
As in previous years, the current
International Capital Markets report con-
siders a number of issues related to the
functioning of key international finan-

cial markets and efforts to improve the manage-
ment of systemic risks. In particular, this year’s
report reviews and assesses recent developments
and trends in the mature and emerging finan-
cial markets and addresses key aspects of the
OTC derivatives markets, assesses and provides
market views on proposals for private sector in-
volvement in the prevention and resolution of
crises, and examines the implications of the ex-
pansion of foreign-owned banks in many emerg-
ing markets.

Mature Markets
A key risk for international financial markets

is a sharper-than-expected rise in U.S. inflation.
In the United States, strong and sustained non-
inflationary growth has lent increasing credibil-
ity to the view that such growth can be sustained
in the medium term. This view, in turn, has bol-
stered asset returns in the United States and
other major countries. In early 2000, mounting
evidence of rising inflation heightened investor
uncertainty about both the future magnitude
and timing of interest rate increases and about
the sustainability of strong noninflationary
growth, as reflected in the recent decline in the
U.S. equity market. At this juncture, because
technical factors blur the measurement of expec-
tations embedded in the yield curve, it is unusu-
ally difficult to gauge whether markets fully ap-
preciate, and properly price, the risk of a
sharper-than-expected rise in U.S. inflation and
an abrupt policy tightening. If not, and if that
risk materializes, it could be associated with fur-
ther corrections in U.S. equity and corporate
bond markets, a more general repricing of fi-
nancial risks, and widespread portfolio rebalanc-

ing. If portfolios are rebalanced internationally,
this risk could also be associated with shifts in
the patterns of international capital flows and
exchange rate adjustments.

Even if this inflation risk does not materialize
or is well managed, there are other risks to the
G-3 exchange rates of a more medium-term na-
ture, related to growing tensions between cycli-
cal and structural forces. U.S. external imbal-
ances now exceed levels that in years past have
been associated with pressure on the dollar to
relieve those imbalances. At the same time, shift-
ing cyclical positions in the major countries and
changing expectations about asset returns seem
to have guided exchange rates away from levels
consistent with medium-term fundamentals. In
this environment, markets may reassess whether
record U.S. external imbalances can be sus-
tained at prevailing exchange rates and perhaps
trigger a realignment among the euro, U.S. dol-
lar, and Japanese yen. However, as discussed in
Chapter II, much anecdotal evidence suggests
that the distribution of risks in exchange rates
has become more diffuse or “fatter-tailed”: the
risk of large adjustments has risen, but the likely
direction of adjustment is less clear. Accordingly,
tensions among the major exchange rates might
be maintained or even strengthen in the near
term; for example, signs that the unusually favor-
able performance of the U.S. economy may ex-
tend further than expected could cause the dol-
lar to appreciate.

There are also risks specific to countries and
markets. Most notable, however, are the risks in
Japan, all of which relate to the ongoing “tug of
war” between cyclical and structural forces.
Highly stimulative, cyclically oriented policies
have struggled to overcome strong structural
headwinds (a strengthened but still-weak private
financial sector that is struggling to raise core
profitability, and a debt-burdened and inefficient
private corporate sector) and revive Japan’s slug-
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gish economy. Thus far, against the background
of considerable official reforms, private sector
measures to restructure the financial and corpo-
rate sectors have met with limited success, and
considerably more private efforts seem to be
needed to put Japan’s economy firmly on the
road to a sustainable recovery. In the meantime,
the mix of stimulative monetary and fiscal poli-
cies may be strongly affecting the domestic
fixed-income and money markets, and perhaps
encouraging position taking in the JGB market
that cannot be profitably sustained in an envi-
ronment of rising interest rates, especially if in-
terest rates rise more rapidly and sharply than
presently anticipated by market participants.
Accordingly, it will be critical to carefully and
transparently manage the transition from a zero-
rate monetary policy and stimulative fiscal policy
to policies more appropriate for a recovering
economy, once signs of a sustainable recovery
are at hand. Otherwise, unwinding of positions
in Japanese fixed-income markets could prompt
a sharp rise in long-term interest rates and a
steepening of the JGB yield curve, which would
generate large capital losses for Japanese finan-
cial institutions. A disorderly transition could
also give rise to international portfolio rebalanc-
ing, capital flows, and large swings in the yen, al-
though technical factors (including hedging of
foreign exchange risk by Japanese investors)
make it unclear whether the yen would appreci-
ate or depreciate.

