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Preface

The International Capital Markets report isan integral element of the IMF's surveillance of
developmentsin international financial markets. The IMF has published the International Cap-
ital Markets report annually since 1980. The report draws, in part, on a series of informal dis-
cussionswith commercial and investment banks, securitiesfirms, stock and futures exchanges,
regulatory and monetary authorities, and the staffs of the Bank for International Settlements,
the Commission of the European Union, the International Swaps and Derivatives Association,
the Japan Center for International Finance, and the Organization for Economic Cooperation
and Development. The discussions leading up to the present report took place in Belgium,
France, Germany, Indonesia, Italy, Japan, Korea, Singapore, South Africa, Switzerland,
Turkey, the United Kingdom, the United States, and Hong Kong, China, between January and
April 1997. The report reflects information available up to the end of May 1997; a specia
chapter provides an update of exchange market devel opmentsin the emerging markets through
July 1997.

The International Capital Markets report is prepared in the Research Department. The In-
ternational Capital Markets project is directed by David Folkerts-Landau, Assistant Director,
together with Donald Mathieson, Chief of the Emerging Markets Studies Division, and Garry
Schinasi, Chief of the Capital Markets and Financial Studies Division. Coauthors of the report
from the Capital Markets and Financial Studies Division of the Research Department are
Robert Flood, Senior Economist; Marcel Cassard, Peter Christoffersen, Laura Kodres,
Alessandro Prati, and Todd Smith, all Economists, Charles Thomas, Visiting Scholar; and
Subramanian Sriram, Senior Research Officer. Coauthors of the report from the Emerging
Markets Studies Division of the Research Department are Bankim Chadha, Deputy Division
Chief; Sunil Sharma, Senior Economist; [1an Goldfajn, Jorge Roldos, and Michael Spencer, all
Economists; and Anne Jansen, Senior Research Officer, and Peter Tran, Research Assistant.
Sheila Kinsella, Adriana VVohden, Tammi Shear, and Ramanjeet Singh provided expert word
processing assistance. J.R. Morrison of the External Affairs Department edited the manuscript
and coordinated production of the publication.

This study has benefited from comments and suggestions from staff in other IMF depart-
ments, as well as from Executive Directors following their discussions of the International
Capital Markets report on July 30, 1997. However, the analysis and policy considerations are
those of the contributing staff and should not be attributed to Executive Directors, their na-
tional authorities, or the IMF.
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| ntroduction

hisyear’s capital markets report reviews develop-

ments and trends in the mature and emerging cap-
ital markets and banking systems and examines two
important policy challenges—the implications of
European Economic and Monetary Union (EMU) for
financial markets and the management of external lia-
bilities of emerging market countries. A key develop-
ment in the mature markets was the continued appre-
ciation of the dollar, owing mainly to large capital
flows into the onshore and offshore dollar markets and
to the relatively strong performance of the United
States economy vis-a-vis Europe and Japan. Many of
the mature equity markets also advanced further,
reaching record highs. In an environment of low infla-
tion and stable growth, investors entered into a broad
spectrum of debt markets in search of higher yields,
thus contributing to the compression of interest rate
spreads that was a prominent feature of most markets.
Against the backdrop of continuing globalization of
financial markets, a record net inflow into the emerg-
ing markets reinforced the compression of borrowing
spreads and contributed to surges of activity in do-
mestic securities markets. But this generally favorable
financial environment was not without problems, as
markets challenged the ability of authorities in some
emerging market countries to maintain currency sta-
bility in the presence of external imbalances.

The first of the two mgjor international policy chal-
lenges discussed in the report concerns the European
Union (EU). EU countries are entering into the most
significant international financial arrangement since
Bretton Woods, the establishment of EMU. It will
create a stateless currency, the euro, and a multina-
tional centra bank to manage it. As a catalyst for
change, the euro can provide impetus to existing ini-
tiatives for transforming the nationally segmented Eu-
ropean financial marketsinto one of the largest single-
currency financial markets in the world. Such an
outcome would secure many of the benefits promised
years ago by Europe’s single-market initiatives. The
opportunities are far reaching, but so too are the re-
maining institutional and financial challenges (see
Chapter 111).

The second policy challenge is the need for emerg-
ing and transition countries to better manage the risks
associated with their external liabilities. The immedi-
ate cost savings of borrowing in foreign currencies at

historically low interest rates has not always been met
with an appropriate effort to assess and manage the
currency and maturity risk of such borrowing. As
more emerging market countries become closely inte-
grated into the international financial system the prob-
lem of external debt management becomes more
pressing (see Chapter V).

The report is followed by two groups of self-
contained annexes that provide background material.
In Part I, the first annex reviews recent developments
in emerging capital markets and also examines recent
pressuresin selected foreign exchange markets. Annex
Il provides a survey of recent developments and trends
in the mature international capital markets, including
foreign exchange, credit, and derivative markets.
Annex |1l isasurvey of selected banking systems, fo-
cusing on the ongoing process of restructuring and
consolidation, supervisory and regulatory develop-
ments, and banking system performance in both the
mature and emerging market country banking systems.

Part Il focuses on three issues. Annex 1V examines
the implications of EMU for capital markets. It first
discusses the size of EU capital markets compared
with those of the United States and Japan, and the po-
tential international role of the euro. The annex aso
describes the institutional framework for cross-border
payments, monetary policy, and banking supervision
and market surveillance, and the potential implica-
tions of EMU for international securities markets and
banking systems. Annex V discusses the problem of
risk management of external sovereign liabilities. It
draws on the experience of countries that have re-
formed debt management policies and outlines some
broad principles for managing the risks inherent in
sovereign liabilities, including currency, interest rate,
and credit risks. Finally, Annex VI provides some his-
torical perspective on capital flows to the emerging
markets. It compares the nature and scale of recent
capital flows with those of the gold standard period
(1870-1914) and the 1920s, and examines factors that
have influenced the scale, composition, and geo-
graphic distribution of capital flows to the emerging
markets since the 1970s. This annex aso reviews re-
cent attempts to identify the key structural and cycli-
cal developments and changes in international finan-
cial markets that best explain the resurgence of flows
in the 1990s.
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