures 

Authority may take control 

Authority takes control 

Capital to RBC 1 

More than 250 

Between 150 and 250 

Between 70 and 150 

Below 100 

Less than 70 

1 Capital Is the company valuation under SAP, and ABC Is the 
combination of risk capital components. 

ment reserves and general loan-loss reserves 
are included in solvency margin. 

OtHER RISK 

The FSA's inspection manual sets om quali
tative standards for the treaunent or risks 
relating tO underwt·i Ling, i nvesunem, markets, 
credit, liquidity, real estate invesunem, opera

tional. and information technology. 

Valuation of Assets 

This is described in the main text. 

Overview of Supervisory Intervention 

Supen·isory intervention is often deter

mined by law, <md tl1e nature and extent 
varies from counu-y to counu-y. 

In the United States, certain types of inter
vention are required at certain risk-based capi
tal thresholds, given in Table 3.16. However, 
U.S. supervisors typically discuss signiiicam 
negative developments with insurers before 
these thresholds are breached. 

Under t.he EU Solvency I reforms (which 
were essentially upgrades in advance of the 
more comprehensive Solvency II pr�jcct), 

supervisors acquired the power to intervene 
when a company shows adverse trends, regard
less of whether prescribed solvency margins 
have been breached. 

In japan, supervisors arc required to inter
vene if the risk-based capital margin or liqui-
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dation value fall below certain levels. An early 
warning system also gives supervisors the 
power to take preventive actions. based on 
profitability, credit risk, market risk, or liquid
ity dsk measures. even if the capital margin or 
liquidation vaJue thresholds have not been 
breached. 

Under IA!S Core Principles, supervisory 
authorities should have the power to take 
remedial action (including requiring capital 
to be increased) in a timely manner where 
problems are idemiiied, and immediate 
action in the case of emergencies. 

References 

Ahearne, Alan, vVilliam Griever� and Frank 

Warnock, forthcoming, "Information Costs and 

Home Bias: An Analysis of U.S. Holdings of 

Foreign Equities,·· j01mwl of lntemational 

Eronomics. 

Bank for International Settlements, 2003, "Trends 

in Risk Integration and Aggregation," The Join I 

Forum, Basel Committee on Hank Supervision 

(Basel, August) . 

British Bankers' Association (BBA), 2002. Credit 

Deriv(ltives RPpo1·t 2001/2002 (London). 

Briys, Eric, and Fran�ois de Varenne, 1995, ··on the 

Risk of Life insurance Liabilities: Debunking 

Some Common Pitfalls." Wharton financial 

lnstilutions Cenrer Working Paper No. 96-29 

(Philadelphia: The vVharton School. Uni,·ersiry 

of Pennsylvania). 

Committee on 1hc Global Financial System 

(CGFS), 2003, "Credit Risk Transfer," Bank for 

fntcrnational Settlements (Basei,January). 

Das, Udaibir S .. Nigel Davies. and Richard 

Podpicra, 2003. "Insurance and lssues in Finan

cial Soundness," lMF Working J>apcr No. 03/13R 
( Washington: In tcrnational Monetary Fund). 

Financial Services Authority. 2002, "Cros1'-Sector Risk 

Transfers, .. Discussion Paper (London: May). 

FitchRat.ings, 2003, "Global Credit Derivati,•es: A 

Qualified Success," Fitrh Ratings SjJI'cial ReJ>ort 

(September). 

---. 2004, "Securitization and Banks: A 

ReiteJ·ation of Fitch's View of Secudtization 's 

Effect on Bank Ratings in the New Context of 

Regulatory Capital and Accounting Reform" 

(February). 

REFERENCES 

Fukao, Mitsuhiro, 2002, "Barriers to Financial 

Restructudng: Japanese Banking and Life

Insurance Indusu·ics" (unpublished; Tokyo: Kcio 

University. Febnt<U")'). 

Hall, Keith, and Erin Swan, 2003, "Credit Risk 

Transfer Markets: An Australian Perspective,'" 

Reserve Bank ofAustralia Bulletin (Sydney: Rescn•e 

Bank of Australia, l'vlay). 

I lanmann, Philip, Angela Maddaloni. and Simone 

t\!anganclli, 2003, "The Euro Area Financial 

System: Structure, Integration ami Policy 

Initiative� ... ECB Working Paper No. 230 

(Frankfurt: European Cemral Bank). 

l !au�lcr, Gcrd, 2004. "The fnsurance lndustrv, 

Systemic Financial Stability. and Fair Value 

Accounting," Thl' Gennm PajJel:� 011 Risk and 
JnsurancP, Vol. 29. No. 1 (januat)'), pp. 63-70. 

Ibbotson A�sociatcs, 2003, Stocks, Bonds, Bills, ami 

Inflation 2003 learbooli (Chicago). 

lntt:rnational t\ssociation oflnsur.tnce Supervisors. 

1999. Supn-uisory Standard on Asset J'vf(lnagement lrj 

!mum nee Comjmnifs (BaseL December). 

---, 2003. Credit Risk Transfer Between lnsumnre. 

Ban/ling and Other Financial Sectol"!> (Basel. 

March). 

lMF, 2002a, "How EIIectively Is the Market for 

Credit Risk Transfer Vehicles Functioning?," 

Global Finanrial Stability RPjJort; Wodd 

Economic and Financial Sur-ve)'S (Washington: 

International Monet.u-y Fund, March), 

PP· 36-47. 

---, 2002b. 'The Financial Market Activities of 

lnsw·ance and Reinsurance Compa.nks,'' Global 

Financial Stability I:U.pon, World Economic and 

Financial Surveys (Washington: lmernational 

Monetary Fund,june), pp. 30-47. 

---, 2003, Global Financial Stability Repmt, World 

Economic and Financial Surveys (Wa�hington: 

International Mone tary fund. March) .  pp. 

22-24. 

joint Forum, forthcoming, Cn•dit Risk Tmnsfers, 

Joint Forum \1\'orking Group on Risk Asse>sment 

and Capital (Basel: Bank lor International 

Settlements) . 

Kiff.John, 2003, "Recent Developments in Market� 

for Credit-Risk Transfe1 ." Finan rial Sy�t1•m Reuii'W, 

Bank of Canada (Ona,,·a.Jun,·). 

---, Francois-Louis �lichaud. andjanct 

Mitchell, 2003, "An r\nalvtical Review of Crerlit 

Risk Transfer Instruments," Finrmrial Stability 

Rtvirw, Ban que de France (june). 

109 



©International Monetary Fund. Not for Redistribution

110 

CHAPTER Ill RISK TRANSFER AND THE INSURANCE INDUSTRY 

Le Pan. Nick. 2003, "Adding Value to the Life 
Insurance Industry,'' notes for a speech to the 
Life Insurance Institute of Canada Annual 
Conference (Toronto,june 3). 

Moody's InvestOrs Sen'ice, 2003, "Moody's Views on 
Currem Conditions i n  the U.S. Life Insurance 

Industry" (New York, December) . 
Rajan, Raghurarn, and Luigi Zingalcs, 2003, "Banks 

and Markets: The Changing Character of 
European Finance." NBER ·working Paper No. 
9595 (Cambridge. Mass.: National Bureau of 
Economic Research). 

Rule, David, 200la. "The Credit Derivatives 

Market: Its Developrnem and Possible 
Implications for Financial Stability," Finanrial 
Stability Review (London: Bank of England, 

june), pp. 1 1 7-40. 

---. 200lb, ''Risk fransfer Between Banks, 
Insurance Companies and Capital Markets: An 
Oven�ew," Financial Stability Review (London: 
Bank of England. December), pp. 137-59. 

Standard and Poor's, 2003a, "Structured Finance: 
ViewPoint on Credit Derivatives" (New York). 

---, 2003b, "Demystifying Banks' U�t· of Credit 
Derivatives." Ralin{!SDirerl (New York, December). 

Stalistical Yearbook of German Insurance, 2003 

(Berlin: German Insurance Association). 
Swiss Re, 2000, "Asset-Liability Management for 

Insurers," Sigma, No. 6/2000. 

---. 2003, ''Insurance Company Ratings," Sigma, 

No. 4/2003. 

Zucker, Jason, and jon at han joseph, 2003, 'The 

Life Presen·cr," Fo:r:-Pi/1, Kelton lnsuranrt lndustl) 
Update (November). 



©International Monetary Fund. Not for Redistribution

INSTITUTIONAL INVESTORS IN EMERGING MARKETS 

A 
key element in reducing the volatility 
of capital flows to emerging markeL'> 

is the development of a stable 

investor base for emerging market 

secw·ities. The prospecu; for developing such 

an investor ba�e depend on such factors as the 

composition of the existing inveswr base, the 

economic and regulatory considerations influ

encing investors' asset allocations vis-a-vis 

emerging markets, the entry of new classes uf 

investors, and the developmem of new instru

ments for u·ansferring resources across 

national borders and hedging the associated 

risks. 

As noted in the September 2003 Global 

Fi nantial Sl(Lbility Report. (Chapter IV). changes 

in the composition of the investor base have 
had an important influence on the volatility of 

capital flows to emerging markeL" and on Lhe 

degree of contagion experienced during 
crises. One key development has been the 

sharp drop in the participation of banks and 
hedge funds and an increased participation of 

nonbank institutional investors. Another 

important change in the investor base has 

been the relative decline in "dedicated" rela

tive to "crossover" investors. 1 Crossover 

investors are more likely to make opportunis

tic invesllllents and LO be more influenced by 

developments in other asset classes. Although 

the increased importance of crossover 

investors may have increased volatility of capi

tal flows, it has also broadened and diversified 

the investor base. Another development 
broadening the investor base has been the 

rapid growth of local emerging market non

bank institutional investors such as pension 

funds. mutual funds, and life insurance com-

panies. These investors have become an 
importatll source of demand for both local

currency- and foreign-currency-denominated 

emerging market assets. In particular. the 

steady growth of pension funds in Latin 

America and Central Europe are underpin

ning the development or local bond markets. 

This chapter seeks to provide a better 
understanding of nonbank institutional 

investors· asset allocation decisions vis-a-vis 

emerging market securities. !t examines the 

behavior of both mature market institutional 

investors that participate actively in emerging 

markets, and local emerging market institu

tional investors. For mature markets, the focus 

is on insurance companies, pension funds, 

hedge funds, and mutual funds (as well as 

other asset managers). The scale of assets 

under management is compared with the mar
ket capitalization of the local and external 

bonds and equities issued by emerging market 
entities. !n adclition, the chapter assesses the 

instirut.ional consu·aims (as imposed by regu

lation and by inveslOr mandates), as well as 

risk and return configurations, that make 

emerging market instruments a more or less 

attractive asset class w global investors. The 
trading and investment strategies of the vari

ous investors are also analyzed with regard lO 
how they affect the stability of capital flows to 

emerging markcL._. 

For emerging markets, Lhe chapter exam

iues the invcsunent behavior of local pension 
funds, insurance companies, <U1cl mutual funds. 

For pension Funds in particular. the focus is 

on their impact on the development of local 
market:s, their diversification needs, and Lhe 

consu·aints imposed by investment and mark-

'A "dedicated" investor's performance is measured against an emerging market a,s_�cl bcnc::hmar!.., such a.� the 
EMBI or MSCl emerging market index. A "crossover" investor's perform;U1ce is not measured agairlSl any emerging 
market henchmark. 
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to-market regulations. Insurance companies 

are examined in terms of asset and liability 

management and duration-seeking behavior 

and of regulatory constraints, including guar
anteed returns and solvency/consumer protec

tion issues. Finally, for muntal funds. the 
source of growth of assets w1der management, 

tl1e principal types of funds offered in differ

ent regions, redemption policies, and market 

dynamics are examined. 
The final section draws conclusions regard

ing the major trends in the institutional 

investor base for emerging markets and their 

implication for financial stability. This section 

also examines the key policy issues. particu
larly those relating to regulations that prevem 

diversification and/or magnifY price vohttjlity, 
issues of transparency in the mutual and 

hedge fund indusuies, and the establishment 

of a level playing field for clifferen t institu

tional inveswrs offering similar products. 

Policies that could facilitate the further devel

opment of the institUtional investor base are 

also discussed. In particular, steps tllat coun

tries can take to make their markets more 

attractive to mature market institutional 
investors and to facilitate the development of 
their local institUtional base are described. 

Mature Market Institutional Investors 

Institutional investors provide smaller indi

vidual investors with a means of pooling risk, 

thus providing diversification and enhanced 

risk-return opportunities for end investors. 
Their superior capacity to absorb and process 

infom1ation and their abili ty to conduct a 

large volume of tnmsactions lower tl1e cost of 
intermediation and benefit investors and 
issuers alike. In addition LO providing better 

risk management and lower transaction costs, 

tl1e long-term liabilities of pension funds and 

insurance companies allow them to invest in 
and contribute to the development and stabil

ity of longer-term securities markets. Final I)'• 

institutional investors also conuibute to better 

transparency and governance, to the improve-

ment of market microstructure. and to the 

adoption of innovative financial products. 
However, some ;,malysts argue that some 

instin1tional investors-pension funds in 

particular-tend w follow a herding beha\�or 

and magnify volatility in asset markets. Others 
also note that hedge runds' strategies may 

destabilize financial markets and increase 

volatility and sovereign issuance costs. 

International portfolio theory <;uggests that 

institutional investors can achieve better risk
return profiles by diversifying abroad, mainly 

because of additional diversification of non

systematic national risks. A number of studies 

(e.g., Grauer and Hakansson, 1987; and 

Solnik, 1998) suggest that gains from interna
tional equity-portfolio diversification are large, 

but the "home bias" in most mature market 

investors' portfolios remains a puzzle. While 
the case for invesung in emerging market 

securities during the 1990s was diminished by 

tl1c string of crises in the second half of the 

decade. tl1e recent stellar perfotmance of the 

asset class seems to have solidified its role in 

international portfolios (Box 4.1 ) .  
Moreover, tl1e dismal performance of 

mature market stocks in the aftermath of the 

bursting of tl1e technology, media, and 
telecommunications (TMT) bubble and the 

low interest rate environment have increased 

instiwtional investors' interest in so-called 

alternative investments. Alternative iJwest
ments are private equity, real estate, hedge 

funds, and special debt-offerings (such as 

credit derivatives and distressed debt), and 
they provid(· investors with new sources of 

excess returns as well as diversification from 
u·aditional bond and equity investments 

(Greenwich Associates, 2002: and Graham, 
2003). Although most of the growth in alter
native investments has been in private equity, 

institmional demand lor hedge rune! products 

has also increased more recemly. And this 

has-indireclly and to some extent

increased interest in emerging m<u·ket assets. 
The most remarkable change in the institu

tional investor base for emerging market 
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Box 4.1. The Benefits of Portfolio Diversification: Do They Really Exist? 

The basic tenet of portfolio theory is that diver

sification reduces risk. This suggeslS that an opti

mally diversified portfolio shouJd be one that is 

invested across as many asset classes and markelS 

as possible. However, ex post empiric.'ll evidence 

suggeslS that thi� is not necessarily the case, \\�th 

distinctly concentrated portfolios outperforming 

diversified ones over certain holding period on a 

risk-adjusted basis. Moreover. a dichotomy exists: 

while �concentrated" portfolios have historically 

been more desirable in terms of optimi�ing the 

ri�k-retum trade-off, traditional instintrional 

investors are-in practice-bound by investment 

parameters that may not necessarily allow such 

narrow alJocations, e\·cn if tJ1ey could reasonabl)' 
estimate optimal portfolios ex ante. It is therefore 

unlikely that acwal allocations would reflect opti

mal historical perfonnance. 

The effectiveness of anr dh·ersification Sll<lt

egy depends on the correlation or covariance 

between ret11rns on the individual assets within a 

portfolio. Portfolio mru1agers can achie\·e ,;sk 

reduction by adding new sectu;tics to their port

folios, provided that the retum on each new 

security added is not perfect£\' positive(v correlated 

with the returns on the existing portfolio. The 

increasing glob<�lization of financial markets has 

clearly extended the universe of investment

and thus diversification-opportunities for inter

national investors. 

Using a mean-variance framework co con

struct optimal portfolio:. from histo•;cal reLUrns 

data-including emerging and maLUre market 

equities and fixed-income securities--over tJ1e 

1991 to 2002 period. I the following investment 

•The framework consists of the following cate
gories: Matu1'11 mflrkf'L�. which includes equity indices 
MSCI European Union, MSCI Japan, the S&P500 
and NASDAQ and the bond indices Salomon Smith 
Barne) ltwe:.tment Grade (U.S. high-grade corpo
rates) ru1d Merrill Lynch High Yield (U.S. high-yield 
corporates); emerging markets, which includes equity 
indices MSCI Total Emerging Market Free. MSCI 
Emerging Asia, MSCI Latin America, MSCI Europe 
and Middle East and the EMBI bond index: and 
gLQbal marhFts, which includes all of the abcl\'e equity 
and bond indices. 

The Efficient Frontier 
(January 1991 -July 2002) 

Risk·free rate 

Return (In percent) 

- 1.3 

- 1 .2 

Emerging - 1.1 

markets 
- 1 .0 

- 0.7 

- 0.6 

- 0.5 

I_ _ _J_ __ _J_ __ L._ _ _J_ __ ..J_ _ __J 0.4 
0 2 3 4 

Standard deviation 
(In percent) 

5 6 

strategies are separately examined: ( I )  mature 

market..� only (equities and fixed income); (2) 

emerging markets only (equities and fixed 

income); ru1d (3) all markcts (maLUre and 

emerging) and ru;�et classes (equitie� and fixed 

income). 

The Figure depicts d1c efficient (romier lor 

each of the three investment strategies over the 

January 1991 to july 2002 period.� Consistent 

with portlolio dh·crsification tbeOI')', the global 

market portfolio was the most efficient, offering 

a higher retum for any given le\•cl of risk, com

pared with the mature or emerging market 

portfolios. Not surprisingly. the results also 

show that emerging mru·ket assets offered di\·e•·

sification benelits to mature market investors 

over the 1991 1.0 2002 sample period, with 

returns dominating those of mature market 

investments, witJ1in the 4.6 to 4.7 �tru1dard dt·vi

ation rauge. 
Interestingl). however. investing in the equities 

asset class offered few diver:.ilication benefits. rela

tive to fixed income asset\, O\'er thb period. The 

�The E.MBl �>cries, which iJ. ;n�..Ulable from 1991, 
stopped atJul> 2002. 
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Box 4.1 (concluded) 

Portfolio Diversification: Optimal Asset 

Allocation (Ex Post) 

Sample Period 

Jan 1991 to Dec 2002 

Jan 1991 to Jun 1997 

Jul 1997 to Jul 2002 

Optimal Allocation 

EMBI, 1 9  percent; U.S. high-grade, 
81 percent 

EMBI, 43 percent; latin equity. 
6 percent; NASDAQ. 51 percent 

EMBI, 22 percent; U.S. high-grade. 
60 percent: U.S. high-yield, 
1 8  percent 

optimal portfolio comprised bond� allocated to 
the EMBI. and U.S. high-grade corporate classes. 

with the U.S. bonds notable in their importance 
within the portfolio (see Table).!! In this instance, 
equities-only in,estors would have been, on aver
age. always worse off than tl1eir fixed income 

coumerpans. 
The sample is sub�equenlJy divided into two 

separate holding periods: the first holding period 
from .Januaf) 1991 to June 1997. the second from 

�IMF (2000) shows that emerging market equi
tit•s were atu<tcti\e a�eL� in 1988-94 for mature 
market investors h\ offering higher t'Ciurns \dlh Iii
tic added rhk, while emerging mark<·t bonds on·r
all addt•d more rh.k LO the portfolio with uncertain 
rNurn benC'filS. 

instruments in the late 1990s has been the 

increase of crossover inveswrs relative lO both 

dedicated inveswrs and hedge funds. Analysts 

have noted that the increase in crossover 

investors has increased volatility while a reduc

tion in hedge fund activit)' has been associated 

with a drop in volat.ilit). HoweYer, hedge funds 

han· been growing again, and market partici

pants expressed diJTerent views on the volatile 

behavior of crossover investors. In particular, 

while crossover investors mar display more 

opponunist.ic behavior vis-a-,'is Lhe emerging 

July 1997 to J ul)' 2002.-1 The results suggest that 

diversification across both fixed-income and 

equity assets. a� well a� across matw·e and emerg

ing markets, wa� optimal for the investor over the 
199l to mid-1997 pC1;od. Since July 1997, how
ever, fixed-income investments, across both 

mature and emerging markets. provided higher 
l'isk-adjusted retums than equities. 

l n  conclusion, it appears that while dh·ersillca
tion across asset classes and markets general!)' 
benefits investors, the optimal asset mix changes 
over time. In many instances, the concemration 
of the optimal allocation-which could require 
a significant allocation into one particular 

instrument or asset class-could be too extreme 

for tlw u-aditional institutional invest.or. This 
could parlJv explain 1be growing populality of 
more unimble'' investOr classes, such as hedge 

funds and crossover investors, \vhich ha\'e 

greater fiexibilit} in thei•· imestmcnl mandates 

and are increasingly targeting absolute returns, 
rather than adhering to specific benchmarks. 

>�The onset of the A�ian rmancial crisi� pro, ides a 
natural �tructural bre<LI<., as this prO\'Cd to be the 
beginning of a series of emerging market crises. 
The <I\'Cragc annual risk-free ratel> used for these 
two holding p<'riods are 6.8 percent ;md 5...1 per
cent, rcspectivelv. 

market asset class. they tend to buy and hold 

assets. Lndeed, although there are different 

kinds of crossover investors. an increasing 

share of' this investor base is tLilimatcly pen

sion funds and insurance companies, which 

arc likely 1.0 be long-term, stable investors. 

The 1990s have wiwessed a sharp expan

sion of assets tmder management for nonbank 

institutional investors in mature markets 

(Table 4. 1 ) .2 For the group comprising insur

ance companies, pension funds, and mutual 

funds. asseLS under management expanded by 

2An unknown amount of double coun1ing ocrur; when the asset.' under managemc:m of these institutions arc 
added. Thi.s rdk·cL� the: fact. for example. that pension f'uuds place funds with mutual funds. An offset to this dou
ble counting is thai the asse1s under management of hedge funds ar<' nm included. 
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Table 4.1. Mature Markets: Assets Under Management by Institutional Investors, 

1993 1994 1995 1996 1997 1998 1999 2000 2001 

(In billions of U.S. dollars) 

Institutional investors 18,248 20,153 23,141 25,432 27,686 32,435 36,596 36,233 34,723 
Insurance companies 6.991 7,822 8,980 9,369 9,702 1 1 ,010 1 1,960 11,519 11,146 
Pension funds 5,332 5,868 6,660 7,545 8,281 9,527 10,337 10,279 9,515 
Investment companies 2 4,050 4,478 5.309 6,200 7,293 9,201 11,168 1 1 ,293 1 1 ,091 
Other institutional investors 1 .876 1 ,986 2.192 2,318 2,409 2.697 3.132 3,143 2.971 

Memo item: 
Hedge funds 3 39 45 61 100 1 1 2  150 172 217 

Mature market bank assets 4,491 4,798 5,453 5,613 6,074 5,301 5,699 5,917 6,192 
(In percent of institutional investors' assets) 

Mature market bank assets 24.6 23.8 23.6 22.1 21.9 16.3 15.6 16.3 17.8 

Emerging markets 15.5 15.5 14.3 15.8 13.8 11 .4 14.5 13.9 14.4 

Stock market capitalization 11.3 10.8 9.6 10.7 9.1 6.6 10.1 9.1 9.0 
Africa 1.0 1.1 1.2 1.0 0.9 0.6 0.8 0.6 0.5 
Asia 7.8 7.3 6.5 7.2 5.0 4.2 6.6 5.9 5.8 
Europe 0.2 0.2 0.2 0.4 0.8 0.3 0.7 0.4 0.5 
Middle East 0.0 0.0 0.0 0.2 0.3 0.3 0.5 0.5 0.5 
Western Hemisphere 2.3 2.2 1.7 1.9 2.1 1.2 1.5 1.7 1.7 

Bonds oustanding 4.2 4.6 4.8 5.1  4.7 4.7 4.4 4.8 5.4 
Asia 2.4 2.5 2.7 2.8 2.2 2.6 2.7 3.0 3.4 
Western Hemisphere 0.9 1.3 1.3 1.5 1.6 1.6 1 .2 1.3 1.4 
Africa, Europe, and Middle East 0.8 0.8 0.8 0.8 0.8 0.6 0.5 0.5 0.6 

(In percent of mature markets GOP) 

Institutional investors 94.7 97.6 102.0 111.9 124.2 143.5 154.4 151.4 147.2 
Insurance companies 36.3 37.9 39.6 41.2 43.5 48.7 50.5 48.1 47.3 
Pension funds 27.7 28.4 29.4 33.2 37.1 42.2 43.6 43.0 40.3 
Investment companies 21.0 21.7 23.4 27.3 32.7 40.7 47.1 47.2 47.0 
Other institutional investors 9.7 9.6 9.7 10.2 10.8 1 1.9 13.2 13 1 12.6 

Mature market bank assets 23.3 23.2 24.0 24.7 27.2 23.5 24.0 24.7 26.2 

Sources: BIS; CISDM; IFS; OECO; S&P/IFC, EMDB; and World Federation of Exchanges. 
, OECD countries are: Australia, Austria. Belgium, Canada, Denmark, Finland. France, Germany, Greece, Iceland. Italy, Japan. Luxembourg, 

Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, United Kingdom, and the United States. 
2Jnvestment companies' include closed·end and managed investment companies, mutual funds, and unit Investment trusts (see OECD, 2003). 
3Assets under management of hedge funds are based on the information provided by CISDM (formerly MAR/Hedge). which covers mainly the 

U.S.·based hedge funds. Eureka/Hedge, which tracks European and Asian based hedge funds, does not provide historical assets under management. 

90 percem between 1993 and 2001 and 
reached $34 trillion. The expansion was most 
rapid in the United StaLes ( 1 13 percent) and 
in the countries in the European Union (U 1 
percem). As a result of this rapid growth, 
assets under management for these compa
nies rose from 95 percent of COP at the end 
of 1993 to 1 4 7 percent at the end of 200 1 .  
The assets of these nonbank institutional 
investors also expanded much more rapidly 
than bank assets. Indeed. bank assets fell from 
the equivalent of 25 percent of nonbank insti· 
tutional investors' assets under management 
in 1993 to 1 8  percent in 200 l .  

The assets under management of the nnn· 
bank institutional in\'t'Stors are very large rela
tive to any measure of either the si;.e of 
emerging markeL'i or capital flows to these 
markets. To gauge comparative size, one can 
compare the assets nncler management of 
mature market institutional investors with the 
LOI.<ll market capitalization of emerging mar
ket bonds and equities. In addition. to exam
ine the eflects or a reallocation of institutional 
iuveswrs' assets under management toward 
emerging markets. on<· can consider what 
fraction of the asscu. under managemem 
would have to be shifted to emerging markets 
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to cqnal rhe level of capital nows that actually 
took place during a gi\·en period. At the end 
of 200 1 ,  for example, the total market value of 
all external and domesric bonds and equities 
issm:s hy emerging marker residents 
amounted to only 1 4  percent of the asseL� 
under management of the mature market 
nonbank institutional investOr<.. Moreover, 
total emerging market issuanr.t" or interna
tional bonds, equities, and -;ynclicated lending 
(S 135.6 billion) in 2001 was equintlcrH to 
rough I>' a half of I pcrccm of asscL'> under 
management of these institutional investors. It 
is evidem that even a modest acUustmcnL in 
the allocation of the assets under manage
ment of these instiwtional investors toward 
emerging ma1·kets can lead to substtmtial capi
tal f1ows. Naturall}'. if these Oows arc focu�ecl 
on a particular region. the magnitude of the 
Jlows can be relatively more siLablc. For exam
ple, Asia had the largest equity and bond mar
ket capitalization ($3. 1 8  trillion) and received 
the largest capital inllows ($67.5 billion) in 
200 1 ,  but these were equivalent w 9 percent 
and 0.2 percem, respectively, of the assets 
under management of the mature market 
no11bank institutional investors' assets under 
management. 

The potential large-scale capiml flow:. that 
could be generated br eveu a relatively small 
shift in the portfolio behavior of the mature 
market nonbank institutional investors raises 
se,·eral issues, including the extent of their 
holdings of claims on emerging markeu;. the 
stability nr their investments, and whetlwr 
there are any economic or regulatory factors 
that inhibit investments in emerging marketl.>. 
In this chapter, these issues art" addressed br 
examining the behavior of three types or 
mature market institutiomtl investors: pension 
funds, life insurance companies, and asset 
managers (as represemed by muwal funds 
and hedge funds). Subsequently. there is also 

consideration of the behavior of local non
bank imtiLutional investor� in emerging 
markcL'\. 

In what follows, key features or institmional 
im·estors' ass<.·t allocation decisions vis-�H·is 
emerging market securities are described. 
E.wn l hough the ri'\k-return configuration or 
emerging mark�:t securities may wan·ant 
allor.ations in an increasing!) globaliz�xl port
rolio. regulations and inve�wrs· mandates
sometimes related to risk management 
method!' and the nature or liabilities
constitute additional consu·ainL� that could 
reduce institutional investors' allocation to 
emerging markC't �ccurities.:{ 

Pension Funds and Insurance Companies 

Pension funds and life insurance companies 
are long-term investors whose investment 
procc<;s consists of strategic asset allocation 
decisions-which detennine bmad portfolio 
distributions acros!> asset classes, :>uch as bond� 
and equitie:.-a11 well a:, tactical asset alloca
t.ion that inmlves deviations from the basic 
asset categories to exploit short-term profit 
opportunities. 4 Finally. security selection 
rders to the choice of individual assets to be 
held within each asset class. The asset alloca
tion decisions arc driven bv the preferences of 
tJ1c pension fund u-ustces or insun:r·s invest
ment committees, which take into account the 
risk/return tracle-offs or different pon.J(>lios as 
well as the nature of their liabilities and 
regular ions. 

The importance or liability consideraLions is 
apparent in the different asset allocation deci
sion or defined bene l i t  versus defined conu-i
hution pension funds. In defined benefit 
plans, the plan sponsor guarantees an agreed 
level of retiremem beneliL" to the plan mem
ber�. The· plan sponsor. hence, bean, the risl-. 
that the: rewrns lrom the im·estment portfolio 

30thcr factor� th<lt may limit rorC'ign inn:mnenl by mature marl..cr.-.' in�titution:�l i1wcstor� are 101, lewl� ur linan
cial tnmsparency, corporate gmemancc. and intcgrit� iu emerging ma•·ket.s. 

1Thi� chapwr fon•�e� on the life hu!>int·s.., ancl do<::'> not em er propert\ and nhualt\ ithlnonce. 



©International Monetary Fund. Not for Redistribution

may not be enough to cover the pension fund 

liabilities, or funding gap risk. The plan spon

sor can minimize this risk by choosing linan

cial assets that match the plan's liabilities: 

domestic assets are better ror matching 

domestic liabilities than loreign o;ccurilics 

( Davis and Steil. 2001 ) .  ln contrast. the retire

ment benefits in defined contribution plans 

are tied up io the pension fund ponfolio per

rnnnance. Regardless of "'hctlter the asset 

allocation is decided by the pension plan 

sponsor. or by the pension plan member, as is 

the case in the 401 (k) pension plans in the 

United States, the invc.;stment risk is bome 

exclusively by the pension plan member. 

Therefore. the appropriate itwestment strat

eg)' in defined contribution pl<ms is to ma.xi

mize the expected return of the portlolio for 

a gh·en le\'el or risk, as suggested by modern 

portfolio theory (Davis and Steil, 200 l ) .  Some 

authors (Blake, 2003) argue that pension 

funds o!Tering defined conu·ibution plans 

would invest more in equities and in foreign 

securities (including emerging markeis) than 

pension funds offering defined benefit plans. 

The analysis above is supported panly by 

the historical cvolu Lion of asset allocation in 

some of the mature market pension funds. 

For instance, in the United States defined 

benctit plans covered 87 percent of pension 

plau panicipauts in 1975 but only 20 percent 

in 1999.:; At the same time, !(>reign investment 

in 2002 increased Lo more than 12 percent 

from less than 3 percent in 1986.1; In the 

United Kingdom, in contntst, dc1inecl benelit 

plans covered up to 8!> percent of all plan 

participants in 1999 (Association of Bt·itish 

Insurers, 2000). After the release of the 

Myners report in 2001. stricter regulations 

were introduced to encourage a closer match

ing or assets and liabilities. Surveys by the 

MATURE MARKET INSTITUTIONAL INVESTORS 

William ;\tercer Com pan) show that pension 

funds met the requirements h, increasing the 

domestic bond allocation to 12.3 percent in 

200� rrom 9.5 percent in 2000 while reducing 

their domestic equity allocation to 3H percent 

from -l-7 percent. The foreign equity alloca

tion, however. remained stead' at 25 percent. 

Despite these arguments favoring divcr;;ifi

cation, current invesunent levels in emerging 

lll<u·kcts bv pension funds are relativelY small. 

ln the United State�. a �un·ey by Greenwich 

Associate!> (2003) indicates that large public 

pension funds do not invest in emerging mar

ket honds. Furthermore, these ruucls' alloca

tion to emerging market equities is estimated 

to be around 1 percent of assct.s.7 1n japan. 

foreign investment by the governmcm pen

sion fund has been limited oulr to mature 

markets. In the United Kingdom, Kimmis and 

others (2002) t·cpon that emerging market 

o;;ecurities represented around 2 to 3 percem 

or pension asscts. 

Investment regulation does not appear to 
be a m'!_jor impediment to im·esling in emerg

ing market securities. A recent sun·ey by the 

OECD 'ihows that onl\' Germany and haly 

imposed tight itwesUllent limits on foreign 

securities (Yermo. 2003a).  l n  Germany. pen
-;ion runcls only can invest up to I 0 percent of 

asset!> in f()reign equitv and I 0 percent in 

bonds from non-European Union cnnntrics. 

In ltalr. the ceiling on loreign equity and 

bonds ofnon-OECD countries i� 5 percent of 

assets. Pension funds, howc,·er, can invest up 

to 50 percent of ao;sct<; under managemcm i11 
OJ::CD emerging market countries such as 

Ylexico, Korea. and the EU accession coun

tries. In contraM, there are no imesunent lim

its in the U niLCd Kingdom and the United 

SLates (see the section on local pension 

funds). Counu·iel> that do not place invest-

'•I lint (2000); i n  terms ()ra,�ct� tlllfkr managcmcnl. l'<tch one holds about hall 1lw toml. 
11Uata �out-ce� include Blake. Lehmann. a.nd Timmermann ( 19!-19). and Crecnwid1 .md . \�"JCi<llc� (�WO:{}. 
7fht- �urvcy indicaiCS that I<Jreign equity holding or public pension fund� in the L'rtiH·cl S talt'� <JIIIC)Uilll'd 10 I 2 

percelll of assets uncler m;magement b' the end ot 2002. The I percent W<'igh 1 is obtainC'd hr as,uming that the rei· 
alive weight or emerging market;. in 1he ponfolio i� �-qual w the R p{·rce•H wcigh1 of en1l:rging nMrkct;. in :O.lorg;m 
Stan lev's All Country World I ndex (AC\\'1)-excluding Llw United Stat<''>. 
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ment limits on foreign securities rei)' on the 
'·prudent man t·ule'' or prudent investor rule. 
The rule requires pension fund managers to 
make sensible investment decisions based on 
what is perceived as best practice among other 
large and prudent institutional investors. 

A primar1' obstacle to increased asset alloca
tion to emerging markets is the risk aversion of 
pension fund 1 rustees. The repeated occur
rence of financial ccises in emerging markets 
has reduced the diversification bcnefiL'i from 
emerging market investments and heightened 
the perception that emerging markets are 
excessive!)' volatile. As a n::sult, pension fund 
trustees have become wary of investing in 
emerging tmu·kets for fear of facing substantjaJ 
short-term losses. In the United Kingdom, risk 
aversion :ounong trustees seems to ha\'e been 
encouraged b)' regulations designed to 
strengthen U.K. pension funds, such as 
Minimum Funding Requirements and a new 
accounting standard, F'RS J 7, that encourage a 
closer matching of assets and liabilities 
(Kimmis and others, 2002; and Blake, 2003) .  
I n  the United States. fear of litigation over seri
ous short-term underperformance increases 
the risk perception of pension fund managers. 

Pension fund trustees in the United 
Ki ngdom tend to rely heavil)' on the advice of 
external consultants for selecting the fund's 
asset allocation and on external asset man
agers !or security selection. Their asset alloca
tion methods and fund management styles do 
not favor investmcm i n  emerging market 
securities. The reliance on third parties is 
explained partly b)' the fact that a substantial 
fraction of the funds' trustees Jack investment 
expertise.H Some asset and liability manage
ment models used for asset allocation require 
the availability of long time series and tend to 
ciiscourage asset classes that are relatively 
young and unclerrcsearched-such as cmerg-

ing market securities. The two main styles of 
fund management are balanced mandates and 
specialists mandates. Balanced mandates 
measure manager periormance relative to a 
peer group while specialists mandates use a 
customized benchmark. making it difficult for 
managers to invest in any asset class that oth
ers an: not investing in or that is not included 
iu sm�or indices. 

The increasing allocation to emerging mar
ket securities, including from pension funds 
in continental Europe, are reportedly out
sourced to specialized asset managers-many 
of them in the United Kingdom. According to 
analysL'>, this delegation of asset allocation and 
security selection has conflicting implications: 
it improves the quality of the decision-making 
process and ensures adequate discrimination 
across emerging markets. but the quarterly 
apprrusaJs of managers encourage a short
term focus on performance objectives, dcfeat
i11g to some extent the long-term hori.mn of 
pension funds. 

Emerging market investment is also affected 
by non-economic facwrs. Foremost among 
them is the requirement that pension funds 
invest only in a number of "permissible coun
tries" that satisi)' "socially responsible" in\'est
melll conditions. A recent stud}' by Vl'ilshire 
Associates commissioned by Calpers, the 
largest public pension fund in the United 
States, used both traditional market indicators 
and coumry factors to select permissible 
equity markets (Wilshire Associates, 2002). 

Market indicators include market liquidity 
and \'Oiatility, market regulation, the adequacy 
of the legal ::.}'Stem, investor protection rules. 
capital market openness, settlement profi
ciency. and transaction costs. Country factors 
include political stability, transparency, and 
"productive" labor practices.9 In 1999, 
Calpers's exclusion of some Asian countries 

11See Mvners (2001). In contrast. in the Netherlands, the pen�ion fund board mm decide the etsset allocation 
itself, as board members are investment p•·ofessionals (Davis, 2002). 

llSocialh· responsible guidelines could pOLenJially lead 10 1he exclusion of companies thai follow good labor stan
dard> hut are hcaclquanered in counLrics '''ith overall weak labor Mandards and/ot poliLical �r�wm�. 
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from the list of "permissible" countries caused 

a brief sell-off in these countries' swck mar

kets as investors tried to from-run a possible 

sell-otT by pension funds. In February 2003. 
stock markets in Malaysia and Thailand bene

fited from the inclusion of these co1.mtries in 

the permissible country list. More recently. 

Argentina, Peru, and Turkey failed to meet 

Calpcrs's criteria and were excluded from the 

list. w Although another pension fund is 

reportedly considering the use of similar crite
ria to select countries to invest in, analysts do 

not expected the practice lO spread lO others. 

Socially responsible investment guidelines are 

also used in countries other than the United 

S tales. For example, in the United Kingdom, 

19 percent of private sector funds and 31  per

cent of public seCLor funds reported taking 

into account ethical considerations in their 

investment decisions (Targeu, 2000). 

Large public pension funds approach alter

native investment opponunilies with caulion, 

and, while pension funds are increasingly 

interested in alternative investment opportuni

ties. actual allocations are still relatively small. 
A large public pension fund, Jor instance, has 

approved an allocation of up to Sl billion for 

hedge funds, but has managed to implement 

only half or that amount. The investment offi
cers have noted that investing in hedge funds 

is rime-consuming because of the opacity of 

hedge funds' investmem strategies. and that 

the size of most hedge funds is too small for 

the pension fund indusu-y asset allocations. 

The asset allocation decisions of insurance 

companies arc heavily influenced by the pro

ftle of their liabilities. As noted in Chapter l i i ,  

the relative shares of equity and fixed-income 

allocations vary considerably among dilferent 

mature market insurance sectors. However, 

the need to limit the mismatch that would 

arise from a large share of contracts that gcn-
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eratc fixed-income-type obligalions leads 

many insurers to make a significant portfolio 

allocation to bonds. Similar!)', the importance 

of matching assets and liabilities would sug

gest that 1 he insurer<; also tend to have lower 

shares of foreign assets than other institu

tional investors. 

The �lrategic asset allocalion of malllre 

market insurance companic!> \'is-a-\'is emerg

ing market securities also depends on their 

size and geographical presence. Global ino:;ur

auce companies tend to follow their insurance 

business-that is, issuance of locnl policies

and match locall) the liabilities or their sutr 

sidiaries in emerging markets. That is, they 

invest in local securities and try w extend 

duration as much as possible in the local mar

ket, pro,iding support to the development 

and stability of emerging market -;ecurities 
markcL'i. An example of this support was pro

vided during the recent turbulence in 

Hungary's local bond market. The subsidiaries 

of lwo large global insurers arc the largest 
holders of Hungary's 1 0-year local bonds, and 

their need for duration and a buy-and-hold 

atlitudc conu-ibuted w support the market 

during the November �003 sell-off by lever

aged players (see Chapter 1 1 ,  Box 2.2) . 1 1  
Medium- and small-si;.ed mature markct lilc 

insurers that do not disu·ibllle their in!>lll<tncc 
policies in emerging markets tenci 10 perceive 

the assel class as an opportunity to diversify 

and enhance yields. Some of them reportedly 

have a higher share or their portfolio allo

cated to emerging market securitief> (5 to l 0 

percent of total assets, comp<u·ed with around 

1 to 3 perc em for the large ones), and 

although they are of the buy-and-hold t\'pe. 
they arc not Lied to any particular emerging 

market by the nature or their liabilities aud 

hence may constitute a less stable segment or 

the investor base. They reportedly do most of 

10Howc1·cr. market participants reponed that 1hc exclw,ion diet not \CCm to han· negative cll"cct� in the respcctin· 
stock markc!S. 

'' However, some market participanL� noted that the in�urcn,' abilitv to lend the �ccuritie> could ha1e con1ribuwd 
10 the sell-off. 
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their investment decisions in-house, but in 
some cases the)' do not have the resources to 
do the research needed to invest in emerging 
markets. 