At present, it is difficult to assess whether
large-scale portfolio adjustments and related
capital flows can be easily absorbed by the major
currency, equity, fixed-income, and derivatives
markets without sharp price adjustments and/or
potential spillovers. On the one hand, market
liquidity has declined amid cutbacks in propri-
etary trading and market-making, which suggests
that portfolio adjustments could have a larger
impact than in the past. On the other hand,
these cutbacks reflect more prudent risk man-
agement practices and diminished leverage,
which suggests that markets may be less vulnera-
ble to a rapid unwinding of positions. In addi-
tion, the evolving broader structure of the major

international capital markets adds to the compli-
cations introduced by these conjunctural factors.
National financial markets are increasingly inte-
grated with an internationally mobile pool of fi-
nancial capital. A growing share of this capital is
mobilized using off-balance-sheet instruments,
which both efficiently use liquidity and can also
put strains on liquidity in related markets. In this
increasingly integrated, off-balance-sheet world,
shocks can propagate across institutions and
markets in new and surprising ways. This adds
considerably to the challenge of assessing the
broader consequences that might be associated
with the aforementioned risks.

Emerging Markets
Overall, the past year has seen some favorable

developments in emerging market financing.
The gradual recovery in financing flows to
emerging markets in 1999 and the first half of
2000 is encouraging. The mix of flows has con-
tinued to change, with continuing strong foreign
direct investment, a recovery in portfolio flows,
and net repayments to international banks.
Emerging market asset prices in mid-2000 were
mostly modestly higher than a year earlier, re-
flecting some unwinding of the (probably exces-
sive) pessimism toward emerging market
economies that had grown out of the recent
crises. Further, although there is a substantial
unfinished structural reform agenda in many
countries, macroeconomic policies are generally
stronger than a few years ago, with notable fiscal
reforms in several key emerging markets.

However, the weakness in emerging market as-
set prices over March–May 2000 in the midst of
weakness in the mature markets was a sharp re-
minder that emerging market assets remain
among the riskier asset classes. This dependence
on the mature markets reflects both the impact
of mature market economic developments on
the debt-servicing ability and cash flows of
emerging market sovereigns and corporates, and
also the impact of changes in the risk tolerance
of investors from the mature markets on emerg-
ing market yield spreads and discount rates. If
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they continue, increased interest rates and falls
in equity markets in mature markets are likely to
result in a slowing in global growth and reduced
risk appetite, with adverse consequences for
emerging markets. Mature market investors may
seek to cut exposures to emerging markets at
the same time as emerging market economies
are experiencing greater financing needs. This
could entail new weakness in emerging stock
markets, higher yields and yield spreads on ex-
ternal debt, and reduced capital flows that result
in weaker exchange rates or higher domestic in-
terest rates (or both).

There are, however, encouraging develop-
ments over the past year that seem to herald an
improving longer-term structural position for
emerging market asset markets. While emerging
market bonds are still a “frontier” asset class
because most emerging market borrowers do
not yet carry the investment-grade “stamp of
approval,” the volatility of returns has fallen
substantially from crisis levels. By contrast,
equities from emerging markets are becoming
more closely integrated into the mainstream,
and the share of emerging market assets in the
international equity portfolios of many funds is
now close to the levels implied by shares in
global market capitalization. As volatility of
emerging market assets has declined, there has
been some widening of the investor base, with
greater participation by domestic and European
investors. While the risk tolerance of some of
these new investors is yet to be tested through a
full cycle, a wider investor base—provided it has
realistic expectations about the return and risk
on its holdings—will help support the stability
of financing to emerging markets. In addition,
by most accounts, leverage remains low by the
standards of 1997 and the first half of 1998.
Finally, at the same time as the investor base is
widening, emerging market borrowers are diver-
sifying their financing sources, with greater re-
course to domestic currency financing and
longer-term funds. These trends are both a re-
flection of the macroeconomic situation (espe-
cially higher liquidity in emerging markets) but
also an indication that borrowers and lenders

have learned lessons from the financial crises of
the late 1990s.

OTC Derivatives
Derivatives markets are central to the func-

tioning of global financial markets, and both
exchange-traded and OTC derivatives have im-
proved the pricing and allocation of financial
risks significantly. OTC derivatives—compared
with exchange-traded derivatives—are flexible
and innovative. The ability to use them to un-
bundle financial risk into separate components
is an important step in the direction of creating
more complete and efficient financial markets.
OTC derivatives enable economic agents to de-
fine more precisely their risk preferences and
tolerances, and to manage them more effec-
tively. These instruments and the markets in
which they are traded support the pricing, trad-
ing, risk management, and market conditions in
all the major bond, equity, and foreign exchange
markets. Probably for this reason alone, they are
systemically important, but these markets also
comprise the internationally active financial in-
stitutions that intermediate a large share of in-
ternational capital flows, and also the lion’s
share of global lending, underwriting, merger
and acquisition, and trading businesses. In ef-
fect, the OTC derivatives markets comprise a
complex network of bilateral, asset-price de-
pendent counterparty exposures that intimately
bind the world’s largest and most internationally
active financial institutions in a very active and
fast-paced trading environment at the core of
the international financial system.

Modern internationally active financial institu-
tions make significant use of these instruments
in part to manage the risks associated with the
intermediation and market-making services they
provide to clients, but also to manage their own
balance sheet risks and to engage in proprietary
trading. As Chapter IV explained, in doing so,
modern financial institutions are exposed to fi-
nancial risks that are different, and in some ways
more difficult to assess and manage, than in tra-
ditional financial intermediation involving on-
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balance-sheet lending and deposit taking. In ef-
fect, the stochastic processes that govern the
cashflows associated with OTC derivatives are in-
herently more difficult to understand, and more
unstable during periods of extreme volatility in
underlying asset prices. As usual, there are trade-
offs, however. Traditional lending and deposit
taking is insulated from some kinds of market
risks (but not interest rate risk)—because it
records loans at book value—but it runs the risk
that the present value of its loan portfolio will
decline substantially without properly allocating
capital to it. Modern institutions, on the other
hand, mark positions to market daily for OTC
derivatives and thereby have knowledge about
their changing risk profiles. But their earning
streams are subject to higher recorded volatility
and they are subject to more risks associated
with market dynamics and liquidity runs in the
context of global financial markets.

Unlike the derivatives exchanges, OTC deriva-
tives instruments and markets are essentially un-
regulated, although they are affected indirectly
by national legal systems, regulations, banking
supervision, and market surveillance. Nor is the
institutional coverage comprehensive, as hedge
funds and unregulated securities affiliates are
not regulated. Overall, the supervision of finan-
cial institutions and market surveillance plays a
critical but limited role in ensuring the smooth
functioning of OTC derivatives markets, prima-
rily by seeking to ensure the overall soundness of
the institutions that comprise them.

Instead, an informal framework, relying mostly
on market discipline and private voluntary
arrangements, ensures its smooth functioning.
There are no formal or centralized mechanisms
to limit individual or aggregate risk taking, lever-
age, and credit extension; the pricing and man-
agement of the associated risks are decentralized;
and each counterpart has its own internal infra-
structure for recording, clearing, settling, and
managing the contracts over their—at times—
long life span. There is no physical or electronic
trading platform; instead, the OTC derivatives
markets exist on the collective trading floors of
the major internationally active financial institu-

tions. Like the strength of a chain composed of
separate links, the strength and stability of OTC
derivatives markets depends on the strength of
counterparties’ risk management and financial
soundness. This is why only sophisticated high-
credit-rated institutions are members of the
“club” that makes up this informal interbank/in-
terdealer market for trading financial risk.

The OTC derivatives framework has worked
reasonably well in not impinging dramatically on
the soundness of the major institutions that
comprise these markets, in part because they
have been well capitalized. But it has not worked
well in ensuring market stability, and certain fea-
tures of contracts, institutions, and the underly-
ing infrastructure are a potential source of risk,
not just of instability in segments of OTC deriva-
tives markets, but also to the international finan-
cial system as a whole. There were episodes of
stress, crisis, and turbulence throughout the
1990s, and the risks of instability were most
clearly exemplified in the virulent turbulence
and dynamics in the most mature financial mar-
kets that accompanied the near-collapse of
LTCM in the autumn of 1998. The LTCM crisis
created such severe price pressures on the major
institutions that risk taking and market liquidity
diminished to the point where major central
banks perceived the risk of a systemic crisis that
could have affected real economic activity.

The crisis revealed a number of surprises.
First, the reliance on a combination of market
discipline and voluntary mechanisms on the one
hand, and official oversight on the other hand,
failed to prevent, through ex ante discipline, a
buildup and concentration of counterparty risks
and vulnerabilities. Second, some important fea-
tures of the underlying financial infrastructure—
risk management, and reliance on collateral,
closeout procedures, and netting arrange-
ments—did not provide the risk reduction and
mitigation results that were expected. Third, be-
fore, during, and after the turbulence, there was
surprisingly little useful information on which to
base assessments about the distribution of risks
and exposures among the major financial insti-
tutions involved in the market. There was also
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limited information for assessing the systemic
potential of the market turbulence. In short, im-
portant features of OTC derivatives markets did
not perform as expected when they were most
necessary: during a very stressful period in
which major firms were at risk of suffering losses
and many other smaller institutions were at risk
of illiquidity if not insolvency.