The major constraint to investing in emerg
ing markets is the insurance companies· own 
ratings, which have been under pressure over 
the past few ycars.1!! In conu·ast, losses from 
emerging market investments have been 

small, even though insurers did not emerge 
totally unscathed from Argentina. Typically. 
cquit)' and credit losses have been mitigated 
by selling other bonds whose prices have risen 

in a declining interest rate environment. Also. 
many European life insurance products offer 
policyholders a guaranteed minimum return 
and some participation in invesunem results 
above the guaranteed rate. Guaranteed 
returns on life policies, combined with the 
collapse in equity prices and the low imeres1 
rate environment, have also had a negative 
impact on the insurers' balance sheets 
(Wilson. 2003) .  As a result of these losses and 
balance sheet weaknesses, life insurance com
panics arc operating in a risk-averse mode and 
arc ke�ping their allocations to emerging mar
kets stable. 

A� a result of the combined pressures from 
the need to enhance yields and the preserva
tion of their owu ratings, some insurance 
companies have invested indirectly in emerg
ing market securities through the purchase 
of structured products. These include 
principal-protected notes with large coupons
associated sometimes with emerging market 
securities-securitization of emerging market 
future flow receivables or COOs (collateral
ized debt obligat ions), with investment-grade 
ratings. They are considered promising 

avenues for investing in emerging markets. 
but actual investments arc still relatively small. 
Moreover, market participants note that bad 
experiences with some CDOs in 1998-99 have 
made the insu·umenL'i a difficult "sell" with 
management. Nevertheless, some asset man
agers consider that emeq,>ing market COOs
hacked by both sovereign and c<H·poratc 
bonds-<:an potentially widt:n the emeq,>ing 
market investor base. They noted that ade
quately structured COOs, with long lock-in 
periods that ameliorate redemption risks, 
have delivered annualized returns above 20 
percent over the last two years. The ouL�tand
ing recen t  performance of some emerging 
market COOs, compared to the poor perform
auce of high-yield COOs, has attracted the 
auention of European insurers and pension 
funds. 

Mutual and Hedge Funds 

Between 1993 and 200 1 ,  the assets under 

management of mamre market invcsunent 
companies increased more rapidly ( 174 per
cent) than that or any other instilmional 
investor (Table 4. 1 ) .  As a result. the propor
tion or total assets under managemem or all 
institutional investors held by mutual funds 
rose from 22 percent in 1993 to 32 percem in 
2001. 13  Mutual funds are investment compa

nies that combine the assets of investors
individual and institutional-and collectively 
invest those assets in equities, bonds, and 
mone)' market instruments.11 Globally, muwaJ 
funds take on a variety of structures. Mutual 
funds are "open-end" invesunent companies if 
Lhe)' are required to redeem outstanding 
shares at any time, upon demand, and at a 

11Scc ChapLCr Ill .  Market pankipanL.� noted that pre�sure� on r-• .uings came from cleveloprnenL� both in the asset 
and the liability side or the balance sheet in 2002. hut that in 2003 pressures derived mostly from tJH:: liability side. 

13Mutual fund assets under management are estimated to have grown hy a further 5 percent by .June 2003: as a 
result or tJ1is growth. mature market mmual 1und assets grew to 43 percent or GOP at tl1e end orJune 2003. At the 
end of.June 2003, about 40 percent of these funds were focused on equities. 23 percen t on bonds, ancl 37 percent 
on money market and other invcstmenLs. 

1•1llwestors invest in a mutual fund br purchasing shares issued bv the fund. which then uses the cash raised to 
invest in equities. bonds. and 01 her securities. 
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price dcLcrmined by Lhe current ,·alue of Lbe 

funds' nel asseL'>, known as ll1e nel asset value 
(NAV). In conLrasl, a "closed-end" mutual 
fund issues a ftxed number of shares that 
u·ade on Lbc stock exchange or the over-ll1e
counter market. Unil u·usts buy and hold a 
lixed portfolio of equiLies, bonds, or oLhcr 
securities; units in Lhe Ln.tsl are sold LO 
investors who receive their propo•-tionatc 
share of dividends and imeresL paid by the 

respective investments. A unit trust has a 
stated date for lerminaLion, upon which 

invesLors receive their proportionale share of 
net assets. 1fi 

Malure market mutual funds have grown 
for a variety of reasons. In some countries. 
the growing importance of defined comri
bulion pension systems has increased the 
placement of funrls with mwual funds by 
boili individual and institutions. Indeed, 
Davis and Steil (200 1 ,  p. 1 7) estimate that 
about 30 percem of muwal fund asseL'> 
under management reflect placement of 
funds by oilier financial institutions. notably 
pension funds. Moreover. financial market 
deregulation and capital account liberalita
tion have allowed foreign mutual funds lO 
enter previously closed markeL<;. Tax consider
at.ions have also played a role, especially in 
countries where retail investors have been 
allowed to create tax deferred retirement 
accounLS. 

The growili of mutual funds has been 
''iewed by most <malysts as a positive develop
ment because the industry has provided 
investors wiili diversified investment opportu
nities and professional asset management serv
ices. However, from Lhe perspective of 
financial market stability, concerns have arisen 
at times about the ability of mutual funds to 
meet large scale redemptions (sec Davis <lnd 
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Steil, 2001, pp. 27R-82). \1\'hj lc rc tail investors 
are likely to hold more diverse views than the 
asset managers of a relatively small set of large 
institmional investors, market analyst.s argue 
that retail investors can be subject to fads 
(such as the TMT episode during the I 990s) 
and that this may lead muwal funds to focus 

on a single approach to investing. Since 
households can often switch funds at a low 
cost, a concern has been lllal a wiilidrawal 
from a tavorcd invcstmclll style could gener
ate large-scaJe redemptions, and u-igger an 
asset sell-off. 

Mutual funds can address large-scale 
redemptions through on-balance-sheet 
liquidit)' and/or forced sales of securities. 
The amoum of liquidiLy held by a mutual 
fund is a portfolio decision, but holding large 
amoums of liquid assets will generally reduce 
a fund's perlormance.IH As a result, large
scale redemptions have Lypically been met by 
forced sales of assers. which at times have put 
strong downward pressure on already declin
ing asset prices. One means of mit igating lie 
effects or large-scale redemption on mutual 
funds has been LO establish a family of dif
ferem funds so that investors can shift to 
another fund wiLhin the family (for example. 
from equities to a money markeL fund). 
However, some analrsts argue that concerus 
about. mass redemptions are inconsistent \\'ith 
the fact iliat. in mawre markeLS, mass 
redemptions of mutual fund shares have been 
relatively rare.17 For example, on October 19, 

1987, when U.S. cq uity prices fell sharply, 
only 3.2 percem of equity transactions were 
associated with sales of equity fund shares 
(Davis and Steil, 200 1 ,  p. 280). In part, this 
reflecLS the fact that a significant proportion 

of equity mutual fund shares were held for 
retirement purposes. Nonetheless, Lhe recent 

1:JAn exchange-traded fund {ETF) is an inwsuncnt com pan} whose �hares are traded on stock exchange; at mar
ket-deLCnnincd prices. 

lbfunds can also arrange backup lines of credit from banks or from within a familv of funds. Only commim:d 
bank lines of credit are likely tO be secure sources of funrls, especially i f  the fund is facing heavy redemptions and 
will involve an up-front fee. ln the United States, intedund family lending i �  st.-in I} resuictcd. 

17'fhc experience with mass redemption in emerging market$ i!> discussed on pages I 40-43. 
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Table 4.2. U.S. International Mutual Funds: Total Net Assets 
(In billions of U.S. dollars) 

Investment ObJective 1996 1997 

Equity funds 
Emerging markets equities 1 4.0 16.0 
Global equities 105.2 137.5 
International equities 134.1 164.9 
Regional equities 31.8 27.9 
Subtotal 285.2 346.4 

Total U.S. equity funds 1,726.1 2,368.0 

Bond funds 
Global general bonds 17.5 16.1 
Global short-term bonds 5.4 6 1  
Global other bonds 2.8 3.8 
Subtotal 25.7 26.0 

Total U.S. bond funds 645.4 724.2 

Source: Investment Company Institute. 

mmual fund scandal in Lhe United States saw 
relal.ively large redemptions from funds 
accused of improper trading activities. 

Between September and December 2003, 
one finn lost about 1 2  percem of its assets 
under management, most.ly from institutional 
clients. 

From Lhe perspecti,·e of emerging markets, 
the categories of crossover equity investors 
include global equity funds (which invest prima
rily in equity securities traded worldwide. 
including U.S. companies) and international 

equity funds (which invest primarily in equity 
securities of companies located outside the 
United States). Dedicated equity funds 
include mZ£rging markPt funds (which invest pt·i
marily in companies based in developing mar
kets around the world). Meanwhile, regional 

equity funds (which invest in companies based 
in a specific pan of the world, and may com
prise both mature and emerging markets) 
could represent eiLher dedicated or crossover 
accounts, albeit more benchmark indices are 
available for the former.11� Within the fixed
income universe, crossover investors include 
gl�bal bond fu.nds (which invest in debt securi
ties worldwide, and mar invest up to 25 per-

1998 1999 2000 2001 2002 

12.7 22.1 15.4 13.7 13.7 
159.8 236.4 228.0 183.0 140.9 
187.2 276.2 262.1 206.3 183.7 

32.0 50.5 37.2 25.8 20.2 

391.6 585.3 542.7 428.8 358.5 

2,978.2 4,041.9 3,961.9 3,418.2 2,667.1 

15.9 14.9 12.7 12.4 13.2 
5.7 4.0 3.3 2.7 3.2 
3.3 4.0 4.0 4.0 4.7 

24.9 22.9 19.9 19.1 21.1 

830.6 812.5 811.2 925.1 1,125.1 

cent of assets in companies located in t.l1e 
United States) and intrmational bondjun<Lf 

(which must invest at lea->t two-thirds of the 
portfolio outside the United States). Emaging 

markl'l bond funds invest primarily in the debt 
of less-developed regions. 

Equit}' allocations overseas by U.S. funds
amounl.ing to $359 billion out of$2.7 trillion 
total equity funds in 2002-have conl.inucd to 
surpass debt allocations by far (see Table 4.2). 
or this amount, dedicated emerging market 
accounts represented $13.7 billion in 2002-
or around 4 percem of total U.S. equity 
mutual funds-and appear rclal.ively insignifi
cant compared with the size of local equity 
fi.mds in emerging markets. This allocation 
appears in line wilh the MSCI All Country 
World Index (ACWT), which has assigned a 
weighting of around 4 percent to emerging 
market equities. Moreover, total allocations by 
U.S. mutual funds, bot.l1 dedicated and 
crossover, w other countries' debt-including 
both mawre and emerging markets-in 2002 
remained very small (less than $21 billion) as 
a proportion of total net assets of all U.S. 
bond funds (of $ 1 .2 trillion). I ndecd, the size 
of the U.S. allocation was dwarfed by the total 

l�For instance, the widely used .Morgan Stanley Capital lntemational (�!SCI) group of regional equity indice• 
largel)' comprise separate benchmark!; for either mature or emerging market�. 
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size of local bond n1ltlual funds in emerging 

markets. 

The imprO\'ing credit quality in emerging 

markets, as evidenced by the number of credit 
upgrades in 2003, has infused confidence in 

traditional high-grade crossover investors. For 

instance, recent institutional mandates to 
invest in emerging debt arc widely considered 

a stable source of funds, as they <u·e generally 

seen <ts longer-term, su·atcgic allocation deci

sions. As more emerging market sovereigns 

receive an investmclll grade rating over Lime, 

and an increased proportion of global invest

ment portfolios arc committed tO these coun

u·ies and arc included in core benchmarks, 

capital flows to these countries arc expected 
to become less volatile. Already, more than 40 
percent of the Emerging Mru·ket Bond Index 

Global (EMBIG) is represented by investment 

gr-ade issuers (see Figure 4. 1 ) .  

Among retail investors in the United States, 

crossover funds in both equity and debt asset 

classes have benefited from new net flows in 

2003. On balance, equily funds have been 

more atu·activc to investors than bond funds, 

with imemational equity funds in receipt of 
net cash inflows of almost $ 1 4  billion lor the 
year, while dedicated emerging market 

equity accounts posted net inflows of almost 

$5 billion. 
Generally, institutional in11ows are viewed as 

a more stable source of assets under manage

ment, compared to the reta.il flows that have 

been fuelling the growth of emerging market 

bond funds over the past year (see Box 4.2 for 

a summary of some empirical evidence on the 
behavior of mutual funds during crisis peti

ods). The less sophisticated retail investors are 

seen to be more likely to pull out their invest

ments quickly during a market event. For 
instance, analysts argue that most European 

institutional investors are said to prefer to fol

low buy-and-hold strategies unless their views 

on a coumry tw·n excessi\'ely negative. 

Add it ion ally, the large size of some portfolios, 

high transaction costs, and lack of liquidity in 

emerging markets prevent excessive u·ading 

MATURE MARKET INSTITUTIONAL INVESTORS 

Figure 4.1. Composition of Emerging Market Debt1 
(Percent of countries) 
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Box 4.2. The Behavior of Mutual Funds During Periods of Emerging Market Volatility 

The increased presence or foreign investors
more specifically, mutual funds ft·om mature 

markets that hold almost 95 percent of total 

industry net assets (or $11.7 trillion out of 

$12.4 trillion)-has raised concems about theil· 

potential to destabilize emerging linancial mar

kets. The biggest concern is that these institu

tional investors would "herd'' and pull out of 

emerging markets en masse during periods of 

financial su·ess and cause funher disruption to 

already weakened markers. 

Conu·ary to perceptions that international 

invesLOrs are responsible for instability and 

crises in emerging markets.' studies of the 

investment partem ofU.S. mutual funds in 

emerging markets (Rea. 1996; Rea and �1arcis, 

1996; and Post and Millar, 1998) suggest that 

neither shareholders nor pon.folio manage1·s 

beha\'ed in <l manner that exacerbated market 

volalility during emerging market crises in the 

1990s.2 The evidence indicates that shareholders 

in U.S. emerging mat·ket eqnity funds did not 

redeem shares in large volumes during periods 

of market weakness in the 1990s-<my with

drawal tended to be made in modest amounts 

and ove1· a period of time.3 Similarly, portfolio 

managet·s at these mutual funds did not reallo

cate investments between countries in a way that 

would have intensified price �wings. Indeed. 

1See Aitken (1998). 
2U.S. muLUal funds held some 55 percent of 

worldwide indusu-v net assets in 2003. 
3Rea and Marcis ( 1996) argue !.hat thib suggests 

that U.S. equity funrl investors are generally experi
enced itweHors with a basic under�tanding of 
im·esrment risk and have long-teml investment 
objectives and horizons. A 1996 sut·vcy by the 
lmestment Company lnstitme show� that share
holders of international and global mutual funds, 
which imest in markclS outside the United States, 
tend to be more willing to take above-average risk 
than those not owning such fund:;. 

and practically force fund managers ro adopt 

a buy-and-hold approach, which sometimes 

makes tactical assel allocations in emerging 

markeL" rather difficult. 

portfolio managers were frequently observed to 

have purchased shares when plices were falling 

and to have sold in tising markets. Overall, any 

liquidation of securities in falling markets was 

found to be small relative to the size of the posi

tions taken in those markets. MoreO\'er, U.S. 

mutual fund allocations to emerging market 

equities represent only a very smaU proportion 

of emerging market capitalization.J In conu-ast, 

KamillSky, L>·ons, and Schmukl er (200 I )  argued 

that emerging market muUJal fund flows around 

crises \\'ere unstable. 

In other studies on the impact of emerging 

market mutual funds. Borensztein and Gelos 

(2003a) examined a S<ttnple consisting of 80 per

cent of dedicated emerging market equity funds 

worldwide and found herding beha,·ior among 

these funds to be moderate, albeit stalisticall) 

significant. However, this bcha,'ior did not 

appear to be more prevalent during crisis peri

ods, and was unlikely to have been sufficiently 

strong enough to have accounted for instances 

of high volatility in international capital mar

kets. Moreover, Borensztein and Gelos (2003b) 

found that open-end funds tended to sell down 

their holdings more L11an closed-end funds 

(which are not subject to redemptions by incli
vidual investors). implying that withdrawals by 

individuals, rather than fund managers. were 

drh'ing the retrenchment of funds from emerg

ing markets dut·ing crises. a 

1 ln 1996. prior Lo the onset of the Asian £inancial 
crisis, U.S. equity mutual funds held an �Limated 
$27.7 billion in emerging market stocks, equivalent 
LO 1 .2 percent of the $2.2 trillion in �Lock market 
capitalization of de,•eloping countries. 

� Kim and Wei's (2002) 1·esearch into transactions 
by portfolio investors in Korea indicated that herd
ing bcha\ior was more prevalent among indh�dual 
investors, compared to institutional inve�to r:., and 
more so among non-resident investors than 
residentS. 

Another type of closed-end fund that has 
been active in emerging markeL'> is the hedge 

fund, which is lypically a private unadvertised 
mulltal fund whose im·estors are wealthv indi-
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viduals and inslitutions.t9 Another m�jor dif
ference from conventional mutual funds is 
that they arc allowed to take leveraged posi
tions and arc not su�jcct to regulatory report
ing requirements. Following the demise of 
several large macro hedge funds during 
1 998-2000, Lhe hedge fund industry growth 
picked up again: tl1e tOtal assets under man
agement of U.S.-based hedge funds almost 
doubled during 2001-03. The total size of tl1e 
global hedge fund industry is now estimated 
at around $725-$750 billion compared to 
around $300 billion in 1997.20 The universe of 
European and Asian hedge funds. though 
much smaller than the U.S. hedge fund indus
try, has been recently expanding at an even 
faster pace. The total assets under manage
ment of the Asia-focused hedge funds rose to 
$22.4 billion as of mid-2002 from about $ 1 2  
billion at the end of 2000, while the assets of 
European hedge funds increased to $ 1 1 2  bil
lion as of mid-2003 from $46 billion at the 
end of 2000.2t 

As with the mlllual hmd industry, me 
recent growth of the hedge fund industry has 
been supported by increased allocations 
toward hedge funds by other institutional 
investors (such as pension funds, endow
ments, and foundatjons). The search for 
"alternative" investments has renee� eel ( l )  a 
general dissalisfaction with tradilional "bench
mark-based" portfolio management amid poor 
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performance of global markets in recent 
years; (2) the growing asset-liability mis
matches of many insliwtional accounts in 
mature markets and. hence, the need to pick 
up yield; and (3) the aggressive marketing 
efforL') of investment consuJt<mts. Indeed, 
many iuslitutional investors prefer to invest in 

hedge funds through funds of hedge funds, 
because of lower monitOring costs, easier scal
ing of invesunents, and better opponunilies 
lO diversify across a larger number of st.ylcs/ 
managers. As a resuh, the numher of funds of 
funds has continued to expand rapidly over 
the past two years. while tl1eir ability to allo
cate the growing instiLUtional investments effi
ciemly hao; not heen tested yet. 

The hedge funds most active in emerging 
markets are global funds, dedicated emerging 
market funds, macro funds, and event-<hiven 
funds (distressed securities and merger arbi
trage) .!I!! Macro hedge funds are the "classic'· 
opponunistic hedge funds that take positions 
whenever they see apparent macroeconomic 
imbalances that are not properly re£lccted in 
asset prices; they nse leverage and derivatives, 
and their investment horizon can be either 
short (under one month) or long (more Ulan 
1 2  months). Global hedge funds typically use 

a top-down/bottom-up approach in that tl1ey 
tend to be stock-pickers in the markets that 
they like based on macroeconomic analysis. 
Dedicated emerging market hedge funds arc 

t9Hong Kong SAR and Singapore have recent.lv allowed hedge (imds to be marketed to retail im·estor�. In Hong 
Kong SAR, minimum individual sub�criplion threshold� arc: ( I )  single hedge fund, US$50,000; (2) fund of hedge 
funds, US$10.000; <LI1d (3) hedge funds with a capital j:,•uarantcc !cawrc, no minimum ,ubscription. In Singilpore. 
diiierent.iated minimum �ubscription levels are: ( 1 )  sing It hedge run d. S$1 00.000 ( US$59,000 pt>r im c�wr); (2) 
fund nr hedge funds, S$20,000 (US$12,000) per invcsLOr; and (:�) capital protected or capital guaranteed funds, 110 
minimum subscription. 

20According 10 Tremont TASS, one of the leading hedge fund data prm·iclcr�. It should also be nmed that the 
majority of the top 100 hedge runds, which arc believed 10 have more than $�00 billion in assets under managcmcm. 
do not report to an)' da ta vendo r:.. Thus, most hedge fund daw pnwid�·r� capture at best 60 percem of the hedge 
fund univer�e and typically estimate the asseLS under managemcm of ol.hcr funds not included in their dilt<l bases. 

2tThe source for European and Asian-based hedge funds. Eureka 1-lt-dge, docs not pn)\'ide hi,toriral seri(,s on 
assets under management. 

2'!Convcrriblc arbiu-agc and fixed-income arbiu-agc funds that may occasinnall�· inves1 in emerging market securi
ties as well arc typically included in the "market nemral" catcgor)'. It should bc noted, however. that then· arc �ignif
icant dillcrcnces between the "style'" classifications used b)' \<trinus hedge fund data pro\'iders, and, at present, L11et-e 
is no single database that offers both consistent classification (bv asset class/rcgion/itwe�tmcm method) and com
prehensive data coverage of the hedge fund uni\crsc. 
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similar in their investment strategies to global 
hedge funds, but tend to focus on specific 
regions. Event-driven funds try tO profit on 
asset price movemenL� around special events, 
such as mergers or acquisitions (merger arbi
trage) or default (distressed securities). 

Iu normal limes, hedge funds arc generally 
cautious about investing in locally traded 
assets in emerging market countries because 
of the relatively high cross-border risk, 
though they may at times do so when there is 
a clear trend in credit dynamics and an 
upside potential in local instruments is per
ceived to be higher than that in the foreign 
currency denominated bonds.23 Indeed, the 
hedge funds' activities in many emerging 
markets are often constrained by the lack of 
infrastructure for borrowing/lending ecuri
ties (or explicit regulatory consu·ainLS on 
short selling). lack of derivative Lnsu·umen ts, 
thin markets, and high concenu·ation of liq
uidity in a few insuLtments. ln such markets. 
hedge funds often tend to have a long bias 
and usc strategies sll11ilar to those employed 
by mutual funds. Although at presenL hcclgc 
funds' exposures to most local emerging 
equity and bond markcLo:; are relatively small 
compared to that of other institutional 
investors, hedge funds will likely become a 
bigger part of the crossover investOr base for 
emerging market insu·umcnts going for
ward,24 especially given the recent rapid 
expansion of the global hedge funcl industry, 

and in particular that of dedicated emerging 
market hedge funds.25 

In considering hedge fund activities in both 
primary and second<�ry markets for emerging 
market claims, analysts have debated the role 
of heclge funds as a source of either liCJuidity 
and/or potentially destabilizing trading strate
gic!>. The impact of the hedge funds' activities 
on price dynamics depends on the funds' 
strategies and investment horizon. Given that 
hedge funds, b)' nature. arc more nimble than 
tnditional "real money funds" and Lend to 
tracle more actively, they generally comribute 
to higher turnover and better liquidity in mar
kets in which they participate. For example, as 
a result of the exit of hedge funds and propri
etary trading desks of investment banks from 
the South N'rican foreign exchange spot and 
swap markets after the tightening of capital 
controls in the second half of 200 1 ,  the aver
age daily turnover fell by over 40 percent. At 
the same time, the bid-ask spreads wiclened 
and the implied foreign exchange rate 
options· volatilit)' increased. Also, since hedge 
funds typicall)' have lock-up periods and do 
not experience redemption pressures similar 
to those faced by retail mutual funds. they are 
better able to invest in less liquid securities 
and also to withstand periods of high volatilit). 
Thus, hedge funds arc less likely to be forced 
to sell into a falling market and can, at times. 
maintain contrarian positions dtuing 
extended periods. All of the above suggests 
that hedge funds can and, in fact. do play a 
positi\'c (or even stabilizing) role in various 
markets. However, because hedge funds have 
fewer investment restrictions than other insti-

�31-lowevcr, hedge funds, e�peciallv macro hedge funds, are known w punt fixed incornt:" and local ntrrenn mar
ketS in emerging market countries when there are perceived macroeconomic imbalances that are not propcrl� 
reOected in asset prices (short-term directional beL�) or specific misalignmenL� in interest and exchange rates (e.g .. 
a profitable "carry u-ade" opportunity). 

21Compared LO the pre-Asian crisis period, hedge fund� are nl)t nearly as important player� in emerging debt mar
keLs as they used to be, mainly because they are now a smaller part of the emerging debt market investor base and 
also not as large (or as leveraged) as back then. Based on the information provided bv a major market-maker in 
emerging debt marketS, hedge funds now account for only 17 perccm ( 12  percem macro hedge funds. 5 percent 
dedicated emct·ging market hedge funds) of the emerging debt market tm·cign institutional im·estor base. while in 
1998. the) accounted for about 30 percent (20 percent macro hedge funch. I 0 percent dedicated emerging market 
hedge funds) . 

!!.;According lo one of the leading hedge fund data providers {CISDM/formcrly �IAR/1-ledge). total assets under 
management of emerging market hedge funds hal'c doubled during 2003, reaching over $-!0 billion. 



©International Monetary Fund. Not for Redistribution

tutional invesrors, t.hey are perceived lO have 
an "edge" over other invesrors as well as the 
ability to manipulate markets. Another con
cern is that since hedge funds use leverage. 
they may have to unwind positions at times of 
market stress, exacerbating selling pressures 
and volatility. 

The finance literature has covered exten
sively the types of trading strategies that could 
play a role in destabilizing market dynamics. 
Such strategies include various momentum 
strategies, such as f)osifivejeedbadc trading, 

which involves selling an asset after its price 
falls or buying an asset when its price rises, 
and herding-that is, imitaling the behavior of 
other market panicipants instead of u·ading 
on one's own private information. Positive 
feedback trading can be a resuiL of dynamic 
hedging, an application of a "stop-loss" rule 
(i.e., liquidaling a position when investor's 
losses reach certain critical level), or a deci
sion to unwind a leveraged position because 
of the inability or unwillingness to meet the 
margin calls (a shortfall in collateral on the 
margin accotmt due to a decline in asset 
price).21i 

However, both academic and market 
research that analyzed the hedge funds' activi
ties during the emerging market currency 
crises of 1994-98 found Little evidence that 
hedge funds consistently used "positive-feed
back" strategies (Brown, Coetzm<mn, and 
Park, 1 998; Fung, Hsieh, and Tsatsaronis. 
1999; Fung and Hsieh, 2000; and Eichengreen 
and Mathieson, 1 998) or other su·ategies that 
could have had a destabilizing impact on mar
ket dynamics. In addition, these studies found 
no evidence that hedge funds earned abnor
mal profits during the Mexican or the Asian 
currency crises. The analysis of hedge fund 
positioning in several more recent emerging 

MATURE MARKET INSTITUTIONAL INVESTORS 

market currency cl'isis episodes yielded similar 
conclusions (see the Appendix to this 
chapter). 

With regard to herding, hedge funds arc 
generally perceived to be less likely to "herd" 
than other investors, such as mutual ftmds 
ancl pension funcls. because they tend to be 
relatively well informed and their perform
ance is not measured relative lO any bench
mark.2i A related concern is that hedge funds 
and proprietary trading desks (of'tt'n referred 

w as "sman money'') are often ''imitated" by 
othet- investors.28 Although market partici
pants may at times attempt to mimic hedge
fund su·ategies, hedge funds are usuallr 
reluctant to reveal their portfolio allocations 
because of concerns that the replication of 
their portfolios by other traders may erode 
profit margins. There are, however, circum
stances when hedge funds may use u·ading 
su·atcgies that require a coordinated effort of 
many market players to be successful. The 
most obvious example is a speculative allack 
against a currency peg/band. ln this case, 
hedge funds would (if and when they initiate 
the au.ack) actually prefer to be followed by 
other market participants, because their 
actions may help to generate a critical mass 
that is needed to break the peg. Then. for 
ex<tmple, the leaked information about posi
tion (s) of certain large hedge fund (s) ''is-a-\' iS 
an emerging market currency may serve as a 
trigger for similar position-taking (or herd
ing) by other investors, especially ir hedge 
funds are perceived to be heuer informed 
than the rest or the market (see, for example. 
Corsetti and otl1ers, 2004). 

As far as market manipulation is concerned, 
the evidence against hedge funds presented in 
various sources has been mainly anecdotal. 
For example. the Market O)rnamics Study 

2fi\'al'ious types or market manipulation. such as Lnlde-based or infi>rtnation-bascd manipulation, may disrupt mar
kets as well. 

�7It is often difficult to distinguish between "herding" and similar posilion taking based on pri\"dle informalion b}' 
several different investors following the same or similar "investment styles." 

2�J-Iowever, gh•en Lhe lack of high-frcqucnC) data on lhe hedge funds' posilions and performance, it is difTicuh 10 
ICSI the hypothesis about hedge funds being "market leaders" during t]H• l'pisock� or tn<trkct turhuJence. 
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Group of the Financial Stability Forum, which 
was asked to assess concerns of authorities in 
Australia, Hong Kong SAR, Malaysia, ew 

Zealand. Singapore, and South Africa about 
the possible destabiliz.ing impact of highly 

leveraged institutions (proprietary desks and 
hedge funds) in the foreign exchange markets 
of t.hcse counu·ies during 1998, '·was unable to 
reach a conclusion on t.he extent to which 

manipulalion and collusion might have 
occurred in the six economies and whether 

market integrity was compromised." (Finall
cial Stability Forum, 2000, page 125). 

One fonn of market manipulation that 
hedge funds have been frequent.ly suspected of 

is the lrade-based manipulalion. For instance, 
speculat.ors can establish posilions in two 
related markets (e.g., spot and future markets 
or primary and secondary markets) and by 
aggressively selling/buying in one market (at a 
loss) induce t.he less inf01med players 1.0 t.ake 

certain actions that would move the price in a 
related market in the direction Ll1at would 

allow speculators LO more than oilset their 

losses (see. for example, Kyle. 1984, on trade
based manipulation in spot and futttre mar
kets; also, the many accounts of the Hong

Kong SAR "double play"). One of the more 
recent complaints about hedge funds manipu
lating marketJ; by simultaneously taking posi
Lions in different market segments comes from 

emerging market debt fund managers. 

According LO some market participants, after 

shorting some sovereign bonds in L11e second

ary market, hedge funds would oflen u-y to 
induce an upward shift of the sovereign yield 
curve by ob taining a sizable amount of a "new" 
bond just issued by L11e sovereign in the pri
mary market and almost immediately selling it 
in the secondary market (El-Erian, 200�). Such 
strategy could indeed be profitable. if the 

gains fi·om shorting the "old" bond more than 
offset the losses incurred when f1ipping t.l1e 

"new" bond (the latter can be either because 
of the relative sizes of tl1e short and long posi
tions or because of a relatively large price fall 

of the illiquid "old" bond). 

local Institutional Investors 

The growth of institutional investors in the 
mature markets since the 1 970s was associated 
with substantial growth and structural changes 

in capital markets, and emerging markets are 
following a similar path of growing institution

alization of savings and capital market de,·el
opment. lnstitmional investors· assets under 

management arc also growing rapidly in most 
emerging markets, with the enactment or pen

sion fund reforms and the growing popularit) 
or muwal funds. Low le\'els or insurance pene
tration are also leading to relatively rapid 
growth in insurance companies' assets under 

management The growt.l1 in asseL� under 

management is contributing to t.11e develop
ment of local securities markets, but excessive 

regulation and lack of investor sophisLicalion 
is creating important challenges for the effi
ciency and Stability of' local markets. 

Pension Funds and Insurance Companies 

A number of emerging markets have inu·o
duced pension reforms that arc leading to an 

important increase in assets tmder manage
ment of private asset managers. Following t.l1e 
lead of Chile, which initiated the reform dri\'e 

in Latin America, several other countries in 
Latin America and, more recently, in central 

and eastern Europe have ado pled ''ariants of a 
funded, private!)' managed, defined contribu
tion personal account$ reliremem system.2!l 

Assets under management of private pension 

funds in Latin America have grown from 
around 4 percent of GOP in 1 997, to arouud 

9 percent or GDP in 2002 (see Table -L�). 

WMost CC)\Intries still saw the need to continue the pay-as- you-go (PAVC) �ystcm for older worl..ers during a u-ansi
donal pt!riod. aud the compromise ,,�a.� 10 move LO what the World Bank 1'cfers to as the multi-pillar framework 
(Holzmann. l999). 
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Table 4.3. Pension Fund Assets 
(In percent of GOP) 

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 

latin America 
Argentina n.a. n.a. n.a. 0.2 1 .0 2.0 3.0 3.9 5.9 7.2 7.7 1 1 .2 
Bolivia n.a. n.a. n.a. n.a. n.a. n.a. 0.8 2.5 4.0 5.8 6.3 7.3 
Colombia n.a. n.a. n.a. 0.0 0.3 0.8 1.3 2.1 3.3 4.3 5.3 6.7 
Costa Rica n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 0.7 0.8 
Chile 18.3 22.6 26.0 28.2 31.2 33.2 32.8 38.5 42.2 46.1 52.5 53.5 
El Salvador n.a. n.a. n.a. n.a. n.a. n.a. n.a. 0.4 1 .7 3.7 5.8 7.6 
Mexico n.a. n.a. n.a. n.a. n.a. n.a. 0.2 1 4 2.4 2.9 4.4 5.0 
Peru n.a. n.a. 0.1 0.6 1.1 1.7 2.6 3.1 4.7 5.2 6.8 8.0 
Uruguay n.a. n.a. n.a. n.a. n.a. 0.2 0.9 1.7 2.8 4.0 5.6 7.2 

Subtotal 1 .1  1 .4 1 .5 1 .9 3.2 3.6 4.0 5.2 6.3 7.0 8.2 9.2 

Europe 
Bulgana n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 0.3 0.3 0.8 
Hungary n.a. n.a. n.a. n.a. n.a. n.a. n.a. 1.3 2.1 3.1 3.9 4.5 
Kazakhstan n.a. n.a. n.a. n.a. n.a. n.a. n.a. 1.3 2.7 4.2 5.6 6.0 
Poland n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 1.5 2.4 3.5 

Subtotal n.a. n.a. n.a. n.a. n.a. n.a. n.a. 0.4 0.6 2.0 2.9 3.8 

Asia 
Hong Kong SAR n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 0.4 0.4 0.4 
Malaysia 38.5 40.3 41.5 42.6 43.4 45.4 45.9 51.1 53.9 52.3 55.9 56.5 
Singapore 61.7 63.4 55.5 53.5 55.5 55.8 56.2 62.2 64.1 60.3 63.8 64.9 

Subtotal 21.7 23.8 22.5 22.8 24.9 25.3 23.5 20.8 21.5 20.5 21.6 21.5 

Total 6.3 6.9 6.7 7.1 9.6 10.2 9.8 9.8 11 .0  1 1 .4 12.6 14.2 

Sources: IMF, lnlematJOnal Financial Statistics; Federac1on lnternac1onal de Administradoras de Pens1ones (FlAP); Central Provident Fund 
(Singapore): Employees Provident Fund (Malaysia): Financial Supervisory Authority (Hungary). Mandatory Provident Fund (Hong Kong SAR). 
and IMF staff calculations. 

Chile's assets under management have 
reached 54 percent of GOP after 22 years of 
operation of the fully funded system, while 
the other coun u-ics are just in the carl)' stages 
of asset accumulation (see Table 4.3). The 
growth of assets under management has been 
particularly rapid in Mexico, Peru, Uruguay, 
Hungary, and Kazakhstan. 

Retirement income in Asia is provided 
mainly through government-sponsored 
national providenl funcls.3U For example, in 
Malaysia and Singapore the governmem spon
sors (and to a large exlem also manages) a 
fully funded, defined-contribution system for 
civilian workers, and these systems have 
achieved a high level of asseL'> under manage
ment (see Table 4.3). ln Korea, the national 
pension system is fully funded but offers 

defined benefits and has not reached the lev
els of other Asian nations. National manda
tory provident funds haw not contributed 
subst.amiall)• to the development of local capi
tal m<u·kets in spite of managing siLable assets 
(Holzmann, MacAnhur, and Sin, 2000). Fund 
management in these countries is very conser
vative, with t.hc result t.hat asscL<; arc heavil} 
concentrated in governmem securities. Tn 
Korea, for inst.ance, rwo-thirds of the assets of 
the National Pension Scheme are channeled 
to the governmem as direct loans, while a 
large share of' Si ngaporc 's Ccn tral Proviclcn l 
Fund assets are invested in non-marketable 
govcrnmem securities (Asher and Newman, 
200 1 ) .  Ccnt.ralized fund management also 
may have held up the development. of a com
petitiYe funrl management industl) and its 

;WYfJte excepdon in t.he region i11 1-Iong Kong SAR. ''here lht" Mandatory Provickn1 Fund allow� citit.erh LO -.elect 
their investment plans among a large number of approvt'd private im·estmcnt funds. However. the w�tcm startccl 
operating in the year 2000 and hal' Yt"l w accumlllatt" a sitahl<' amoum of asseL� under manag<'nwnt. 
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positin: impact in local securities markeL'> 
(Holt.m<lnn, MacArthur, and Sin, 2000).�11 

The rapid growth of a.<;seu. managed by pri
vate pension funds in L-:uin America and ccn
u·al Europe is having a positive impact on the 
development of local !>ecurities markets, whkh 
has so far been concentrated in local bond 
markets. Pcmion funds have conuibuteci to 

government efforts LO develop liquid bench
mark yield curves. especially in Hungary, 
Poland, ancl Mexico. They have also supportC'd 
the growth of medium- to long-term cm-poratC' 

bonds.:\:! A remcu-kabll' achievement in the case 
or Chile is the creation of a long-run market in 

corporate bonds. As documented in Cifuentes, 
Desonneaux, and Gonzalez (2002), the a\·cr
agc maturity ofbonci issuance was between I 0 
and 15 years in the first half of Lhe 1990s. and 
more recently it has been between l 0 and 20 

years. <md e\·en 30-year bonds have been 
issued. Most corporate bonds in Chile are 

indexed to the Unidad de Fonwnro (UF. a unit of 
account linked to the CPI), and analysts agree 
that indexed bonds have been an oplimal 

instrument for pension funds and insurance 
comp<Ulies. In Argentina in the second half of 
the 1990s and in Mexico iJ1 Lhc last four years, 
the rapid growth in local corporate bond 
issuance has also been associated with an <Kcel
eralion in the growth of pension funds' asseL-; 
under management (Roldos, 2003). Pension 
funds have also had a significant impact in 
Chile"s stock markets a"> well as in other finan

cial markeL<; and institutions.!!:\ 

The growth in private pension funds' assets 
under management has contributed notjust 

to thC' dc\'elopment of local securities market 
lt has also had a significant impact on the sov
ereign extcmal debt markets. Br�tinard (200 1 )  

notes that local pension funds and their 
investment guidcliues have become essential 
considerations for inveswrs in external ciebt 

markets. Developing a loc<tl investor base for 
sovereign external debt reduces price volalility 
and hence market risk for foreign investOrs. 

Despite the' short history of some reformed 
systems, the h) pothesis that asseL'> managed by 

local pension funds offer stability to foreign 
debt markcL� seems to have empirical backing 

(see Rolclos. 200�). 
The growth in pension funds' assets under 

management is likel)' to accelerate over the 
next decade or so. and it is unclear whether 

local sccuritit:s markets will be able- to respond 
to �uch growth in the demand for linancial 

assets. Projeclions from Salomon Smith 

Barney (see Garcia-CanLera and others, 2002) 
sugge'll.<; that by the year 2015 most systems 

arc going to reach a level of assets under man
agement of around 25 to 30 percent of GDP. 

roughl) the level of the ayeragc of the Group 
ol SeYen countries in 1998. Although the insti
tutional, demographic, and financial <;u·uc
tures differ across boLh groups of countries. a 

comparison of both experiences ( Roldos, 
2003) suggests that sec uri Lies markets in the 

pension rcfonn countries could potentially 

double in sit.e (relau,·e to COP) in about a 

·11Gon·mmenL� in A'ia have \l<U 1cd to caKnuntge individual sa' ing plans. adopting measure� �uclt "'" ravonthlc ta.x 
treatment lO indi,·idual p(·nsion plans in Korea; indi,idual sa\'ing plans ;�sscts. htmt•vcr. rcm;�in �mall throughout 
the region. Singapore has aho allowed membt· r� w inn-st a small ponion or CPF �•wings in approved mutual funds, 
"hilc �'hlhl\"�ia ha� granted pcrmi��ion w the EPF to ime�t oOshore. 

'1�See Mathieson and uthers (2004). As noted below. other institutional iuvcstors (in particular, mstmmcc compa
nit•s, �ee Chapter I ll)  bcncli1 as wt'll ,,·ith the developnl('ll l or an adequate mlume <111d '''rit:"t)' or credit prorlun;.. 

:s�waJker and LeFort (2000) finrl a Slatistic;�llv �ignificant impact of pc·nsion fund�' a.;wL� under management on 
Chile\ equity prices and the rnst of capital. wgetlwr with a noticeablt· contribution to lo\>cr volatilitl and scn�iti\il) 
to external �hocks. The author� al�o �htm that in tht· rase� of Chile, Argcutina. and Peru, pcn�ion reform con
tributed signilic<mtlv to the accumulation of ""institutional capital.- a combination of a better legal and regulatorY 
fr;�mework, increa.�ed professionalism in the invcqmeall decision making proce:.�. and inncased 1ransparcnq and 
intc·gd1v. Thc1• aJso note that the accumul<ttion of fund� W<h :t-.\ociatccl with the growth of annuitie�. mongagt> 
bonds, <tnd other assct·backt·d �en•dtic�: 1hc creation of dosccl-<> nd mutm•l hmcb and lnral nning <·ompanies; and 
the inLroductinn oriniHW<Iliom in securitie� ll<lcling .1ncl (.U�IOcly ('-<"<' also ''t:rmn. 2003h). 
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decade. Whether these emerging markcLs 
could respond to the increased pension fund 
demand with a substantial volume and 
enough ctivcrsity of sectu·ilies, as well as with 
the institutions to ensure financial stability, is 
one of the key questions for emerging mar
kets and one of the key challenges for regula
tors of sccu•·ities markets and the pension 
industry. In particular, portfolio restrictions 
intended to protect workers' future pension 
benefits and to foste•· the de,·elopment of 
local securities markets may be preventing an 
adequate diversification of the funds' portfo
lios and may be distorting asset values. 