Chapter IV identified and analyzed key fea-
tures of OTC derivatives markets that can give
rise to the risk of instability. These include the
dynamic nature of gross credit exposures; the ex-
istence of important information asymmetries;
the fact that OTC derivatives activities affect avail-
able aggregate credit and market liquidity; the
fact that OTC derivatives markets are large and
highly concentrated in the global financial insti-
tutions; and the fact that OTC derivatives mar-
kets are central to the global financial system.
There are also several imperfections in the de-
centralized infrastructure that were revealed dur-
ing the LTCM crisis, and which have not yet been
adequately addressed: inadequate counterparty
risk management; the limited understanding of
market dynamics and liquidity risk; and legal and
regulatory uncertainty. An additional complicat-
ing factor is that the major intermediary and
market-making institutions have direct access to
financial safety nets, and all of them are too big
to liquidate rapidly without risking an interna-
tional financial market disruption. This poten-
tially imparts an element of subsidy in their pric-
ing of counterparty and other risks that can lead
to an overextension of credit and market activity.

The combinations of these risks that were evi-
dent in the 1990s can all be seen as originating
in imperfections in three broad areas—market
discipline, risk mitigating infrastructures, and of-
ficial rule making and oversight. Improvements
are essential if the risk of instability is to be re-
duced in global financial markets.

Unfortunately, it is easier to identify the
sources of instability in OTC derivatives markets
than it is to find specific remedies, which can
only be pragmatically formulated and imple-
mented by private and official practitioners in
these markets. Nevertheless, some broad areas

are identified in Chapter IV as deserving partic-
ular attention if market disruptions and instabili-
ties of the kind experienced in the autumn of
1998 are to be avoided. In particular, the private
sector can reduce the potential for instability
through more effective market discipline, risk
management, and disclosure. Public efforts are
also necessary, particularly to strengthen incen-
tives for market discipline, remove legal and reg-
ulatory uncertainties, and improve the effective-
ness of OTC derivatives markets surveillance.

In general, while there are good reasons for
public sector involvement (existence of safety
nets, legal and regulatory uncertainty, and the
potential for systemic financial problems with
real economic consequences), this does not
mean a heavy hand is required, and a case can
be made for relying more heavily on effective
market discipline. The markets are dominated
by the internationally active financial institu-
tions, and it is in their individual and collective
interest to ensure that financial stability is main-
tained. To achieve this, the balance of private
and official responsibility for preventing prob-
lems in OTC derivatives markets, and for resolv-
ing them, can and should be shifted more in the
direction of market discipline.

To rebalance private and official roles, it is es-
sential first to clarify the limits to market disci-
pline in OTC derivatives markets (for example,
due to private coordination failures and asym-
metric information) before leaning more heavily
on aspects of market discipline that seem to
work well in these markets. This would require a
constructive dialogue between private market
participants and those with the responsibility for
safeguarding financial stability.

Changes in prudential regulations, and in par-
ticular capital adequacy requirements, may be a
vital part of this engagement, in part because
such changes can further bolster the ability of
institutions to withstand the at times strong ad-
verse impact of (shareholder, creditor, and coun-
terparty) market discipline. As noted in the re-
port, even with the 1995 amendment to the 1988
Basel Capital Accord, there is scope for improv-
ing capital adequacy requirements related to
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credit risks associated with OTC derivatives
transactions. The Basel Committee should give
serious consideration to ways in which capital
charges could more closely reflect the significant
changes that occur in a bank’s current and po-
tential future credit exposures when market
prices change. In that context, banks’ internal
credit risk systems that quantify off-balance-sheet
credit exposures (both current and potential)
could serve as a basis for appropriate capital
charges—subject to verification through an ef-
fective supervisory process.

Second, improvements in counterparty risk
management, and risk management more gener-
ally, are essential. The 1998 turbulence could not
have occurred without the buildup and concen-
tration of risk exposures. This resulted from sev-
eral sources: financial institutions made mistakes;
the risk management systems they relied on were
not effective in limiting their exposures; and
counterparty, liquidity, operational, and legal
risks were not properly assessed, monitored, and
managed. Implementation of private initiatives in
several areas should be accelerated, especially the
recommendations of the Corrigan and Thieke
report on counterparty risk management.

Third, the quality of disclosure and informa-
tion needs to be significantly improved. The
scarcity of information and its asymmetry was re-
vealed to be an important aspect of the buildup
and the unwinding of positions surrounding the
LTCM crisis. It is therefore essential to develop
mechanisms to make available the minimum in-
formation necessary for effective market disci-
pline and for effective official oversight (supervi-
sion and surveillance) in a way that assures
confidentiality. Thus, while there are challenges
in improving disclosure and transparency with-
out creating disincentives for efficient intermedi-
ation, more and useful information is necessary,
whether through cooperative and coordinated
disclosure by the active institutions, or by
mandatory disclosure. Likewise, more, and more
effective, private counterparty and market moni-
toring of OTC derivatives markets is essential.
This monitoring can be achieved either by creat-
ing incentives for the private sector to provide

more information on its own or by making sure
in some reasonable way that private market par-
ticipants are not taking imprudent risks.

Fourth, progress in resolving legal and regula-
tory uncertainty is achievable. Uncertainties
about closeout procedures, netting arrange-
ments, bankruptcy, and recapture of collateral
have given, and can still give, rise to severe mar-
ket dynamics during periods of heightened
uncertainty about counterparty risk. The inter-
connected nature and concentrations of coun-
terparty exposures together with legal and regu-
latory uncertainty make the OTC derivatives
markets especially vulnerable to attempts to rap-
idly unwind large gross exposures, when in most
cases resolving net exposures would suffice. It
would be useful to reduce some of this uncer-
tainty, but only if it does not inadvertently lead
to even greater risk taking. In return for legal
and regulatory certainty, the private institutions
that created these markets might have to imple-
ment changes to the structure of these decen-
tralized markets and infrastructures in ways that
reduce the risks of market instability.

Fifth, as noted in Chapter IV of last year’s
International Capital Markets report, there also
were flaws in the official lines of defense against
financial problems (banking supervision and mar-
ket surveillance). While some progress is being
made in specific areas (relating mostly to trans-
parency), banking supervision and market sur-
veillance also need to be adapted to monitor
more effectively OTC derivatives activities and
markets by, for example, paying closer attention
to the impact of OTC derivatives activities on pri-
vate risks within financial institutions and on pri-
vate and systemic risks within and across markets.

Collectively, these initiatives can both improve
the potential benefits of market discipline and
bolster the private sector’s ability to avoid and
deal with financial problems, and thereby should
help reduce systemic risk.

Private Sector Involvement
Both the public and private sectors have a

keen interest in the success of efforts to reform
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the international financial architecture, with a
view to preventing crises where possible, and
mitigating their severity in instances where they
do occur. As it is not feasible to establish clear
rules of the game, the market’s interpretation of
the precedents set with extending PSI will have
fundamental and far-reaching implications in
shaping the terms and nature of international fi-
nancing to emerging markets. While considering
new PSI initiatives, the official community needs
to be aware and take account of how the private
sector will interpret and react to them.

On the crisis prevention front, the staff’s dis-
cussions with officials and a broad range of mar-
ket participants reveal that there remains consid-
erable lack of awareness regarding the recent
work undertaken on standards, codes, and trans-
parency to promote PSI in the prevention of
crises. Those market participants that are cog-
nizant of the recent initiatives, however, argue
that transparency and the provision of data have
been much improved since the onset of the
Asian crisis. Among this group, there is strong
support for the IMF’s efforts to develop further
the Special Data Dissemination Standard
(SDDS) and codes of transparency, by, for exam-
ple, ranking countries according to the IMF’s
perception of their SDDS compliance. Moreover,
some argue that the IMF should require greater
disclosure, including making participation in the
SDDS an obligation of membership.

Market participants’ responses to the array of
other crisis prevention proposals have been
mixed. Efforts to promote improved liabilities
management have received unequivocal support,
as have proposals to enhance debtor-creditor di-
alogue as a means of strengthening trust in the
lending relationship in normal times and facili-
tating negotiations in the event of debt-servicing
difficulties. While there has been more under-
standing from the private sector on proposals to
introduce collective action clauses in bond docu-
mentation, other proposals have been more con-
tentious. There remains little agreement on the
appropriate forum for organizing debtor-
creditor relations in times of crisis, and involun-
tary payments standstills and stays on litigation

are viewed as an infringement on creditors’ con-
tractual rights. Further, market participants do
not view market-based capital controls as a
longer-term solution to crisis prevention.