Although almost no pension l"und in emerg
ing markets is allowed to follow the "prudent 
man" rules, fo11r of the big countries in  Table 
4.4 (Argentina, Braz.il, Hungary, and Poland) 
are allowed to invest up to half of their portfo
lio in stocks, and another group (Chile, 
Colombia, and Peru) has a ceiling of 30 to 40 

percent. The exception is Mexico, which. 
together with a number of smaller countries 
in the region. does not allow pc·nsion funds to 
invest in eguities.!l-1 Actual portfolio alloca
tions do not seem lO be extreme!)' constrained 
by the limits. and show as much \'ariance as in 
the mature markets. While in the U.S. and the 
U.K. pension funds hold around 60 percent of 
rheir asset'> in stocks. Japan's pension funrls 
hold 28 percent and Germany''> almost none. 
Emerging market pension funds hold smaller 
shares or their portfolios in stocks. ln central 
Europe, Poland stands out with a 28 percent 
allocation in stocks, while Hungary holds 1 4  
percent or its portfolio in shares and the Czech 
Republic holds 1 1  percem. In Latin America, 
Peru's funds hold around 3 1  percent of their 
portfolios in stocks, while Brazil"s funds hold 
28 perccm; Argentina. Colombia, and Chile 
hold less than 10 pcrcem in sharcs.35 
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Table 4.4. Pension Funds Portfolio limits and 
Actual Asset Allocation, 2001-02 
(In percent of total assets) 

Equities Foreign Assets 
Lim1t1 Actual2 Lim ill Aclual2 

Mature markets 
United Kingdom p 60.9 p 22.9 
United States p 58.8 p 1 1 .03 
Germany 30 0.1 304 7.03 
Japan 30 27.7 305 22.9 
Canada 28.2 30 1 5.03 
France 5.03 
Italy p 4.4 ps 0.03 

Emerging markets 
Argentina 49 6.6 1 0  8.9 
Brazil 50 27.8 0 
Chile 39 9.0 25 16.4 
Colombia 30 4.3 1 0  
Mexico 0 0.0 107 
Peru 35 31.3 8 7.2 
Hungary 50 13.8 30 2.5 
Poland 50 27.6 58 0.33 

Sources: For mature markets. OECD (2003); Davis and Steil 
(2001 ); Dav1s (2002); and Yermo (2003a). For Emergmg Markets, 
FlAP; Brainard (2001 ); Roldos (2003); and Garcia·Cantera and oth· 
ers (2002) 

1 Numbers refer to maximum allocation; P indicates that the pru· 
dent man rule applies. 

2Dala for mature markets are end of 2001 and for emerg1ng mar
kets are end of 2002. 

JFor 1998, see Davis (2002) 
41n EU equity, 10 percent in foreign bonds and equities of non·EU 

countries. These limits are for pensionkassen, which are under the 
superv1ston of the Insurance regulator. Other pens10ntonds are not 
subject to investment limits. 

5No Investment limits for public employee funds. 
&Securities of OECD countries not traded in regulated markets up 

to 50 percent; non·OECD securilies traded tn regulated markets lim· 
ited to 5 percent (forbidden if traded in non-regulated markets). 

7Qnly sovereign and Investment grade Mexican corporate debt 
permitted in foreign limit. 

BPollsh Brady Bonds do not count agatnst this limit. 

There are a number ol rea.'>ons wjustil�· rel
atively large bond allocations in pension 
funds' portfolios, but cliversilication argu
ments suggest that equities may deserve a big
ger rolt: than they currentlY ha,·e in some 
count.-ics. Campbell and Viceira (2002) indi
cate that bonds-in particular. indexed 
bonds-should comprise a large share of the 

q iAJthough lcgistmion to inves1 in equities has already been apprm·ed, some mcmber:!o of the hmu·d ol thc regula· 
tory <t!{cncy (CONSAR) remain a\'crsc toward inYe$tmcnt in t•quitic� due to per('t'i\'cd riskitws� of the asM't cla,s. 
There i�. howc,·er, also a gradual recognition that workers' sa,�ngs would reap higher returns from im•e,ting in 
equities albeit at higher risk, especially in the current low interest rate environmem and the rising swck market. 

�"ln the case of Chile, 1lw share inneases 10 21.8 percent if otw indudes holdings of t•quit\' nwlual funrh. 
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opLimal p<mJolio of lon�-term investor!>. 

Besides containing the risk inhcrcnL in equi

ties, a large allocation of government bonds 

helps LO smooth the transition to a funded sys

tem. The rcccm Argentine crisis, however. has 

highlighted the risks involved in a concen

trated exposure to the sovereign: as the gov

ernment tried to decrease the cost or servicing 

its debt in 200 1,  pension fund companies and 

banks were iorced to make asset allocation 

decisions that they probably would not have 

made in other market conditions (see Garcia

Camera and C>thers, 2002) .:16 Thus, as noted in 

Box -1-. 1 ,  an optimal asset allocation would 

inclurlt> a non-negligible equity allocatiou. 

Indeed, despite the extended bear market in 

equities in the early 2000s, well-balanced port

folios have performed relatively well in the 

medium term. lf local stock markets are 

unable to provide the needed instruments. 

local pension funds ought to seek interna

tional alternatives. 

The limits to investments in foreign securi

ties are stricter in emerging markeL<; than in 

the mature markcLs (Table 4.4), but some 

rund managers appear to be reluctanL to 

increasc international allocations. Here, 

again. the experience of Chile is a good exam
ple. Only a decade after the inception of the 

private pension funds were they allowed w 

invest iu foreign assets, up to 3 percent of 

their portfolio. The limit was then increased 

to 9 percent in 1995, 1 2  percent in 1997. 20 

perccm in 200 I, 25 percent in June 2002, and 

has been at 30 percent since December 2003. 

Pension funds did not diversil)' abroad in a 

meaningful way in the nrst half of the 1990s, 
owing LO high domestic assets rewrns. But fol

lowing two years of large negative returns in 

the local stock market, a strong reallocation 

toward foreign assets began in 1997 and the 

funds cun·ently hold around 2!'> percent of 

their assets abroad.:17 ln Hungary. where the 

limit has been at 30 percem for several years, 

actual allocaliom arc under 5 percent as a 

n:snlt of bad experiences with losses in the 

aftermath of the bursting of tl1e TMT bubble. 

In Colombia, funds were allowed LO invest in 

international equity mutual funds in April 

2002. but market parLicipanL<; argue that allo

cations are under 2 percclll because of a fear 

or not meeting required minimum returns. 

The Jimiu; on international investments 

could distort not only ponfolio allocaLions blll 

also asset prices. Such limits amount to con

trols on capital outflows tl1at impose a wedge. 

lor instance, benveen the prices or local and 

foreign bonds. The case of ;\1exico is illustra· 

Live. In February 2003. the spread between 

cxtcrnaJ (swapped to pesos tl1rough cross

currency swaps) and local bonds was around 

300 basis points. Analysts consider Lhat Lhe 

wide spread was caused mainly by regulations 

pre\·enting some investors, especially pension 

funds, from arbiu·aging Lhe domestic and 

external curves (Abdei-Motaal. 2002). The 

spread compressed to around !00 basis points 

in September 2003. The compression was 

arg-uabl)' driven by increased arbitrage trades 

by instillltions otl1er Lhan pension funds <U1d 

by the gradual phasing olll of these con

straints by the authorities (see Box 4.3 for 

details). Similarly, in Peru, Brady bonds pay 

much higher spreads lhan local corporate 

bonds, owing to the fact that pensions can 

invc!>l only up to 5 percent of tl1eir ponfolio 

in Bradys versus 40 percent in corporate 

bonds. 

�"The �ubsecptcnl dchtult, ckntluaLiou. and p(· �ific;�c·iou of dq)o'lit� ;tud local bond� halt: causNI Iosse' 10 the pen
,ion funds and have raised concerns on the incrca,cd inwrwmion of the gowrnrnem in the inclustn·. The 
Superintcnclt·ncy of Pen�ion Fund" not.cs, hown•t·r. that the pension fund administrator' have managed to prevent 
lO a large extt:nt t.he fall in asset '"alU<�s in real terms, even when the do lim· value or as�cLS tutder management 
cledintd suh�tan t iallv. 

17A large �hare i:. dont' through global nmlllal fund�. \lexican regulawr� are rrlmtant LO follow thi� route <l� tlwv 
argut· Lhat it would be diflitull lo monitor the funds' allocations and thai pen�ioners would be paving management 
Icc� '''ice. 



©International Monetary Fund. Not for Redistribution

LOCAL INSTITUTIONAL INVESTORS 

Box 4.3. Pension Fund Regulations and Local Yield Curves: The Case of Mexico 1 

During the pa�t three yean, it has been 

observed that the external U.S. dollar

denomiJ1ated Mexkan sovereign yield curve, 

when l>wapped imo Mexican pesos using cross

cutTcncy swaps. always cat-des a premium (or 

cutTency swap spread) ovet· the domestic 

Mexican peso-denomiJ1ated sovereign yield 

curve. For instance, the eight-year maturity 

cross-currenq swap spread of 300 basis point� 

obs<'rved iJ1 February 2003 was not unusual 

given the historical range of 150 to 350 basi�> 

points observed for the period 2000-02 (see the 

Figure). Also, the currency swap spread tends to 

widen with maturity. It has been widely docu

mented that domestic corporate issuers have 

taken advantage of this yield curve anomaly to 

lower their financing costs by simultaneously 

issuing peso-denominated bonds and swapping 

the peso payments imo U.S. dollars (Oswald and 

Sekiguchi, 2002; and Kumar, 2003). 
The existence of the currency swap spread 

creates a carry-trade arbin-age opportunit> for 

investors. The simplest way to exccuLc the ca.rry

nttde arbi!Tagc is br selling short domestic sover

eign bonds and u�ting the proceeds to buy an 

exten1al sovereign bond. The coupons of the 

e.xLemal bond are then �wapped into Mexican 

pesos using a currency swap to meet Lhe coupon 

pa}1nents correspondrng ro Lhe shon position in 

the domestic bond. Because local markets in 

Mexico only offet· floating-for-floating ntrrency 

swaps, it is first necessary to swap the bonds' 

coupons into floating rate using fixed-for-float

ing interest rate swaps. 

The long persistence of the carry-u-adc arbi

u-age suggests tl1c existence of fundamental and 

Lechnical factors that drive a wedge between 

both yield cun•es. The foremost fundamental 

factor affecting the cross-currency swap spread is 

default risk. The insmunems underlying the 

domestic yield curve and the external so\'ereign 

curve are issued under different jurisdictions, 

and hence are subject to clifferent lega.l regimes. 

1The box is based on the analysis presented in 
Abdel-:\1otaal (2002). 

Mexico: External and Domestic Yield Curves 
(In percent) 

February 2003 

1 yr 2yr 3 yr 4 yr 5 yr 
Matunty 

September 2003 

1 yr 2 yr 3 yr 4 yr 5 yr 

Maturity 

Source. J.P. Morgan Chase & Co 
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- 7 
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5 
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Then' fore, recovery rate' in case of default are 

different for dome�tic and external bond�. 

It can also be argued that default ri!>k i� 

higher for external bonds than for domt'stic 

bonds. Fot instance, governments can alwavs 
pl'inl money to pay oil tlw domestic dchL They 

can also exercise pressure on domestic inve�rors 

to force a rollover of domestic debt, as was 1 he 

case in Argentina in 2001.:1 

2Notwith�t;m<iing tJtesc arguments, th�: Ru�ian 
default on domestic debt in 1998 shows that exter
nal dcht b nnt alway� rbkk-r than domt-�tic debt. 
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Box 4.3 (concluded) 

The carry-trade arbitrage strategy is risky since 
the sovereign rna}' defauiL on t.he external bond. 

In this case, the invest.or cannot cown on the 

coupon� M the external bond to meet t.he U.S. 

dollar paymen� in the currency swap. 

The arguments above Sl.tggest that the ext.t:r
nal bond must carry a premium or spread over 
the domestic bond to compensate investors for 

taking addiLi<>nal dcf:.mlt ri$k. l lowever, market 

analyst� consider that. the default. risk premium 
is not large enough to account full} for 1.he 
ob1oervcd spreads. According to them, technical 
factors, most of them associat.ed with invest
ment res trictions that affect Mexican pension 

funds (AFORES), are the main drivers of the 
spreads (Abdei-Motaal, 2002; and Oswald and 

l>ekiguchi, 2002). The technical factors include 

a lack of repo markets; regulations on pension 

funds' use of deJivatives and investments in 

loreign currenq instruments; and tJ1e funds' 

portfolio duration. These factors are explained 

nexl. 

The first step in executing the carn•-tradc 

arbitrage strategy is selling shon domestic 
bonds. This step can be executed only if there is 
a liquid local rt'po market for go\'crnment 

bonds. ln practice, this marl..et is non-existent in 
'vlexico. as shon-sdling of domestic bonds is not 

allowed. ln-vesLOr.!. can still take short positions 
using buv-seU operations. These operations, 

howe,er, lack enough l iquidity and are viable 

Failure to adjust resuictions on pension 

funds' investmem policies could increase the 
concenu-ation of risk exposures and magn ify 
price volatility. ln addition to restrictions on 

equities and international investments, most 

countries have also adopted tight restrictions 
on the percentage ora company's capital ol

outstanding bonds that a pension fund can 
hold (Yetmo, 2000). For example, in 

Argemina, funds can hold at most 5 percem 

only for investors taking rather small positions 

(Abdel-Motaal, Newman, and Romo, 2003). 

Before December 2003, pension fund regula
tions prohibited the use of detivative:., including 
interest rate and cwTenC} S\,·apl>. 

ln consequence. a substantial segment of the 
domestic investor base is effectively barred from 

executing the carry-trade arbitrage strategy. 

FurtJ1ermore, if pension funds were fuwd inter
est rate receivers in interest. rate S\\"aps tJ1ey 
could ex<::rcise downward pn:ssure on spreads 
e\·en if they were not arbitraging the yield curve 

anomaly. Market analysts forecast that spreads 
will likcl} stan compressing once pension funds 

arc allowed 10 u·ade clcrinuives in early 2004. 

Restrictions on foreign invesuncm also con

tribute to ustain the currency swap spread. 
Pcn�ion funds cannot hold more than 1 0  per

cent of assets in Mexican extemal debt. So. even 

when pension funds can trade derivat.h·es. the 
foreign investment resuiction reduces the funds' 

incentives to earn the currenC\ swap spread. 

In spite of these technical factors. the 
Figure shows the currency swap spread com
pressed from Februaq• 2003 Lo September 
2003. This compression can be attributed 

panly to the exploi tation of tJ1e yield curve 
anomaly by investors other tJmn pension 
funds and panty to an extension of portfolio 
duration following the introduction ofValne
at.-Risk (VaR) in December 2002. 

of a company's capital and 5 percent of its 

bonds. \Vhen local swck markets <u·e small (as 
i n  most emerging markets) . with a limited 

number or qu alii}ring compan ies, rapidly 
growing funds will quickly reach these limjts, 

reducing their possibilities of diversification 
and increasing the risk of local stock markeL 

bubblcs.:111 .Market participan ts expressed fears 
or a market bubble in t.he Warsaw Stock 

Exchange when Polish pension funds, 

1llfor example. in Chile, until 1 \J97. on I) 30 stocks out of a total ol 300 were eligible lor pension fund invcsuncnL I n  
o\rge111ina, fund managers noted that there were roughl) only 14-15 eligible companie; liMed on tht' •toe!... market. 
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together with local and imcmationa1 mutual 
funds, shifted their ponfolios away from 
bonds and into local cquilies (Kwiecinski and 
V\'iatr. 2003). Also. as the size of funds grows 
relalive to the local markets, indi\idual funds 
arc often able to move prices. This oflen also 
results in liquidity consu·ainLs for funds, since 
they cannot sell assets without putting down
ward pressure on prices. F'or example, when 
the Chilean invesnnelll regime was parlially 
liberalized in 1985. pension funds found it dif
ficult to close their lixed-income position and 
asset allocalions changed on I}' slowly in 
response tO the liberalization (Srinh·as. 
Whitehow;e, and Yermo, 2000). 

The reduction or limits on foreign invest
ments by local pension funds amoums to a 
removal of capital controls on outflows, and 
care should be taken about the macroeco
nomic consequences.!19 lu particular, as the 
Chilean and Canadian experiences have 
shown, a sudden shifl of pension funds' allo
cations abroad could lead to a subsumlial 
exchange rate depreciation (Patterson and 
Normand. 2002: and Roldos. 2003). In Chile. 
the increase in the share of foreign assets, 
from 2 percent by cnd-1997 to 12 percent b}' 
cnd-1999, was associated with a rough!}' 20 

perccm depreciation of the peso. In Canada, 
an increase of the fot·cign investment limit 
from 20 pcrccm in January 2000 to 30 percent 
in January 2001 comributed to a three-fold 
increase in capiml outflows, which in mrn 
conu·ibuteci to a 1 0  percent depreciation of 
the Canadian dollar in the period January 
2000 through January 20()2_-ln 

In central Europe and Latin America, mark
to-market and minimum return requirements 
have encouraged herd behavior and excessive 
focus on short-term retun1s among pension 
fund managers. Some connu·ies require funds 
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to achieve certain minimum ratt:s of return. 
often calculated rdati,·e tO the industrv aver
age . l l  This amounL) w an exu·cme form ol 
"peer-group'' benchmarking that induces 
funds to move in herds, allocating their assets 
in a 'iuboptimal manner and ma).{ni l")'ing price 
fluctuations. Similarlr. in several counu·ies 
pension funds have to mark-to-market their 
portfolios on a daih basis (or regulatory 
puq)oses-and on a monthly basis for 
investors. Increased focus on short-term 
results induce:' managers to bcha\'e like mumal 
f'und managers. and there is excessive turn
over in pension fund ponfolios. a-; is the case 
in 1-lungarv and Poland. Also. the use of risk 
management tools (such as Value-at-Risk in 
Mexico) leads pension fund managers to 
avoid volatile ass<·ts with fa,·orable risk
a�justed reLUrns since they increase the return 
volalility of the portfolio. 

Henl bcht.l\ ior does not seem to be a prob
lem for provident funds in Asia. as the 
national provident tund is the sole provider ol 
pension betteftts. However, there arc concern!> 
on the funds' performance and accountability. 
'\Jational provident funcis in Asia are central!) 
managed and. in g-eneral, follow conscn--ative 
investment su·atcgics. Empirical studies sug-
gest that this has resulted in poor perform
ance in several Asian funds. For instance. 
prmidcm funds in Malaysia and Singapore 
have performed marginall) bencr than bank 
deposits. In addition. the allocation of pcn
-;ion runds' asseLs also may he cxcessi\'ely influ
enced by political irnere!>Ls that do not 
necessarily benefit contributors. For instance, 
pension runds in Korea were asked to nm
tribme to a stock market stabilitation plan in 
2000. while in �lalaysia. prm·ident fund ass<'LS 
have been used w recapitalize hank'S and 
finance housing construct ion ( Finrmm \sin. 

:IHOthcr things equal, this would cxacct·batc the position of some emer�ing markets as net exporters of capital 
(see I ;"vi F. 200�). an i�S11e that will b<· taken up in fuwrc issul'� of tlw CFSR. 

tO(n b()th cases. h()wever. the depreciations wet·e also associated with clctt·rioration� in uon-encq.,') commodiL' 
price�. 

"For an overview ol regulations in Latin America, �C(' Yl'n11CJ (2000). 
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Table 4.5. Assets Under Management by 
Insurance Companies1 
(In percent of GOP) 

1998 1999 2000 2001 

Asia 
Korea 25.8 29.4 30.2 34.0 
Malaysta 13.6 15.1 14.9 20.5 
Ph11ippmes 3.5 3.7 3.8 3.7 
Smgapore 18.5 23.3 24 4 34.1 
Tha1land 5.8 6.5 6.6 7.6 
Eastern Europe, 

Middle East, Africa 
Hungary 3.3 3.9 4.2 4.5 
Poland? 3.0 3.6 4.3 5.0 
Turkey 1 . 1  1.6 1.5 1.5 
South Africa 2 74.4 
Latin America 
Argentina 1.8 2.3 2.7 3.2 
Brazil n.a. 2.1 2.6 2.6 
Chile 14.4 17.1 18.6 19.2 
Colombta 0.8 0.8 0.8 0.9 
Mex1co 1.4 1.4 1.3 1.5 
Peru na na na 2.0 

Sources National regulators: and tMF staff estimates. 
• Both hie and general msurers. 
'Life msurers only. 

2002 

35.8 
21 0 
4.0 

37 6 
8.3 

3.8 
6.0 
n.a. 

68.7 

4.6 
2.8 

19.9 
1 0 
1 7 
2.2 

Octo her �WOO). Some authors ha,·e also noted 
a number of challenge:. in the transparcnc\ 
and accountabilit\ of pro,·idcm fund . 1:! 

In comra�t to Latin America and emerging 
Europ(', local lilt- insurance companies arc the 
kading imtitutional investors in emerging 
A'ia. This b rclmcd in pan to the Asian tradi
tion of u�ing insurance products as savings 
products.'� A�sets under management have 
increased vel')' rapidly over the past five years, 
panicularl) in Korea, Malaysia, and Singapore 
(Table 4.5). In Latin Ame.-ica, however, pen
sion funds arc the more dominant institu
tional im·c.,tor-;, while insurance penetration 
remains lo''· The growth of pension funds ha:. 
ne' enhcle�'> comributed to the expansion of 
tht.· life insurance �ector. in particular with a 
'>harp ri'>C in the -.ale of annuities (sec Garcia-

Cantera and otlwr..,, :lOOt) .  Th(' growth of 
antHiitk·-. m.u kch ha., not been restricted to 
pt i\·atitecl '>\'>1<.'111\. and Sin�apore ha., abo wit
llC'>'><..'d a rapid gn)\\ th in recent \'Care;, as a 
l't'\Ult of the I <:f(ll Ill ol regu]atiom �0\Cming 
withch.ma]., from the ( .entral Pro\'ident Fund 
(:.et· t\larhc.·n;k, 2002). 

The im eslmcnt <k('i.,iom of tile insurance 
compani<.·:. opc1 ating in enlt'r�in� markcll> 
depend on regulaton ('OINraints, the de,·el
opnwnt or local capital market'>. and risk. man
agcmc.•n t guidclitw�. In most emerging market 

c.·conomics, ino;urcrs arc required to maintain 
local <ISSei� 10 match local liabilities.'' Thu<> 
mo.,t local in-;urance assets arc invc.,tcd in 
local capiwl markets. With the exception of 
!long Kon� SAR (whiclt follows prudent man 
rule:.) and, 10 �omt· cxtcllt, Singapore, most 

countric.:'> haH' a �trong bias toward fixed
income insuumcnLs, .,incc man�· regulation" 

e:-.plicith limit imc .. tmcnll> in equit� and real 
('\t<He and pmhibit im c.,tmcm in foreign 
il1\l1Uili<.'IH.,, 

1!1< rc..·a.,in�h. in:.urer'> in emerging markell> 
are beginning to usc <Lo;set and Liabilin man
agement p• inciple-. and risk. management 
tools to make thei1 '>U'l:ttcgic ac;set allocation 
dcri<>ion-,. l low('\cr, the lack of long-term, 
lixed-i nconw i mtnuncn t'> and relative ill iCJuid
itv in bond and cquit} markell> constiwtes the 
biggeo;t hurdle to the management or dura
tion gap:.. In Korea, f'or example, a t)'Pical life 
insurer's liabilit)' has an average duralion of 7 
year.;, while the awrage duration of its assets is 
on]\' :3� vear,. Similar duration gap!> exist in 
man} othct t'llH.' rging market�. Faced with 
.,uch a gap, imurers ha\'e relati,·elv fc,, option� 
to increa�e <l'>'>Cl d11ration and most strh·e to 
im<.''it in tlw long�ncl ol the local lixcd
inconw mat k.<:t. A,., a re-,ult, in�urance compa-

1�1tolllndn, \lac.\nhur. <Utd Sin (!WOO); .-\!.her (1999 and !WOO); hht•• and 1\t:\\111<\11 (20()1 ). 
11Jn nHmlrit'\ \\here in,tmmce product!> are at,o U\cd lm "'" ing' pu1 pow,. thl· pmdm:t' u:nd w haH: <1 �a\ing' 

rompmH:nt 111 addition to the \t<tndard temt life in�uranu:. 
111hc: "localintion- requirement is intended lor poliC\ hotc!er prmt•ction 111 c,J,t'' of imun•r\ hanl..mptC\ �o that 

''"t'l' .ut· hdd lt>talh .mel can be u�cd to compcn!kltc the poliC\holtkr,. lion�-: Kong S\R 1'- <lll t•xccption. HO\\t'\CI, 
the Offitt' ol the Cmmnbsioncr ol Insurance is C\'aluating thl' nmt•nt 1Tgula1ion on ime\tmcnt with a \icw to 
'll c•ngllwn ,t\\t'l \aluation and safeguard policyholdn <1'-t'h in tlw f uuu c. 
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nies arc the largest investors in the 1 0-year 
segment of the local bond market. Also, while 
insurers provide a stable demand for local 
long bonds, their buy-and-hold behavior con
strains llquidity in the secondary markets. 
This, in tum, makes portfolio adjustment 
costly and hinders asset and liability manage
ment. The paucity of i11terest rate derivatives 
and long-term swaps also constrains such 
activities. 

Many insurers thus choose to manage dura
tion gaps tJwough the liability sirle by repric
ing existing products and offering new 
products of shorter durat.ion. 1 n particular. 
unit-linked products are gaining popularity in 
many emerging Asian and European mar
kets.45 In Hungary, for example, two-thirds of 
the new life insurance contracts are unit
linked products, while in Poland, one-third of 
life insurance products are unir-linked 
(Dorfman and Ennsfellner, 2002). These 
products usually carry a low minimum return 
with a "bonus" component depending on the 
equity market performance. The existence of 
the "bonus" cfTect.ivcly lowers the durat ion of 
the liability. By some eslimates. a 20-year unit
linked life product has an effeclive duration 
of only six years. The emergence of unit
linked life products has transferred some mar
ket l'isk to policyholders and thus facilitates 
asset and liability management; however, such 
products pose certain competitive pressure to 
the mutual fund industry where traditional 
products carry no f'nininlum return at alL 

J n  a numbt::r of Lat.in American counu·ies. a 
significant share of li['e insurance conu·acts 
are specified in foreign currency. This "dollar
izat.ion" of liabilities is a consequence of the 
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region's history of high inllation and 
excha11gc rate volatility. As a result, Mexican 
regulators, for instance. require that dollar
linked liabilities be matched with dollar-linked 
assets, making insurance companies one of 
the largest holders of soverei�n dollar-denom
inated external debts (sec Oswald and 
Sekiguchi, 2002). Although this offers signifi
cam support for these instruments. external 
diversification for the Mexican insurance 
industry is limited lO portfolio investments in 
foreign-Cllrrencr-denominated securities 
issued by Mexican entilies. Hi In contrast, 
Colombia's regulatory framework does not 
have formal guidelines on asset-liability man
agement. levertheless. even local insurance 
companies hold more than 20 percent of their 
assets in loreif,m-currency-denominated assets. 
Unlike the case of Mexico, Colombian insur
<�nce companies can invest in foreign currency 
debt insu·uments of an)' sovereign or corpo
rate that is investment grade. 

Most emerging markets have adopted sol
vency requirements for insurance companies 
that are based on or similar to tllose of the 
European Union direclives (see OECD, 2001 ) .  
A few economies, including Singapore, 
Indonesia, Malaysia, and Taiwan PrO\·ince of 
China, have adopted risk-based capital (RBC) 
regimes that are similar to the U.S. and 

Japanese S)'Stcms:1i Under the European sys
tem, only nnderwriling risk is included in the 
calculation of the solvency rcguircmcnt, while 
Lhe U.S. and Japanese system explicitly 
accounts for investment and asset and liability 
mismatching risks in addilion to rhe uncler
\\'riting risk:Hl Given the growing importance 
of investment risks, analysts have argued that 

15Unit-linl..cd products are a foam ofVllriablc life in�unUlCC pmducts that combine in�urance 11�th an investment 
component Usually the products carry a minimum retum and in addition a "bonu�" that varies with market move
ments. The appeal of this type of insurance b that the policyholders can benefit in a transparem wa) fn>m the higher
than-average long-term rctums on the eqllity markets while retaining the advantage� of lift• insurance products. 

�6Jnsurancc companies in Mexico arc allowed to use derivatives for currcncv-assct-liability matching pua·poses, but 
in practice they rarely usc them. 

17See Chapter· Ill  for a broad description of the main mature market insurance regulations. 
"ilThe main risks insurers catTy on their balance sheet can be classi(jcd as: ( I )  im·c�tmc:lll risks: (2) underwriting 

risks; and (3) asset/liability matching risks (see Bablwl and Santomcr(>, 1996: and Chapter liT). 
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the European system does not adequately 

address the risks in insurance operation:1�1 

Under the European system, investmenl r·isks 

are controlled by means of investment regula

Lions on a particular investment, asset class, or 

region. Consequent!)', regulators in many 

emerging market economies prescribe specific 

investments as well as the percentage or their 

assets that insurers are permitted to invest in 

each. 

Moreover, many emerging market regula

lions do not provide specific guidance on 

asset and liability management, and this 

could lead to excessive risk taking. \Vhile sub

sidiaiies of global insurance companies in 

emerging markets normally have to adhere 

to internal risk control guidelines on asset 

and liability management, local insurers 

usually lack such expenise and guidance. 

Therefore, some local insure1·s seek yield 

enhancement at the expense of asset and 

liability management. For example. in 

Hungary, market p<u-ticipants noted that dur

ing the recent turmoil in the local bond mar

ket that sent the short-term interest rates 

soaring, most local subsidiaries of global 

insurers continued to invest in the long end 

of the yield curve to minimize the duration 
gap. However. local insurers reportedly 

shifted their allocations to the shon end of 

the curve to pick up yield at the expense of 

increasing their duration gap. When solvency 

requirements only account for underwriting 

1·isk, asset-liability mismatches do not cost the 

insurer in terms or statutory capital; market 
participants refer to this as "free risk." In the 

past, U.S. and Canadian life insurers faced 

similar situations, when competitive pressure 

drove insurance companies to incur asset and 

liability mismatches (and associated market 

and credit risks) while seeking higher returns 

(Briys and de Yarenne, 1996). A large num

ber of insurance companies failed in the 

United States in the late l 980s and early 

1990s, while a few also went bankrupt in 

Canada in the early 1990s. These failures 

eventually led to changes in the U.S. and 

Canadian insurance regulations in the mid

l990s. (For the experience of insurance com

panies during recent emerging market crises, 

see Box 4.4.) 
As in the mawre markets, regulations in 

several emerging markt>ts dict.ate minimum 

guaranteed returns on insurAnce products. 

However, only a lew countries (including 

Thailand, Croatia. and Korea) reportedly 

have gmu·antccd rewrns that are higher than 

market rates. Moreover, in Thailand, policy

holders are not only given gum·ameed 

returns at maturity but they also enjoy guar

anteed surrender values. During a rising 

interest rate environment, customers with 

products that are locked at guaranteed 

returns below the current market rate could 

simply cash out with the guaranteed surren

der value and shop for better rates. This 

could force the insurers sclliug their bond 

portfolio at a loss. In a declining rate cm·i

ronment, many insurers have to re-calculate 

their liabilities on the historical products that 

were oiTered at a high guaranteed rewrn with 

a lower discount rate. This re-calculation has 

reportedly caused many insurers to raise 

reserves to meet solvency requirements, 

which again could lead to uudesirable portfo

lio acUustment. 

Insurance regulations do not require the 

marking-to-market of assets on a daily basis 

and usually liabilities are not marked-to

market at all, thereby diflerentiating insurers 

from other institutional investors in emerging 

markets as well. ·while in most countries regu

latory valuation principles prescribe for mm·k

ing assets to market, the reporting for insurers 

is usually on quarterly basis (Dickinson. 2002) .  

Thus, insurers can at times "siL through" 

short-term market turbulence. thus providing 

stability to the market, as long as their sol-

I9A quantitative comparison or the l\\'0 SCI,>. or regulations sugge�u. Lhal Lhe u.s. RBC sysLem produces higher capi
tal requiremenL� for U.S. insurers than under the European sysLem (Swiss Rc. 2000). 



©International Monetary Fund. Not for Redistribution

LOCAL INSTITUTIONAL INVESTORS 

Box 4.4. The Impact of Emerging Market Crises on Insurance Companies 

Financial crises worsen the operating results and 

balance sheets of all financial intennediaries. bm 
the effects are particularly severe for insurance 
companies. A financial crisis is usually accompa
nied by a sharp decline in output, a massive devalu
ation, increasing inflation and interest rates, and a 
collapse in asset values. The consequences of these 
drastic economic changes for the insurance indus
try are manifold: demand {or insurance product$ 
drops, resulting in lower premiums and a rise in 
early tet·minations of existing contracts; claims 
increase due to higher intla1ion and an adverse 
environment; insurers' assets decline in value: and 
tising inflation requires higher reserve on the lia
bilit}' side. Thus, a financial crisis poses a major 
threat to the solvency and liquidit)' of the insm-ance 
indusu-y. 

This has become rather clear after recent 
emerging market crises, as noted in a recent study 
by Swiss Re (2003). Life insurers suffered not onl)' 
from a decline in new business, btll also from an 
increase in lapses-nonpa) ment of premiums on 
existing life products. As the Table shows, new 
business collapsed during the year of the crisis 
and lapse ratios increased by almost three-fold in 
the year after the crisis. In Argentina. probably 
due to the expectation of a future ct;sis, the lapse 
ratio steadily increased beginning two years before 
the crisis. Savings-type policies were the most 
sensitive to changes in income and wealth and 
thus expel'ienced the most pronounced decline 

in pt·emiums. The increase in lapses was more sig
nificant in Indonesia and Argentina, where a 

Financial Crises and Emerging Market Insurers 

T-2 T-1 T T+1 T+2 

New business, percent 
change (year on year) 

Indonesia 25.4 21.6 -12.6 0.9 34.4 
Thailand 10.1 -16.3 -29.1 37.9 40.5 

Lapse ratios, in percent 
Indonesia 3.7 2.6 5.5 12.8 7.9 
Thailand 3.2 3.4 5.4 9.2 8.3 
Argentina 9.6 15.4 31.3 

Source: Swiss Re (2003). 
T refers to the year ol the financial crisis. II is 1998 tor Indonesia 

and Thailand, and 2002 for Argentina. 

majority of Hfe products were denominated in 

U.S. dollars. In Argentina, cont.racts with a savings 
componem were mostly cancelled once the parit) 
was broke and the m�ority of new products sold 
after the crisis were one-year local-currency
denominated pure insurance products-a major 
setback to a once sophisticated insurance market. 

Balance sheet pressure lhrcatened the solvency 
or manr insurers and sometimes lead to a costly 
resu-ucwring process. Virtually all local asset.� lost 
in \'alue, and claims were higher, which required 
higher resen•es relative to premiums. Equit} rela
tive to capital declined. Thus, soh·ency, measured as 
the capital-to-reserve and the capital-to-premium 
ratio. was in question. Furthermore, insufficient 
asset and liability management that led to large 
asset-liabiliry mismatches for U1c Life insurers and 
poor risk management practices have aggravated 
the adverse impact and resulted in a few bankrupt
cies, as in Korea. 

The crises hit local and foreign insurers alike, 
but the latter were generally beuer equipped to 
withstand episodes of financial crisis. First, foreign 
insurers' better diversified investment portfolio 
and more sophisticated asset and liability manage
ment helped them to weather the financial storm. 
Second, they could always rely on additional 
capital from the parem company to shore up the 
balance sheet. As a result, in a fe\\ cotmtries, such 
as Mexico, Indonesia, and Thailand. foreign insur
ers picked up market share after the cd!>i!>. 

To remain liquid and solvent through a fman
cial crisis. instlrers need to protect their balance 
sheets and design products that can cope with a 
volatile environment. Proper asset and liabiHty 
management is the key to maintaining a strong 
balance sheet, while creating a well-diversified 
ponfolio and buying reinsurance to transfer 
away pan of the risk are also beneficial. As the 
imurer's ability to conduct asset and liability 
management is constrained by the development 
of local capital markets as well as regulatory 
limits. a few countries recently have relaxed the 
investment regulations. From the liability side, 
insurers could move awa) from guaranteed bene
fits to unit linked productS to reduce the invest
ment risk. 
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vency is not threatenec1.5U This perhaps makes 

them a more diversified and stable investor. 

Furthermore, most insurers are not bench
marked against any particular index, so the 

risk of "herding" wi1.h olhcr investors dudng 

draslic market swings is mit.igated. But most 
regulations only reqtLire using market ,·aluc lor 

assets but not for liabililics. The asymmetric 
mark-to-market requirement on the two sides 

of Lhe balance sheet could have undesirable 

consequences. For example, in Singapore, 

reports indicated thai. during the recent equi1.y 

market downturn, many insurers sulfered 

losses on 1.heir equi1.y holdings. 'While lheir lia

bilities linked to equi1.y market perfonnance 
would have been correspondingly lower, the 
regulation does not provide for re-calculating 

the liability based on lhe marke1. value. 

Consequently, some insurers appeared to have 
insufficient capital due to the decline in their 

assets and, to meet the solvency requirements, 
had to sell equities in a h1lling market.!il.52 

Local Mutual Funds 

As in the mature markets, mutual funds in 
emerging markets have been among the 

fastest-growing institut.ional inveswrs (Table 
4.6). Indeed, muwal fund assets under man

agement i n  emerging markets grew by 96 per

cent becv.•een 1.he end o r l 997 and .June 2003 

and, as a result, rose from 8 percent of GDP 
to 1 5  percent. One key difference between 

mutual funds in mature and emerging mar

kets has been lhe relative importance of bond 

and equity funds. In 1.he mal\.lre markets, the 

assets under management of equity funds are 
often much larger than those of bond funds 

(particularly in Japan. the United Kingdom, 

and the United States). In conu·ast, emerging 

markel bond funds in a number of countries 
have larger asse1s under rnanagemen1 1han do 

equi1.y funds, particularlr in Brazil, Mexico, 

Korea. and Taiwan Province of China. In part, 
this rellects the difference in the rclalive 

de,·elopmem of ihe local markets in mature 

and emerging markets. ln man) emerging 
markets, 1.he degree of liquidity of local gov

ernmer\1 bond markets is markedly better 

than in local equity markets."� in addition, 

this diiTerence reflects a search for higher 

yields on the pan of retail im·eswrs. As nomi
nal imeres1. rates have declined in many 

emerging markets since the h:11.e 1990:,, retail 

investors have seen extended declines in the 
interest earned on traditional savings inslm

ments, such as bank Lime deposits. To obtain 

higher )'ielcls, retail investors subscribed to 
bond funds that invested in longer-te1·m gov

ernmem and col-poratc bonds. 

One issue that has arisen recenliy in a num
ber of emerging markets is whelhcr these local 

mutual funds will be a stable source of 

demand for local instrumems. One particular 
concern is that retail investors may no1. be fully 

aware of the market risks associated with hold
ing posilions in longer-tenn bond funds. ln 

Colombia, for example, mutual funds were at 
Li1e center of a "mini-crisis" in 1he u·easury 

bond (TES) market in july-September 2002. 

Prior to the crisis, many local muwal funds 

were heavily invested in long-dated ( I  0-ycar) 
government bonds. and Li1ey had marketed 

their funds as savings products. Analysts noted, 
however, thai. lhese marketing campaigns 
stressed lhe credit rat.ings of the fund wilhoul 

'><1Some insurers report Lhe use or internal risk management. which require� <tssets Lt> be m<trked-to-market on 
daily basis. However, as long as the valuation movement does not viola1e the pntdential limits set internally. the 
need 10 adjust asset allocation can bt· avoided. 

51Whilc Singapore life insurers did sec their asset positions deteriorate during Lhe cquit) market dmmlllrn in the 
early pan of 2003. their balance sheets improved significantly following the stock market rally in the rest of the yeat. 

:;2ln mature markers. asymmetric mark-to-market also presenrs similar challenges. For more discussion on appro
priate accounting standards, see Chapter Ill. 

53(n many Asian emerging markets. however, equity markel.S are gencrallr regarded a� more li(juid than bond 
markets. 
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Table 4.6. Emerging Market Mutual Funds: Total Net Assets1 

1997 1998 1999 2000 2001 2002 20032 

(In billions of U. S. dollars) 

Emerging markets 349.25 514.07 700.17 673.05 687.40 693.45 685.49 

Africa 12.69 12.16 18.24 16.92 14.56 20.98 25.70 
South Africa 12.69 12.16 18.24 16.92 14.56 20.98 25.70 

Asia 216.50 370.82 518.63 463.11 466.82 501.33 428.01 
Hong Kong SAR 58.46 98.77 182.27 195.92 170.07 164.32 201.15 
India 9.35 8.69 13.07 13.83 13.49 n.a. n.a. 
Korea 53.11 165.03 167.18 110.61 1 1 9.44 149.54 133.76 
Malaysia 8.66 10.19 1 1 .39 1 1 .39 12.46 14.13 18.63 
Philippines n.a. n.a. 0.12 0.11 0.21 0.47 0.63 
Singapore 74.55 67.84 109.85 95.94 97.91 105.74 n.a. 
Taiwan Province of China 12.37 20.31 31.15 32.07 49.74 62.15 66.83 
Thailand n.a. n.a. 3.61 3.23 3.49 4.97 7.00 

East Europe 1.66 2.57 4.14 5.67 4.35 18.55 25.88 
Czech Republic 0.36 0.56 1.47 1.99 1.78 3.30 4.12 
Hungary 0.71 1.48 1 .73 1 .95 2.26 3.38 4.55 
Poland 0.54 0.51 0.76 1.55 n.a. 5.47 7.50 
Romania n.a. n.a. n.a. 0.01 0.01 0.03 0.03 
Russia 0.04 0.03 0.18 0.18 0.30 0.37 0.61 
Turkey n.a. n.a. n.a. n.a. n.a. 6.00 9.07 

Latin America 1 18.40 128.53 159.17 187.34 201.68 152.58 205.90 
Argentina 5.25 6.93 6.99 7.43 3.75 1 .02 1.32 
Brazil 108.61 1 18.69 1 1 7.76 148.54 148.19 96.73 143.79 
Chile 4.55 2.91 4.09 n.a. 5.09 6.71 6.14 
Colombia n.a. n.a. 10.87 1 1.97 1 2.92 15.63 16.89 
Costa Rica n.a. n.a. n.a. 0.92 n.a. 1 .74 2.17 
Mexico n.a. n.a. 19.47 18.49 31.72 30.76 35.59 

(In percent of GOP) 

Emerging markets 7.74 12.51 17.81 15.66 16.45 16.80 14.96 

Africa 8.52 9.10 13.92 13.21 12.74 20.08 16.27 
South Africa 8.52 9.10 13.92 13.21 12.74 20.08 1627 

Asia 12.18 24.86 31 .42 26.07 27.34 27.84 22.26 
Hong Kong SAR 33.66 59.77 1 13.46 1 1 8.48 104.44 101 .74 126.36 
India 2.30 2.12 2.99 3.00 2.83 n.a. n.a. 
Korea 11 .1 5  52.05 41 .17 23.97 27.96 31 .37 25.96 
Malaysia 8.65 14.12 14.38 12.64 14.16 14.90 18.41 
Philippines n.a. n.a. 0.15 0.14 0.29 0.61 0.77 
Singapore 78.16 82.82 134.98 104.87 1 1 5.37 121.58 n.a. 
Taiwan Province of China 4.25 7.60 10.82 10.36 17.69 22.07 23.14 
Thailand n.a. n.a. 2.95 2.64 3.03 3.93 5.35 

East Europe 0.19 0.33 0.60 0.75 0.55 2.07 2.37 
Czech Republic 0.68 0.98 2.68 3.87 3.11 4.74 4.88 
Hungary 1 .56 3.13 3.59 4.18 4.36 5.14 5.51 
Poland 0.36 0.31 0.47 0.94 n.a. 2.89 3.63 
Romania n.a. n.a. n.a. 0.02 0.02 0.06 0.06 
Russia 0.01 0.01 0.09 0.07 0.10 0.11 0.14 
Turkey n.a. n.a. n.a. n.a. n.a. 3.37 3.83 

Latin America 6.95 7.57 10.91 1 1 .46 12.85 11.49 14.61 
Argentina 1.79 2.32 2.47 2.61 1 .40 1.10 1.03 
Brazil 13.44 15.11 22.47 24.76 29.09 21.81 28.36 
Chile 5.51 3.67 5.61 n.a. 7.46 10.09 8.81 
Colombia n.a. n.a. 13.43 15.25 15.75 22.14 23.26 
Costa Rica n.a. n.a. n.a. 5.76 n.a. 10.27 12.19 
Mexico n.a. n.a. 4.05 3.18 5.08 4.83 5.79 

Sources: Bloomberg; Federation of Malaysian Unit Trust Managers; Investment Company Institute: Monetary Authority of Singapore: Stock 
Exchange of Thailand; Superintendencia Bancana: and Superintendencia Valores Colombia. 