Despite initial negative reaction, there appears
to be a general acceptance that PSI in the reso-
lution of financial crises is a “fact of life.”
Moreover, recent experience in resolving emerg-
ing market crises has led to the realization that
no circumscribed set of rules can be adopted
that would be applicable to all potential future
crises. Nevertheless, there is confusion among
market participants regarding the official sec-
tor’s policies on PSI. While it is recognized that
there will not be a detailed rules-based approach
to PSI, there is a desire for a “framework” that
will provide market participants with some un-
derstanding of when PSI will be invoked, what
will determine its scale, and whether it will be on
a voluntary (i.e., negotiated between the sover-
eign and its creditors) or involuntary basis.
Discussion within the private sector has now
shifted to such issues as comparability of treat-
ment among and within creditor groups and to
the Paris Club’s interpretation of the compara-
bility of treatment principle in an effort to deter-
mine the applicability of recent experience for
future cases.

The recent experience with PSI in the resolu-
tion of crises has focused on the use of two key
instruments: rollovers of interbank lines and re-
structurings of external sovereign bonds. Market
participants have stressed that a number of les-
sons can be drawn from the interbank rollovers
in Korea, Indonesia, and Brazil. There are typi-
cally a variety of channels through which capital
outflows can occur, and plugging only one of
these channels could intensify outflows through
others. The use of interbank rollovers must
therefore be a part of an overall crisis resolution
package designed to reduce the incentive for
further capital outflows, especially for a country
that has a relatively open capital account.

The Korean interbank rollover is widely seen
as successful in stemming bank withdrawals and
helping to maintain credit lines. However, mar-
ket participants regard Korea’s experience as
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somewhat unique because of its relatively closed
capital account, which mitigated other capital
outflows and limited the ability of banks and
other creditors to take offsetting positions in
other instruments and markets.

Indonesia is viewed as different from Korea in
the sense that most external bank credit was lent
directly to the corporate sector rather than to
banks. As a result, the interbank rollover is re-
garded as having played a much smaller role in
limiting capital outflows and formed part of the
crisis resolution package in part to ensure that
the package was comprehensive and that some
creditors’ concerns for equality of treatment
were addressed. International banks that had di-
rectly lent to Indonesian corporates had no
choice but to remain “involved” as these corpo-
rates stopped servicing their debts.

As the crisis in late 1998 intensified in Brazil,
the country faced large-scale capital outflows,
and international banks, having learned from
their experience in Korea, reportedly began cut-
ting exposures and taking offsetting positions in
anticipation of a rumored mandated rollover.
The authorities were viewed as having decided
not to use an interbank rollover during the crisis
because of concerns that this would only inten-
sify efforts by banks to find other ways to offset
their country exposures. Subsequently, in con-
junction with the strengthened IMF program,
the authorities requested a voluntary rollover of
interbank lines as the immediate crisis had
passed and international banks were already re-
building their credit exposure to the country.

Market participants argue that the evidence is
mixed with regard to the extent that the recent
experiences of interbank rollovers have in-
creased the involvement of the private sector in
crisis resolution. While in Korea the banks did
maintain exposures, they in turn received sweet-
eners in the form of higher interest rates and a
sovereign guarantee of domestic banks’ external
bank debts. In Indonesia, PSI in crisis resolution
was not seen as the main reason for rolling over
interbank lines and the primary PSI reflected
the defaults on the international banks’ loans to
the corporate sector. For Brazil, the agreement

for the rollover of the interbank lines was
reached after the worst of the crisis had passed.
Looking ahead, a number of market participants
argue that the use of interbank rollovers as an
instrument for crisis resolution may adversely af-
fect the maturity of interbank loans, as interna-
tional banks may become increasingly eager to
“cut and run” as quickly as possible at the first
hint of a crisis and a mandated rollover.

The recent bond exchanges by Pakistan,
Russia, and Ukraine are generally regarded as
successful in terms of obtaining high participa-
tion rates by investors, largely reflecting the
sweetener that had been added to the prevailing
secondary market price. In the case of Russia,
the upgrade of obligor of the new bonds to the
Russian Federation was crucial in achieving the
significant write-down in principal of both Prins
and Ians. However, market participants have
noted that there can be a trade-off between the
size of the sweetener needed to obtain broad-
based investor participation in the exchange and
the extent of the improvement in medium-term
balance of payments viability that can be
achieved. For example, market analysts noted
that, while the restructuring of Pakistan’s Paris
and London Club debt together with the bond
exchange have had a favorable impact on the
debt-service profile in 1999 and 2000, the debt-
service requirement will exceed pre-restructur-
ing levels by 2001 and remain so for the remain-
ing life of the bond.