'Funds of funds are not included; home-domiciled funds except lor Hong Kong SAR. Korea. New Zealand, and Singapore, which include 
home- and foreign-domiciled funds. 

2As of the end of June 2003. 
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fully indicating the market risks Lhat were asso

ciated with their products if interest rates were 
to rise. \Nhen a sharp decline in imerest rates 

occurred between February and june 2002, 
investors placed funds with bond funds due to 

the attractiveness of Lhe 10-year bond yield and 
thereby took on significant duration risk. 
However, an increased perception of regional 
risk in July 2002 led to a sell-off of Colombia's 
Yankee bonds and a sharp increase in external 
debt spreads--in tandem with BraYJl spreads. 
ln addition, rising concerns about the coun

try's fiscal situation eventually prompted 
investors to sell Lheir TES holdings. After this 

initial sell-off. mutual funds began to experi
ence redemptions from retail investors and 
were forced to liquidate their positions in a 

falling market, pusruug bond prices down fur
Lher. In the space of 1 0  days, Lhe yield on the 
government bond matuting in 2012 went up 
from 12 to 20 percent Following Lhis episode, 

mutual funds shortened Lhe duration of their 
fixed-income portfolios. 

The experience in Thailand's bond market 

in 2003 also illustrates how a wrn in the imer
est rate cycle can interact with regulatory 
requirements, institutional investor invest

ment strategies, and retail investor risk aver
sion tO induce interest rate volatility in 

less-than-liquid markets. Between March 2002 
and July 2003, the yield on the 1 0-year govern

ment bond declined from 6.1 percent to 2.5 
percent. As banks also reduced their deposit 
rates, retail investors shifted from deposits to 
bond mulUal funds (which grew by 16 percem 

during this period) in search of higher yields. 
The investment strategies of Lhc bond mutual 
fimd managers were influenced by the percep
tion that, while re tail investors were searching 
for higher yields, they were averse to seeing 
higher volatility in Lhe net asset value (NAV) 

of Lheir bond accounts. in attempting to stabi

lize the NAVs of the bond funds, mutual fuud 
managers faced as}'mmeu·ical mark-to-market 
requirements whereby liquid assets were 
marked-to-market on a daily basis whereas 

illiquid assets were not.M As interest rates 
declined. fund managers added relatively illiq

uid assets (such as corporate bonds) to their 
portfolios both to get a higher yield and to 

reduce the volatility of Lhc NAV. \'\'hen the 
interest rate cycle reversed in mid-August 
2003, with the yield on the 10-year bond rising 

260 basis points by November. the NAYs of Lhe 
bond funds began lO decline; massi\'e redemp

tions hy retail investors occwTed.s.:; To meet 
these redemptions, bond mutual funds were 

forced to engage in large sales of bonds. This 
selling was seen to have increased bond mar
ket volatility and accelerated Lhe rise in inter
est rates. 

1 n Korea, the reaction of retail investors to 

the SK Group accounting scandal in March 
2003 exposecl the vulnerability of local invest

ment trust companies (ITCs)-which t)tpically 

invest in a range of corporate bonds and 
srocks-to developments in rhe corporate sec
tor. Total reclcmptions !'rom JTCs in the days 
following the reponing of SK Group difficul
ties exceeded $ 1 3  billion (out of assets of 

more than $ 1 40 billion), leading the ITCs to 
contemplate a temporary freeze on with

drawals. After liquidating most of their gO\·

ernmcnt debt holdings to cover Lhe 
redemptions, the ITCs reportedly faced diffi
culties raising cash to meet further redemp
tions, as they could not find buyers for higher

risk corporate bonds, such as those issued by 
credit card firms, of which lTCs are m�jor 
holders. 

In conu·asl to Asia and Latin America, the 
recent turbulence in fixed-income markets in 

>�Requirements for mutual funds to mark-to-market on a dailv basi� pose a chaJkngc in markets where asselS are 
not frequemly u-aded. In Thailand. "liquid" instruments are markt·cl-to-marku nn a daily I><L�is. while illiquid instru
ment� are allowed to be marked-to-market every I fi da\'s. 

55'fotal redemptions in the three month� w November ammnnecl to an estimated 40 billion baht (SI billion)-or 
20 percent of total bond fund assets. 



©International Monetary Fund. Not for Redistribution

central Europe, while causing substamial 
redemption pressures on the mutual fund 
industry, resulted in relatively little "panic." 
Episodes of large sell-offs in fixed-income mar
kets in Hungary Uune 2003) and Poland 
(October 2003) led to redemptions amount
ing to more than 10 percent of asseLs under 
management for some mutual funds. 
However, muLUal funds in Hungary are accus
tomed to investors shifting funds often since 

they do not levy up-from fees. In Poland, high 
levels of liquid reserves meant that funds were 
able to weather redemptions without huge 
sell-offs of their holdings. 

Policy Conclusions 

The increasing institutionalization of the 
investor base for emerging market securities 
has implications for both the volatility of capi
tal l1ows to emerging markets and the policy 
measures needed to cope witl1 such volalility 
and to further develop local sccurilies mar
kets. With regard to ilie volatility of capital 
flows, Box 4.1  notes that, in principle, tl1e 
share of mature market assets w1der manage
ment iliat should be allocated to emerging 
market securities in an optimally diversiliecl 
portfolio v;.u-ies sharply over lime; and, in par
ocular, falls by halffrom ilie 1991-97 period 
to tl1e 1997-2002 period. This, combined with 
the enormous scale of institutional investor 

assets under management in maLUre markets, 
suggests the potential for huge capital flow 
volatility even in the absence of any distor
tions. Moreover, many of the new crossover 
institutional investors have not experienced a 
major systemic emerging market crisis so ilie 

jury is out regarding the stability of ilieir 
demand lor emerging market secUJ;ties dur-

POLICY CONCLUSIONS 

ing such periods. As a result of this uncer
taimy and previous experiences of sudden loss 
or access to imernational markets, many 
emerging markets have begun to adopt poli
cies that provide a degree of "self-insurance" 
against volalility in capital llows.56 In pan, 
these policies ha,·e included measures to 

improve macroeconomic perlormance, 
develop local securities markets, and 

strengthen domestic linancial institutions
including institutional investors. 

The changing compositjon of the investor 
base in mature markets has some important 
implicalions lor debt management policies 
and praclices in emerging markets. ln particu
lar, both oilicial debt managers and market 
participants have argued that a number of 
policy measures can play an important role in 
broadening and diversifying both the interna
tional and domestic institutional investor 
bases. An important policy step is to ensure 
iliat there is transparency and adequate dis
closure about born government policies and 
corporate developments. In particular, the 
official sector needs to keep investors 
iniormed about economic developments and 
prospects and to provide investors with a pre
dictable schedule for local debt issues.5i 
Investor relations programs can be particu
larly useful in this regard, as well as wit.h gaug
ing the potenlial segments of t.he investor base 
that have an interest in a particular issue. 

ln addition to ensuring an adequate degree 
of transparency, coumries need w facilitate 
the development of market infraslrllclllre. 
This would involve, for example, such steps a� 
establishing a good clearing and settlement 
system potentially in conjunction with ot.her 
countries (one example of recent efforts to 
develop bond markets infrastniCture in Asia is 

''0The various policies wen: discussed more extensively in Chapter IV of the .March 2003 CFSR. 
5iSome observers have questioned whether countries should indeed be predictable in managing the public exter

nal debt. They have argued that counu·ies can take ad\'antage of favorable circumstances to carry out certain opera
tions tlmt could lower tl1e cost ol the debt. Therefore, there might be some arguments in Javor ol countries not 
being predictable from the point uf view of the tim inK oft heir tr.msaction�, bttl cenainl} thi� should not preclude 
countries from being predictable on their objective or net borrowing for the peri<>d or periods ahead. 
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described in Appendix II of Chapter II). 
Another important step is to help develop a 

liquid secondary market for debt insuLtments 

that will facilitate the managemem of instjw

tional inveslOr portfolios. Market liquidity in 

the government bond market can often be 

improved by creating benchmark issues at var

ious maturities. Moreover, steps need to be 

taken to bring about the de,·elopment of a 

market-maker system. In this context, it will be 

necessary to sell debt instruments to instilll

tions, including hedge funds, that arc willing 

to actively trade these instruments to help 

improve the liquidity of these instrumenL'i in 

the secondary market. Finally, in order to help 

diversity the investor base, the authorities 

should encourage the inclusion of a counu·y's 

bonds in major bond indices, since investors 

that measure their performance against 

indices are likely to add the bonds of tl1e 

counu·ies included in the indices lo their 

portfolios. 

The rapid growth of emerging market pen

sion funds'-and, to a lesser extent, insurance 

companies'-assets under managemem has 

highlighted the importance of updating and 

improving the regulatory framework of local 

institutional investors. Jn particular, countries 

need to ease limiu; on investments in foreign 

securities to achieve an approp•·iate degree of 

diversification of local institutional investors' 

portfolios. Despite tl1e positive impact of insti

tutional demand on the developmem of local 

securities markets, in many coumries tl1e 

growth of assets under management is outpac

ing the volume and variety of available local 

securities. Altl1ough there is room for a fur

ther loosening of restrictions on pension 

funds' equity allocations in some countries, it 

is unclear whether local markets would be 

able to grow accordingly. Thus, adequate 

diversification of pension fund portfolios 

requires an increase in the funds' allocations 

to foreign securilies. Failure to open up 

oppornmilies for diversification abroad may 

lead to local market bubbles and to excessive 

exposure to sovereign risk. 

The growing imbalauce between local pen

sion funds' assets under management and the 

available securitie�. and the associated risk:>, 

thus calls for a close coordination between 

change:. in the regulawry framework lor insti

tutional inveswrs. local capital market devel

opment, and macroeconomic policies (see 

Roldos, 2003, lor the case of pension funds). 

The easing of limits on foreign investments by 

local pension funds amounts to a removal or 

capital controls on outllows, and care should 

be taken about the macroeconomic cons<..'

quences. Experiences in mature and emerg

ing markets show that they arc usually 

accompanied with large exchange rate depre

ciations. Moreover, autl10rities should note 

that even if a gradual approach is followed, 

actual portfolio shifts may happen suddenly 

and be magnified by herding beha\1or. 

These issues are relevant not only for local 

pension funds but also for insurance compa

nies. DeYeloping local securities markets is 

critical for the in�urance industry to properly 

manage iL'> risks and grow without threatening 

financial stability. The lack of long-elated 

bonds and derivatives presents challenges w 
insurers in managing the mismatch between 

the duration of their assets and liabilities 

across the emerging markets. In some coun

Tiies, governments have yet to begin issuance 

or bonds beyond mid-range maturities. 

MoreO\·er, analysts have suggested that insur

ance regulations should incorporate measures 

of investment risk and duration, or alterna

tively. a risk-based capital regime should be 

adopted with "prudent man.
, 

rules guiding 

investments (Kwon, 2001). \l\1ith appropriate 

regulation that safeguards the soh·encr of 

insurers and provides enough £1cxibilit)' to 

manage their balance sheet risks. insurance 

companies could become a stable long-te•m 

investor in local instruments. Moreover. as 

mentioned in Chapter r i i ,  life insurers can 

and should take advantage of a variety of 

credit products to match their long-term lia

bilities. 'A'hen local markets cannot deliver 

these producrs, local insurers ought to be 



©International Monetary Fund. Not for Redistribution

allowed to invest in credit products abroad. as 

well as have access to foreign cun-ency deriva

tive products lO hedge the associated foreign 

exchange exposure. 

The increasing imponancc of local institu

tional investors in both local and international 
markets has to be accompanied by a strength

ening of risk managernem skills tO ensure 

financial stability. Rapid growth of assets 

under management will require increasing 

sophistication among local institutional 

investors that will face increasingly more com

plex instrumellls and opportunities. At the 
same time, regulators will need to step up 

their risk management skills to be able to 

adjust regulations to the idiosyncrasies of rap
idly growing local markeL� and to monitor the 

behavior of increasingly complex in\'estmem 

strategies. Active participation in international 

fora, to exchange expe.-iences and lessons. 

would help notjust in speeding up the leam

ing process but also in harmonizing regula

Lions across countries. 

Authorities in charge of supervision and 
regulation of mutual funds must ensure that 

retail investOrs are fully informed and appro

priately educated about the types of market 
risks associated with different invesunents. 

Indeed. the recent experience with runs on 

local bond mutual funds as t.he interest nne 

cycle reversed (with interest rates beginning 

to rise) has generated concerns about how 

well the customers or institutional investors 

understand the market risks they bear and 
how well these customers manage these risks, 

especially in an environment where interest 

rates have fallen to levels at near historical 

1ows.58 Market analysts have argued that retail 

POLICY CONCLUSIONS 

investors often moved into bonds in search of 

higher yields but had the mispercepLion that 

the market risks associated with these bonds 

were "similar" to those associated with term 

bank deposits. As bond prices began to fall. 

and investors saw the value of bond funds 
decline, retail investors reacted to this newly 

discovered market risk by quickly withdrawing 
from the bond funds and shifting 1.0 a "cash·· 

(hank deposit) position. Bond funds \\'ere 
forced to sell assets to meet these redemp

tions. putting adclitiomd upward pressure on 

all·ead) rising interest rates. 
Finally, the stabilir)' or the asset allocations 

or instillll ional investors will also be influ

enced b)' the stability of their liability struc
wres and/or the funds placed with them. As 

institutional investors ha\'e come to dominate 

mature linancial markets and have become 
increasingly important in emerging markets. 

there has also been an ongoing shift in the 

incidence ofwho ulLimately bears market risk 

(the Iisks associated with fluctuations in asset 

prices and retums). Tn particular, the period 
since the early 1990s has witnes�ed a gradual 

shift in Lhc incidence of market risks from the 

institutional investors themselves to their cus

tomers. For example, in many countries, there 

has been a shift from defined benefit to 

defined contdbmion pension systems, which 
generally shift market risk to pensioners. 

Similarly. life insurance companies have 

increasingly marketed variable rate <mel index
linked products as opposed to lixcd guaran

lCed return products. Mutual funds and 

hedge funds by their very structure ulLimatcl) 

transfer market risk to their shareholders. 
This tmnsfer or risk to less sophisticated 

58Thc expedence wiLh rcta,il invcstot· runs on bond funds in cmer�ing markets may have implications l<lr malllrc 
markets. For example, somt: market participant� have at·gucd that retail invc�tor� in Europe ,utd.Japan. 11hkh haw 
traditionally held emerging market bonds rlirect.l). would be bener �erved lO hold them indirect.!) through bond 
mutual f'unds. Thes�: retail investors have been seen as holding emerging market bonds dircnll' in order LO obtain a 
pickup in yields bm seriously underestimating t.l1e default risk associ<Hcd '"ith Llw�e instrumen t.s. I r tht>'>l' in1t·�wrs 
instead held these bonds indirectly through bond funds, it has been o;uggcstcd Lhat thev would receive he11er diver
sification benefits and professional po11:folio managcmcnt �en'ices. However, it .,tjll could hc the rase that a bond 
fund with large hnlcling� of the bonds of a country Lhat unexpcCL('dlv def;uilts could face large· scale redemptions. 
Bond fund managers would naturallv have to take this risk into account when �Ul.ICturing their portJ(>lios. 
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investors. and its potential implications for 
financial stability, has become apparent with 
the recem expet·ience of some emerging mar
kets and is an issue that will be taken up in 
fuwre issues or the GFSR. 

Appendix: Hedge Funds and Recent 
Emerging Market Currency Crises 

This appendix presents an empirical analy
sis of the market positions taken b)' hedge 
funds in several recent emerging market cur
rene)' crises (e.g., devaluations or the widen
ing of currency trading bands).  In particular. 
these episodes include the Brazilian real deval
ualion Uanuary 13, 1999), Lhc noatation of 
the Turkish lira (February 22, 200 l ) ,  the 
Argenline peso devaluation Uanuary 7. 2002),  
and the recent pressures in the Hungarian 
fixed-income and currency markets, which 
forced the central bank LO lower the central 
Forint-Euro parity rate from 276. t forint per 
euro to 282.36 forint per euro Uune 4, 2003). 
In all these episodes, the main pre-conditjons 
for the hedge funds' involvement-sufficiently 
deep and liquid local markets plus macroeco
nomic imbalances-were present. 

One of the key problems is that informa
tion on acLUaJ hedge funds' portfolio expo
sures is not publicly available. Therefore. the 
hedge funds' positions during the crises 
episodes are estimated using the Sharpe 
investment style approach, which provides 
indirect estimates of their portfolio expo
sures. This approach assumes that the rewm 

that a hedge fund earns during any given 
period is a linear combination of the rewrns 

on the relevant investments and that the esti
mated "weights" in the linear combination 
are a proxy of the acwal portfolio weights of 
the hedge fund. Thus, the estimation of the 
hedge ftUid portfolio exposures can be car
ried out in two steps. The first step is to esli
mate bow sensitive the hedge funds' portfolio 
returns have been to changes in the local 
emerging market returns in each of the crisis 
countries, while conu·olling for other factors 

that may have influenced the hedge ftmd's 
performance as well. The second step is w 

multipl)' these sensili\'ities by the hedge 
funds' total asset values to obrain the esti
mated value or the hedge funds' positions in 
these emerging market.,�. Since previous 
research indicated that the types of hedge 
funds that tend to maintain exposure to 
emerging market assets include the dedicated 
emerging market hedge funds, macro hedge 
funds. and event-driven hedge funds, the 
aJ.>pruach described above is applied lO a sam
ple containing these three groups of funds. 

The rwo-step methodology used to eslimate 
the hedge funds' exposures to local emerging 
markets is implemented as follows: 

Step 1 

Fur each group of hedge fuuds I (where I 

refers to macro, dedicated emerging market. 
or event-driven groups of funds). and for each 
local emerging market EM (where EM refers 
to local markets in Brazil, Argenlina. Turkey. 
and llungary), the estimates of sensitivities 

(�L11) of the hedge rund portfolio rctums to 
the returns on a particular local emerging 
market EM arc obtained by estimating the fol
lowing rolling regression equation (using a 
20-month window): 

3 
R: = a� +  ��M.1R1,·M.1+ L �bRI\.1 + e� 

""'' 

where R� is the ser·ies or monthly returns on 
the portfolio of hedge funds in group /; R/:i\1.1 
is the series of month!)' rewrns on the J.P. 
Morgan ELMI (local market) country index. 
The three additional !'actors ( the RK.1's ) 
included in each regression equation-the 
MSCJ Emerging Markets Free Index (pro>..')' 
for emerging equity markets), the Merrill 
Lynch High Yield Cor·porate Bond Index 
(proxr for credit market), and the Federal 
Reserve's Trade-Weighted U.S. Dollar Index
have been shown to have high explanawry 
power in the previous research on hedge 
funds' performance. All indices arc U.S. dol
lar denominated. 
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Step 2 

The estimated U.S. dollar exposure of the 
hedge fund group I to a local market EM in 

period k is obtained as £�f;,"= Pbr.k * AL where 

tl� is the total asset value of hedge funds in 
group I and Pbu is the estimated sensitivity of 
the returns on Lhe portfolio of hedge funds in 
group ito the returns on a particular local 
emerging market EJ\!I. 

The data sample consists of the dedicated 

emerging market, macro, and event-driven 

hedge ftmds that have at least $100 million in 
assets under management (as of end-2003), 
were set up on or before January 1998, and 
have been regularly reporting their month!)' 

returns and assets under management either 
to the ClSDM (formerly, MAR/Hedge) or 
HFR.5!l Thus, the estimated portfolio expo

sures based on the CISDM/Hf'R data should 
be a reasonably good proxy of the positions 
taken by the medium-size hedge funds that 

typically invest in emerging market assets. 
However. these exposures may not necessarily 
be a good proxy for the positions that could 

have been taken by some of the largest macro 

hedge funds, such as Tudor Investment 
Corporation or Moore Capital Managemen t, 
which do not report to any hedge fund data 
providers, and whose assets under manage
menl are somewhere in the range of $5 bil
lion-$10 billion, compared to only about $2.4 

billion of the largest hedge fund in the 

CfSDM/HFR sample(see fooUlote 20 earlier 

in this chapter). 
The total estimated exposures of all three 

groups of hedge flmds are presented in Figure 

4.2, along with the local market indices of 
Argentina, Brazil, Turkey, and Hungary. The 
series labeled CISDM& HFR represents the 

estimated exposures based on betas obtained 

from the regression analysis that uses the aver
age returns on the portfolios of dedicated 
emerging market, macro. and event-driven 
hedge funds from the CLSO�l/HFR sample 
described above. The �cries labeled CSFB are 
based on the regression analrsis that uses the 
Credit Swiss First Boston (CSFB)/Tremom 
indices, which are asse1-weightcd indices of 
large hedge funds fi·om the Tremont TASS 
database, ;;mel are more representative of the 

pcrfom1ance of larger hedge funds.'"' 
The main conclusions derived from the 

analysis of returns and estimated exposures 
<lre as ((> llows: 
• Mont.hly returns provide little e\·idence that 

medium-size hedge funds (as a group) 
earned abnormal profits following the 
exchange rate adjustment in each of tl1esc 

episode�. 
• Estimated exposures indicate that during 

the recent currency crises episodes hedge 

funds had indeed built extensive short posi

lions vis-a-vis emerging market currencies in 

tl1e run-up to 1he devaluations, but failed w 
maintain them long enough to benefit from 
tl1e change in tl1e exchange rate regime. 
This unwinding of the hedge funds· shon 
posit.ions before t.hc de\'aluations may have 
been in pan due to measures t.aken by the 

authorities of emerging market countries to 
discourage the shorting of local assets as 
they faced increasing pressures on their 

exchange rates (including, by raising inter
est rates as well a� hy limiting 1hc supply or 
instruments that could be used for taking 
short positions). 

• The comparison of the CLSOM/HFR and 
CSFR exposures suggests I hat larger hedge 
funds tend to be more aggressive in short
ing loc:al marke ts than smaller funds, which 

59C!SDM (Center for lntcrnal.ional Sccmitics and Ocrivath•cs Markets), former!\· :VL\R/Hedgc. and HFR (Hcdgc 
Fund Research) arc Llw leading hedge fund data providers, which jointly covt'r a �ubstanti:ll pan of the heclgt' fund 
universe. Our sample inchtdcs 18 macro hedge li.mds, 51 dedicated cmerging market hedge funcls and :'6 event 
driven hedge fund�. Smaller funds were dropped from tht' sample because th<"ir monrhh• rctunl� ;md a.<.;,cts unclt•r 
management are oflen noisy or �tale. 

OOSimilar to other data providers' databases, the Tremont Tr\..<;S database docs not include most or the wp 100 
hedge funds. 
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Figure 4.2. Estimated Portfolio Exposures of Hedge Funds 
and local Emerging Markets 

- ELM/ (index; right scale) 

- CSFB (hedge fund exposures m btl/ions of dollars. left scale) 

CIS OM and HFR (hedge fund exposures m billions of dollars; left scale) 

Brazil 
25 15-

120 10-
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- 370 5 -
0--�����s=b
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-so- -125 

-170 
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Sources Bloomberg LP, CISOM, Hedge Fund Research (HFR); and IMF staff 
est1mates. 

may be due to the larger funds' ''deeper 
pockets." 
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GLOSSARY 

Annuit) 

Assel/liabiJity 
management 

Balance sheet mismatch 

Banking soundness 

Benchmark issues 

Brady Bonds 

Capital accoum 
liberalization 

Carry u·adc 

Cash securitization 

Collective action clause 

Co magi on 

A comract that prm�de:. an income for a specified period of Lime, 
such as a number of years or for life. 

The management of as�ets to ensure that liabilities are sufficiellll)' 
covered by suitable assets at all Limes. 

A balance sheet is a financial statement sho\\�ng a company's assets, 
liabilities, and equity on a given dare. Typically, a mismatch in a bal
ance sheet implies that the mawrilies of the liabilities differ (are typi
cally shoner) r·rom those of the asseL" and/or that some liabilities are 

denominated in a foreign currency while the asseL� are not. 

The finauciaJ health of a single bank or of a cotmu)''s banki11g system. 

High-qualiry debt securit.ics, l)'Pically bonds. Inveswrs usc their yield 
f(>r comparison purposes and to price other bond issues. 

Bonds issued by emerging market counu·ies as pan of a restructuring 
of defaulted commercial bank loans. These bonds arc named after 
((>rmer U.S. Treasury SccreLar)' :--Jicholas Brady and the first bonds 
were issued in March of 1990. 

Removal of statutory resu·ictions on cross-border private capital flows. 
an importam part of financial liberalization. In particular, the relax
ation of controls or prohibitions on transactions in the capital and 
financial accoums of the balance of paymenu;, including the remonll 
of forei�:,rn exchange convcnibilit)' restrictions. 

A leveraged transaction in which borrowed funds are used to buy a 
security whose yield is expected to exceed the cost of the borrowed 
funds. 

The creation or securities from a pool of pre-existing assets and 
receivables that are placed under the legal conu·ol of investOrs 
through a special intermediary created for this purpose. This com
pares with a "s)'nthetic" securitization where the generic securities m·e 
created ouL of derivative instruments. 

A clause in bond conu·acL� that includes provisions allowing a quali
fied m�jorit)' of lenders to amend key financial Lenm of the debt con
tract and bind a minoriLy to accept these new tem1s. 

The u·ansmission or spillover of financial shocks or crises across coun· 
tries and/or across asset classes, characLedzcd by an apparent 
increase in the comovement of asset prices. 

Note: lnsur<Lnce terms are adapted from the International Association of Insurance Supen·isors (lt\IS) Clo�smy uj 
7i>nnl, St:ptemhet· 2003. 
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Convergence fund 

ConvexitT 

Corporate governance 

Credit default swap 

Credit insurance 

Credit risk 

Credit spreads 

Defined benefit pensions 

Defined contribution 

pensions 

Derivatives 

Dollarization 

Double gearing 

Dynamic hedging 

GLOSSARY 

A fund that invests in Eastem European countries' debt securities on 
the assumption that imerest rates in these counu·ies will com·erge lO 
those in the European Union. 

A measure of the relationship between bond pdces and bond yields. 

The more positive a bond's convexity, the less sensitive is the price of 

the bond to in terest rate changes, other things being equal. cgative 

convexity implies the bond's price is more sensitive to interest nne 

changes, other things being equaL 

The governing relationships between all the stakeholders in a 

company-including the shareholders, directors, and management-as 

defined by lhe corporate charter, b)•la\,'S, formal policy, and rule of law. 

A financial conu·act under which an agent buys protection against 

credit risk for a periodic fee in return for a payment by the protec

tion seller contingem on the occurrence of a credit/ default event. 

A form of guaran tee ro manufacturers and wholesalers against loss 

resulting from default on the part of debtors. 

The risk that a counterpar-ty lO the insurer is unable or unwilling to 

meet its obligations causing a financial loss to the insurer. 

The spread between sovereign benchmark securities and other debt 

secwities that are comparable in all respects except for credit quality 

(e.g., the difference between yields on U.S. Treasuries and those on 

single A-rated corporate bonds of a certain term to maturity). 

A retirement pension plan where the henefits that retirees receive are 

determined by such factors as salary history and t.he duration of 

cmplo)'ment. The company is typically responsible for the investment 

risk and portfolio management. 

A reliremem pension plan where the benefits that retirees receive are 

determined by the rewrns on the plan's investments. 

Financial contracts whose value derives from underlying securities 

prices, interest rates, foreign exchange rates, market indexes, or com

modit)' prices. 

The widespread domestic use of another counul''s currency (typically 

the U.S. dollar) to perform the standard functions of money-thar of 

a unit of account, medium of exchange, and store of value. 

Simations where multiple companies use shared capital to protect 

against risk occurring in separate entities. For example, an insurance 

company may purchase shares in a bank as a reciprocal arrangement 

for loans. In these cases, both institutions are leveraging their expo

sure to risk. 

A dynamic-hedging scheme involves the periodic re-balancing of a 

portfolio of hedging instruments (the buying or selling of securities) 

in order to maintain a specific hedging level. 
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GLOSSARY 

Eligible capital On- or off-balance sheet element that, in accordance with domestic 

regulations, is suitable lO cover the required solvency margin (i.e., eli

gible for inclusion in the calculation of available solvency or regula

wry capital). As a general ntle, these elements are either assets free 

of all foreseeable liabilities. or, if they represent liabilities, the latter 

should be subordinated to any other liabilities. i.e., in the event of a 

bankruptcy, they arc to be paid only after the claims of all other cred

itors have been satisfied. 

El\1181 The acronym lor the J.P. Morgan Emerging A!arkel Bond lnde;oc that 

tracks the total returns tor traded external debt inst.-uments in the 

emerging markets. 

Emerging market� Developing countries' financial markt:ts that arc less than fully devel

oped, but are noneLheless broadly accessible to foreign investors. 

Financial guarantee A form of coverage in which t..hc insurer guarantees the payment of 

insurance interest and/or principal of the insw·ed iJ1 connection with debt 

insu-uments issued by the insured. 

Foreign direct investment The acquisition abroad (i.e., out'5icle the home country) of physical 

assets, such as plant and equipment, or of a controlling stake (usually 

greater than 1 0  percent of shareholdings). 

forward price-earnings The multiple of future expected earnings at which a swck seUs. 1 l  
ratio is calculated by dividing the current swck price (adjusted for stock 

splits) by the estimated earnings per share for a fULure period (typi

cally tl1e next 12 months). 

Hedge funds Investment pools. typically organized as private part nerships and 
often resident oiishore for tax and regulalOr)' purposes. These 

Hedging 

In-force business 

Interest rate swaps 

lJ1termediation 

funds face few restrictions on their portfolios and transactions. 

Consequently, they art: free to use a varie ty of investment techniques

including short positions, transactions in derivatives, and leverage-to 

raise rewrns and cushion risk. 

Offsetting an existing risk exposure by taking an opposite position in 

the same or a similar risk, for example, by buying derivatives contracts. 

In the life insurance indusu·y, the expression refers to the stock of 

existing policies that have been pre,1ously written and have not yet 

matured or been cancelled. 

An agreement between counterparties to exchange periodic interest 

paymenr.s on some predetermined dollar principal, which is called 

the notional principal amount. For example, one party will make 

fixed-rate and receive variable-rate interest payments. 

The process of u-ansfcrriug funds from the ultimate source to the 

ultimate user. A financial institution, such as a bank, intermediates 

credit when it obtains money from depositors and relends it to 

borrowers. 
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I nvesunen t-grade issues 

(Sub-invesLment-grade issues) 

Leverage 

Mark-w-market 

Mutual insurance 

company 

Nonperforming loans 

Oilshore insu·uments 

(Pair-wise) correlations 

Pension funding gaps 

Policy reserves 

Primary market 

Put (call) option 

Reinsurance 

Reserve 

Retrenchment from risk 

GLOSSARY 

A bond that is assigned a raling in the LOp four categories by 
commercial credit rating agencies. S&P classifies invesLment

grade bonds as BBB or higher, and Moody's classifies investment 

grade bonds as Baa or higher. (Sub-investment-grade bond issues 

are rated bonds that arc below investment-grade.) 

The proportion of debt lO equit}'· Leverage can be built up by bor

rowing (on-balance-sheet leverage, commonly measured by debt-to

equity ratios) or by using off-balance-sheet transactions. 

The valualion of a position or p()rtfolio by reference to the most 

recent price at which a financial instrument can be bought or sold 

in normal volumes. The mark-tO-market valut.· might equal the cur

rent market value-as opposed w historic accounting or book 
value-or the present value of expected fulllre cash flows. 

A nonpro1it insurance carrier, "�thout capital stock, that is owned 
by the policyholders. 

Loans that are in default or close to being in default (i.e .. typically 
past due for 90 days or more). 

Securities issued outside of national boundaries. 

A statistical measure of the degree to which Lhe muvements of two 

variables (for example, asset rewrns) are related. 

The difference between the discounted value of accumulating 

future pension obligations and the present value of investment 

assets. 

The amounts that a life insurance company allocate::; specifically for 

the fullillment of its policy obligations: reserves arc so calculated 

that, together with future premiums and interest earnings. they will 
enable the company tO pay all future claims. 

The market where a newly issued secwity is first offered/sold to the 

public. 

A financial contract that give the buyer the right, but not the obli

gation, to sell (buy) a financial instrument at a set price on or 

before a given date. 

Insurance placed by an unden\Titer in another company to cut 

down the amount of the risk assumed under the original insurance. 

Amounts of an insurance company's funds that are set aside to meet 
unforeseeable liabilities (i.e . .  an obligation that has not yet material

ized) or statutory requirements. These amounts stem either from 

shareholders' capital or, in the case of mutual companies, members· 

contribulions and accumulated surplus. 

A reduction in the purchases or holdings of risky securities. 
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GLOSSARY 

Risk aversion 

Secondary markets 

Separate account 

Solvency 

Solvency requirements 

Spread 

Subordinated debt 

Swapl.ions 

Syndicated loans 

Tail events 

Technical provision 

The degree to which an investor who, when faced with two invest

ments with the same expected return but different risk, prefers the 

one with the lower risk. That is, it measures an investor's aversion to 

uncertain outcomes or payoffs. 

Markets in which securities arc traded after they arc initially 

offered/sold in the primary markeL 

Funds held by a life insurer that are segregated from the other assets 

of the insured and invested for pension plans and other designated 

po]jcies. 

Narrowly defined as the ability of an insure1· to meet its obligations 

(liabilities) at any Lime. In order to set a pracl.icable definition. it is 

necessary to clari fy the type of claims covered by the assets, e.g., 

already written business (run-oiibasis, break-up basis), or would 

future new business (going-concern basis) also to be considered. ln 

addition, questions regarding the volume and the nature of an insur

ance company's business, the appropriate time horiton to be 

adopted, and setting an acceptable probability of becoming insolvent 

are taken inLO consideration in assessing a company's solvency. 

The statutory requirements or rules on the required solvency margin 

and eligible capital elements, including the performance of the sol

vency test, to prove compliance with these requirements. 

See "credit spreads" above (the word credit is sometimes omiued). 

Other definitions i ncl udc: (1)  the gap between bid and ask prices of 

a financial instrument; (2) the difference between the price at which 

an underwriter buys an issue from the issuer and the price at which 

the under·writer sells it to the public. 

Loans or other liabilities that rank after claims of all other creditOrs 

and w be paid, in the evem of Liquidation or bankruptcy, only after 

all other debts have been met. 

Options on interest rate swaps. 

Large loans made jointly by a group of banks to one borrower. 

Usually, one lead bank takes a small percentage of the loan and parti

tions (syndicates) the rest to other banks. 

The occurrence of large or extreme security price movements. that, 

in terms of their probability of occurring, lie within the tail region of 

the distribution or possible price movements. 

Amount set aside to meet liabilities arising out of insurance con

tracts, including claims provision (whether reponed or not). provi

sion for unearned premiums, provision for unexpired dsks, life 

assurance provision and other liabilities related to life insurance 

contracts (e.g., premium deposits, savings accumulated over the 

term of with-profit policies). 
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Underwriting 

Unit-linked investmem 

Variable annuity 

Wit.h-prouts policies 

Yield curve 

GLOSSARY 

The process by which an insurance company deterrnlnes whether or 

not and on what basis it will accept an application for insurance. 

An insurance policy where a portion of the premium is used lO pur

chase insurance protection, and lhe balance is invested in an author

ized unit trust. The return on the policy is linked lO the performance 

of the unit u·ust and the risk associated with the investment is borne 

by the policyholder. 

An annuity contract under which the amount of each periodic pay

ment fluctuates according to the investment performance of the 

insurer. 

The insurance company guarantees to pay an agreed amount at a 

specific Lime in the future, and may increa�e this guaranteed amount 

through bonus payments. [n effect, the policyholders are participat

ing in the profits of the life insurance company. 

A chart that plots lhe yield to maturity at a spccinc point in lime for 

debt secwities having equal credit l"isk but different maturity dates. 
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SUMMING UP BY THE ACTING CHAIR 

The following remarhs by the Acting Chair were made at the conclusion of the Executive 

Board� ditussion rif the GlobaJ FinanciaJ Stability Report on March 26, 2004. 

E 
xecutivc Directors welcomed the con

tinued improvement in imernational 

financial market conditions and the 

brighter prospects for global financial 

stability going forward. The improved oullook 

is supported by a fi1·ming of the global eco

nomic recovery, rising corporate earnings, 
and a strengthening of corporate balance 

sheets. Emerging market borrowers, many of 

whom have taken steps to put their public 

finances on a sounder footing and improved 

the structure of their domestic and external 

debt, are benefiting from higher export 

demand and commodity prices. 

Global Financial Market Surveillance 

DireclOrs noted that. in response to this 

improved outJook and the exceptionally low 

short-term interest rates, global financial mar

kets staged a strong, broad-based rally in 2003. 

While low short-term interest rates are contin

uing to inlluence investor beha,�or and are in 

some cases encouraging increased risk taking 

in a search for yield, most mature and emerg

ing market indices appear recently to be 

pointing to a peliod of consolidation, with 

investors showing renewed caution and 

increased discrimination. 

Directors emphasized Ll1at the improved 

outlook for fmancial s tability is not without 

risks. These risks wiJl require continued vigi

lam moniwling, not least in view of their 

interconnected nature. A first set of issues, dis

cussed by Directors, arises from the environ

ment or prolonged low interest rates and 

abundant liquidity. ln this en�ronment. asset 

valuations may be pushed beyond levels justi

fied by fundamental impro\'ements. A transi

tion to higher interest rates in mature markets 

will eventually need to take place. This may 

have broader ramifications. including 

increased bond market volatility if inves10rs 

were to revise their interest rate outlook 

abruptly-as they did during the 1994 sell-ofT 

in global fixed income markets--or if asset 

valuations wat were predicated on an unusu

ally low level of risk-free rates were corrected 

abruptly. To guard against these risks, 

Directors encouraged policymakers to develop 

timely and forward-looking communication 

strategies that encourage investors to base 

their decisions 011 fundamentals rawer than 

on we expectation thar interest rates will be 

kept indelinitely at very low levels. Directors 

noted that we potential effects of higher 

interest rates on emerging market economies 

are being mitigated due to the progress that 

many of them have made in reducing vuiJ1era

bilities, while su·onger world growtJ1 wiiJ aJso 

help omet the impact of higher imerest rates. 

Directors also discussed the potential for 

market instability arising from LIH:' large global 

external imbalances, including the possibility 

that adverse developments in the currency 

markets mjght spill over into ower asset mar

kets. They uoted that the depreciation of L11e 

U.S. dollar against other m�jor currencies has 

so far been orderly. Nlost Directors considered 

wat, in view of L11e substantial capital Oows 

that the U.S. economy "�II continue to need 

to attract, the risk or a pronounced currency 

depreciation-possibly resulting in higher 

U.S. dollar interest rate:. and a correction in 
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asset valuations-can nevertheless not be dis
misserl. Directors reiterated, in this context. 
that a strong and sustained cooperative 
elTon-aimed at ensuring a smooth adjust
ment of global imbalances over the medium 
term-will remain a key policy priority for the 
international community in the period 
ahead. 

Directors welcomed the improved external 
financing environment for emerging market 
borrowers. They noted that the improved 
credit quality of many emerging market bor
rowers and low interest rates in the major 
linancial centers contributed to the impressive 

compression of spreads on emerging market 
bonds last year. Directors commended the 
steps taken by many emerging markets in the 
current favo1·able market environment to 
meet a substantial pan of their borrowing 
needs, improve their debt structures, and 
extend maturities. The correction of the 
downward exchange rate over-shooting that 
occurred in 2003 in many Latin American 
economies should further help enhance debt 
sustainability in these countries. Directors also 
welcomed the trend toward making the inclu
sion of collective action clauses (CACs) in sov
ereign bond issues an indttstry standard. 
Notwithstanding this encouraging aggregate 
performance, Directors noted Llnt some 
countries appear to have relaxed their liscal 
and structural reform efforL'i. Unless they take 
timely corrective action, these countries face a 
heightened risk of exposing their underlying 
vulnerabilities in the event or a turnaround in 
the curTent favorable external financing 
environment. 

Directors welcomed t11e continued strengtl1-
ening of the balance sheets of the household, 
corporate, and bank sectors over the course of 
2003, as corporate and household sectors con
tinued to build up liquidity and rising asset 
values strengthened net worth. evertheless, 
rising interest rates may increase the debt 
service burden, particularly in a number of 
European countries where debt levels or the 
corporate sector remain high. Directors noted 

SUMMING UP BY THE ACTING CHAIR 

tlutt the recent fall in long-term yields has 
increased refinancing activity in the U.S. mort
gage markel and reopened the possibility of 
hedging activity that might amplify yield 
movements. They welcomed. in this context, 
recent proposals to strengthen the regulation 
or the u.s. mor·tgage agencies and address the 
implicit government guarantee. 

Directors emphasized that the relatively 
benign overall conditions in mature and 
emerging markets provide an advantageous 
window of opportunity to focus policy atten
tion on several key stn1ctural reforms to 
underpin linanciaJ stability over the longer 
run. In mature markets, recent scandals in the 
mutual funds industry and some companies, 
such as Parmalat, have again underscored the 
need to build on ongoing efforts to improve 
corporate governance and strengthen market 
foundations. fn particular, steps should be 
taken to strengthen scrutiny hy investors and 
rebrtrlators of firms with complex ownership 
and capital struclllres, as well as to enhance 
public oversight of auditing practices. 
Priorities on emerging counu·ies' agenda 
going forward should include further reduc
tions in the level and '·ulnerability of' public 
debt, development of local capital markets, 
and cominned strong efforts to improve the 
climate for foreign direct investment, which 
has remained at disappointingly low levels in 
spite of the general rebound in capital flows. 

Risk Transfer and the Insurance Industry 

Directors welcomed the work being under
taken in the context of the current and forth
coming issues of the GFSR on the range of 
regulato1·y and disclosure issues raised by the 
u·ansfer of risk from banking LO nonbanking 
institutions in mature markets. A prominent 
example is the rapid growth of the hedge 
fund sector where, despite closer counter
party and investor monitoring, t11erc appears 
to be a need for broader and more systematic 
u·ansparency of exposures and practices. 
Directors noted that future staff work will 
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ANNEX SUMMING UP BY THE ACTING CHAIR 

focus on the hedge fund and pension fund 

industries. 

Directors welcomed the conclusion of the 

staff's analysis that 1.he reallocation of crcdi1. 

risk to t.he insurance sector, together with 

improvements in risk management in the sec

lor, appears 1.0 have contributed to enhanced 

overall financial stability. Moreover, by allocat

ing a greater share of their portfolio LO credit 

instruments, many life insurers avail them

selves of a more predictable return. While t.he 

invesUllent in credi1. instruments by insurers 

deserves to be supported, Directors stressed 

that this will need to go hand in hand with 

conlinued efforts to improve risk rnanage

mem and regulatory oversight of the sector. 

Areas for improvement highlighted by 

Direcwrs include: wider implementation of 

risk-based capilal standards by regulators; 

enhancement of supervisory resources in 

many mature market jurisdictions; increased 

information sharing among supen'isors; and 

su·engthened disclosure requirements. 

Directors welcomed the current debate on 

international accounting standards for insur

ers. and looked fonvard to the clevelopmen t 

of converging standards that provide an accu

rate renection of insurance companies' finan
cial position. To be adequate, disclosure 

should be comprehensive, and include infor

mation on sensitivities and risks. Vlhile rating 

agencies play a helpful role in disseminating 

in(ormation on risks, Directors cautioned that 

they should not be relied upon as a substitute 

for appropriate supen'ision. 

Institutional Investors in 
Emerging Markets 

Directors welcomed tJ1e discussion of tJ1e 

instillllional investor base for claims on emerg

ing markets. They saw the development of a 

stable investor base as a key element in reduc

ing the volatility of capital flows to emerging 

markets. While ongoing changes are con

tributing to a welcome broadening and diver

sification of the investor base, DireClors 

observed that the decline in dedicated, rela

tive 1.0 crossover. investors may also have 

increased the volatility of capital flows. 

Another source of pOLenLial volatiliLy arises 

from the impact that even small changes in 

the portfolio positions of institutional 

invcswrs can have on emerging markeLc;, given 

the large size of the assets under management 

of these investors. Directors agreed that t.he 

factors influencing the changing nalltre of the 

investor base, as well as their policy impliC<I

tions-including for debt managemem poli

cies and practices in emerging markets-will 

require continued careful analysis. They 

emphasized t.he importance of adequate trans

parency and disclosure regarding both govern

ment policies and corporate developments, 

with investor relations programs being a par

ticularly useful instrument. lo addition, the 

development of an efficient market infrasu-uc

ture within emerging markets will be helpful 

in attracting institutional investors from both 

mature and domestic markers. 

Directors also commented on the supervi

sory and regulatory implicaljons of the 

expanding portfolios of nonbank institutional 

inveswrs in emerging markets, in particular 

the rapid growth of pension funds. They 

noted that, in >view of the growing imbalance 

between the assets under management of 

these fund!:> and the available securities, close 

coordination will be required between 

changes in the regulatory framework, the 

development of local capilal markets, and t.he 

gradual easing of limits on foreign invesl

mcnts by pension funds 1.0 increase their 

opportunities for portfolio diversification. 

Directors viewed the development of local 

sectwities markets as key to ensuring proper 

risk management by the insurance industry. In 

view of the rapid growth and increasing 

sophistication of the activities of local institu

tional investors involved in both local and 

international markets, it will also be imponam 

to persevere with strong efforts to enhance 

the risk managemem skills of bot.h investors 

and regulators. 
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STATISTICAL APPENDIX 

T
his sratistical appendix presents data on 

financial developments in key financial 

centers and emerging markets. It is 

designed ro complement the analysis in 

the text by providing additional data !hat describe 

kc>· aspects of financial market developments. 

These data are derived from a number of sources 

external to the IMF, includil1g banks, commercial 

data providers, and official �ourccs. and are pre

c;emed for information purposes onJy; the IMF 

doe not, howe' cr. guaramee the accuraC\ of the 

data from external source,. 

Presenting financial market data in one loca

tion and in a fixed St't of tables and charts, in this 

and fuLUre issues of the GFSR, is intended to give 

the reader an oven1ew of developments in global 

financial markets. Unless otherwise noted. the sta

tistical appendix reflects information available up 

to March 2, 2004. 
�lirroring the structure of the chapters of the 

report, the appendi:-.. presents data separately 

for J..ev financial center., and emerging market 

countries. Specificalh. it i' organi1ed into three 

'ections: 

• Figures l-14 and Table' 1-�1 contain infor

mation on market dc,clopnwnls in ke} 

financial centers. This include� data on 

global capital flows, and on markets for 

foreign exchange, bonds. equities, and 

der·ivatives. as well a-. �ectoral balance sheet 

data for the United State�.Japan, and 

Europe. 

• Figures 15 and 16 and Tables 10-21 present 

infonnation on financial cle,elopmenLS in 
emerging mark<>ts, including data on equit), 

foreign exchange. and bond marketS. as 

well as data on cmt•rging market financing 

nows. 

• Tables 22-28 report kc\ linandal soundness 

indicators for selectt•d countrie�. including 

bank profitabilit\, a''><'t quaJit,, and capital 

adequaC\'. 
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Figure 1 .  Global Capital Flows: Sources and Uses of Global Capital in 2003 
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Figure 2. Exchange Rates: Selected Major Industrial Countries 
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Figure 3. United States: Yields on Corporate and Treasury Bonds 
(Weekly data) 
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Figure 4. Selected Spreads 
(In basts points) 
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Figure 5. Nonfinancial Corporate Credit Spreads 
(In basis pomts) 
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Figure 6. Equity Markets: Price Indexes 
(January 1, 1990 = 100. weekly data) 

1200 
United States 

1000 

800 

600 

400 

- 200 

1990 92 94 96 98 
0 

2000 02 04 

500 
Europe Europe 

(FTSE Eurolop 300) 

400 

300 

200 
Unr1ed Ktngdom 
(FTSE Ali·Silate) 

100 

1990 92 94 96 98 
0 

2000 02 04 

120 
Japan 

100 

80 

60 

40 

20 

0 
1990 92 94 96 98 2000 02 04 

SOUrce· Oatastream. 

168 



©International Monetary Fund. Not for Redistribution

KEY FINANCIAL CENTERS 

Figure 7. Implied and Historical Volatility in Equity Markets 
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Figure 8. Historical Volatility of Government Bond Yields and Bond Returns for Selected Countries, 
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Figure 9. Twelve-Month Forward Price/Earnings Ratios 
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Figure 11. United States: Corporate Bond Market 
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Figure 12. Europe: Corporate Bond Market1 
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Figure 13. United States: Commercial Paper Market1 
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Figure 14. United States: Asset-Backed Securities 

ABS Spread1 
(In basis points) 

1998 99 

Total Amount Outstanding 
(In billions of U.S. dollars) 

Aulomobile 

Credu card 

Home equrty 

Manufactured housrng 

- CBO/COQ2 

- Other 

1995 96 97 

2000 01 

98 99 2000 

Sources: Merrill Lynch: Datastream; ancl the Bond Market Association. 

02 

01 

I Merrill Lynch AAA Asset-Backed Master Index (fixed rate) option-adjusted spread. 
2Collaterallzed bond/debt obligations. 

KEY FINANCIAL CENTERS 

180 

160 

140 

120 

100 

80 

60 

40 

20 

0 
03 04 

- 1800 

1200 

1000 

800 

600 

400 

200 

0 
02 03:03 

175 



©International Monetary Fund. Not for Redistribution

STATISTICAL APPENDIX 

Table 1 .  Global Capital Flows: Inflows and Outflows, 
(In billions of U.S. dollars) 

Inflows 

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 

United States 
Direct investment 19.8 51.4 46.1 57.8 86.5 105.6 179.0 289.4 321.3 151.6 39.6 
Portfolio investment 72.0 1 1 1 . 0  139.4 210.4 332.8 333.1 187.6 285.6 420.0 425.1 421.4 
Other investment 78.9 1 1 9.7 120.5 170.4 131.8 268.1 57.0 165.2 284.9 188.9 245.9 
Reserve assets n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Total capital flows 170.7 282.1 306.0 438.6 551.1 706.8 423.6 740.2 1 ,026.1 765.5 707.0 

Canada 
Direct investment 4.8 4.7 8.2 9.3 9.6 1 1 .5 22.7 24.8 66.1 28.8 20.5 
Portfolio investment 20.5 41.4 17.2 18.4 13.7 11.7 16.6 2.7 10.1 22.2 13.5 
Other investment -2.2 -6.7 16.0 -3.9 15.7 28.0 5.4 -10.8 0.6 7.4 6.0 
Reserve assets n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Total capital flows 23.1 39.4 41.4 23.9 39.1 51.2 44.8 16.6 76.8 58.4 39.9 

Japan 
Direct Investment 2.8 0.1 0.9 0.0 0.2 3.2 3.3 12.3 8.2 6.2 9.1 
Portfolio investment 9.6 -6.1 64.5 59.8 66.8 79.2 56.1 126.9 47.4 60.5 -20.0 
Other investment -105.2 -32.7 -5.6 97.3 31.1 68.0 -93.3 -265.1 -10.2 -17.6 26.6 
Reserve assets n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Total capital flows -92.9 -38.7 59.8 157.1 98.1 150A -34.0 -125.9 45.4 49.1 15.7 

United Kingdom 
Direct investment 16.6 16.5 10.7 21.7 27.4 37.4 74.7 89.5 1 19.9 62.0 28.2 
Portfolio investment 16.2 43.6 47.0 58.8 68.0 43.5 35.3 185.5 255.1 58.5 92.1 
Other investment 96.4 191.4 -10.8 106.2 254.4 328.4 97.2 79.7 423.2 332.2 81.4 
Reserve assets n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Total capital flows 129.1 251.6 46.9 186.7 349.7 409.2 207.2 354.8 798.3 452.7 201.7 

Euro area 
Direct investment 212.1 403.0 181.2 132.6 
Portfolio investment 283.4 266.3 317.2 261.9 
Other investment 208.3 337.2 240.7 54.7 
Reserve assets n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Total capital flows 703.8 1 ,006.5 739.1 449.3 

Emerging markets and 
developing counlries2 
Direct Investment 48.6 71.6 97.5 128.2 147.5 184.2 177.5 209.5 204.3 221.4 172.6 
Portfolio investment 52.1 93.5 93.3 35.4 106.7 81.9 40.5 127.5 81.6 4.9 -15.6 
Other investment 70.5 40.5 14.3 128.1 59.0 80.0 20.8 -n.4 -51.2 -34.9 54.9 
Reserve assets n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a n.a. 
Total capital flows 171.3 205.6 205.0 291.6 313.1 346.1 238.9 259.6 234.7 191.5 211.9 

Sources: IMF, World Economic Outlook database as of March 11, 2004; and International Anancia/ Statistics. 
1The total net capital flows are the sum of direct investment, portfolio investment, other Investment flows, and reserve assets. "Other investment" 

Includes bank loans and deposits. 
2Thls aggregate comprises the group of Other Emerging Market and Oeveloplng Countries defined in the World Economic Outlook. together with 

Hong Kong SAR, Israel, Korea, Singapore, and Taiwan Province of China. 
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Outflows 

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 

-48.3 -84.0 -80.2 -98.8 -91.9 -104.8 -142.6 -224.9 -159.2 -120.0 -137.8 
-49.2 -146.2 -60.3 -122.5 -149.8 -119.0 -124.2 -116.2 -121.9 -84.6 15.8 

19.1 31.0 -40.9 -121.4 -178.9 -262.8 -74.2 -1712 -288.4 -140.4 -53.3 
3.9 -1.4 5.3 -9.7 6.7 -1.0 -15.7 8.7 - -{) 3  -4.9 -3.7 

-74.4 -200.5 -176.1 -352.4 -413.9 -487.6 -347.8 -503.7 -569.8 -350.0 -179.0 

-3.5 -5.7 -9.3 -1 1 .5 -13.1 -23.1 -34.1 -17.3 -46.4 -36.8 -28.9 
-9.8 -13.8 -6.6 -5.3 -14.2 -8.6 -15.1 -15.6 -42.9 -24.4 -15.8 
-3.5 --{).4 -20.4 -8.3 -21 .1 -16.2 9.4 10.2 -4.2 -10.2 -6.9 

4.8 -o.9 0.4 -2.7 -5.5 2.4 -5.0 -5.9 -3.7 -2.2 0.2 
-12.1 -20.8 -35.9 -27.9 -53.9 -45.4 -44.8 -28.5 -97.3 -73.5 -51.4 

-17.4 -13.8 -18.1 -22.5 -23.4 -26.1 -24.6 -22.3 -31.5 -38.5 -32.0 
-34.0 -63.7 -92.0 -86.0 -100.6 -47.1 -95.2 -154.4 -83.4 -106.8 -85.9 

46.6 15.1 -35.1 -102.2 52 -192.0 37.9 266.3 -4.1 46.6 36.4 
--{},6 -27.5 -25.3 -58.6 -35.1 -6.6 6.2 -76.3 -49.0 -40.5 -46.1 
-5.4 -90.0 -170.4 -269.4 -154.0 -271.6 -75.8 13.4 -168.0 -139.2 -1277 

-19.7 -27.3 -34.9 -45.3 -34.8 -62.4 -122.1 -201.6 -266.2 -68.2 -7.5 
-49.3 -133.6 31.5 -61.7 -93.1 -85.0 -53.0 -34.2 -97.7 -124.2 2.5 
-60.5 -68.5 -42.4 -74.9 -215.3 -275.9 -26.8 -94.1 -411.5 -255.1 -202.9 

2.4 -1.3 -1.5 0.9 0.7 3.9 0.3 1.0 -5.3 4.5 0.6 
-127.0 -230.5 -47.4 -181.0 -342.6 -419.4 -201.6 -328.8 -780.8 -443.0 -207.3 

-338.5 -404.1 -272.7 -171.2 
-331.1 -383.8 -258.5 -160.7 

-34.5 -166.2 -243.5 -201 .6 
11.6 16.2 16.9 -2.6 

-692.5 -937.9 -757.8 -536.0 

-9.9 -17.9 -16.9 -26.4 -31.6 -39.2 -22.8 -29.6 -35.8 -30.1 -29.9 
-2.0 2.0 -1 .3 -12.4 -27.3 -28.2 -6.4 -69.1 -76.7 -104.8 -83.7 

-19.2 -2.7 -38.6 -13.0 -48.0 -77.7 -82.4 -70.5 -93.3 -1 1 .1 -38.2 
-58.4 -64.0 -68.8 -131.4 -90.7 -95.7 -43.0 -94.6 -117.4 -112.5 -200.9 
-89.5 -82.6 -125.5 -183.2 -197.5 -240.8 -154.7 -263.9 -323.1 -258.5 -352.7 
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Table 2. Global Capital Flows: Amounts Outstanding and Net Issues of International Oebt Securities by 
Currency of Issue and Announced International Syndicated Credit Facilities by Nationality of Borrower 
(In billtons of U.S. dollars) 

2003 

1995 1996 1997 1998 1999 2000 2001 2002 01 02 03 

Amounts outstanding ot 
international debt securities 
by currency of issue 

U.S. dollar 874.1 1,113.1 1,433.4 1,833.0 2,357.3 2,908.0 3,611.4 4,047.4 4,127.6 4,209.7 4,351.6 
Japanese yen 436.0 462.9 444.4 462.6 497.5 452.5 411.5 432.9 428.6 427.8 460.6 
Pound sterling 175.6 225.7 266.7 322.4 391.1 453.1 506.4 619.1 622.8 668.1 697.4 
Canadian dollar 83.2 76.5 67.2 55.5 56.4 51.7 47.6 51.5 55.5 68.4 73.4 
Swedish krona 5.1 5.1 4.1 7.5 7.2 7.7 8.2 11.1 12.3 13.3 14.5 
Swiss franc 178.8 151.2 138.5 153.5 135.5 132.0 123.6 159.1 164.6 168.2 175.8 
Euro, 742.9 832.7 848.9 1 ,133.9 1 ,452.9 1 ,770.4 2,289.9 3,283.1 3,608.0 4,010.0 4,252.2 
Other 53.2 68.4 78.8 84.3 98.5 97.2 1 10.4 152.1 165.5 184.0 192.4 

Total 2,548.9 2,935.6 3,282.0 4,052.7 4,996.4 5,872.6 7,109.0 8,756.3 9,184.9 9,749.5 10,217.9 

Net issues of international 
debt securities 
by currency of issue 

U.S. dollar 65.8 238.8 320.3 399.7 399.7 524.4 550.6 435.9 80.2 82.1 141.9 
Japanese yen 75.0 81.7 34.0 -33.0 -33.0 -23.5 10.9 -17.9 -3.5 -1.8 -3.1 
Pound sterling 6.7 30.8 46.4 53.9 53.9 77.8 92.5 52.3 16.5 17.0 21.6 
Canadian dollar -2.2 -6.5 -6.2 -7.5 -7.5 -2.3 -2.7 3.5 0.1 8.1 4.6 
Swedish krona -o.1 0.2 -Q.4 3.6 3.6 0.1 1.2 1.1 0.9 0.2 0.6 
Swiss franc -o.3 -1.3 -1.6 6.3 6.3 4.0 -o.2 8.0 1.5 4.2 3.0 
Euro 72.3 140.0 130.2 214.6 214.6 508.4 423.8 493.5 194.1 223.3 158.7 
Other 14.1 13.3 23.2 8.9 8.9 14.7 9.1 30.8 10.2 10.6 4.5 

Total 231.3 497.0 545.9 646.5 646.5 1 ,103.6 1,085.2 1 ,007.2 300.0 343.7 331.8 

Announced international 
syndicated credit facilities 
by nationality of borrower 

All countries 703.3 839.3 1,080.6 905.3 1 ,025.8 1 ,464.9 1,388.8 1 ,299.7 233.2 377.4 276.6 
Industrial countries 610.2 732.0 903.6 819.4 960.0 1 ,328.6 1,276.6 1 ,200.7 214.1 352.5 247.5 

Of which: 
United States 383.7 482.2 606.2 574.9 623.5 804.5 850.7 736.5 133.9 188.9 1 1 9.7 
Japan 3.5 6.8 6.1 1 1 .4 15.4 17.5 23.8 19.5 4.9 1.9 5.9 
Germany 22.2 17.6 23.6 15.5 34.0 42.4 35.8 85.2 6.1 27.5 37.0 
France 20.5 23.3 38.7 19.8 33.7 72.9 50.1 63.9 20.5 21.0 10.0 
Italy 15.5 5.9 10.1 6.2 16.1 35.3 36.0 22.9 1.7 15.1 14.3 
United Kingdom 56.8 68.4 101.3 79.8 108.5 131.2 105.7 110.4 18.0 40.7 23.0 
Canada 22.4 25.7 38.2 41.4 22.8 38.4 40.6 35.1 8.3 4.9 10.7 

Source: Bank for International Settlements. 
1For 1995-98, the euro includes euro area currencies. 
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Table 3. Selected Indicators on the Size of the Capital Markets, 2002 
(In billions of U.S. do/laJS unless otherwise noted) 

Total Stock 
Debt Securities 

Bonds, Bonds, Equities, 
Reserves Market Bank Equities, and and Bank Assets3 

GOP Minus Gold' Capitalization Public Private Total Assets2 Bank Assets3 (In percent of GOP) 

World 32.197.4 2,513.9 22.809.6 16,564.8 27,005.4 43,570.2 40.063.2 106,443.0 330.8 

European Union 8,656.7 289.1 5,734.3 4,930.9 7,891.4 12,822.3 17,645.9 36,202.5 418.4 
Euro area 6.678.1 207.9 3,677.7 4,226.1 6,000.4 10,226.5 12.839.0 27.040.7 405.3 

North America 1 1 ,216.8 104.9 1 1 ,625.8 5,033.0 14,823.3 19,856.3 6,989.6 38,471.7 344.0 
Canada 736.0 37.0 570.2 499.6 307.4 807.0 1,100.2 2,477.4 336.6 
United States 10,480.8 68.0 1 1 ,055.6 4,533.4 14,515.9 19,049.3 5,889.4 35,994.3 344.6 

Japan 3,973.3 461.2 2,095.5 4,841.9 2,072.7 6,914.6 6,212.1 15,222.2 381.9 

Memorandum items: 
EU countries 

Austria 206.1 9.7 33.6 156.3 152.6 308.9 278.8 621.3 303.5 
Belgium 245.4 11 .9 138.7 304.0 256.4 560.4 1,000.9 1,700.0 690.6 
Denmark 172.4 27.0 76.7 100.0 238.2 338.2 425.9 840.8 486.2 
Finland 131.9 9.3 138.8 82.1 52.7 134.8 297.4 571.0 435.4 
France 1,438.4 28.4 1,025.6 780.7 1,151.3 1,932.0 3,161.7 6,119.3 425.7 

Germany 1 ,992.3 51.2 686.0 860.2 2.348.0 3,208.2 2,969.6 6.863.8 344.5 
Greece 133.4 8.1 66.0 161.2 11 .8 173.0 175.9 414.9 311.4 
Ireland 122.1 5.4 59.9 30.7 72.9 103.6 495.9 659.4 540.0 
Italy 1 ,188.0 28.6 477.1 1 ,2.08.3 822.8 2,031 . 1  1,789.4 4,297.5 361.8 
Luxembourg 21.1 0.2 24.6 0.0 27.0 2.7.0 529.4 580.9 2,820.4 

Netherlands 419.8 9.6 518.6 198.4 669.3 867.7 1 ,345.1 2,731.4 650.7 
Portugal 122.3 11 .2 47.2 79.7 82.0 161 .7  174.5 383.4 314.1 
Spain 657.3 34.5 461.6 364.5 353.6 718.1 918.0 2,097.7 320.2 
Sweden 240.6 14.9 179.1 130.7 207.2 337.9 359.4 876.5 364.7 
United Kingdom 1,565.7 39.4 1,800.7 474.1 1 ,445.6 1,919.7 3,724.2 7,444.5 475.2 

Emerging market countries 7,415.9 1,531.3 2,525.0 1 ,511.8 1 ,062.0 2,573.8 6,980.4 12,079.3 162.8 
Of which: 

Asia 3,42.9.4 975.9 1,965.7 706.4 820.9 1,527.3 4,911.4 8,404.5 242.2 
latin America 1 ,658.5 161.0 308.5 464.6 178.4 643.0 773.9 1.725.4 105.2 
Middle East 737.2 132.5 52.5 5.4 13.5 18.9 598.5 669.9 73.4 
Africa 450.3 72.9 116.5 47.7 20.8 68.5 315.3 500.4 112.1 
Europe 1.140.5 189.1 81.7 287.7 28.4 316.1 381.3 779.1 81.8 

Sources: World Federation of Exchanges: Bank for International Settlements; International Monetary Fund, lntematlonal Financial Statistics (IFS) and World 
Economic Outlook database as of March 1 1 ,  2004; and ©2003 Bureau van Dijk Electromc Publishing·Bankscope. 

1Data are from IFS. For United Kingdom, excludes the assets of the Bank of England. 
2Assets of commercial banks. 
3Sum of the stock market capitalization. debt securities. and bank assets. 
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Table 4. Global Over-the-Counter Derivatives Markets: Notional Amounts and Gross Market Values 
of Outstanding Contracts1 
(In billions of U.S dollars) 

Notional Amounts Gross Market Values 

End-June End-Dec. End-June End-Dec. End-June End-June End-Dec. End-June End-Dec. End-June 
2001 2001 2002 2002 2003 2001 2001 2002 2002 2003 

Total 99,755 1 1 1 ,178 127,509 141,679 169,678 3,045 3,788 4,450 6,360 7,908 

Foreign exchange 16,910 16,748 18,068 18,460 22,088 773 779 1,052 881 996 
Outright forwards and lorex swaps 10,582 10,336 10.426 1 0,719 12.332 395 374 615 468 476 
Currency swaps 3,832 3.942 4,215 4,503 5,159 314 335 340 337 419 
Options 2.496 2.470 3,427 3,238 4,597 63 70 97 76 101 

Interest rate2 67,465 77,568 89,955 101 ,658 121 ,799 1,573 2,210 2.467 4,266 5,459 
Forward rate agreements 6,537 7,737 9,146 8,792 10,271 1 5  1 9  19 22 20 
Swaps 51 ,407 58,897 68,234 79,120 94,583 1 ,404 1,969 2,213 3,864 5,004 
Options 9,521 10,933 12,575 13,746 16,946 154 222 235 381 434 

Equity-linked 1 ,884 1 ,881 2,214 2,309 2,799 199 205 243 255 260 
Forwards and swaps 329 320 386 364 488 49 58 62 61 67 
Options 1,556 1,561 1,828 1,944 2,311 150 147 1 81 194 193 

Commodity3 590 598 777 923 1,040 83 75 79 86 110 
Gold 203 231 279 315 304 21 20 28 28 22 
Other 387 367 498 608 736 62 56 51 58 88 

Forwards and swaps 229 217 290 402 458 
Qp1lons 158 150 208 206 279 

Other 12,906 14,384 16,496 18,330 21,952 417 519 609 871 1,083 

Memorandum items: 
Gross credit exposu re4 n.a. n.a. n.a. n.a. n.a. 1,019 1 ,171 1,317 1 ,51 1 1.750 
Exchange-traded derivatives 16,910 1 6,748 18,068 18,460 22,088 

Source: Bank for International Settlements. 
1AII figures are adjusted for double-counting. Notional amounts outstanding have been adjusted by halving positions vls-a-vls other reporting dealers. Gross 

market values have been calculated as the sum of the total gross positive market value of contracts and the absolute value of the gross negative market value of 
contracts with non-reporting counterparties. 

2Single-currency contracts only. 
3Adjustments for double-counting are estimated. 
4Gross market values after taking into account legally enforceable bilateral netting agreemems. 
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Table 5. Global Over-the-Counter Derivatives Markets: Notional Amounts and Gross Market Values of Outstanding 
Contracts by Counterparty, Remaining Maturity, and Currency1 
{In billions of U.S. dollars) 

Notional Amounts Gross Market Values 

End-June End-Dec. End-June End-Dec. End-June End-June End-Dec End-June End-Dec. End-June 
2001 2001 2002 2002 2003 2001 2001 2002 2002 2003 

Total 99,755 111,178 127,509 141,679 169,678 3,045 3,788 4,450 6,360 7,908 
Foreign exchange 16,910 16,748 18,068 18,460 22,088 773 779 1,052 881 996 
By counterparty 

With other reporting dealers 5,907 5,912 6,602 6,845 7,960 229 237 372 285 284 
With other financial institutions 7,287 6.755 7,210 7,602 8,955 334 319 421 377 427 
With non-financial customers 3,716 4,081 4,256 4,012 5,172 210 224 259 220 286 

By remaining maturity 
Up to one year2 13,012 13,427 14,401 14,533 17,561 
One to five years2 2,833 2.340 2,537 2,719 3,128 
Over five years2 1,065 981 1,130 1,208 1,399 

By major currency 
U.S. dollara 15,141 15,410 15,973 16,500 19,401 679 704 948 813 891 
Euro3 6.425 6,368 7,297 7,818 9,914 322 266 445 429 526 
Japanese yen3 4,254 4,178 4,454 4,791 4,907 217 313 254 189 165 
Pound sterlinga 2.472 2,315 2,522 2.462 3,093 78 69 112 98 1 1 4  
Other3 5,528 5,225 5,890 5,349 6,861 250 206 345 233 296 

Interest rate4 67,465 77,568 89,955 101,658 121,799 1,573 2,210 2,467 4,266 5,459 
By cou nterparty 

With other reporting dealers 32,319 35,472 43,340 46,722 53,622 703 912 1,081 1,848 2,266 
With other financial institutions 28,653 32,510 36,310 43.607 53,133 683 945 1,025 1.845 2.482 
With non-financial customers 6.494 9,586 10.304 1 1 ,328 15,044 187 353 361 573 710 

By remaining maturity 
Up to one year2 25,605 27,886 33,674 36,938 44,927 
One to five years z 26.308 30,566 34.437 40,137 46,646 
Over five years 2 15,553 19,115 21,844 24,583 30,226 

By major currency 
U.S. dollar 23,083 27.427 32,178 34,399 40,110 581 952 1,127 1,917 2,286 
Euro 22,405 26,230 30,671 38,429 50,000 461 677 710 1,499 2,178 
Japanese yen 1 1 ,278 1 1 ,799 13,433 14,650 15,270 313 304 326 378 405 
Pound sterling 5,178 6,216 6,978 7,442 8,322 99 148 151 252 315 
Other 5.521 5.896 6,695 6,738 8.097 119 129 153 220 275 

Equity-linked 1,884 1,881 2,214 2,309 2,799 199 205 243 255 260 

Commodity5 590 598 777 923 1,040 83 75 79 86 110 

Other 12,906 14,384 16,496 18,330 21,952 417 519 609 871 1 ,083 

Source: Bank for International Settlements. 
1AII figures are adjusted for double-counting. Notional amounts outstanding have been adjusted by halving positions vis-a-vis other reporting dealers. Gross 

market values have been calculated as the sum of the total gross positive market value of contracts and the absolute value of the gross negative market value of 
contracts with non-reporting counterparties. 

2Residual maturity. 
acounting both currency sides of each foreign exchange transaction means that the currency breakdown sums to twice the aggregate. 
•Single-currency contracts only. 
5Adjustments for double-counting are estimated. 
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Table 6. Exchange-Traded Derivative Financial Instruments: Notional Principal Amounts Outstanding 
and Annual Turnover 

1986 1987 1988 1989 1990 1991 1992 1993 1994 

{In billions of U.S. dollars) 

Notional principal amounts 
outstanding 

Interest rate futures 370.0 487.7 895.4 1 ,201.0 1.454.8 2,157.4 2,913.1 4,960.4 5,807.6 
Interest rate options 144.0 122.6 279.0 386.0 595.4 1 ,069.6 1,383.8 2,361.4 2,623.2 
Currency futures 10.2 14.6 12.1 16.0 17.0 18.3 26.5 34.7 40.4 
Currency options 39.2 59.5 48.0 50.2 56.5 62.9 71.6 75.9 55.7 
Stock market index futures 13.5 17.6 27.0 41.1 69.1 76.0 79.8 110.0 127.7 
Stock market index options 37.8 27.7 42.7 70.2 93.6 136.9 163.7 232.4 242.8 

Total 614.8 729.7 1 ,304.1 1 .764.5 2,286.4 3,521.2 4,638.5 7,774.9 8,897.3 
North America 514.6 577.8 951.3 1 ,153.5 1.264.4 2,153.0 2,698.7 4,360.7 4,823.6 
Europe 13.1 13.3 177.4 250.9 461.4 710.7 1 , 1 14.4 1,777.9 1,831.8 
Asia-Pacific 87.0 138.5 175.5 360.1 560.5 657.0 823.5 1 ,606.0 2,171.8 
Other 0.1 0.1 0.0 0.0 0.1 0.5 1.9 30.3 70.1 

(In millions of contracts traded) 
Annual turnover 
Interest rate futures 91.0 145.7 156.4 201.0 219.1 230.9 330.1 427.0 628.5 
Interest rate options 22.2 29.3 30.5 39.5 52.0 50.8 64.8 82.9 116.6 
Currency futures 19.9 21.2 22.5 28.2 29.7 30.0 31.3 39.0 69.8 
Currency options 13.0 18.3 18.2 20.7 18.9 22.9 23.4 23.7 21.3 
Stock market index futures 28.4 36.1 29.6 30.1 39.4 54.6 52.0 71.2 109.0 
Stock market index options 140.4 139.1 79.1 101.7 119.1 121.4 133.9 144.1 197.6 

Total 314.9 389.6 336.3 421.2 478.2 510.4 635.6 787.9 1,142.9 
North America 288.7 318.3 252.3 288.0 312.3 302.6 341.4 382.4 513.5 
Europe 10.3 35.9 40.8 64.3 83.0 110.5 185.1 263.4 398.1 
Asia-Pacific 14.3 30.0 34.3 63.6 79.1 85.8 82.9 98.5 131.7 
Other 1.6 5.4 8.9 5.3 3.8 1 1 .5  26.2 43.6 99.6 

Source: Bank lor International Settlements. 
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2003 

1995 1996 1997 1998 1999 2000 2001 2002 01 02 03 

(In billions of U.S. dollars) 

5,876.2 5,979.0 7,586.7 8,031.4 7,924.8 7,907.8 9,265.3 9,950.7 1 1 ,034.1 13.448.0 13.035.8 
2,741.8 3,277.8 3,639.9 4,623.5 3,755.5 4.734.2 12,492.8 1 1 ,759.5 17,622.1 22,026.9 23,554.9 

33.8 37.7 42.3 31.7 36.7 74.4 65.6 47.0 65.9 71.6 69.8 
120.4 133.4 1 1 8.6 49.2 22.4 21.4 27.4 27.4 29.4 33.3 37.7 
172.2 195.7 211.3 291.5 340.3 371.5 333.9 325.5 366.2 410.8 433.3 
337.7 394.5 808.7 907.4 1.510.2 1,148.3 1,574.8 1,700.2 1.835.4 2.226.5 2,396.2 

9,282.0 10,017.9 12,407.5 13,934.7 13,589.9 14,257.7 23,759.9 23,810.3 30,953.1 38,217.1 39,527.7 
4,852.4 4.841.0 6,348.3 7,355.1 6,930.6 8,167.9 16,198.9 13,688.9 1 6,895.8 21,639.8 20,497.7 
2,241.3 2,828.1 3,587.4 4,397.1 4,008.5 4,197.4 6,141.3 8,800.4 12,787.4 15,091.2 17,284.3 
1,990.2 2.154.0 2,235.7 1,882.5 2,401.3 1,606.2 1 ,308.4 1,191.7 1,122.5 1,310.5 1,558.1 

198.1 194.8 236.1 300.0 249.5 286.2 1 1 1 .3 129.3 147.4 175.6 187.6 

(In mifllons of contracts traded) 

561.0 612.2 701.6 760.0 672.7 781.2 1 ,057.5 1,147.9 368.5 421.9 404.8 
225.5 151.1 1 16.7 129.6 117.9 107.6 199.6 240.3 75.5 87.2 76.6 

99.6 73.6 73.5 54.6 37.2 43.6 49.1 42.7 13.3 15.9 14.0 
23.3 26.3 21.1 12.1 6.8 7.1 10.5 16.1 3.5 3.3 4.0 

114.8 93.9 1 1 5.9 178.0 204.8 225.2 337.1 530.2 174.1 172.0 175.9 
187.3 172.3 178.2 195.1 322.5 481.4 1 ,148.2 2,235.4 751 4 809.8 763.9 

1,211.6 1,129.3 1 , 207.2 1,329.4 1,361.9 1,646.1 2,801.9 4,212.7 1,386.3 1.510.1 1,439.3 
455.0 428.4 463.6 530.2 463.0 461.3 675.7 908.1 286.6 348.0 328.0 
354.7 391.8 482.8 525.9 604.5 718.5 957.8 1,074.8 351.7 340.1 334.1 
126.4 115.9 126.8 170.9 207.8 331.3 985.1 2,073.1 712.6 779.1 730.7 
275.5 193.2 134.0 102.4 86.6 135.0 183.3 156.7 35.4 42.9 46.5 

183 



©International Monetary Fund. Not for Redistribution

184 

STATISTICAL APPENDIX 

Table 7. United States: Sectoral Balance Sheets 
(In percent) 

Corporate sector 
DebUnet worth 
Short-term debVtotat debt 
Interest burden 1 

Household sector 
Net worth/assets 

Equity/total assets 
Equity/financial assets 

Home mortgage debt/total assets 
Consumer credit/total assets 
Total debVfinancial assets 
Debt service burden 2 

Banking sector3 
Credit quality 

Nonperforming loans4/totat loans 
Net loan losses/average total loans 
Loan-loss reserve/total loans 
Net charge-offsttotal loans 

Capital ratios 
Total risk-based capital 
Tier 1 risk-based capital 
Equity capitaVtotal assets 
Core capital (leverage ratio) 

Profitability measures 
Return on average assets (ROA) 
Return on average equity (ROE) 
Net interest margin 
Efficiency ratios 

1996 1997 

51.2 50.3 
41.0 40.5 
10.5 11.0 

84.7 85.3 
25.8 29.7 
38.1 42.8 
10.1 9.6 

3.6 3.4 
22.6 21.2 
12.0 12.2 

1.0 1.0 
0.6 0.7 
1.9 1.8 
0.6 0.6 

12.5 12.2 
10.0 9.6 

8.2 8.3 
7.6 7.6 

1.2 1.3 
14.8 15.6 

4.3 4.3 
60.8 59.2 

1998 1999 2000 2001 2002 

50.3 50.7 48.3 51.4 51.2 
40.1 39.0 39.8 34.6 31.8 
12.7 13A 15.9 17.8 17.0 

85.5 86.0 84.9 83.6 81.9 
31.4 35.0 30.9 26.5 20.5 
44.9 49.2 45.0 40.1 32.8 

9.5 9.2 9.9 10.9 12.5 
3.3 3.1 3.5 3.8 4.0 

20.7 19.7 22.0 24.8 29.0 
12.2 12.5 12.8 13.3 13.3 

1.0 1.0 1 . 1  1.4 1.5 
0.7 0.6 0.7 1.0 1.1 
1.8 1.7 1.7 1.9 1.9 
0.7 0.6 0.7 1.0 1.1 

12.2 12.2 12.1 12.7 12.8 
9.5 9.5 9.4 9.9 10.0 
8.5 8.4 8.5 9.1 9.2 
7.5 7.8 7.7 7.8 8.0 

1.3 1.3 1.2 1.2 1 4 
14.8 15.7 14.8 14.2 14.9 

4.0 4.0 3.9 3.9 4.3 
61.0 58.7 58.4 57.7 55.8 

Sources: Board of Governors of the Federal Reserve System, Flow of Funds: Department of Commerce. Bureau of Economic Analysis; Federal 
Deposit Insurance Corporation; and Federal Reserve Bank of St. Louis. 

1 Ratio of net interest payments to pre-tax Income. 
2Ralio of debt payments to disposable personal income. 
JFOIC-insured commercial banks. 
4 Loans past due 90� days and nonaccrual. 
5Noninterest expense Jess amortization of Intangible assets as a percent of net Interest Income plus noninterest income. 
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Table 8. Japan: Sectoral Balance Sheets1 
(In percent) 

FY1996 FY1997 FY1998 FY1999 FY2000 FY2001 FY2002 

Corporate sector 
DebVshareholders' equity (book value) 206.3 207.9 189.3 182.5 156.8 156.0 146.1 
Short-term debVtotal debt 40.5 41.8 39.0 39.4 37.7 36.8 39.0 
Interest burden2 38.2 39.1 46.5 36.3 28.4 32.3 27.8 
DebVoperating profits 1,344.7 1,498.5 1,813.8 1,472.1 1,229.3 1,480.0 1,370.0 

Memorandum items: 
Total debVGDP 106.7 106.5 106.2 107.5 102.0 100.0 98.7 

Household sector 
Net worth/assets 85.5 85.3 85.1 85.5 85.4 85.1 85.1 

Equity 4.7 4.3 3.1 5.6 4.9 4.5 5.0 
Real estate 40.7 40.0 39.5 37.5 36.6 35.4 34.1 

Interest bu rden3 5.7 5.5 5.3 5.0 5.1 5.0 4.9 

Memorandum items: 
Debt/eQuity 307.6 345.2 477.6 259.4 299.5 333.4 298.5 
Debt/real estate 35.6 36 7 37.8 38.6 40.0 41.9 43.7 
DebVnet disposable income 125,3 126.1 127.0 126.7 128.5 130.4 128.7 
Debt/net worth 16.9 17.2 17.5 16.9 17.2 17.4 17.5 
Equity/net worth 5.5 5.0 3.7 6.5 5.7 5.2 5.9 
Real estate/net worth 47.6 46.9 46.4 43.9 42.9 41.6 40.1 
Total debVGDP 75.5 75.7 76.9 77.1 76.4 76.8 76.0 

Banking sector 
Credit quality 

Nonperforming loans4/total loans 3.9 5.5 6.2 5.9 6.3 8.4 7.4 
Capital ratio 

Stockholders' equity/assets 3.3 2.7 4.2 4.5 4.5 4.0 3.4 
Profitability measures 

Return on equity (ROE) -o.7 -27.6 -18.0 -0.6 -1.2 -16.3 -19.3 

Sources: Ministry of Finance, Financial Statements of Corporations by Industries: Cabinet Office. Economic and Social Research Institute, 
Annual Report on National Accounts; Bank of Japan, Financial Statements of Japanese Banks; and Financial Services Agency, The Status of 
Nonperforming Loans. 