In light of experience with recent sovereign
bond restructurings, bond market participants
now closely monitor the decisions taken by the
Paris Club and generally seek greater clarifica-
tion of its policies. Most market participants
anticipate that the Paris Club will continue to
follow a pragmatic interpretation of its “compa-
rability of treatment” principle, as has been the
case with its past treatment of London Club
debt. This in part reflects practical considera-
tions such as the private sector’s need to
reschedule a much greater share of its debt than
that considered eligible for public sector
rescheduling due to private bonds’ cross-default
and cross-acceleration clauses.
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Looking forward, it is increasingly likely that
as the official community proceeds with its ef-
forts of PSI, the private sector will seek out new
instruments that increase the probability of re-
payment and are insulated from restructurings.
Some market participants argue that it was the
debt restructuring experience of the 1980s that
led to the decline in the syndicated loan market,
and a new round of debt restructuring may re-
duce the attractiveness of the uncollateralized
eurobond going forward.

Role of Foreign Banks in
Emerging Markets

The period since the mid-1990s has witnessed
a sharp increase in foreign bank participation in
many emerging markets, especially in Central
Europe and Latin America. While this foreign
entry has been just one aspect of the consolida-
tion of banking systems in both mature and
emerging markets, it has also reflected the de-
sire of the authorities in many emerging markets
both to improve the efficiency and stability of
their financial systems and to help reduce the
cost of restructuring and recapitalizing troubled
banks. Foreign banks have brought in new tech-
nologies, improved risk management systems,
and new products (especially OTC derivatives)
to these markets and have increased competitive
pressures on local banks. Empirical studies indi-
cate that these competitive pressures have led to
improvements in banking system efficiency in
terms of lower operating costs and smaller mar-
gins between lending and deposit interest rates.

There is as yet only limited evidence as to
whether a greater foreign bank presence con-
tributes to a more stable banking system and less
volatility in the availability of credit. Foreign
banks could potentially add to the stability of the
banking system. The advanced risk management
systems employed by foreign banks and their
lower susceptibility to moral suasion from the
government in lending should allow them to
maintain asset quality at a higher level.
Moreover, the local operations of large multina-
tional and regional banks could potentially have

better access to external funding and capital
through the parents with globally diversified bal-
ance sheets. In addition, foreign banks are likely
to be supervised on a consolidated basis with the
parent by supervisory authorities that are more
familiar with the types of activities undertaken by
large, complex banking organizations.

However, the potential contribution to bank-
ing system stability is largely an untested proposi-
tion. With regard to credit lines, market partici-
pants argue that banks manage their credit
exposures on a consolidated basis and a decision
to cut exposures to a country is likely to involve
both external credit lines and having local oper-
ations reduce domestic credit. Moreover, there
are many examples of foreign banks that have
withdrawn from markets after having failed to es-
tablish a profitable presence. Foreign banks will
likely examine whether or not to inject capital
on a case-by-case basis, trading off future value
(including international reputational effects)
against cost. Nonetheless, foreign banks will be
more likely to “cut and run” during a crisis if
their parents are in a weak financial condition.
Indeed, the growing presence of foreign banks
opens up a new channel for the transmission of
disturbances from the mature to emerging mar-
kets. As illustrated by the pullback of Japanese
banks’ international operations, home country
problems that affect the banking system can be
expected to impact local operations elsewhere
and the capital devoted to them. This channel
has substantially increased the importance to
emerging markets of the quality of prudential
supervision in mature markets and cooperation
amongst supervisors to achieve effective cross-
border supervision.

The recent episodes of “ring-fencing” of for-
eign branches in Asia indicate that there are
clear limits on the extent of parental support for
their local operations. The ring-fencing involved
placing clauses in the confirmation statements
on derivatives product transactions that limited
the ability of counterparties to turn to the par-
ent bank if the local branch is prevented from
making payment by force majeure events (includ-
ing the imposition of capital controls). As noted
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in Chapter VI, this ring-fencing of derivatives
products provides a complement to the ring-
fencing of the deposit obligations of branches
that exists by statute in some countries (such as
the United States) if the host authorities impose
capital controls or take other actions that pre-
vent the branch from making payment.

It is still important to recognize that banks and
other investors have a variety of methods of
hedging or taking positions in the run-up to
crises, and ring-fencing just expands the tool kit.
Nonetheless, this practice raises two general con-
cerns related to transparency in the current sys-
tem. First, there is the issue of whether those
market participants engaging in contracts or
making deposits with ring-fenced banks are fully
and forcefully informed about the nature of
these contracts. Second, ring-fencing may con-
tribute to a related phenomenon that, during cri-
sis periods, market participants find that markets
operate in a very different way than expected.

Besides the issues of supervision and the de-
gree of parental support, the entry of foreign
banks has raised a number of policy issues that
are of particular relevance to emerging markets.
Experience has shown that the entry of foreign
banks can increase the banking system concen-
tration both directly and indirectly. In some
countries, such as Chile, this issue arose when
the parents of two local banks merged. However,
the entry of foreign banks can also create pres-
sures for local banks to merge to remain com-
petitive. While the evidence on whether bank
concentration raises the cost and reduces the
availability of credit is mixed, it is evident that a
highly concentrated system could face a too-big-
to-fail dilemma. In those situations, large institu-
tions will require enhanced prudential supervi-
sion; and, if it becomes evident that such
concentration is affecting the price and availabil-
ity of credit, appropriate antitrust actions may be
needed.

Foreign banks entering local markets often
market a variety of new products (especially
OTC derivatives) to gain market share. These
new derivative products can be a source of con-
siderable benefit since they increase the ability

of market participants to hedge a variety of risks
that were previously undiversifiable. In some in-
stances, however, these derivative products have
also been used to take on what have proven to
be excessive risks, especially in weak financial sys-
tems with obsolete accounting systems, slow re-
porting systems, and unprepared supervisors. In
both the Mexican crisis of 1995 and the Asian
crises of 1997, various types of structured notes
were used by emerging market banks and other
financial institutions to help evade prudential
regulations that limited short positions in for-
eign currency and/or to obtain high returns
needed to help rebuild weak capital positions.
When the domestic currency was depreciated,
these institutions were forced to seek foreign
currency to meet margin requirements on these
instruments, thereby placing additional pres-
sures on the domestic currency. It is evident
that, as foreign banks enter, supervisory authori-
ties will need to upgrade their capacity to ac-
quire information on and to analyze the implica-
tions of the growing use of derivative products.

Systemic risk associated with cross-border
banking can arise if either liquidity or solvency
problems of banks in one country create similar
problems for financial institutions elsewhere in
the international financial system. Systemic risk
can potentially either increase or decrease as a
result of a growing foreign presence in the bank-
ing system. If foreign bank entry leads to consol-
idation in the banking system, this may help re-
duce systemic risks if it creates a smaller set of
larger institutions that are more efficient and
can be monitored more readily by prudential su-
pervisors and market participants. In addition,
foreign banks would typically be part of large in-
stitutions that have business activities diversified
across national borders and can potentially be a
source of support for their local bank. On the
other hand, systemic risks could rise because the
failure of larger institutions can be more severe.
In addition, a weakened parent bank could
quickly drain funds from a local bank to support
its own position.

Cross-border banking activities can affect the
cost of maintaining an official safety net under

CHAPTER VII STAFF APPRAISAL

192



the financial system in a number of ways. If gov-
ernments are more likely to protect large banks
because they are regarded as “too big to fail,”
then mergers stimulated by foreign bank entry
could increase the implicit costs associated with
maintaining the official safety net. To contain
these costs, there will be a need to strengthen
prudential supervision of such institutions or to
limit mergers that increase systemic risks
sharply.

A second potential issue is whether the entry
of foreign banks and associated local mergers
will bring into the official safety net institutions
that normally receive only limited access to the
safety net. In many emerging markets, banks are
not stand-alone institutions but are rather a part
of holding company groups. Even when banks
are of a relatively modest size, the existence of
these groups raises issues about what level of

consolidation should occur when evaluating
bank capital adequacy. The key issues are that
the holding company can potentially transfer
capital and asset and liability positions among its
various entities if they are not treated on a con-
solidated basis and that there will not be arm’s-
length transactions between the various mem-
bers of the group. As the banks owned by the
groups become too large to fail, there is the con-
cern that support provided to the bank during a
crisis period will either directly or indirectly as-
sist the rest of the group. In many respects, these
potential problems can only be minimized by
consolidation at the group level. As with other
aspects of financial liberalization, the entry of
foreign banks is likely to have the most benefi-
cial effects on banking systems if entry is prop-
erly paced and subject to appropriate prudential
supervision.
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