'Data are fiscal year beginning April 1. 
21nterest payments as a percent of operating profits. 
31nterest payments as a percent of income. 
4From FY1998 onwards, nonperforming loans are based on Financial Services Agency figures reported under the Financial Reconstruction 

Law. Up to FY1997. they are based on loans reported by banks for risk management purposes. 
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Table 9. Europe: Sectoral Balance Sheets 
(In percent) 

1996 1997 1998 1999 2000 

Corporate sector, 
OebVequlty2 84.4 84.0 82.3 84.8 84.4 
Short-term debUtotal debt 36.5 38.1 37.3 37.7 40.0 
Interest burden3 17.9 17.2 16.8 17.1 19.0 
DebVoperating profits 262.5 263.3 258.8 288.2 315.9 

Memorandum Items: 
Financial assets/equity 1.6 1.7 1.8 2.1 2.0 
Liquid assets/short-term debt 100.4 94.5 92.9 89.6 85.6 

Household sector, 
Net worth/assets 85.8 86.2 86.1 86.4 86.0 

Equity/net worth 12.8 14.2 15.3 17.9 17.1 
Equity/net financial assets 35.9 37.8 39.8 44.0 43.3 

Interest burden4 6.4 6.3 6.7 6.4 6.5 

Memorandum items: 
Nonfinancial assets/net worth 64.3 61.2 60.6 58.5 59.8 
OebVnet financial assets 49.7 45.4 44.0 41.5 43.0 
DebUincome 87.2 88.6 90.9 93.8 94.8 

Banking sectors 
Credit quality 

Nonpertorming loans/total loans 5.0 6.1 5.6 3.1 
Loan-loss reserve/nonperforming loans 74.3 65.9 66.3 70.9 
Loan-loss reserve/total loans 3.7 4.0 3.7 2.2 
Loan-loss provisions/total operating income6 13.2 11.7 9.1 6.7 

Capital ratios 
Total risk-based capital 10.7 10.6 10.5 11.0 
Tier 1 risk-based capital 7.2 7.0 7.2 7.7 
Equity capital/total assets 3.7 3.9 3.8 4.1 
Capital funds/liabilities 6.1 6.3 6.2 6.7 

Profitability measures 
Return on assets, or ROA (after tax) 0.3 0.4 0.5 0.7 
Return on equity. or ROE (after tax) 7.6 9.8 12.5 14.0 
Net interest margin 1.9 1.7 1.4 1.5 
Efficiency ratio 1 69.4 68.3 68.5 69.0 

Sources: ©2003 Bureau van Dijk Electronic Publishing-Bankscope; ECB Monthly Bulletirr, and IMF staff estimates. 
1GQP-weighted average lor France, Germany. and the United Kingdom, unless otherwise noted. 
2Corporate equity adjusted lor changes in asset valuation. 
31 nterest payments as a percent of gross operating profits. 
•Interest payments as percent of disposable income. 
SAlty largest euro area banks. Data availability may restrict coverage to less than 50 banks for specific indicators. 
61ncludes the write-off of goodwill in foreign subsidiaries by banks With exposure to Argentina. 
'Cost to income ratio. 
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Figure 15. Emerging and Mature Market Volatilities 
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Figure 16. Emerging Market Debt Cross-Correlations 
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Table 10. Emerging Market Equity Indices 

2003 End of Period 
12· 12· All· All· 

Year to Date Month Month Time Time 
(as of 3/2/04) Q1 Q2 Q3 Q4 2000 2001 2002 2003 High Low High1 Lowt 

World 1 ,074 .8 748.6 871.1 909.6 1 , 036.3 1,221.3 1 ,003.5 792.2 1 , 036.3 1,078.1 710.8 1,448.8 423.1 

Emerging Markets 

Emerging Markets Free 488.4 272.3 332.7 377.6 442.8 333.8 317.4 292.1 442.8 477.2 269.7 587.1 175.3 

EMF Latin America 1 ,187.0 652.9 800.2 899.7 1,100.9 915.6 876.2 658.9 1,100.9 1 ,189.4 605.6 1 ,352.5 185.6 
Argentina 1,063.8 559.9 700.1 733.0 933.6 1 ,232.7 959.6 470.3 933.6 1.090.5 469.0 2,052.2 152.6 
Brazil 816.7 410.1 503.1 593.2 802.0 763.2 597.1 395.4 802.0 875.9 352.7 1.306.4 84.1 
Chile 862.3 446.0 560.4 694.7 800.6 604.7 568.7 445.5 800.6 842.2 425.0 1,1 19.6 178.1 
Colombia 138.2 65.9 84.1 85.5 108.6 42.1 57.7 68.3 108.6 135.3 62.4 183.8 41.2 
Mexico 2,187.7 1,350.9 1 ,637.3 1,708.0 1 ,873.1 1 ,464.9 1,698.2 1,442.8 1,873.1 2,165.7 1,302.2 2,193.1 306.7 
Peru 315.2 187.1 207.8 246.1 344.1 125.0 144.1 182.7 344.1 364.2 181.4 364.2 73.5 
Venezuela 1 1 9.9 67.4 125.2 145.3 103.8 106.1 95.4 77.7 103.8 175.7 56.1 278.4 56.1 

EMF Asia 228.7 127.2 154.4 177.5 206.4 143.6 149.7 140.4 206.4 223.0 126.1 433.0 104.1 
China 26.9 13.9 16.3 18.9 25.5 22.8 16.8 14.1 25.5 27.1 13.1 136.9 12.9 
India 240.6 132.4 151.9 188.1 246.2 173.4 141.2 148.8 246.2 258.3 124.7 323.9 77.7 
Indonesia 942.3 474.9 633.5 728.7 831.1 456.4 437.2 519.6 831.1 966.3 442.0 1.077.7 280.0 
Korea 279.0 158.0 196.7 207.7 246.0 125.6 190.4 184.7 246.0 274.0 153.8 274.0 59.5 
Malaysia 343.6 240.6 262.8 276.8 300.4 245.2 250.7 244.0 300.4 316.6 234.5 465.7 88.3 
Pakistan 195.9 140.7 158.9 180.4 188.2 99.1 67.4 146.0 188.2 204.2 124.1 228.9 54.4 
Philippines 309.6 210.6 257.0 272.6 303.7 352.6 292.2 210.1 303.7 332.2 202.2 917.3 132.6 
Taiwan Province of China 299.5 184.1 210.9 250.0 259.1 222.2 255.6 189.5 259.1 279.5 177.6 483.5 103.9 
Thailand 255.4 138.1 170.7 199.6 280.5 102.5 107.5 130.2 280.5 286.5 128.0 669.4 72.0 

EMF Europe, 
Middle East, & Africa 181.8 102.6 126.9 141.6 163.9 103.5 108.4 1 63.9 176.5 102.2 176.5 85.2 

Czech Republic 180.7 123.1 126.7 142.4 152.9 107.6 97.5 1 16.2 152.9 176.4 115.8 176.4 62.8 
Egypt 269.3 1 14.4 158.5 195.6 234.6 154.9 101.9 97.4 234.6 293.5 97.4 293.5 89.9 
Hungary 745.6 524.3 538.3 617.4 646.9 582.9 507.9 535.5 646.9 707.1 497.5 941.4 77.1 
Israel 161.8 97.2 135.8 129.5 141.4 196.0 132.7 90.8 141.4 161.8 83.7 236.2 67.6 
Jordan 259.6 157.6 182.3 213.8 238.3 1 1 6.1 149.5 153.5 238.3 264.0 149.1 264.0 103.1 
Morocco 187.6 142.5 163.7 166.3 171.4 198.9 180.1 138.5 171.4 183.7 136.0 302.1 99.6 
Poland 1 ,265.9 797.4 914.0 1 ,049.8 1 , 1 18.3 1,307.9 891.9 861.0 1,118.3 1,241.3 778.8 1,792.9 99.6 
Russia 546.5 264.6 388.6 436.1 461.1 155.2 237.8 270.7 461.1 508.4 250.1 538.4 30.6 
South Africa 319.3 227.6 244.3 258.5 296.8 244.8 309.3 272.7 296.8 319.7 216.1 350.5 99.7 
Turkey 328,587 154,022 179,225 225,249 319,808 163,012 234,490 169,900 319,808 342.720 144,094 342,720 426 

EMF Sectors 
Energy 313.8 161.7 205.8 233.5 287.4 148.5 162.1 163.1 287.4 306.7 155.4 306.7 81.7 
Materials 268.4 163.5 178.1 206.1 250.1 140.8 173.9 182.8 250.1 262.6 155.0 262.6 98.5 
Industrials 1 10.2 60.9 71.3 81.4 98.9 73.4 63.8 61.8 98.9 105.0 59.3 276.8 52.6 
Consumer discretionary 248.3 130.8 166.8 188.0 233.8 1 26.0 130.6 138.8 233.8 243.2 126.9 243.2 74.1 
Consumer staple 128.3 82.8 101.1 105.7 118.6 103.1 94.6 88.2 118.6 126.1 80.6 148.6 80.4 
Healthcare 295.5 183.8 243.9 252.9 272.5 173.9 146.5 169.8 272.5 296.5 160.9 296.5 83.3 
Financials 152.6 89.5 106.8 1 17.9 138.8 1 12.6 107.7 98.6 138.8 149.4 88.0 185.0 74.6 
Information technology 176.7 93.5 117.2 140.7 149.6 130.9 134.2 103.9 149.6 173.5 93.4 300.0 73.1 
Telecommunications 1 1 2.0 64.6 80.0 86.2 100.8 1 1 3.8 91.9 72.7 100.8 1 1 2.2 62.9 211.5 62.9 
Utilities 128.9 72.7 92.8 107.8 127.2 95.7 91.5 72.4 127.2 131.3 69.9 247.8 63.1 
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Table 10 (continued) 
Period on Period Percent Change 

12- 12- All- All-
Year to Date 2003 End of Period Month Month Time Time 

(as of 312/04) 01 02 03 04 2000 2001 2002 2003 High Low High1 Low1 

World 3.7 -5.5 16.4 4.4 13.9 -14.1 -17.8 -21.1 30.8 

Emerging Markets 

Emerging Markets Free 10.3 -ti.8 22.2 13.5 17.3 -31 .8 -4.9 -8.0 51.6 

EMF latin America 7.8 -{).9 22.6 12.4 22.4 -18.4 -4.3 -24.8 67.1 
Argentina 13.9 1 9.1 25.0 4.7 27.4 -26.1 -22.2 -51.0 98.5 
Brazil 1.8 3.7 22.7 17.9 35.2 -14.2 -21.8 -33.8 102.9 
Chile 7.7 0.1 25.7 24.0 15.2 -1 7.0 -ti.O -21.7 79.7 
Colombia 27.3 -3.5 27.6 1 .7 27.0 -41 .2 37.1 1 8.3 59.0 
Mexico 16.8 -6.4 21 .2 4.3 9.7 -21.5 15.9 -15.0 29.8 
Peru -8.4 2.4 1 1.1 18.4 39.8 -26.7 15.3 26.8 88.4 
Venezuela 15.5 -1 3.3 85.8 16.1 -28.5 0.8 -10.0 -1 8.6 33.6 

EMF Asia 10.8 -9.3 21.4 14.9 16.3 -42.5 4.2 -6.2 47.1 
China 5.6 -1.5 17.1 16.1 34.7 -32.0 -26.0 -16.0 80.3 
India -2.3 -11.0 1 4.7 23.8 30.9 -17.2 -18.6 5.3 65.5 
Indonesia 13.4 -8.6 33.4 15.0 14.1 -49.3 -4.2 18.9 60.0 
Korea 13.4 -14.4 24.5 5.6 18.4 -44.6 51.6 -3.0 33.2 
Malaysia 14.4 -1.4 9.2 5.3 8.6 -17.3 2.3 -2.7 23.1 
Pakistan 4.1 -3.6 12.9 13.6 4.3 -4.3 -32.0 116.7 28.9 
Philippines 1.9 0.2 22.0 6.1 1 1 .4 -32.1 -17.1 -28.1 44.5 
Taiwan Province of China 15.6 -2.9 14.6 18.6 3.6 -42.3 15.0 -25.8 36.7 
Thailand -9.0 6.0 23.6 17.0 40.5 -50.0 4.9 21.1 115.4 

EMF Europe, 
Middle East, & Africa 10.9 -5.3 23.7 11.6 15.8 4.7 51.2 

Czech Republic 1 8.2 6.0 2.9 12.4 7.4 5.5 -9.4 19.2 31.6 
Egypt 14.8 17.5 38.6 23.4 19.9 -38.4 -34.2 -4.4 140.8 
Hungary 15.3 -2.1 2.7 14.7 4.8 -19.6 -12.9 5.4 20.8 

Israel 14.4 7.0 39.7 -4.7 9.2 24.7 -32.3 -31 .6 55.7 
Jordan 8.9 2.7 15.6 17.3 1 1 .4 -24.7 28.8 2.6 55.3 
Morocco 9.4 2.9 14.9 1.5 3.1 -20.2 -9.5 -23.1 23.8 
Poland 13.2 -7.4 14.6 14.9 6.5 -4.8 -31.8 -3.5 29.9 
Russia 18.5 -2.3 46.9 12.2 5.7 -30.4 53.2 13.9 70.3 
South Africa 7.6 -16.6 7.4 5.8 14.8 -1 .2 26.3 -11.8 8.8 
Turkey 2.7 -9.3 16.4 25.7 42.0 -33.5 43.8 -27.5 88.2 

EMF Sectors 
Energy 9.2 -{).9 27.2 13.5 23.1 -24.7 9.2 0.6 76.2 
Materials 7.3 -10.6 8.9 15.8 21.3 -21.0 23.5 5.2 36.8 
Industrials 1 1 .4 -1.5 17.2 14.1 21.5 -41.7 -13.1 -3.2 60.1 
Consumer discretionary 6.2 -5.8 27.5 12.7 24.3 -41.6 3.6 6.3 68.4 
Consumer staple 8.2 -6.1 22.1 4.5 12.2 -20.2 -8.2 -6.7 34.4 
Healthcare 8.4 8.3 32.7 3.7 7.8 0.7 -15.8 15.9 60.5 
Financials 9.9 -9.3 19.4 10.4 17.7 -24.3 -4.3 -8.4 40.7 
Information technology 18.1 -10.0 25.3 20.1 6.3 -44.9 2.6 -22.6 43.9 
Telecommunications 11 . 1  -1 1 .1 23.8 7.7 17.0 -31 .1 -19.2 -20.9 38.7 
Utilities 1.3 0.5 27.6 1 6.2 17.9 -25.0 -4.4 -20.9 75.7 
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Table 10 (concluded) 
12· 12· All· All· 

Year to Date 2003 End of Period Month Month Time Time 
(as of 3/2104} 01 Q2 03 04 2000 2001 2002 2003 High Low High1 Low1 

Developed Markets 
Australia 672.6 580.4 601.6 627.1 655.5 640.1 690.8 604.4 655.5 639.6 539.9 712.9 250.2 
Austria 135.7 92.8 101.6 104.6 1 18.0 96.9 94.6 91.8 1 1 8.0 105.4 79.7 105.4 96.2 
Belgium 66.7 44.0 52.3 55.0 60.1 85.8 78.6 55.3 60.1 65.0 38.1 53.9 51.2 
Canada 1,092.4 796.3 868.0 922.4 1,019.7 1 '1 56.4 965.8 818.3 1,019.7 886.4 705.8 1,511.4 338.3 
Denmark 2,018.2 1,370.1 1 ,554.7 1,695.1 1,772.7 2,333.3 2.060.1 1,448.8 1,772.7 1.752.8 1,245.8 2,776.6 556.5 
Finland 121.6 84.0 94.4 92.2 97.4 267.5 171.8 100.3 97.4 126.0 78.8 383.1 78.8 
France 99.3 69.2 81.2 82.4 93.2 152.0 123.1 81.3 93.2 95.3 63.4 178.6 63.4 
Germany 77.3 46.9 60.4 61.5 74.6 124.0 100.1 56.0 74.6 78.4 42.9 163.6 41.4 
Greece 68.5 38.2 50.7 54.9 63.6 106.1 76.8 46.8 63.6 61.9 38.2 197.2 38.2 
Hong Kong SAR 7,120.1 4,501.2 4,838.9 6,011.5 6,341.3 7,690.1 6,058.0 4,808.4 6,341.3 5,553.6 4.305.4 10,165.3 1,995.5 
Ireland 71.1 56.8 60.7 62.0 65.9 92.1 93.1 56.8 65.9 67.1 51.9 107.3 51.9 
Italy 82.7 62.6 72.2 71.3 78.1 119.9 91.2 69.6 78.1 78.4 58.7 132.1 58.7 
Japan 680.7 480.4 542.9 613.4 637.3 808.2 650.3 524.3 637.3 628.7 462.1 1,655.3 462.1 
Netherlands 71.6 53.4 60.3 61.9 68.4 124.5 100.4 66.0 68.4 80.9 47.4 134.9 47.4 
New Zealand 108.0 88.8 101.4 102.8 107.6 83.9 94.2 90.0 107.6 101.4 86.6 141.0 56.7 
Norway 1,491.7 804.4 994.1 1 ,041.2 1,240.9 1,458.0 1,278.4 898.3 1.240.9 1 , 1 1 6.3 762.2 1,599.1 455.9 
Portugal 76.1 51.3 55.9 59.6 66.1 97.9 79.5 57.0 66.1 64.6 48.1 123.1 48.1 
Singapore 1,069.3 725.6 831.9 932.0 1,005.1 1,173.4 936.8 764.9 1,005.1 922.1 687.3 1,624.2 508.2 
Spain 96.2 67.8 79.3 77.2 89.6 107.7 99.0 69.9 89.6 81.9 61.1 133.7 27.4 
Sweden 5,396.4 3,271.7 3,827.3 4,1 36.5 4,675.2 7,735.0 6,178.8 3,517.4 4,675.2 4,173.8 2,914.9 12,250.4 787.2 
Switzerland 768.1 534.3 626.6 656.3 714.3 1,017.0 813.4 603.2 714.3 716.9 481.4 1,032.8 158.1 
United Kingdom 1,366.0 1,082.4 1,215.4 1.236.1 1,348.7 1,841.4 1,586.2 1,179.2 1,348.7 1,336.7 986.4 1,974.2 585.4 
United States 1,077.9 796.1 916.1 935.6 1,045.4 1,249.9 1,084.5 824.6 1,045.4 950.4 726.5 1,493.0 273.7 

Period on Period Perr:ent Chang_e 
Developed Markets 
Australia 2.6 -4.0 3.7 4.2 4.5 3.7 7.9 -12.5 8.5 
Austria 15.0 1.1  9.5 2.9 12.8 -7.6 -2.4 -3.0 28.5 
Belgium 11.0 -20.4 18.9 5.3 9.2 -13.1 -8.3 -29.7 8.7 
Canada 7.1 -2.7 9.0 6.3 10.6 8.1 -16.5 -15.3 24.6 
Denmark 13.9 -5.4 13.5 9.0 4.6 9.9 -11.7 -29.7 22.4 
Finland 24.9 -16.2 12.4 -2.2 5.6 -8.9 -35.8 -41.6 -2.9 
France 6.6 -14.9 17.3 1.5 13.1 1.4 -19.0 -34.0 14.6 
Germany 3.7 -16.2 28.7 2.0 21.2 -10.8 -19.3 -44.0 33.2 
Greece 7.8 -18.4 32.8 8.3 15.7 -38.6 -27.6 -39.1 35.8 
Hong Kong SAR 12.3 -6.4 7.5 24.2 5.5 -16.7 -21.2 -20.6 31.9 
Ireland 7.8 -Q.1 7.0 2.1 6.3 -8.5 1.1  -39.0 16.0 
Italy 5.9 -10.0 15.3 -1.2 9.4 3.9 -24.0 -23.6 12.2 
Japan 6.8 -8.4 13.0 13.0 3.9 -20.3 -19.5 -19.4 21.6 
Netherlands 4.6 -19.1 12.9 2.6 10.6 1.0 -19.4 -34.3 3.6 
New Zealand 0.4 -1.4 14.2 1.4 4.7 -24.9 12.2 -4.4 19.6 
Norway 20.2 -10.5 23.6 4.7 19.2 7.1 -12.3 -29.7 38.1 
Portugal 15.3 -10.1 9.1 6.6 10.8 -6.2 -18.8 -28.3 15.9 
Singapore 6.4 -5.1 14.6 12.0 7.8 -25.7 -20.2 -18.4 31.4 
Spain 7.4 -2.9 16.8 -2.5 16.1 -11.2 -8.0 -29.5 28.3 
Sweden 15.4 -7.0 17.0 8.1 13.0 -13.8 -20.1 -43.1 32.9 
Switzerland 7.5 -11.4 17.3 4.7 8.8 6.2 -20.0 -25.8 18.4 
United Kingdom 1.3 -8.2 12.3 1.7 9.1 -6.7 -13.9 -25.7 14.4 
United States 3.1 -3.5 15.1 2.1 11.7 -13.6 -13.2 -24.0 26.8 

Data are provided by Morgan Stanley Capital International. Regional and sectoral compositions conform to Morgan Stanley Capital International Definitions. 
1From 1990 or Initiation of the Index. 
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Table 11.  Foreign Exchange Rates 
(Units per U.S. dollar) 

End of Period 2003 End of Period 
12- 12- All· All· 

Year to Date Month Month Time Time 
(as of 3/2/04) Q1 Q2 Q3 Q4 2000 2001 2002 2003 Low High Low1 Highl 

Emerging Mat1<els 

Latin America 
Argentina 2.92 2.97 2.81 2.92 2.93 1.00 1.00 3.36 2.93 3.36 2.75 3.86 0.98 
Brazil 2.89 3.35 2.84 2.90 2.89 1.95 2.31 3.54 2.89 3.67 2.78 3.95 0.00 
Chile 596.60 733.25 700.90 660.95 592.75 573.85 661.25 720.25 592.75 757.05 558.00 759.75 295.18 
Colombia 2,662.15 2,958.00 2,817.00 2,900.80 2,780.00 2,236.00 2,277.50 2,867.00 2,780.00 2,980.00 2.724.00 2,980.00 689.21 
Mexico 10.96 10.77 10.46 10.99 11.23 9.62 9.16 10.37 11.23 1 1 .38 10.12 1 1.38 2.68 
Peru 3.47 3.47 3.47 3.48 3.46 3.53 3.44 3.51 3.46 3.51 3.45 3.65 1.28 
Venezuela 1,917.60 1,598.00 1,598.00 1,598.00 1,598.00 699.51 757.50 1,388.80 1,598.00 1,921.80 1,388.80 1,921.80 45.00 

Asia 
Chma 8.28 8.28 8.28 8.28 8.28 8.28 8.28 8.28 8.28 8.28 8.28 8.92 5.96 
India 45.25 47.47 46.49 45.76 45.63 46.68 48.25 47.98 45.63 48.01 45.19 49.05 16.89 
Indonesia 8,498 8,902 8,275 8,395 8,420 9,675 10,400 8,950 8,420 9,088 8,175 16,650 1,977 
Korea 1 ,173.50 1,254.45 1,193.05 1,150.10 1,192.100 1,265.00 1,313.50 1 ,185.70 1,192.10 1,257.95 1,145.75 1,962.50 681.40 
Malaysia 3.80 3.80 3.80 3.80 3.80 3.80 3.80 3.80 3.80 3.80 3.80 4.71 2.44 
Pakistan 57.31 58.00 57.85 57.90 57.25 57.60 59.90 58.25 57.25 58.25 57.00 64.35 21.18 
Philippines 56.37 53.53 53.48 54.88 55.54 50.00 51.60 53.60 55.54 56.27 52.06 56.27 23.10 
Taiwan Province of China 33.29 34.75 34.64 33.74 33.96 33.08 34.95 34.64 33.96 34.95 33.07 35.19 24.48 
Thailand 39.30 42.84 42.00 40.03 39.62 43.38 44.21 43.11 39.62 43.22 38.84 55.50 23.15 

Europe, Middle East, 
& Africa 

Czech Republic 26.90 29.37 27.51 27.36 25.71 37.28 35.60 30.07 25.71 30.22 25.37 42.17 25.37 
Egypt 6.19 5.76 6.08 6.14 6.17 3.89 4.58 4.62 6.17 6.19 4.59 6.19 3.29 
Hungary 209.96 227.19 231.27 218.30 208.70 282.34 274.81 224.48 208.70 238.20 204.35 317.56 90.20 
Israel 4.50 4.70 4.32 4.44 4.39 4.04 4.40 4.74 4.39 4.93 4.29 5.01 1.96 
Jordan 0.71 0.71 0.71 0.71 0.71 0.71 0.71 0.71 0.71 0.72 0.70 0.72 0.64 
Morocco 8.99 9.85 9.45 9.33 8.80 10.56 1 1 .59 10.18 8.80 10.28 8.64 12.06 7.75 
Poland 3.97 4.10 3.90 3.95 3.73 4.13 3.96 3.83 3.73 4.10 3.64 4.71 1.72 
Russia 28.54 31.39 30.37 30.59 29.24 28.16 30.51 31.96 29.24 31.96 28.44 31.96 0.98 
South Africa 6.91 7.87 7.47 6.93 6.68 7.58 1 1 .96 8.57 6.68 9.05 6.20 12.45 2.50 
Turkey 1,330,500 1,714,000 1,418,500 1,391 .500 1,406,500 668,500 1,450,100 1,655,100 1,406,500 1,769,000 1.309,300 1,769,000 5,036 

Developed Markets 
Australia2 0.76 0.60 0.67 0.68 0.75 0.56 0.51 0.56 0.75 0.59 0.80 0.48 0.84 
Canada 1.34 1.47 1.35 1.35 1.30 1.50 1.59 1.57 1.30 1.57 1.27 1.61 1.12 
Denmark 6.10 6.80 6.45 6.37 5.91 7.92 8.35 7.08 5.91 7.17 5.81 9.00 5.34 
Euro2 1.22 1.09 1.15 1.17 1.26 0.94 0.89 1.05 1.26 1.03 1.28 0.83 1.28 
Hong Kong SAR 7.79 7.80 7.80 7.74 7.76 7.80 7.80 7.80 7.76 7.80 7.71 7.82 7.70 
Japan 110.10 1 18.09 119.80 1 1 1 .49 107.22 1 1 4.41 131.66 1 1 8.79 107.22 121.69 105.37 159.90 80.63 
New Zealand2 0.68 0.56 0.59 0.60 0.66 0.44 0.42 0.52 0.66 0.54 0.71 0.39 0.72 
Norway 7.13 7.27 7.20 7.04 6.67 8.80 8.96 6.94 6.67 7.68 6.62 9.58 5.51 
Singapore 1.71 1.76 1.76 1.73 1.70 1.73 1.85 1.73 1.70 1.78 1.67 1.91 1.39 
Sweden 7.58 8.45 7.99 7.75 7.19 9.42 10.48 8.69 7.19 8.81 7.11 1 1 .03 5.09 
Switzerland 1.30 1.35 1.35 1.32 1.24 1.61 1.66 1.38 1.24 1.42 1.22 1.82 1.12 
United Kingdom2 1.84 1.58 1.65 1.66 1.79 1.49 1.45 1.61 1.79 1.55 1.90 1.37 2.01 
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Table 11 (concluded) 
Period on Period Percent Change 

12- 12- All- All-
Year to Date End of Period 2003 End of Period Month Month Time Time 

(as of 3/2104) 01 02 03 04 2000 2001 2002 2003 Low High Low1 High1 

Emerging Mati<ets 

Latin America 
Argentina 0.5 13.0 5.7 -3.5 -o.5 0.2 -o.2 -70.2 14.7 
Brazil 0.2 5.6 17.9 -1.9 0.3 -7.7 -15.6 -34.7 22.4 
Chile -o.6 -1.8 4.6 6.0 11.5 -7.8 -13.2 -8.2 21.5 
Colombia 4.4 -3.1 5.0 -2.9 4.3 -16.3 -1.8 -20.6 3.1 
Mexico 2.4 -3.7 3.0 -4.8 -2.2 -1.2 5.1 -11.7 -7.6 
Peru -D.4 1.2 0.2 -D.4 0.6 -o.5 2.4 -2.0 1.5 
Venezuela -16.7 -13.1 0.0 0.0 0.0 -7.3 -7.7 -45.5 -13.1 

Asia 
China 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
India 0.8 1.1 2.1 1.6 0.3 -6.7 -3.3 0.6 5.2 
Indonesia -o.9 0.5 7.6 -1.4 -o.3 -26.6 -7.0 16.2 6.3 
Korea 1.6 -5.5 5.1 3.7 -3.5 -9.9 -3.7 10.8 -o.5 
Malaysia 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Pakistan -o.1 0.4 0.3 -o.1 1.1 -10.1 -3.8 2.8 1.7 
Philippines -1 .5 0.1 0.1 -2.5 -1.2 -19.5 -3.1 -3.7 -3.5 
Ta1wan Province of China 2.0 -o.3 0.3 2.7 -D.7 -5.1 -5.3 0.9 2.0 
Thailand 0.8 0.6 2.0 4.9 1.0 -13.6 -1 .9 2.6 8.8 

Europe, Middle East, 
& Africa 

Czech Republic -4.4 2.4 6.8 0.5 6.4 -3.9 4.7 18.4 16.9 
Egypt -D.4 -19.8 -5.1 -1.1 -D.4 -11.5 -15.1 -o.9 -25.1 
Hungary -o.6 -1.2 -1.8 5.9 4.6 -10.6 2.7 22.4 7.6 
Israel -2.3 1.0 8.7 -2.7 1.1 2.7 -a.1 -7.3 8.0 
Jordan 0.1 0.0 0.1 0.0 0.0 -0.3 0.2 -o.1 0.1 
Morocco -2.2 3.3 4.2 1.3 6.1 -4.6 -8.9 13.9 15.7 
Poland -6.0 -6.6 5.0 -1.1 5.8 0.4 4.2 3.5 2.6 
Russia 2.5 1.8 3.4 -o.7 4.6 -2.2 -7.7 -4.5 9.3 
South Africa -3.3 9.0 5.3 7.8 3.7 -18.8 -36.6 39.6 28.2 
Turkey 5.7 -3.4 20.8 1.9 -1.1 -18.6 -53.9 -12.4 17.7 

Developed Mati<ets 
Australia 1.6 7.6 11.4 1.0 10.6 -14.9 -8.8 10.2 33.9 
Canada -3.4 7.1 8.9 -D.4 4.2 -3.5 -5.9 1 .3 21.2 
Denmark -3.1 4.1 5.4 1 .3 7.7 -6.7 �5.1 17.9 19.8 
Euro -3.0 4.0 5.5 1 .3 8.1 -6.3 -5.6 18.0 20.0 
Hong Kong SAR -Q.3 0.0 0.0 0.7 -o.3 -o.3 0.0 0.0 0.4 
Japan -2.6 0.6 -1.4 7.5 4.0 -10.4 -13.1 10.8 10.8 
New Zealand 3.8 5.8 5.9 1 .3 10.2 -14.9 -6.1 25.9 25.0 
Norway -6.6 -4.6 1.0 2.3 5.7 -8.9 -1.8 29.2 4.1 
Singapore -o.5 -1 .7 0.2 1.9 i.7 -4.0 -6.0 6.4 2.1 
Sweden -5.1 2.8 5.8 3.0 7.9 -9.5 -10.2 20.6 20.9 
Switzerland -4.4 2.4 0.0 2.4 6.5 -1.3 -3.0 20.0 11.7 
United Kingdom 3.0 -1.7 4.5 0.4 7.5 -7.7 -2.6 10.7 10.9 
United States 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Source: Bloomberg L.P. 
I From 1990 or initiation of the Index. 
2U.S. dollar per unit. 
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Table 12. Emerging Market Bond Index: EMBI+ Total Returns Index 

End of Period 2003 End of Period 
12· 12· All· All· 

Year to Date Month Month Time Time 
(as of 3/2/04) 01 02 03 04 2000 2001 2002 2003 High Low High Low 

Composite 297 246 273 280 295 202 200 229 295 304 229 304 62 

latin America 
Argentina 70 60 79 70 68 184 61 58 68 82 56 196 48 
Brazil 377 277 322 342 388 222 238 230 388 405 230 405 67 
Colombia 217  184 205 204 211 119 156 176 211 220 1 7 1  220 97 
Ecuador 495 302 353 373 464 177 241 230 464 510 229 510 61 
Mexico 291 261 277 279 281 190 217 252 281 288 249 288 59 
Panama 460 415 437 439 451 300 354 395 451 470 395 470 56 
Peru 432 378 385 420 432 244 307 340 432 449 338 449 52 
Venezuela 362 260 312 339 382 221 233 276 382 392 248 392 59 

Asia 
Malaysia 128 1 1 9  126 127 126 1 1 6  126 129 115  129 100 
Philippines 163 145 162 164 164 98 125 143 164 168 142 168 78 

Europe, Middle East. & Africa 
Bulgaria 550 511 526 527 545 356 447 494 545 551 493 551 76 
Egypt 141 123 133 135 138 . .  1 1 7  138 142 1 1 7  142 99 
Morocco 264 244 254 257 263 200 223 239 263 265 239 265 73 
Nigeria 417 325 369 389 396 209 256 281 396 413 281 413 61 
Poland 330 313 335 325 323 246 272 308 323 344 306 344 60 
Russia 346 303 335 332 337 130 203 276 337 349 276 349 24 
South Africa 127 1 1 9  122 123 123 1 1 3  123 126 1 1 3  126 100 
Turkey 204 137 160 179 201 105 127 154 201 207 128 207 93 
Ukraine 176 165 170 173 178 126 152 178 180 152 180 106 

Latin 253 204 229 236 253 202 174 187 253 262 185 262 62 
Non-Latin 422 362 397 402 414 203 274 344 414 425 344 425 63 

Period on Period Percent Change 

EMBI+ 0.8 7.6 11.0 2.4 5.3 15.7 -0.8 14.2 28.8 

Latin America 
Argentina 3.3 4.8 30.4 -11.3 -2.7 7.7 -66.8 -5.6 18.0 
Brazil -2.9 20.5 16.4 6.2 13.5 12.9 7.2 -3.3 69.0 
Colombia 3.2 4.4 1 1 .8 -{).8 3.4 2.2 30.8 12.8 19.7 
Ecuador 6.8 31.2 16.9 5.9 24.1 53.9 36.1 -4.7 101.5 
Mexico 3.5 3.7 6.1 0.6 0.7 17.9 14.2 16.4 1 1 .4 
Panama 1.9 4.9 5.4 0.4 2.8 8.3 17.9 11.7 14.2 
Peru 0.1 11.0 2.0 9.1 2.7 0.2 26.2 10.7 26.9 
Venezuela -5.3 -6.1 20.3 8.4 12.8 15.0 5.5 18.7 38.2 

Asia 
Malaysia 1.3 2.3 6.1 0.3 -{).1 8.7 
Philippines -{).8 0.9 11.6 1.3 0.1 -4.4 27.6 14.4 14.2 

Europe, Middle East, & Africa 
Bulgaria 1 . 1  3.4 3.0 0.0 3.4 5.1 25.7 10.5 10.2 
Egypt 2.1 5.5 8.0 1.8 1.9 18.2 
Morocco 0.3 2.2 4.0 1.4 2.2 5.5 1 1 . 1  7.2 10.2 
Nigeria 5.1 15.5 13.7 5.3 1.9 15.6 22.4 9.9 40.9 
Poland 2.3 1.6 6.8 -2.9 -{).7 15.9 10.6 13.3 4.6 
Russia 2.6 10.1 10.4 -1.0 1 . 7  54.9 55.8 35.9 22.4 
South Africa 2.7 4.8 3.1 0.9 0.0 .. 9.0 
Turkey 1.5 -10.6 16.6 11.8 12 -1.7 21.7 20.7 30.4 
Ukraine -{).8 8.1 2.9 2.2 2.6 21.0 16.6 

Latin 0.2 9.4 12.0 3.2 7.0 12.6 -13.7 7.2 35.4 
Non-Latin 1.8 5.1 9.7 1.4 2.9 27.0 35.4 25.6 20.3 

Source: J.P. Morgan Chase & Co. 
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Table 13. Emerging Market Bond Index: EMBI+ Yield Spreads 

End of Period 2003 End of Period 
12· 12· All· All· 

Year to Date Month Month Time Time 
{as of 3/2/04) 01 02 03 04 2000 2001 2002 2003 High Low High Low 

EMBI+ 441 671 547 506 418 756 731 765 418 765 384 1,697 384 

latin America 
Argentina 5,795 6,165 4,554 5,484 5,632 773 4.372 6.391 5,632 7,084 4,364 7,220 383 
Brazil 563 1 ,048 801 698 463 749 863 1,446 463 1 ,446 410 2,436 410 
Colombia 415 602 451 478 431 755 514 645 431 722 357 1,094 357 
Ecuador 746 1 ,372 1.178 1 '1 21 799 1,415 1.233 1,801 799 1 ,801 683 4,764 630 
Mexico 183 291 237 212 199 392 308 331 199 337 180 1,160 180 
Panama 354 399 372 368 335 501 409 444 335 448 299 769 280 
Peru 351 478 491 355 312 687 521 610 312 618 257 1,061 257 
Venezuela 761 1 .412 1 ,002 828 593 958 1,130 1 . 1 27 593 1 ,478 540 2,703 405 

Asia 
Malaysia 84 151 98 77 71 171 71 171 67 203 67 
PhilippillBS 483 543 443 414 415 644 466 530 415 570 378 1,026 0 

Europe, Middle East, & Africa 
Bulgaria 181 253 229 235 177 772 433 291 177 291 160 1,679 160 
Egypt 139 307 223 178 138 . . 358 138 358 1 1 4  561 1 1 4  
Morocco 169 372 244 224 160 584 518 390 160 399 128 1,519 128 
Nigeria 703 1,419 1.107 806 732 2.037 1,426 2.276 732 2,276 637 3.932 633 
Poland 76 187 68 73 69 241 195 185 69 187 17 414 17 
Russia 256 365 284 285 257 1,172 669 478 257 478 211 6,890 211 
South Africa 128 175 180 149 141 238 141 238 1 1 5  320 1 1 5  
Turkey 328 976 751 541 309 800 707 693 309 1,103 286 1,194 286 
Ukraine 323 404 370 303 258 940 671 258 674 139 1,618 139 

Excluding Argentina 364 577 469 418 334 752 620 670 334 670 303 921 303 

Period on Period Basis Point Change 

EMBI+ 23 -94 -124 -41 -88 -68 -25 34 -347 

latin America 
Argentina 163 -226 -1.611 930 148 240 3,599 2.019 -759 
Brazil 100 -398 -247 -103 -235 1 1 3  1 1 4  583 -983 
Colombia -16 -43 -151 27 -47 332 -241 131 -214 
Ecuador -53 -429 -194 �57 -322 -1,938 -182 568 -1.002 
Mex1co -16 -40 -54 -25 -13 29 -84 23 -132 
Panama 1 9  -45 -27 -4 -33 91 -92 35 -109 
Peru 39 -132 13 -136 -43 244 -166 89 -298 
Venezuela 168 285 -410 -174 -235 1 1 4  172 -3 -534 

Asia 
Malaysia 1 3  -20 -53 -21 -6 -100 
Philippines 68 1 3  -100 -29 1 320 -178 64 -115 

Europe, Middle East, & Africa 
Bulgaria 4 -38 -24 6 -58 146 -339 -142 -114 
Egypt 1 -51 -84 -45 -40 . . -220 
Morocco 9 -18 -128 -20 -64 204 -66 -128 -230 
Nigeria -29 -857 -312 -301 -74 699 -611 850 -1,544 
Poland 7 2 -119 5 -4 29 -46 -10 -116 
RUSSia -1 -113 -81 1 -28 -1.260 -503 -191 -221 
South Africa -13 -63 5 -31 -8 -97 
Turkey 1 9  283 -225 -210 -232 380 -93 -14 -384 
Ukraine 65 -267 -34 -67 -45 -269 -413 

Excluding Argentina 30 -93 -108 -51 -84 -132 50 -336 

Source: J.P. Morgan Chase & Co. 
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Table 14. Total Emerging Market Financing 
(In millions of U.S. dollars) 

Total 

Africa 
Algeria 
Angola 
Botswana 
Cameroon 
Chad 
Cote d'lvOire 
Ghana 
Kenya 
Mall 
Mauritius 
Morocco 
Mozambique 
Namibia 
Niger 
Nigeria 
Senegal 
Seychelles 
South Africa 
Tanzania 
Tunisia 
Za1re 
Zambia 
Zimbabwe 

Asia 
Brunei 
China 
Hong Kong SAR 
India 
Indonesia 
Korea 
Lao P.D.R. 
Macao 
Malaysia 
Marshall Islands 
Papua New Guinea 
Pakistan 
Philippines 
Singapore 
Sri Lanka 
Taiwan Province of China 
Thailand 
Vietnam 

Europe 
Azerbaijan 
Belarus 
Bulgaria 
Croatia 
Cyprus 
Czech Republic 
Estonia 

Year to Date 
(as of 3/2/04) 

41 ,259.2 

920.8 

920.8 

17,523.3 

4,782.3 
429.1 

1 ,534.5 
215.0 

3,362.3 

370.0 

500.0 
1.370.0 
1.131.3 

3,630.2 
198.6 

10,556.5 

372.7 

1999 

163,569.6 

4,707.2 

179.0 
30.0 

160.0 
322.2 

90.0 

3,423.4 
. . 

352.6 

150.0 

55,958.6 

3,461.8 
1 1 ,488.3 

2,376.2 
1,465.3 

13,542.3 

. . 
5,177.2 

. .  
232.4 

7,181.7 
4,338.7 

23.0 
4,019.9 
2,551.7 

100.0 

26,191.5 

77.2 

53.9 
1,504.9 

288.5 
540.3 
289.2 

2000 

216,402.7 

9,382.8 

320.0 
7.5 

56.4 

50.0 
8,698.8 

135.0 
94.3 

20.8 

85,881.0 

23,063 4 
21.046.4 

2,224.2 
1 ,283.1 

14,230.4 

29.5 
4,506.4 

5,021.9 
6,079.7 

100.0 
6,703.5 
1,572.5 

20.0 

37,021.7 

8.9 
1,498.7 

86.3 
127.1 
412.7 

2001 

162,137.7 

6,992.3 
50.0 

455.0 
22.5 
53.8 

400.0 
15.0 

300.0 
80.2 

136.1 
200.0 

100.0 

4,646.7 
. . 

533.0 

67,483.4 

5,567.3 
18,307.3 
2,382.2 

964.9 
17,021.0 

4,432.4 

182.5 

3,658.8 
10,383.6 

105.0 
3.794.0 

684.4 

22,787.7 
16.0 

242.3 
1,766.0 

633.0 
564.6 
202.1 

2002 

135,543.9 

7,169.5 
150.0 
350.0 

. .  

420.0 
. .  

150.4 

. . 
1,000.0 

40.0 
150.0 

4,159.1 
. . 

750.0 

53,900.3 
129.0 

5,051.0 
7,014.7 
1,559.6 

756.0 
14,546.3 

30.0 
. . 

5.108.9 
34.7 

85.0 
5,797.3 
3,083.2 

9,308.9 
1,003.1 

392.5 

30,330.6 

. . .  
1,260.8 
1,399.1 

547.9 
463.4 
439.7 

2003 

191,522.7 

13,522.0 
75.0 

1 .542.0 

100.0 

. . 
650.0 
134.0 
287.6 

. . 
474.7 

35.5 
35.0 
27.0 

762.0 

. . 
8,884.0 

485.2 

30.0 

81,796.9 

. . 
10,954.9 

7,766.3 
4,017.9 
5,1 09.9 

17,237.0 

. . 
5,621.9 

153.7 
9.3 

5,263.5 
5,133.2 

186.0 
17.557.1 

2.735.2 
51 .0 

45,471.8 

36.0 
381.3 

2,026.0 
648.2 

1,518.8 
507.7 

01 

35,012.8 

2,411.3 
75.0 

134.0 

35.5 

460.0 

1,349.9 

357.0 

12,937.0 

. . . 
1,269.5 

538.5 
382.5 

2,927.5 
2,384.9 

1,825.9 

1.699.6 
445.7 

1,409.4 
53.6 

10,770.0 

. .  
768.1 

187.7 
41 1 1  

2003 

02 03 04 

45,823.1 52,921.0 62,134.9 

4,605.3 5,387.8 1 ,1 17.7 

317.0 1,225.0 

100.0 

650.0 

287.6 

474.7 

35.0 
27.0 

169.0 133.0 

. . . .  
3,674.4 3,336.6 523.2 

. .  
12.2 7.2 108.9 

30.0 

15,639.9 22,914.1 30,641.9 

1,203.7 1,761.6 7,343.3 
402.5 1.849.0 4,276.3 
650.0 1,162.2 1,823.1 
686.7 823 7 672.1 

6,385.3 4,774.3 3,692.6 

. . 
742.7 635.9 2,524.7 

153.7 
9.3 . . 

247.7 1,280.0 2,036.2 
2,599.9 754.0 1,358.4 

100.0 86.0 
2,204.2 8.423.7 5,800.6 

462.9 1,343.7 875.0 
45.0 6.0 

1 1 ,056.6 13,238.0 14,036.6 

36.0 
6.2 375 1 

583.8 178.1 496.0 
. . 226.0 422.2 

1 ,284.5 2,240.4 1,331 1 
35.0 61.5 
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Table 14 (concluded) 

Europe (continued) 

Georgia 
Gibraltar 
Hungary 
Kazakstan 
Kyrgyz Republic 
Latvia 
Lithuania 
Macedonia 
Malta 
Moldova 
Poland 
Romania 
Russia 
Slovak Republic 
Slovenia 
Turkey 
Ukraine 
Uzbekistan 
Yugoslavia, FYR of 

Middle East 
Bahrain 
Egypt 
Iran, I.A. of 
Israel 
Jordan 
Lebanon 
Kuwait 
Ubya 
Oman 
Qatar 
Saudi Arabia 
United Arab Emirates 

latin America 
Argentina 
Bolivia 
Brazil 
Chile 
Colombia 
Costa Rtca 
Dominican Republic 
Ecuador 
El Salvador 
Guadeloupe 
Guatemala 
Jamaica 
Mexico 
Paraguay 
Peru 
St. Lucia 
Trinidad & Tobago 
Uruguay 
Venezuela 

Year to Date 
(as of 3/2/04) 

1 ,589.1 

754.2 
10.0 

2,616.8 

1.398.0 

76.0 
3,139.7 

600.0 

2,695.0 

200.0 

500.0 

75.0 
665.0 
230.0 

1.025.0 

9,563.6 

2,905.0 
600.0 
500.0 
310.0 

247.9 
3,900.7 

100.0 

1,000.0 

1999 

65.0 
3.471.2 

417.0 

288.9 
959.7 

57.0 
40.0 

3,780.7 
176.0 
166.8 
994.7 
687.7 

1 1 ,900.0 
290.7 
142.0 

15,387.4 
361.1 

1,533.7 
692.0 

3,719.0 

1,421.4 
147.5 

. . 
356.8 

2,000.0 
4,374.8 

781.0 

61,324.9 
17,844.4 

12.951.9 
8,031.7 
3,555.8 

300.0 

73.0 
316.5 

222.0 
. . 

14.099.5 
55.0 

1.618.4 

230.0 
465.0 

1,561.7 

2000 

80.0 
1 ,308.8 

429.6 

23.0 
683.8 

5,252.9 
594.4 

3,950.7 
1,466.7 

672.7 
20,385.4 

40.0 

14,999.7 
1.391.0 

919.4 
757.7 

2,908.5 
60.0 

1,752.4 
250.0 

50.0 
685.0 

1,980.0 
2,200.9 
2.045.0 

69,117.6 
16,648.5 

23,238.2 
5,782.5 
3,093.2 

250.0 
74.0 

160.0 

505.0 
421.0 

15.313.4 
. . 

465.4 

301.0 
602.1 

2,263.3 

2001 

. .  
1,364.7 

573.5 

212.1 
247.3 

. . 
85.0 

4,836.6 
1,347.2 
3,200.1 

219.9 
827.2 

6,405.1 
1 5.0 
30.0 

11 ,020.3 
207.0 

2,545.0 
887 0 

1,602.6 

3,300.0 
770.0 

913.0 
275.0 
520.7 

53,854.0 
3,423.9 

20.0 
19.532.9 

3,935.3 
4.895.0 

400.0 
531.1 
910.0 
488.5 

325.0 
726.5 

13.823.5 
70.0 

137.5 

70.0 
1,147.4 
3,417.5 

2002 2003 01 

6.0 

1 ,056.1 3,774.8 1,081.3 
773.5 1.535.0 30.0 

95.0 
74.6 70.7 

374.3 431.7 431.7 
47.6 

114 7 

6,001.8 8,550.5 2 170.5 
1,742.2 1.803.2 227.0 
8.684.8 1 1 ,856.2 3,590.9 

143.1 940.6 79.3 
309.3 394.8 

6,385.5 9.408.4 1 ,728.6 
514.0 1.370.0 60.0 

46.0 38.7 3.7 
19.4 10.9 

10,830.4 8,368.1 1,139.0 
665.0 1,800.0 500.0 
670.0 155.0 

2,671.4 700.0 
344.4 750.0 

80.9 
990.0 160.0 
750.0 365.0 

2,417.0 907.8 
1,571.7 880.8 71.0 

300.0 569.5 400.0 
370.0 2,0800 168.0 

33,313.0 42,363.9 7,755.5 
824.2 160.0 

90.0 
1 1 ,032.3 1 1 ,596.2 298.0 
3,01 1.5 4,699.0 1 150.0 
2,221.0 1.911.3 500.0 

250.0 490.0 450.0 
333.0 670.4 600.0 

10.0 
1,251.5 381.0 348.5 

17.4 
44.0 300.0 

345.0 49.6 . . 
10,172.0 16,995.5 3,611.0 

. .  
1.993.0 1.375.0 750.0 

20.0 . . .  
303.0 46.0 46.0 
400.0 

1,015.0 3,670.0 2.0 

Source: Oa1a provided by the Bond, Equity and Loan database of the International Monetary Fund sourced from Capital Data. 
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2003 

02 03 

. .  
886.6 1.438.2 

50.0 730.0 

70.7 

1 1 4.7 

1,606.1 1.556.5 
1,076.4 77.2 
1,380.3 3,045.3 

574.4 
321.5 61.5 

2,412.1 3,047.2 
800.0 410.0 

35.0 
10.9 

2,403.9 2,324.5 
1 .300.0 

750.0 

160.0 

53.9 658.0 
169.5 

300.0 1,337 0 

12,1 17.5 9,056.6 
60.0 

. .  
4,298.4 3,744.8 

730.0 1,350.0 
250.0 515.0 

24.4 

300.0 
48.3 1 3 

6,706.5 800.5 

125.0 
20.0 

2,200.0 

04 

6.0 
. . 

368.6 
725.0 

47.6 

3,217.4 
448.0 

3,914.5 
286.9 

11.8 
2,225.0 

100.0 

2,500.7 

155.0 
700.0 

. . 
365.0 

. . 
907.8 

97.9 

275.0 

13,838.0 
100.0 

3,660.0 
1 ,469.0 

646.3 
40.0 
46.0 

. . .  
32.5 

5,874.2 

500.0 

1,470.0 
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Table 15. Emerging Market Bond Issuance 
(In millions of U.S. dollars) 

2003 
Year to Date 

(as of 3/2/04) 1999 2000 2001 2002 2003 01 02 03 04 

Total 29,263.2 82,359.4 80,475.4 89,036.9 61,647.4 93,519.2 20,108.1 27,981.2 26,307.1 23,217.5 

Africa 377.6 2,345.5 1,485.8 2,109.6 2,161.1 6,558.6 483.0 3,063.9 3,011.6 
Mauritius 160.0 
Morocco 151.5 464.9 464.9 
Soulh Africa 377.6 1,804.7 1,485.8 1,647.7 1.511.1 5,736.7 126.1 2,599.0 3,01 1.6 
Tunisia 229.3 462.0 650.0 357.0 357.0 

Asia 8,491.7 23,424.7 24,501.4 35,869.2 22,532.7 32,709.3 4,225.8 8,560.2 9,834.9 10,253.5 
China 1 ,060.0 1,770.7 2,341.9 602.8 2,034.2 50.0 318.8 1 ,665.4 
Hong Kong SAR 29.9 7,124.8 7,058.9 10.458.6 1.951.6 1.450.6 184.5 617.4 648.7 
India 820.0 100.0 100.0 99.3 153.0 450.0 100.0 350.0 
Indonesia 125.0 375.0 609.0 416.6 192.4 
Korea 3,217.9 4,905.8 7,653.0 7,756.3 6,705.5 1 1 ,531.3 1 ,790.1 4,346.3 3,305.8 2,089.0 
Malaysia 225.0 2.062.4 1,419.7 2.150.0 1.880.0 962.5 962.5 
Pakistan 500.0 
Philippines 1,300.0 4,751.2 2,467.3 1,842.4 4,773.8 3,729.6 1,024.6 200.0 1,055.0 1 .450.0 
Singapore 1 1 7.9 2,147.1 2.333.8 8,664.7 562.1 2,702.4 1.7 1 ,404.2 61 7.7 678.8 
Taiwan Province of China 2,281.0 475.0 1.698.0 2,152.4 5,480.8 8.939.7 1 .409.4 1 ,658.5 3,627.8 2.409.1 
Thailand 798.4 278.6 48.0 300.0 300.0 

Europe 8,765.4 13,872.8 14,202.5 1 1 ,558.6 14,997.0 21,580.8 8,150.8 7,670.3 5,895.4 3,389.1 
Bulgaria 53.9 223.4 1.247.8 
Croatia 372.7 601.2 858.0 934.0 847.5 983.6 768.1 215 4 
Cyprus 288.5 480.5 479.8 648.2 226.0 422.2 
Czech Republic 421 . 7  50.7 428.4 337.7 1 87.7 1 ,284.5 2,240.4 150.0 
Estonia 84.9 335.7 65.5 292.6 323.3 323.3 
Hungary 1 ,239.5 2,410.5 540.8 1,247.8 70.5 2,211.4 1,081.3 1,130.1 
Kazakstan 300.0 350.0 250.0 209.0 100.0 100.0 
Latvia 236.7 180.8 
Lithuania 754.2 531 .5 376.2 222.4 355.6 431.7 431.7 
Poland 2,210.8 1,652.6 1.553.5 2,773.7 2,679.9 4.301.2 1,622.0 1.130.2 549.0 1,000.0 
Romania 259.5 908.6 1,062.2 813.6 813.6 
Russia 820.0 75.0 1,352.7 3,391.5 4,005.0 2,050.0 475.0 150.0 1.330.0 
Slovak Republic 800.2 978.3 219.9 143.1 861.3 574.4 286.9 
Slovenia 439.1 384.7 490.0 30.2 
Turkey 2,768.2 5,761.2 8.490.8 2,158.7 3,259.8 5,253.8 1 ,626.6 2,377.2 1 ,250.0 
Ukraine 600.0 290.7 499.0 1,310.0 60.0 800.0 350.0 100.0 

Middle East 2,065.0 4,409.8 4,670.6 5,920.7 3,706.6 1,860.0 500.0 1,000.0 160.0 200.0 
Bahrain 209.1 188.5 325.0 750.0 500.0 250.0 
Egypt 100.0 1 ,500.0 
Iran, I.R. of 986.3 750.0 
Israel 500.0 1,679.2 1 ,329.7 1 '120.7 344.4 750.0 
Jordan 80.9 
Kuwait 750.0 200.0 200.0 
lebanon 1,421.4 1 ,752.4 3,300.0 990.0 160.0 160.0 
Qatar 665.0 1,000.0 1,400.0 
United Arab Emirates 900.0 230.0 

Latin America 9,563.6 38,306.7 35,615.2 33,578.8 18,250.0 30,810.5 6,748.5 7,686.7 7,405.3 9,375.0 
Argentina 14,182.8 13,024.8 1 ,500.5 100.0 100.0 
Brazil 2,905.0 8,585.8 1 1,382.1 12,238.8 6,375.5 10,304.9 100.0 3,904.6 3,190.3 3,515.0 
Chile 600.0 1,763.8 679.7 1,536.0 1.728.9 2,900.0 1.000.0 150.0 900.0 850.0 
Colombia 500.0 1,675.6 1,547.2 4,263.3 1,000.0 1,765.0 500.0 250.0 51 5.0 500.0 
Costa Rica 310.0 300.0 250.0 250.0 250.0 490.0 450.0 40.0 
Dominican Republic 500.0 600.0 600.0 
El Salvador 150.0 50.0 353.5 1,251.5 348.5 348.5 
Grenada 100.0 
Guatemala 325.0 300.0 300.0 
Jamaica 247.9 421.0 690.7 300.0 . .  
Mexico 3.900.7 9,854.0 7,078.4 9.231.7 4,914.1 9,082.1 3,000.0 3,382.1 300.0 2,400.0 
Peru . . .  1,930.0 1 ,250.0 750.0 500.0 
Trinidad & Tobago 100.0 230.0 250.0 
Uruguay 350.0 442.6 1,106.1 400.0 
Venezuela 1 .000.0 1 .21 4.7 489.4 1,583.2 3.670.0 2.200.0 1.470.0 

Source: Data provided by the Bond. Equity and Loan database of the International Monetary Fund sourced from Capital Data. 

198 



©International Monetary Fund. Not for Redistribution

Table 16. Emerging Market Equity Issuance 
(In millions of U.S. dollars) 

Year to Date 
(as of 3/2104) 1999 2000 

Total 6,231.8 23,187.4 41,772.8 

Africa 223.3 658.7 103.3 
Morocco . .  56.4 
South Africa 223.3 658.7 46.9 

Asia 5,552.4 18,271.8 31,567.7 
China 3,697.3 1,477.4 20,239.7 
Hong Kong SAR 364.2 3,370.0 3,088.6 
India 263.5 874.4 916.7 
Indonesia . . 522.2 28.2 
Korea 94.4 6.590.6 784.8 
Macao 29.5 
Malaysia 
Papua New Guinea 232.4 
Philippines 221.7 194.6 
Singapore 493.4 1,725.6 2,202.2 
Taiwan Province of China 486.2 2,500.4 3,951.5 
Thailand 153.4 757.3 132.0 

Europe 456.1 1,411.6 3,339.8 
Croatia 
Czech Republic 
Estonia 1 90.3 
Hungary 349.7 529.2 19.1 
Latvia 
Lithuania 150.5 
Poland 636.3 358.9 
Russia ' . 55.8 387.7 
Turkey 106.5 2.423.8 

Middle East 0.0 2,084.0 1,618.1 
Egypt 89.2 319.4 
Israel 1 ,994.8 1.298.7 

Latin America 0.0 761.3 5,143.9 
Argentina 349.6 393.1 
Brazil 161.4 3,102.5 
Dominican Republic 74.0 
Mexico 162.0 1,574.3 
Peru 88.4 

2001 

1 1 ,245.9 

150.9 
6.8 

144.1 

9,591.5 
2,810.4 

297.1 
467.2 
347.2 

3,676.4 

15.4 

625.8 
1,126.6 

225.3 

259.4 
22.3 

237.1 

86.8 

86.8 

1 ,157.2 
34.4 

1,122.9 

2002 

16,359.4 

340.5 
. . 

340.5 

12,411.4 
2,546.0 
2,857.7 

264.8 
281.0 

1,553.7 

891 .2 

1 1 .3 
891 .6 

3,057.9 
56.3 

1,612.4 

22.7 

217.3 
1,301.0 

71.4 

0.0 

1,995.0 
. .  

1,148.5 

846.6 

2003 01 

28,047.2 1,210.3 

977.4 678.8 

977.4 678.8 

24,431.1 517.1 
6,850.3 509.5 
2.962.2 
1 ,243.5 
1,008.4 
1 ,222.6 

510.8 7.7 
153.7 

1,168.7 
8,272.1 
1,038.7 

1,811.3 14.4 

824.6 

13.2 

604.9 
368.7 14.4 

0.0 0.0 

827.4 0.0 

287.4 

540.0 

Source: Data provided by the Bond. Equity and Loan database of the International Monetary Fund sourced from Capital Data. 
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1,994.2 7,092.7 

75.3 0.0 

75.3 

1,711.6 6,906.0 
337.1 339.8 

86.0 493.6 
330.4 

270.1 131.3 
268.9 465.1 

1 55.9 

481.7 123.3 
267.7 4.702.8 

1 63.7 

73.5 33.0 

. . 
19.7 33.0 
53.8 

0.0 0.0 

133.8 153.6 

133.8 153.6 

04 

17,871.3 

223.2 

223.2 

15,417.7 
5,677.9 
2.382.6 

913.1 
607.1 
488.5 

. ' . 
454.6 
153.7 

563.7 
3,301.5 

875.0 

1,690.4 

824.6 

13.2 

552.1 
300.5 

0.0 

540.0 

540.0 
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Table 11. Emerging Market Loan Syndication 
(In millions of U.S. dollars) 

Year to Date 2003 
(as of 3/2/04) 1999 2000 2001 2002 2003 01 Q2 03 04 

Total 5,764.2 58,022.8 94,154.5 61,854.9 57,637.1 69,956.4 13,694.4 15,847.7 19,521.1 21 ,046.1 

Africa 320.0 1,703.0 7,793.7 4,731.8 4,667.9 5,986.1 1,249.5 1,466.0 2,376.2 894.4 
Algeria 50.0 150.0 75.0 75.0 
Angola 455.0 350.0 1,542.0 317.0 1.225.0 
Botswana 22.5 
Cameroon 53.8 100.0 100.0 
Chad 400.0 
Cote d'lvoire 179.0 15.0 
Ghana 30.0 320.0 300.0 420.0 650.0 650.0 
Kenya 7.5 80.2 134.0 134.0 
Mali 1 50.4 287.6 287.6 
Morocco 170.6 1 29.3 9.8 9.8 
Mozambique 200.0 35.5 35.5 
Namibia 35.0 35.0 
Niger 27.0 27.0 
Nigeria 90.0 100.0 1,000.0 762.0 460.0 169.0 133.0 
Senegal 40.0 
Seychelles 50.0 150.0 
South Africa 320.0 960.0 7,166.1 2,855.0 2,307.5 2,170.0 545.0 1,000.0 325.0 300.0 
Tanzania 135.0 
Tunisia 123.4 94.3 71.0 100.0 128.2 12.2 7.2 108.9 
Zaire 20.8 
Zambia 30.0 30.0 
Zimbabwe 150.0 

Asia 3,479.2 14,262.0 29,812.0 22,022.7 18,956.2 24,656.4 8,194.0 5,368.2 6,173.2 4,970.7 
Brunei 129.0 
China 1,085.0 924.4 1 .053.1 415.0 1 ,902.2 2,070.4 760.0 816.6 1 103.0 
Hong Kong SAR 35.0 993.5 10,898.9 7,551.6 2,205.5 3,353.5 538.5 132.0 738.0 1,245.0 
India 451.0 1.401.8 1 ,207.6 1 ,815.7 1,141.8 2,324.4 382.5 650.0 731.8 560.0 
Indonesia 215.0 943.1 1 ,254.9 492.6 100.0 3,492.5 2,927.5 500.0 65.0 
Korea 50.0 2,046.0 5,792.6 5,588.2 6,287.1 4,483.0 594.7 1,770.0 1,003.3 1,115.0 
Lao P.D.R. 30.0 
Malaysia 145.0 3,114.8 3,086.7 2.267.0 2,337.7 4,148.6 1,818.2 742.7 480.0 1 , 1 07.6 
Marshall Islands 34.7 
Pakistan 182.5 85.0 9.3 9.3 
Philippines 70.0 2,208.9 2,360.0 1,816.4 1,012.3 1,533.8 675.0 47.7 225.0 586.2 
Singapore 520.0 466.0 1.543.7 1,093.2 1.629.5 1,262.2 444.0 714.0 13.0 1 1 5.9 
Sri Lanka 23.0 100.0 105.0 186.0 100.0 86.0 
Taiwan Province of China 863.0 1 ,044.5 1 ,054.0 515.0 770.2 345.3 278.0 93.0 90.0 
Thailand 45.2 996.0 1.440.5 180.5 898.7 1,396.5 53.6 162.9 1.1 80.0 
Vietnam 100.0 20.0 392.5 51.0 45.0 6.0 

Europe 1,335.0 10,907.1 19,479.3 10,969.7 13,721.2 22,079.8 2,604.8 3,312.8 7,309.6 8,957.2 
Azerbaijan 77.2 16.0 
Belarus 36.0 36.0 
Bulgaria 8.9 18.9 13.0 381.3 6.2 375.1 
Croatia 903.6 640.7 809.8 551.6 1,042.5 368.4 178.1 496.0 
Cyprus 86.3 152.5 68.1 
Czech Republic 1 1 8.6 127.1 513.9 35.0 356.5 356.5 
Estonia 14.0 77.0 136.6 147.1 184.3 87.8 35.0 61.5 
Georgia 6.0 6.0 
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Table 17 (concluded) 

Year to Date 2003 

(as of 3/2104) 1999 2000 2001 2002 2003 01 02 03 04 

Europe (continued) 

Gibraltar 65.0 80.0 
Hungary 531.6 748.9 116.9 985.6 1,550.2 886.6 308.2 355.4 
Kazakstan 1 1 7.0 79.6 323.5 564.5 1,435.0 30.0 50.0 730.0 625.0 
Kyrgyz Republic 95.0 
Latvia 52.2 23.0 31.3 51.9 70.7 70.7 
Lithuania 428.2 157.2 24.9 18.8 
Macedonia 10.0 47.6 47.6 
Malta 57.0 85.0 1 14.7 1 14.7 
Moldova 40.0 
Poland 406.0 1,491.9 3,340.5 2,062.9 3,104.6 3,644.4 548.5 456.1 974.5 1,665.3 
Romania 176.0 334.9 438.6 680.0 989.6 227.0 262.8 77.2 448.0 
Russia 578.0 111.0 3.488.1 1,610.3 3,992.3 7,482.5 1,526.5 851.5 2,895.3 2.284.0 
Slovak Republic 194.5 488.3 79.3 79.3 
Slovenia 76.0 248.6 288.0 337.2 279.0 394.8 321.5 61.5 1 1 .8 
Turkey 265.0 6,138.8 9,470.9 4,246.4 3,054.3 4,154.6 102.0 34.9 1,797.2 2,225.0 
Ukraine 15.0 15.0 60.0 60.0 
Uzbekistan 142.0 40.0 30.0 46.0 38.7 3.7 35.0 
Yugoslavia, FYR of 19.4 10.9 10.9 

Middle East 630.0 8,893.7 8,711.0 5,012.7 7,123.8 6,508.1 639.0 1,403.9 2,164.5 2,300.7 
Bahrain 152.0 1,202.5 207.0 340.0 1,050.0 1,050.0 
Egypt 200.0 1,344.5 600.0 1,045.0 670.0 155.0 155.0 
Iran, I.R. of 692.0 757.7 887.0 1 ,685.1 700.0 700.0 
Israel 45.0 280.0 395.0 
Jordan 60.0 
Kuwait 147.5 250.0 770.0 165.0 165.0 
Libya 50.0 
Oman 75.0 356.8 685.0 2,417.0 907.8 907.8 
Qatar 1,000.0 580.0 913.0 1,571.7 880.8 71 .0 53.9 658.0 97.9 
Saudi Arabia 230.0 4,374.8 2,200.9 275.0 300.0 569.5 400.0 169.5 
United Arab Emirates 125.0 781.0 2,045.0 520.7 140.0 2,080.0 168.0 300.0 1,337.0 275.0 

latin America 22,257.0 28,358.5 19,118.0 13,167.9 10,726.0 1,007.0 4,296.9 1,497.7 3,923.1 
Argentina 3,312.1 3,230.6 1,889.0 824.2 60.0 60.0 
Bolivia 20.0 90.0 
Brazil 4,204.7 8,753.6 6,171.3 3,508.4 1,003.9 198.0 260.0 400.9 145.0 
Chile 6,267.9 5,102.8 2,399.3 1,282.6 1,799.0 150.0 580.0 450.0 619.0 
Colombia 1,880.2 1,546.0 631.7 1,221.0 146.3 146.3 
Costa Rica 150.0 
Dominican Republic 31.1 333.0 70.4 24.4 46.0 
Ecuador 73.0 910.0 10.0 
El Salvador 166.5 1 1 0.0 135.0 32.5 32.5 
Guadeloupe 17.4 
Guatemala 222.0 505.0 44.0 
Jamaica 35.8 45.0 49.6 48.3 1.3 
Mexico 4,083.6 6,660.7 4,591.8 4,411.4 7,373.4 611.0 3,324.3 500.5 2,934.3 
Paraguay 55.0 70.0 
Peru 1,530.0 465.4 137.5 63.0 125.0 125.0 
St. Lucia 20.0 20.0 
Trinidad & Tobago 51.0 70.0 303.0 46.0 46.0 
Uruguay 115.0 159.5 41.3 
Venezuela 347.0 1,773.9 1 ,834.3 1,015.0 2.0 

Source: Data provided by the Bond, EQuity and Loan database of the International Monetary Fund sourced from Capital Data. 
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Table 18. Equity Valuation Measures: Dividend-Yield Ratios 

Year to Date 2003 

(as of 3/2/04) 01 02 03 04 1999 2000 2001 2002 2003 

Argentina 0.99 1.49 1 .57 1.23 1.08 3.29 4.62 5.16 3.42 1 .08 
Brazil 3.55 5.25 5.03 4.36 3.46 2.95 3.18 4.93 5.51 3.46 
Chile 1 .68 2.64 1 .98 1.74 1.76 1.88 2.33 2.31 2.76 1 .76 
China 1.91 3.52 2.92 2.96 2.19 3.14 0.95 1.95 2.41 2.19 
Colombia 3.22 5.78 4.95 4.48 3.92 6.78 11 .12 5.63 4.78 3.92 
Czech 5.82 2.23 7.63 7.36 6.85 1.36 0.95 2.28 2.36 6.85 
Egypt 4.10 6.89 5.19 4.23 4.69 3.92 5.75 6.48 7.53 4.69 
Hong Kong SAR 2.65 4.15 3.93 3.20 2.82 2.31 2.58 3.25 3.85 2.82 
Hungary 0.85 1.43 1.13 0.99 0.94 1.14 1.46 1 .30 1.40 0.94 
India 1 .57 2.12 2.12 1.88 1.47 1.25 1.59 2.03 1.81 1.47 
Indonesia 3.51 4.46 4.13 4.00 3.83 0.91 3.05 3.65 4.17 3.83 
Israel 1.00 1.18 0.56 0.80 1.10 1.87 2.26 2.24 1.47 1.10 
Jordan 2.23 3.46 3.1 1 2.65 2.36 4.24 4.54 3.51 3.77 2.36 
Korea 1 .88 2.75 2.25 2.14 1.82 0.81 2.05 1.54 1.38 1.82 
Malaysia 2.15 2.52 2.44 2.49 2.38 1.15 1.70 1.87 2.04 2.38 
Mexico 1.63 2.54 2.22 2.02 1.83 1.27 1.63 1.98 2.30 1.83 
Morocco 3.86 4.71 4.38 4.32 4.18 2.49 3.59 3.97 4.84 4.18 
Pakistan 8.33 1 1 .30 1 1 .07 8.78 8.63 4.00 5.12 16.01 10.95 8.63 
Peru 2.01 2.43 2.34 2.31 1.75 2.86 3.38 3.16 2.37 1.75 
Philippines 1 .46 1.86 1 .40 1.33 1.43 1.08 1.44 1.43 1.97 1.43 
Poland 1.16 1 .92 1 .56 1.39 1.28 0.70 0.68 1 .87 1.84 1.28 
Russia 2.11 2.19 1.76 1.61 2.38 0.14 0.92 1.11 1.87 2.38 
Singapore 1.91 2.43 2.50 2.34 2.03 0.86 1 .40 1.80 2.27 2.03 
South Africa 2.87 4.72 4.30 3.67 3.22 2.09 2.75 3.47 3.83 3.22 
Sri Lanka 2.28 3.74 2.12 1.84 2.51 3.22 5.59 4.79 3.35 2.51 
Taiwan Province of China 1.68 1 .64 1 .66 1.91 1.86 0.97 1.71 1 .42 1.60 1.86 
Thailand 1.89 3.13 2.54 2.57 1.69 0.70 2.13 2.02 2.48 1.69 
Turkey 0.89 1.67 1.58 1.26 0.89 0.76 1.91 1.15 1.35 0.89 
Venezuela 3.02 5.86 5.00 4.48 3.68 5.80 5.05 3.89 2.38 3.68 

Emerging Markets Free 2.11 2.97 2.67 2.52 2.25 1.52 2.09 2.30 2.43 2.25 
EMF Asia 1.90 2.58 2.29 2.28 1.96 1.01 1.71 1 .73 1.81 1.96 
EMF Latin America 2.51 3.67 3.39 3.03 2.61 2.28 2.69 3.37 3.64 2.61 
EMF Europe & Middle East 1.62 1 .77 1 .55 1.53 1.81 1 .16 1.84 1 .69 1.71 1.81 
ACWI Free 1.98 2.47 2.16 2.16 1 .99 1.27 1.46 1.72 2.25 1.99 

Note: Data are from Morgan Stanley Capital International. The countries above include the 27 constituents of lhe Emerging Markets Free index 
as well as Hong Kong SAR and Singapore. Regional breakdowns conform to Morgan Stanley Capital International conventions. All indices reflect 
investible opportunities for global investors by taking into account restrictions on foreign ownership. The Indices attempt to achieve an 85 percent 
representation of freely floating stocks. 
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Table 19. Equity Valuation Measures: Price-to-Book Ratios 

Year to Date 2003 

(as of 3/2/04) 01 02 03 04 1998 1999 2000 2001 2002 2003 

Argentina 1.96 1.22 1 .36 1.38 1 .79 1.31 1.47 1.04 0.86 1.20 1 .79 
Brazil 1.81 1 .18 1.19 1.37 1.81 0.52 1.24 1.18 1 .11  1.24 1.81 
Chile 1.64 1 .11  1.29 1.50 1.55 1.16 1.69 1.49 1.39 1.15 1.55 
China 2.33 1.24 1.41 1.63 2.16 0.63 0.69 2.75 1.88 1.30 2.16 
Colombia 1.66 1.16 1.11  1 .11  1.34 0.71 0.71 0.49 0.53 1.18 1.34 
Czech 1.25 0.86 0.83 0.95 1 .06 0.73 0.80 1.00 0.81 0.84 1.06 
Egypt 2.52 1.17 1 .61 1.81 2.17 2.13 3.57 2.32 1.39 1.05 2.17 
Hong Kong SAR 1.67 1.02 1.10 1 .38 1.47 1.31 2.27 1 .67 1.38 1.10 1.47 
Hungary 2.18 1.76 1 .83 1.94 1.97 3.05 3.35 2.33 2.03 1.91 1.97 
India 3.61 2.07 2.47 2.88 3.79 2.00 3.55 2.71 2.13 2.15 3.79 
Indonesia 2.51 1.38 1.93 2.11 2.26 1 .39 2.41 1.03 2.72 2.23 2.26 
Israel 3.00 1.83 2.53 2.33 2.46 1 .48 2.53 3.04 2.22 1.74 2.46 
Jordan 2.10 1.25 1.56 1.82 1.98 1 .05 1.03 1.02 1.38 1.26 1.98 
Korea 1.69 1.04 1.32 1.35 1.52 0.99 1 .42 0.82 1.33 1.21 1.52 
Malaysia 2.07 1.62 1.71 1.74 1.85 1.25 1.98 1.59 1.76 1.54 1.85 
Mexico 2.36 1.70 1.92 2.04 2.20 1.72 2.31 1.91 1.99 1.77 2.20 
Morocco 1.62 1.39 1.44 1.45 1.50 4.27 3.53 2.56 1.79 1.40 1.50 
Pakistan 2.35 1.90 1.98 2.23 2.31 1.07 1.48 1.41 0.88 2.04 2.31 
Peru 2.48 1.71 1.71 2.07 2.77 1.41 1 .92 1.13 1.29 1.84 2.77 
Philippines 1.42 0.87 1.18 1.33 1.40 1.48 1.64 1.27 1 . 1 1  0.85 1.40 
Poland 1.90 1.29 1.49 1.68 1.72 1 .47 2.12 2.10 1.33 1.37 1.72 
Russia 1.46 1.00 1.25 1.34 1.33 0.67 2.41 0.90 1.27 1.22 1.33 
Singapore 1.71 1.23 1.39 1.52 1.62 1.55 2.56 2.05 1.63 1.26 1.62 
South Africa 1.97 1.47 1.66 1.70 1.95 1.52 2.75 2.68 1 .81 1.72 1.95 
Sri lanka 1.60 1.04 1.83 2.02 1.52 1 .15 1.00 0.60 0.83 1.22 1.52 
Taiwan Province of China 2.34 1 .49 1.77 2.11 2.10 2.21 3.46 1.87 1.98 1.53 2.10 
Thailand 2.71 1.78 2.17 2.30 2.94 1.14 2.04 1.51 1.68 1.83 2.94 
Turkey 1.95 1.43 1.31 1.49 2.02 2.55 9.21 2.72 3.80 1.76 2.02 
Venezuela 1.80 0.59 1.00 1.14 1.41 0.57 0.63 0.67 0.48 0.87 1.41 

Emerging Markets Free 2.03 1.33 1.54 1.67 1.90 1.21 2.12 1.64 1.59 1.45 1.90 
EMF Asia 2.11 1.30 1.56 1.71 1.95 1.40 2.09 1.53 1.68 1.41 1.95 
EMF latin America 1.98 1.35 1.44 1.59 1.90 0.87 1.57 1.36 1.35 1.44 1.90 
EMF Europe & Middle East 1.88 1.28 1.51 1.59 1.67 1.88 3.41 2.15 1.70 1.42 1.67 
ACWI Free 2.51 1.97 2.26 2.27 2.46 3.49 4.23 3.46 2.67 2.07 2.46 

Note: Data are from Morgan Stanley Capital lntemational. The countries above include the 27 constituents of the Emerging Markets Free index as 
well as Hong Kong SAR and Singapore. Regional breakdowns conform to Morgan Stanley Capital International conventions. All indices reflect 
investible opportunities for global investors by taking into account restrictions on foreign ownership. The indices attempt to achieve an 85 percent 
representation of freely floating stocks. 
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Table 20. Equity Valuation Measures: Price-Earnings Ratios 

Year to Date 
2003 

(as of 3/2/04) 01 02 03 04 1999 2000 2001 2002 2003 

Argentina 14.99 -3.09 15.26 7.96 13.72 24.82 20.69 19.13 -12.86 13.72 
Brazil 10.07 1 1.45 10.00 9.37 10.34 18.64 12.83 8.49 1 1 .23 10.34 
Chile 32.59 31.79 32.83 34.42 30.81 46.40 31.96 18.02 17.16 30.81 
China 18.84 11.95 1 1 .76 13.05 17.11 14.97 40.60 14.09 12.14 17.11 
Colombia 1 1 .06 8.85 8.79 8.57 8.94 20.30 -103.44 64.91 9.55 8.94 
Czech 14.70 11.23 10.18 1 1 .51 12.49 -42.04 16.49 9.21 10.40 12.49 
Egypt 12.26 10.03 14.94 9.07 10.90 16.54 9.35 6.28 7.33 10.90 
Hong Kong SAR 22.70 13.46 13.47 17.08 20.00 30.81 7.64 20.47 14.91 20.00 
Hungary 14.79 10.11 10.15 1 1 .09 13.11 18.50 14.82 19.34 10.06 13.11 
India 18.07 12.46 13.25 15.97 18.96 22.84 15.61 13.84 13.56 18.96 
Indonesia 11.41 5.64 7.49 8.31 10.37 -48.73 18.68 8.37 7.14 10.37 
Israel 34.26 65.79 68.83 52.96 34.05 25.51 23.88 228.84 -46.62 34.05 
Jordan 22.69 12.78 13.94 20.18 21.38 13.51 -107.11 15.10 12.39 21.38 
Korea 15.66 8.14 8.88 1 1.46 13.93 23.24 8.12 15.23 1 1 .44 13.93 
Malaysia 18.68 14.49 14.78 15.37 16.33 -8.41 20.63 22.62 13.21 16.33 
Mexico 16.52 13.73 17.04 14.96 15.70 14.64 13.78 14.23 14.07 15.70 
Morocco 24.33 9.53 21.61 21 .94 22.46 18.65 9.30 10.77 9.87 22.46 
Pakistan 9.23 7.41 7.81 8.44 8.68 1 7.60 8.39 4.53 8.07 8.68 
Peru 23.70 13.84 12.42 14.26 26.45 18.46 15.44 14.08 20.42 26.45 
Philippines 19.95 17.49 19.35 20.25 20.18 142.83 -35.06 43.72 18.21 20.18 
Poland 25.41 -30.30 36.79 28.67 19.50 22.33 14.30 18.32 -261.14 19.50 
Russia 1 i .13 9.42 14.24 13.96 11 .13 -126.43 5.69 5.03 7.33 11 .13 
Singapore 20.34 18.64 19.40 21.54 21.38 41.18 18.94 16.53 21.07 21.38 
South Africa 13.85 8.71 9.44 10.93 12.75 18.73 14.87 1 1 .30 10.50 12.75 
Sri Lanka 12.18 8.67 14.77 14.83 12.69 7.59 4.24 8.53 14.35 12.69 
Taiwan Province of China 28.80 61.54 37.60 36.01 25.70 38.26 14.06 21.08 73.13 25.70 
Thailand 14.06 12.56 14.47 12.49 15.24 -8.94 -14.61 16.67 15.52 15.24 
Turkey 9.40 -25.81 9.32 7.98 1 1 .01 38.60 11.77 25.51 101.33 11.01 
Venezuela 31.25 8.87 14.40 16.56 24.40 1 7.68 21.76 18.43 13.43 24.40 

Emerging Markets Free 16.02 12.76 12.76 13.84 15.03 27.17 14.85 13.99 13.95 15.03 
EMF Asia 18.23 12.42 12.62 14.97 16.72 40.98 15.47 16.73 14.85 16.72 
EMF Latin America 13.40 15.87 13.51 12.21 13.18 18.28 14.93 1 1 .67 13.84 13.18 
EMF Europe & Middle East 14.99 19.00 17.84 16.28 14.65 37.25 14.05 13.10 16.27 14.65 
ACWI Free 21.57 21.42 22.22 21 .36 21.94 35.70 25.44 26.76 23.18 21 .94 

Note: Data are from Morgan Stanley Capital International. The countries above include the 27 constituents of the Emerging Markets Free index 
as well as Hong Kong SAR and Singapore. Regional breakdowns conform to Morgan Stanley Capital International conventions. All indices reflect 
Investible opportunities for global investors by taking into account restrictions on foreign ownership. The indices attempt to achieve an 85 percent 
representation of freely floating stocks. 
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Table 21. United States Mutual Fund Flows 
(In millions of U.S. dollars) 

Year to Date 2003 

(as of 3/2104) 01 02 03 04 1999 2000 2001 2002 2003 

Asia Pacific (Ex-Japan) 997 6 100 442 963 152 -1,208 -496 -43 1,511 
Corporate High Yield -1,271 7,162 9,051 310 3,739 -510 -6,162 5,938 8,082 20,262 
Corporate Investment Grade 2,121 10,636 6,993 -1,722 753 7,136 4,254 21,692 32,688 16,660 
Emerging Markets Debt 318 343 285 -176 437 1 8  -500 -448 450 889 
Emerging Markets Equity 2.914 -186 539 1,645 2.676 24 -350 -1.663 -331 4,673 
European Equity 365 1 3  -236 -2 -723 -1,665 621 -1,791 -1,045 -947 
Global Equity 2,070 -1,620 -659 -437 720 4,673 12,627 -3,006 -5,152 -1,995 
Growth-Aggressive 5.389 -1,895 3,419 4,654 5.287 15,248 46,610 17,883 5,612 11.465 
International & Global Debt 1.784 791 1,031 -96 1,499 -1,582 -3,272 -1,602 -823 3,225 
International Equity 1 1 ,374 450 1.638 4,873 7,689 2,999 13,322 -4,488 4,240 14,651 
Japanese Equity 958 28 509 756 571 731 -831 -270 -82 1,863 
Latin American Equity Funds -42 -27 43 62 108 -121 -95 -147 33 186 

Note: Data are provided by AMG Data Services and cover net flows of U.S.·based mutual funds. Fund categories are distinguished by a primary 
investment objective which signifies an investment of 65 percent or more of a lund's assets. Primary sector data are mutually exclusive, but emerg· 
mg and reg1onal sectors are all subsets of international equity. 
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Table 22. Bank Regulatory Capital to Risk-Weighted Assets 
(In percent) 

1998 1999 2000 2001 2002 2003 latest 

Latin America 
Argentina 20.4 20.8 19.5 17.9 
Bahamas 20.0 17.5 18.8 18.5 22.9 
Bolivia 1 1 .8 12.2 13.4 14.6 16.1 16.5 March 
Brazil 15.6 15.5 14.3 15.3 16.5 17.2 June 
Chile 12.5 13.5 13.3 12.7 14.0 14 1 November 
Colombia 10.3 10.8 12.4 12.4 12.2 13.6 November 
Costa Rica 14.9 17.8 16.9 15.3 15.2 June 
Dominican Republic 
Ecuador 
Honduras 7.5 11.4 12.3 12.7 12.9 
Jamaica 21.9 19.7 15.5 
Mexico 14.4 16.2 13.8 14.7 15.5 14.4 March 
Paraguay' 0.0 17.2 17.2 16.2 17.9 19.8 September 
Peru 11.2 12.0 12.9 13.4 12.5 13.4 September 
Uruguay1.2 25.3 22.2 17.5 17.8 14.2 
Venezuela 

Emerging Europe 
Armenia 29.8 27.8 25.0 13.6 30.5 34.3 September 
Bulgaria 36.7 41.3 35.6 31.3 25.2 23.0 September 
Croatia 12.7 20.6 21.4 18.5 17.6 17.0 September 
Czech Republic 12.0 13.6 14.9 15.4 15.4 15.5 September 
Estonia 17.0 16.1 13.2 14.4 15.3 14.5 December 
Hungary 16.5 14.9 13.5 13.9 13.0 11.6 June 
Israel 9.2 9.4 9.2 9.4 9.9 10.4 March 
Kyrgyz Republic 30.9 23.9 30.5 52.2 43.4 June 
latvia 17.0 16.0 14.0 14.2 13.8 March 
Uthuania 23.8 17.4 16.3 15.7 14.8 13.2 December 
Macedonia 25.9 28.7 36.7 34.3 28.1 
Malta 14.3 16.0 15.9 16.0 
Poland 11.7 13.2 12.9 15.1 13.8 13.6 September 
Russia 1 1 .5 18.1 19.0 20.3 19.9 19.2 September 
Slovak Republic 6.6 12.7 13.1 19.7 21.3 22.8 June 
Slovenia 16.0 14.0 13.5 11 .9  11.9 11.4 September 
Turkey 17.3 15.3 25.3 31.8 September 
Ukraine 19.6 15.5 20.7 18.6 15.3 September 

Western Europe 
Austria 13.5 13.1 13.3 13.7 13.3 14.4 August 
Belgium 1 1 .3 1 1 .9 11.9 12.9 13.1 13.0 September 
Denmark 10.7 11 .1  11.3 12.1 12.6 
Finland 1 1 .5 1 1 .9 11 .6  10.5 1 1 .7 17.0 June 
France 12.7 11.9 12.1 12.3 
Germany 11.4 1 1 .5 11.7 12.0 12.7 12.9 March 
Greece 10.2 16.2 13.6 12.5 10.6 10.7 June 
Iceland 10.4 10.6 9.7 11.3 12.3 10.6 June 
Ireland 11.0 10.4 9.7 11.2 1 2.5 
Italy 11.3 10.6 10.1 10.4 11.2 
Luxembourg 12.6 12.9 13.1 13.7 15.0 17.2 June 
Netherlands 11.4 1 1 . 2  11.3 11.4 11.9 11.7 September 
Norway 12.4 12.4 12.1 12.2 12.8 
Portugal 1 1 . 1  1 0 8  9.2 9.5 9.8 9.8 June 
Spain 12.9 12.6 12.5 13.0 12.2 12.2 June 
Sweden 10.4 1 1 .4 9.9 10.0 10.1 10.1 September 
Switzerland 1 1 .4 1 1 .4 12.8 11.8 12.6 
United Kingdom3 13.2 14.0 13.0 13.2 12.2 12.4 June 
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1998 1999 

Asia 
Bangladesh 7.3 7.4 
China 
Hong Kong SAR 18.5 18.7 
India 1 1 .6 1 1 . 2  
Indonesia -13.0 -2.4 
Korea 8.2 10.8 
Malaysia 11.8 12.5 
Mongolia 20.4 
Pakistan 10.9 10.9 
Philippines 17.7 17.5 
Singapore 18.1 20.6 
Sri lanka 10.7 10.6 
Thailand 10.9 12.4 

Middle East and North Africa 
Algeria 
Egypt 
Jordan 
Kuwalt 23.7 
lebanon 18.9 15.0 
Morocco 12.6 12.1 
Oman 16.5 
Saudi Arabia 21.2 21.2 
Tunisia 1 1 .7 11 .6  

Sub-Saharan Africa 
Ghana 1 1 . 1  1 1 .5 
Kenya 
Mauritius 1 1 .9 13.3 
Nigeria 12.7 19.0 
South Africa 11 .5  12.6 
Tanzania 6.5 3.8 
Uganda 11.0 13.6 
Zimbabwe 

Other 
Australia 10.3 10.1 
Canada 10.7 1 1 .7 
Japan4 9.6 11 .9  
United Statess 1 1 .6 11 .6  

Sources: National authorities; OECD; IMF staff estimates. 
'Private banks. 
2for 2002 excludes suspended banks and mortgage bank. 
a includes mortgage banks. 
4AII internationally active banks. 
su.s. banks with assets greater than $1 billion. 

FINANCIAL SOUNDNESS INDICATORS 

2000 2001 2002 2003 Latest 

6.7 6.7 7.5 

17.8 16.5 15.7 15.6 September 
11.1 1 1 .4 11.9 12.6 March 

-18.2 19.2 19.7 21.4 June 
10.5 10.8 10.5 10.4 June 
12.5 13.0 13.2 13.4 June 
27.1 24.6 19.8 

9.7 8.8 8.8 9.2 June 
16.2 15.8 16.7 16.1 September 
19.6 18.1 16.9 17.8 September 
8.3 7.8 8.1 7.6 December 

12.0 13.9 13.7 13.6 August 

8.7 1 1 .3 

19.6 17.5 18.7 
22.2 22.0 19.7 
16.9 18.0 19.4 22.5 June 
12.8 12.6 12.5 September 
16.5 15.6 16.9 
21.0 20.3 18.7 19.0 June 
13.3 10.6 10.6 

11.6 14.7 13.4 
17.5 17.1 17.4 17.2 July 
12.3 13.0 13.1 
17.5 16.1 . .  
14.5 11 .4  12.6 1 2.8 September 

9.6 9.6 8.6 
20.5 23.1 23.7 20.5 December 
44.0 44.5 30.6 28.5 September 

9.8 10.5 9.9 1 0.6 September 
11.9 12.3 12.4 12.9 September 
12.2 11.7 10.8 September 
11.7 12.4 12.5 12.7 September 
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Table 23. Bank Capital to Assets 
(fn percent) 

1998 1999 2000 2001 2002 2003 Latest 

Latin America 
Argentina 1 1 .3 10.6 10.1 12.5 13.1 10.6 November 
Bahamas 
Bolivia 8.5 9.2 9.8 10.5 1 1 .9 1 1.5 September 
Brazil 10.5 11 .6 12 .1 13.6 13.5 16.9 October 
Chile 7.5 7.7 7.5 7.2 7.2 7.5 June 
Colombia 9.6 10.9 10.1 9.4 9.3 1 1 .5 November 
Costa Rica 9.8 10.9 10.8 12.9 12.6 13.4 November 
Dominican Republic 9.4 10.0 10.7 7.6 October 
Ecuador 14.5 12.9 1 2 .9 8.8 10.3 10.6 September 
Honduras 9.9 10.0 9.8 10.0 9.1 
Jamaica 21.5 19.6 16.2 15.5 14.2 13.9 November 
Mexico 8.3 8.0 9.6 9.4 1 1 .1 1 1 .8  September 
Paraguay 14.9 12.6 12.4 12.1 10.9 8.7 December 
Peru 8.7 8.9 9.1 9.8 10.1 10.6 November 
Uruguay 15.3 14.7 1 1 .7 8.1 -2.2 7.0 October 
Venezuela 14.0 13.5 12.4 14.3 16.1 14.2 November 

Emerging Europe 
Armenia 1 1 .7 1 1 .8 12.3 13.6 15.0 13.5 November 
Bulgaria 14.0 1 5.3 15.2 13.6 13.3 13.2 September 
Croatia 18.3 15.2 1 1 .9 10.4 9.4 9.4 September 
Czech Republic 7.9 7.9 8.2 6.7 6.8 6.5 March 
Estonia 20.8 19.2 15.2 15.2 13.7 1 2.9 November 
Hungary 9.7 9.7 9.8 9.5 10.0 9.8 December 
Israel 6.7 6.8 7.3 7.7 6.5 7.5 November 
Kyrgyz Republic 22.1 15.5 20.5 31.5 27.7 June 
Latvia 3.7 2.0 8.5 9.1 8.8 8.6 November 
Lithuania 13.9 9.9 9.2 9.4 9.9 9.8 December 
Macedonia 
Malta 5.7 6.5 6.7 6.6 
Poland 7.0 7.1 7.1 8.0 8.7 8.5 September 
Russia 14.3 12.9 12.5 12.4 June 
Slovak Republic 9.8 8.7 5.9 7.9 9.8 9.6 July 
Slovenia 10.1  8.8 8.3 7.8 December 
Turkey 8.7 5.2 6.1 9.6 9.7 June 
Ukraine 17.5 16.6 15.5 14.6 March 

Western Europe 
Austria 4.9 5.2 5.2 5. 1 5.6 5.8 December 
Belgium 4.0 4.1 4.6 4.4 4.7 4.3 December 
Denmark 6.3 6.1 6.7 6.2 5.2 
Roland 5.9 5.6 6.3 10.2 10.1 9.6 December 
France 6.4 6.8 6.7 6.7 6.7 6.6 March 
Germany 4.0 4.1 4.2 4.3 4.5 4.6 March 
Greece 10.1 8.9 9.2 9.4 7.6 December 
Iceland 7.0 6.8 6.4 6.6 6.3 
Ireland 7.2 7.3 6.5 5.9 5.5 5.2 December 
Italy 6.7 7.0 6.9 7.2 7.2 7.0 March 
Luxembourg 3.5 3.8 3.9 3.9 3.7 3.8 February 
Netherlands 5.0 4.8 5.1 4.8 4.7 4.3 December 
Norway 6.0 6.6 6.4 6.0 5.5 5.4 May 
Portugal 6.3 5.8 5.5 5.6 5.8 September 
Spain 7.1 6.6 7.5 7.2 7.3 November 
Sweden 5.0 5.5 5.3 5.6 5.2 
Switzerland 4.3 4.5 4.8 4.5 4.2 March 
United Kingdom 1 7.0 7.5 6.5 6.6 6.7 June 
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Table 23 (concluded) 
1998 1999 2000 2001 2002 2003 Latest 

Asia 
Bangladesh 5.1 4.4 4.4 4.4 
China 5.2 5.3 5 1  4.6 
Hong Kong SAR 7.7 8.1 9.0 9.8 10.7 11.5 March 
India 6.2 5.9 5.3 5.1 5.6 March 
Indonesia -12.9 -4.1 5.2 5.4 7.3 8.3 June 
Korea 2.8 3.9 3.8 4.1 4.0 4.0 June 
Malaysia 8.9 8.9 8.5 8.5 8.7 November 
Mongolia 16.5 17.3 18.4 17.6 15.4 14.7 June 
Pakistan 4.1 4.3 4.4 4.3 3.3 
Philippines 14.8 16.0 15.3 15.4 15.5 15.9 October 
Singapore 7.5 7.8 7.1 9.6 8.3 8.5 March 
Sri lanka 5.9 4.3 3.7 3.8 . .  
Thailand 4.8 5.5 4.5 5.5 5.8 6.2 August 

Middle East and North Africa 
Algeria 4.5 5.6 . . 
Egypt 5.1 5.4 5.3 4.9 4.7 5.0 September 
Jordan 7.8 7.8 6.9 
Kuwait 12.6 12.4 12.2 1 1  1 
lebanon 6.6 6.6 6.4 6.2 6.4 6.2 October 
Morocco 9.8 9.9 9.2 9.3 8.9 8.2 November 
Oman . .  13.0 13.0 12.6 12.5 
Saudi Arabta 10.0 9.6 9.7 9.9 10.2 10.8 June 
Tunisia 

Sub-Saharan Africa 
Ghana 12.2 11.9 11.8 12.5 12.0 12.0 August 
Kenya 10.7 8.9 8.7 8 8  8.0 7.9 November 
Maurittus 7.1 8.1 7.8 8 4  9.3 
Nigeria 9.3 8.2 7 4  8.6 9.5 March 
South Africa 8.2 8.2 8.7 7.8 8.2 7.2 March 
Tanzanta 6.5 3.8 9.6 9.6 8.6 
Uganda 7.0 9.8 10.0 9.5 9.9 December 
Zimbabwe 8.0 9.4 9.4 9.3 9.5 9.0 September 

Other 
Australia 7.6 7.3 6.9 7.1 6.3 6.1 September 
Canada 4.2 4.7 4.7 4.6 4.6 4.7 November 
Japan 2.4 4.6 4.8 4.2 3.0 September 
United States2 8.2 8.1 8.2 8.9 9.0 8.9 September 

Sources: National authorities; EDSS; OECD; IMF staff estimates. 
1Data tor U.K. large commercial banks (exclusive of mortgage banks and other banks). 
2U.S. banks with assets greater than $1 billion. 
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Table 24. Bank Nonperforming loans to Total loans 
(In percent) 

1998 1999 2000 2001 2002 2003 Latest 

Latin America 
Argentina1 5.3 7.1 8.7 13.2 17.5 22.7 November 
Bahamas 6.2 5.1 5.1 4.8 4.4 
Bolivia 4.6 6.6 11.6 16.2 17.6 16.7 December 
Brazil••• 10.2 8.7 8.4 5.7 5.3 5.7 June 
Chile 1.5 1.7 1.7 1.6 1.8 1.8 September 
Colombia 10.7 13.6 11.0 10.0 8.7 7.4 November 
Costa Rica 3.8 2.9 3.7 2.5 2.8 June 
Dominican Republic 2.6 2.6 4.9 12.0 October 
Ecuador 8.1 26.0 31.0 27.8 8.5 9.6 September 
Honduras 1 1 .2 1 1 .2 12.5 13.0 12.4 
Jamaica 9.5 6.1 3.7 
Mexico 11.3 8.9 5.8 5.1 4.6 3.7 September 
Paraguay2 8.1 9.3 11.8 12.3 14.7 20.6 December 
Peru 7.0 8.7 9.8 9.0 7.6 5.8 December 
Uruguay2.3 8.7 8.5 9.3 13.9 
Venezuela 5.5 7.8 6.6 7.1 9.2 9.7 September 

Emerging Europe 
Armenia 6.0 8.0 6.2 6.0 4.9 6.7 September 
Bulgaria· ·  16.4 13.9 8.2 7.0 5.5 6.0 September 
Croatia ·• • 9.3 10.3 9.5 7.2 5.8 5.2 September 
Czech Republic 20.3 22.0 19.9 13.7 10.6 5.3 September 
Estonia 1.4 1.7 1.0 1.3 0.8 0.4 December 
Hungary 4.9 4.2 3.0 2.2 2.0 1.7 September 
Israel 9.9 9.0 6.7 8.1 9.9 10.2 March 
Kyrgyz Republic 10.1 30.9 13.4 13.4 13.8 June 
Latvia 6.0 6.0 4.6 2.8 1.9 March 
Lithuania·• 12.9 12.5 11.3 8.3 6.5 3.0 December 
Macedonia4 32.9 41.3 34.8 33.7 15.9 
Malta 13.0 14.0 18.0 16.2 
Poland• • 10.5 13.3 15.0 17.9 21.1 21.3 September 
Russia 17.3 13.4 7.7 6.3 6.5 6.1 September 
Slovak Republic 31.6 23.7 15.3 15.4 1 1 . 2  10.5 June 
Slovenia 5.4 5.2 6.5 7.0 7.0 6.7 September 
Turkey 6.7 9.7 9.2 29.3 17.6 14.2 September 
Ukraines 35.8 29.6 25.1 21.9 26.3 September 

Western Europe 
Austria 2.4 2.3 2.4 2.3 2.3 
Belgium 2.7 2.7 2.7 2.9 2.9 2.8 September 
Denmark 0.8 0.6 0.5 0.5 0.6 
Finland 1.2 1.0 0.6 0.6 0.5 0.5 October 
France 6.3 5.7 5.0 5.0 5.0 4.9 June 
Germany 4.5 4.6 5.1 4.9 5.0 
Greece 13.6 15.5 12.3 9.2 8.1 8.4 June 
Iceland 2.4 2.5 2.0 2.8 3.4 3.1 December 
Ireland 2.5 1.8 1.9 1.9 1.7 
Italy 9.1 8.5 7.7 6.7 6.5 . .  
Luxembourg 0.5 0.5 0.5 0.4 0.4 0.3 June 
Netherlands 2.6 2.7 2.3 2.4 
Norway 1.8 1.5 1.3 1.3 1.4 2.2 September 
Portugal 3.3 2.4 2.2 2.1 2.3 2.7 September 
Spain 2.0 1.5 1.2 1.2 1.1 1.0 October 
Sweden 2.6 1.7 1.7 1.6 1.4 1.3 September 
Switzerland 5.2 4.6 3.8 4.1 3.6 . .  
United Kingdoms 3.2 3.0 2.5 2.6 2.6 2.2 June 
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Table 24 (concluded) 
1998 1999 2000 2001 2002 2003 Latest 

Asia 
Bangladesh 40.7 41.1 34.9 31.5 28.0 
China7 28.5 22.4 29.8 25.5 22.0 June 
Hong Kong SAR 5.3 7.2 6.1 5 7  4.5 4.4 June 
lnd1a 14.4 14.7 12.7 11.4 10.4 8.8 March 
Indonesia 48.6 32.9 1 8.8 11.9 5.8 
Korea 7.4 8.3 6.6 2.9 1.9 2.3 June 
Malaysia 18.6 16.6 15.4 17.8 15.9 14.8 June 
Mongolia 32.5 23.7 8.0 8.0 
Pakistan 23.1 25.9 23.5 23.3 23.7 20.7 June 
Philippines 11.0 12.7 14.9 16.9 15.4 15.2 September 
Singapore 5.3 3.4 3.6 3.4 3.5 September 
Sri Lanka 16.6 16.6 15.0 16.9 15.7 13.9 December 
Thailand 42.9 38.6 17.7 10.5 15.8 15.5 August 

Middle East and North Africa 
Algeria 27.4 26.1 
Egypt 0 0  
Jordan 8.7 11.9 14.0 15.4 13 9 14.8 June 
Kuwatt 1 2.8 12.8 10.3 7.8 
Lebanon 12.5 14.3 19.2 22.8 27.2 31.6 June 
Morocco 14.6 15.3 17.5 16.8 18.0 September 
Oman 6.4 6.0 7.5 10.6 11.3 
Saudi Arabia 8.4 11.4 10.4 10.1 9.2 8.2 June 
Tunisia 19.5 18.8 21.6 19.2 20.7 

Sub-Saharan Africa 
Ghana 17.2 12.8 1 1 .9 19.6 22.7 
Kenya 32.7 29.2 28.7 27.7 July 
Maunllus 9.1 8.3 7.7 8.0 8.6 
Nigeria 19.4 25.6 22.6 16.0 17.3 March 
South Africa 4.1 4.9 4.3 3.3 3.3 2.9 September 
Tanzania 22.9 25.2 17.3 12.0 9.2 
Uganda····  20.2 11.9 9.8 6.5 3 6  8.0 December 
Zimbabwe 19.6 11 .4 4.2 7.5 September 

Other 
Australia 0.7 0.6 0.5 0.7 0.6 0.5 September 
Canada 1 .1 1.2 1.2 1.5 1.6 1.4 September 
Japan 5.4 5.8 6.1 6.6 8.9 7.2 September 
United States& 1.0 0.9 1.1  1 .4 1 .6 1 . 3  September 

Sources: National authorities, EDSS, IMF staff estimates. 
Notes: (') Based on net nonperforming loans; (*•) 30-day NPL classification; (' . .  ) 60·day NPL classification: and r•·•)  180-day NPL 

classification. 
1 Uncolleclible credits only as a percentage of credits to the private sector 
2Pnvate banks. 
3Excluding suspended banks 
•under the new methodology adopted m 2002. interbank loans are also 1ncluded in total loans which results in a significant decline in the NPL 

ra t1o. Under the old methodology, the ratio remains at about one·thlfd of all loans. 
5The sudden mcrease In NPLs in 2003 reflects a revision in the offictal definition. 
61ncludes mortgage banks 
70ata for state-owned commercial banks only. 
au.s. Banks w1th assets greater than S1 billion. 
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Table 25. Bank Provisions to Nonperforming Loans 
(In percent) 

1998 1999 2000 2001 2002 2003 Latest 

latin America 
Argentina 61.2 60.0 62.9 66.0 
Bahamas 41.0 43.1 51.5 49.8 44.8 
Bolivia 58.0 55.8 61.4 63.7 63.7 67.4 September 
Brazil 1 1 0.9 125.1 82.1 126.1 143.5 139.8 September 
Chile 131.4 152.9 145.5 146.5 128.1 120.8 October 
Colombia 37.9 36.8 54.5 73.9 86.3 91.4 August 
Costa Rica 125.6 122.4 99.8 114.0 106.6 June 
Dominican Republic 
Ecuador 99.6 109.0 104.0 102.2 131.4 107.5 August 
Honduras 19.3 23.1 26.7 29.5 37.4 
Jamaica 136.5 149.6 139.6 
Mexico 66.1 107.8 1 1 5.3 123.8 138.9 142.5 August 
Paraguay 48.1 45.1 45.5 39.8 50.2 54.8 December 
Peru 92.1 99.5 104.3 114.2 133.2 124.2 September 
Uruguay 62.8 48.4 47.5 45.4 60.2 
Venezuela 123.4 101.8 93.6 92.2 97.6 102.5 September 

Emerging Europe 
Armenia 27.1 81.1 65.9 
Bulgaria 75.0 71.9 79.3 74.3 74.3 53.1 September 
Croatia 84.4 78.7 79.8 75.7 68.1 64.9 September 
Czech Republic 54.3 52.2 55.0 59.2 74.0 77.8 March 
Estonia 88.6 51.8 
Hungary 45.2 51.4 56.7 53.9 
Israel 49.5 45.7 55.8 57.1 54.7 June 
Kyrgyz Republic 56.9 52.0 68.6 63.5 69.2 June 
Latvia 78.0 79.3 74.1 80.4 95.5 98.5 March 
Lithuania 47.5 37.5 34.6 34.2 18.6 21.6 December 
Macedonia 
Malta 
Poland 46.0 48.6 48.0 47.6 September 
Russia 40.1 63.4 80.1 79.3 83.7 86.0 September 
Slovak Republic 42.5 61.5 70.5 72.5 73.3 September 
Slovenia1 114.9 101.0 100.5 102.9 
Turkey 44.2 61.9 59.8 47.1 64.2 77.5 September 
Ukraine 

Western Europe 
Austria 
Belgium 61.0 58.0 57.0 57.0 51.8 40.6 September 
Denmark 
Finland 
France 58.5 60.7 60.8 59.9 58.4 58.3 June 
Germany 73.3 76.9 81.8 85.7 
Greece 24.1 26.1 36.8 43.3 45.3 
Iceland 51.9 50.5 52.5 46.8 43.7 
Ireland 60.0 82.0 105.0 118.0 129.0 
Italy 42.8 48.1 48.6 50.0 53.6 
Luxembourg 
Netherlands 93.1 90.8 88.8 67.3 
Norway 61.0 58.0 57.0 57.0 58.0 
Portugal 66.7 66.8 62.8 
Spain 69.9 73.3 62.8 57.2 55.8 
Sweden 42.3 55.5 60.0 64.9 73.8 
Switzerland 
United Kingdom 56.0 71.2 65.0 69.5 
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Table 25 (concluded) 

1998 1999 2000 2001 2002 2003 Latest 

Asia 
Bangladesh 53.5 51.4 59.1 60.5 55.8 
China 
Hong Kong SAR 
India 46.4 March 
Indonesia 28.6 77.7 59.4 97.7 125.7 152.5 March 
Korea 46.2 66.6 81.8 85.2 109.4 
Malaysia 39.0 41.0 37.7 38.1 38.5 June 
Mongolia 95.8 84.3 85.8 75.2 
Pakistan 58.6 48.6 55.0 56.2 58.7 58.8 August 
Philippines 36.4 45.2 43.7 45.3 53.2 52.2 September 
Singapore 86.2 87.2 90.1 96.7 96.6 September 
Sri Lanka 40.8 46.1 51.2 December 
Thailand 29.2 37.9 47.2 54.9 61.8 60.8 March 

Middle East and North Africa 
Algeria 70.5 96.3 
Egypt 
Jordan 51.2 50.8 65.0 
Kuwait 
Lebanon 57.4 72.5 72.5 69.3 68.2 73.3 March 
Morocco 52.6 51.8 45.7 53.0 53.8 September 
Oman 70.3 75.0 71.9 68.5 79.7 
Saudi Arabia 83.0 88.0 99.0 107.0 110.4 118.9 June 
Tunisia 

Sub-Saharan Africa 
Ghana 89.4 67.2 58.6 46.4 63.6 
Kenya 37.2 41.0 
Mauritius 
Nigeria 46.7 49.7 73.6 60.9 March 
South Africa 41.3 41.5 43.8 36.4 42.9 50.7 September 
Tanzania 
Uganda 54.2 51.9 50.5 
Zimbabwe 44.4 28.3 52.8 29.5 September 

Other 
Australia 37.9 44.2 38.4 37.0 36.5 38.6 September 
Canada 50.3 45.4 42.8 44.0 4 1 . 1  45.5 September 
Japan 49.9 40.3 35.5 31.8 31.6 34.9 September 
United States 73.7 76.1 98.2 118.2 85.6 

Sources: National authorities; and IMF staff estimates. 
1Actual provisioning as a percentage of required provisioning. 
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Table 26. Bank Return on Assets 
{In percent) 

1998 1999 2000 2001 2002 2003 Latest 

Latin America 
Argentina 0.4 0.3 -{},2 -9.7 -2.5 August 
Bahamas 2.9 2.5 3.5 3.3 2.7 . .  
Bolivia 0.7 0.7 -{).9 -{).4 0.1 0.5 September 
Brazil 0.6 1.6 1 .0 0.2 1.9 1.9 June 
Chile 0.9 0.7 1.0 1.3 1.1 1.3 September 
Colombia -2.2 -3.2 -2.0 0.6 1.5 2.5 November 
Costa Rica 0.9 1.6 1.5 1.7 1.7 June 
Dominican Republic 1.7 2.4 1.6 1.9 2.3 0.3 October 
Ecuador 0.8 0.2 -2.8 -6.6 1.5 1.9 September 
Honduras 1.7 1 .2 0.8 0.8 0.7 
Jamaica 0.3 0.5 0.6 
Mexico 0.6 0.7 0.9 0.8 -1.1 1.6 September 
Paraguay1 5.0 1.2 1.7 2.4 1.5 0.4 December 
Peru 0.7 0.3 0.3 0.4 0.8 0.9 September 
Uruguay1.2 0.9 1.3 0.9 -D.3 -4.8 
Venewela 4.9 3.1 2.8 2.7 4.8 1.4 September 

Emerging Europe 
Armenia 4.2 2.3 -1.9 -9.1 3.9 2.1 September 
Bulgaria 1.7 2.4 2.8 2.6 2.0 2.4 September 
Croatia -2.8 0.8 1.2 1.3 1.3 1.5 September 
Czech Republic -{).2 -{},3 0.7 0.7 1.2 1 .1  September 
Estonia3 -1.2 1.4 1 .1  2.5 2.6 
Hungary -2.0 0.6 1.3 2.0 1.8 2.1 November 
Israel 0.5 0.5 0.5 0.3 0.1 
Kyrgyz Republic 1.5 -8.8 -1.1 1.5 1.0 June 
Latvia -1.5 1.0 2.0 1.5 1.3 March 
Lithuania 0.9 0.2 0.5 -{).1 1.0 1.4 December 
Macedonia 2.0 0.8 0.8 -{},7 0.4 
Malta 0.9 0.8 0.8 0.8 
Polands 1.8 1.6 1.5 1.3 0.8 1.2 September 
Russia -3.5 -0.3 0.9 2.4 1.7 2.3 September 
Slovak Republic -{},5 -2.3 1.4 1.0 1.2 1.3 June 
Slovenia 1.2 0.8 1.1  0.5 1.1 1.2 September 
Turkey 1.9 -{).4 -0.8 -5.5 1.1 1.9 September 
Ukraine 2.0 -0.1 1.2 1.2 1.0 September 

Western Europe 
Austria 0.4 0.4 0.4 0.5 0.3 0.4 September 
Belgium 0.3 0.4 0.6 0.4 0.4 
Denmark 0.8 0.7 0.8 0.8 0.7 
Finland 1.2 1.0 1.2 1.2 0.7 0.8 June 
France 0.3 0.4 0.5 0.4 0.5 
Germany 0.3 0.2 0.2 0.1 0.1 
Greece 0.8 2.4 1.4 1.0 0.5 0 7  September 
Iceland 0.9 1.3 0.6 0.8 1.1 1.1 June 
lreland4 1.3 1.2 0.9 1.5 
Italy 0.5 0.6 0.8 0.6 0.5 
Luxembourg 0.6 0.4 0.5 0.5 0.4 
Netherlands 0.4 0.6 0.5 0.5 0.3 0.4 September 
Norway 0.7 1.2 1 . 2  0.9 0.6 0.7 September 
Portugal 0.9 0.9 0.9 0.7 0.8 September 
Spain 0.9 0.9 1.0 0.9 0.8 
Sweden 0.7 0.7 0.9 0.8 0.6 
Switzerland 0.7 0.8 0.9 0.5 0.2 
United Klngdom3.s 0.8 1.0 0.9 0.5 0.9 0.5 June 
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Table 26 (concluded) 
1998 1999 2000 2001 2002 2003 Latest 

Asia 
Bangladesh 0.3 0.2 0.0 0.7 0.5 
China 0.1 0.1 0.1 0.1 
Hong Kong SAR 0.4 0.4 0.8 0.8 0.8 0.8 June 
lndta 0.8 0.5 0.7 0.5 0.8 1.0 March 
Indonesia -19.9 -9.1 0.1 0.8 1.3 
Korea -3.2 -1.3 -0.6 0.7 0.7 0.2 March 
Malaysta 0.7 1 .5 1.0 1 . 3  
Mongolia 4.2 3.6 
Pakistan 0.5 -{).2 -{).2 -0.5 0 1 1 . 2  June 
Philippines 0.8 0.4 0.4 0.4 0.8 1.0 September 
Singapore 0.4 1.2 1.3 0.8 0.8 0.8 September 
Sri Lanka 1.3 -{).2 0.8 0.8 
Thailand3 -5.6 -5.7 -1.7 -{).1 0.4 1 . 1  August 

Middle East and North Africa 
Algeria -1.1 1.5 0.6 0.8 
Egypt 0.9 0.9 0.9 0.8 0.7 0.5 September 
Kuwait 1.7 2.0 2.1 1.8 
Jordan 0.3 0.7 0.6 
Lebanon 1.5 1.0 0.7 0.5 0.6 June 
Morocco 0.9 0.7 0.7 0.9 0.7 September 
Oman 1.9 1.6 1.3 0.1 1.4 
Saudi ArabiaJ 0.9 2.0 2.2 2.3 2.4 June 
Tunisia 1.2 1 .2 1.2 1.1  0.7 

Sub-Saharan Africa 
Ghana 8.8 8.5 9.8 8.7 6.7 
Kenya 0.8 0.0 0.5 2.2 2.0 
Mauritius3 2.4 2.2 2.3 2.2 2.3 
Nigeria 4.5 4.1 4.0 5.2 
South Africa 3 1.4 1.5 1.1 1.0 1.4 September 
Tanzania 1.9 0.1 1.3 1.2 1.3 ' '  
Uganda 3.7 4.4 4.4 3.3 3.5 December 
Zimbabwe 6.0 5.1 4.0 4.7 September 

Other 
Australia 1.0 1.2 1.3 1.0 1 . 2  
Canada 0.5 0 7  0.7 0.6 0.5 0.6 September 
JapanJ -{).6 -{},9 0.3 0.1 0.0 September 
United States s 1.1  1.3 1.2 1 . 1  1 4 1 .4 September 

Sources: National authorities; OECD; and IMF staff estimates. 
, Private banks only. 
2For 2002 ROA excludes suspended banks and mortgage bank. 
3Before-tax. 
�Data for 2002 corresponds to Allied Irish Bank and Bank ott reland only. 
51ncludes mortgage banks. 
6U.S. banks with assets greater than $1 billion. 
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Table 27. Bank Return on Equity 
(In percent) 

1998 1999 2000 2001 2002 2003 Latest 

latin America 
Argentina . .  4.0 3.1 -1.5 -69.9 -20.6 August 
Bahamas 35.8 27.5 34.3 29.3 23.9 
Bolivia 8.0 8.7 -8.6 -4.1 0.6 4.0 September 
Brazil 7.4 18.9 11.3 2.4 20.8 21.0 June 
Chile 11.5 9.4 127 17.7 14.4 16.4 September 
Colombia -19.2 -29.5 -17.3 5.4 13.7 21.7 November 
Costa Rica 7.6 14.1 12.7 15.0 14.8 June 
Dominican Republic 
Ecuador 5.3 1.3 -21.3 -36.0 15.3 18.2 September 
Honduras 20.2 14.0 9.0 8.9 8.2 
Jamaica . .  . .  
Mexico 6.9 5.8 10.4 8.6 -10.4 13.4 September 
Paraguay1 20.1 12.4 21.2 9.0 4.5 December 
Peru 8.4 4.0 3.1 4.5 8.4 9.0 September 
Uruguay1.2 7.3 7.8 4.6 -18.7 
Venezuela 41.4 24.0 23.1 20.6 31 7 9.6 September 

Emerging Europe 
Armenia 35.0 19.6 12.0 -6.3 
Bulgaria 21.5 20.9 22.6 19.3 14.9 17.9 September 
Croatia 5.0 10.5 6.7 20.4 18.7 September 
Czech Republic -17.8 -4.3 13.1 14.4 25.4 22.7 September 
Eston�a3 -6.4 7.8 8.6 18.8 19.2' 
Hungary -26.7 6.7 15.1 20.2 1 9.7 25.8 September 
Israel 9.9 1 ,  .3 11 .7  5.9 2.8 6.9 June 
Kyrgyz Republic 6.8 -56.7 -5.3 4.8 , 1 . 9  June 
Latvia -12.9 1 1 .0 19,0 19.0 14.7 March 
Lithuania 11.9 1.3 5.0 -1.2 9.8 13.5 December 
Macedonia 8.2 3.5 3.8 -3.2 2.1 
Malta 15.7 13.3 1 1 .9 12.3 
Poland 16.1 12.9 14.5 13.1 5.2 9.5 September 
Russia -28.6 -4.0 8.0 19.4 11 .8 16.0 September 
Slovak Republic -13.4 -36.5 25.2 22.7 31.1 30.5 June 
Slovenia 11.3 7.8 1 1 . 4  4.8 13.3 15.7 September 
Turkey 23.1 -7.2 -10.5 -69.4 9.3 13.8 September 
Ukraine 8.7 -Q.5 7.5 8.0 7.0 September 

Western Europe 
Austria 8.7 8.4 9.9 10.7 5.4 
Belgium 11.0 17 1 20.4 13.7 11 .8 
Denmark 1 2.9 11.8 13.5 12.6 1 1 . 7  
Finland 25.8 20 1 22.4 23.8 14.1 14.6 June 
France 8.4 9.1 9.7 9.6 9.4 
Germany 8.5 5.4 5.3 4.2 2.0 
Greece 12.0 29.0 15.0 12.4 6.8 
Iceland 13.5 19.3 9.7 13.5 18.4 19.5 June 
lreland4 23.0 22.0 16.0 27.0 
Italy 7.2 8.7 11 .2 8.6 7.0 
Luxembourg 15.6 10.1 1 1 . 1  11.6 1 1 .3 
Netherlands 11.0 14.2 14.7 10.8 9.2 11 .0 September 
Norways 11.4 14.7 15.1 11.4 4.8 2.5 September 
Portugal 15.1 14.7 15.2 14.9 1 1 . 7  13.3 September 
Spain 14.4 12.2 14.0 12.7 12.2 14.0 June 
Sweden 14.2 16.0 15.7 13.0 10.1 10.1 September 
Switzerland 17.1 18.8 18.2 1 U  8.6 
United Kingdom 6  26.1 26.0 20.8 18.0 17.3 19.0 June 
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Table 27 (concluded) 

1998 1999 2000 2001 2002 2003 Latest 

Asia 
Bangladesh 6.6 5.2 0.3 15.9 1 1 . 6  
China 
Hong Kong SAR 7.8 1 1 .1 13.5 13.9 13.3 12.5 June 
India 12.8 10.4 1 1 .9 March 
Indonesia 19.6 13.4 22.7 22.1 June 
Korea -52.5 -23.1 -11.9 12.9 12.1 4.8 March 
Malaysia 11.5 19.6 1 3.3 1 6.7 
Mongolia 19.2 29.5 23.2 23.6 
Pakistan 9.1 -6.3 -o.3 -o.3 13.0 
Philippines 5.9 2.9 2.6 3.2 6.2 
Singapore 4.2 10.7 12.6 7.7 7.6 7.7 September 
Sri Lanka 13.9 -10.1 13.1 15.5 
Thailand3 -38.5 -47.0 -15.9 -1.9 7.6 September 

Middle East and North Africa 
Algeria -22.0 30.6 10.5 10.9 
Egypt 14.7 16.1 13.7 1 2.4 8.5 September 
Jordan 4.0 9.0 8.9 
Kuwait 13.7 16.6 17.1 1 6.3 
Lebanon 20.3 15.7 1 1 . 1  8.4 9.4 
Morocco 9.5 8.2 8.1 10.2 7.8 September 
Oman 1 6.7 13.2 12.0 1 . 2  14.3 
Saudi Arabia 9.1 21.0 21.9 22.2 22.7 June 
Tunisia 13.2 12.7 14.9 14.0 7.4 

Sub-Saharan Africa 
Ghana 30.8 62.8 60.8 42.3 33.8 
Kenya 8.9 0.3 5.0 16.6 
Mauritius3 23.9 20.7 22.1 20.6 22.0 
Nigeria 46.7 51.6 54.9 
South AfricaJ 21.7 13.3 15.3 10.8 14.8 1 8.8 March 
Tanzania 45.6 2.1 20.5 21.4 17.6 
Uganda 56.5 53.1 45.8 33.5 June 
Zimbabwe 43.2 42.7 57.7 62.8 September 

Other 
Australia 15.0 18.0 1 9.4 15.6 18.2 
Canada 12.2 14.2 13.9 13.0 9.5 13.7 September 
Japan3 -20.0 -25.1 6.8 1.2 0.4 September 
United States 7 13.3 15.7 14.0 12.9 15.0 15.8 September 

Sources: National authorities; Bankscope (*); OECD; and IMF staff estimates 
1 Private banks only. 
2For 2002 ROA excludes suspended banks and mortgage bank. 
asefore-tax. 
40ata for 2002 corresponds to Allied Irish Bank and Bank of Ireland only. 
6Commercial banks only. 
su.K. large commercial banks. 
7U.S. banks with assets greater than $1 billion. 
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STATISTICAL APPENDIX 

Table 28. Moody's Weighted Average Bank Financial Strength Index, 

Financial Strength Index Percent Change 
Dec. 2001 Dec.2002 Dec.2003 from Dec. 2002 

Latin Ameri�a 
Argentina 13.3 0.0 0.0 0.0 
Bolivia 25.0 8.3 2.1 -74.9 
Brazil 37.9 25.0 24.3 -2.8 
Chile 50.6 52.5 56.5 7.6 
Colomb1a 23.3 24.2 24.2 0.0 
Ecuador 8.3 8.3 8.3 0.0 
Jamaica 
Mexico 36.3 39.6 39.6 0.0 
Paraguay 
Peru 22.9 23.3 23.3 0.0 
Uruguay 31.3 0.0 0.0 0.0 
Venezuela 28.8 15.4 8.3 -45.9 

Emerging Europe 
Bulgaria 16.7 20.8 25.0 
Croatia 33.3 33.3 33.3 0.0 
Czech Republic 29.2 32.5 33.9 4.4 
Estonia 38.3 46.7 46.7 0.0 
Hungary 41.7 45.0 42.5 -5.6 
Israel 48.3 45.8 45.8 0.0 
latvia 29.2 32.1 32.1 0.0 
Lithuania 
Poland 29.6 28.3 29.5 4.2 
Russia 12.5 10.8 10.8 0.0 
Slovak Republic 9.6 15.0 17.5 16.7 
Slovenia 40.2 40.8 45.2 10.6 
Turkey 30.0 20.4 20.4 0.0 
Ukraine 8.3 8.3 8.3 0.0 

Western Europe 
Austria 62.5 61.7 61.7 0.0 
Belgium 75.0 75.0 75.0 0.0 
Denmark 80.0 80.0 80.0 0.0 
Roland 70.0 73.3 73.3 0.0 
France 71.9 74.2 71.2 -4.0 
Germany 61.7 54.2 46.7 -13.8 
Greece 40.0 40.0 44.8 12.1 
Ireland 69.2 70.0 71.7 2.4 
Italy 64.6 63.3 63.3 0.0 
Luxembourg 68.7 68.3 66.7 -2.4 
Netherlands 87.5 84.2 84.2 0.0 
Norway 63.3 65.0 67.5 3.8 
Portugal 64.6 64.2 64.2 0.0 
Spain 77.1 75.0 76.7 2.2 
Sweden 72.5 73.3 75.0 2.3 
Switzerland 70.8 72.1 72.1 0.0 
United Kingdom 83.8 83.8 83.3 -o.5 
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FINANCIAL SOUNDNESS INDICATORS 

Table 28. (concluded) 

Financial Strength Index Percent Change 
Dec. 2001 Dec. 2002 Dec. 2003 from Dec 2002 

Asia 
China 10.0 10.0 10.0 0.0 
Hong Kong SAR 66.6 62.3 62.3 0.0 
India 25.8 27.5 27.5 0.0 
Indonesia 1.7 3.0 3.0 0.0 
Korea 14.2 16.7 18.3 10.0 
Malaysia 30.4 31.7 33.3 5.3 
Pakistan 2.1 5.0 9.6 91.7 
Philippines 17.5 20.4 20.4 0.0 
Singapore 75.0 74.7 74.7 0.0 
Sri Lanka 
Thailand 15.8 15.8 15.8 0.0 

Middle East 
Egypt 22.9 22.9 22.9 0.0 
Jordan2 25.0 19.2 19.2 0.0 
Lebanon 33.3 33.3 33.3 0.0 
Morocco 35.8 35.8 35.8 0.0 
Oman 31.7 29.2 29.2 0.0 
Saudi Arabia 43.3 43.3 43.3 0.0 
Tunisia 16.7 16.7 16.7 0.0 

Africa 
Ghana 
Kenya 
Nigeria 
South Africa 53.5 49.0 50.0 2.1 
Uganda 
Zambia 
Zimbabwe 

Other 
Australia 71.7 72.5 72.5 0.0 
Canada 77.1 75.0 75.0 0.0 
Japan 16 7 12.9 12.0 -7.1 
United States 77.1 75.0 75.0 0.0 

Source: Moody's. 
1Constructed according to a numerical scale assigned to Moody's we1ghted average bank ratings by country. 0 indicates the lowest possible 

average rating and 100 indicates the highest possible average rating. 
2Ratings as of January 2004. 
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