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M ature M ar kets

A key development in the major foreign exchange
markets during the past twelve months was the appre-
ciation of the dollar against the other major currencies.
The strong economic performance of the United
States, combined with attractive interest differentials,
contributed to a correction of the dollar’s valuation
vis-a-vis the deutsche mark and the yen. The sharp
yen appreciation in mid-May 1997, which is partly at-
tributable to official statements, demonstrated that ex-
change rates can react quickly to changes in percep-
tions about future policies and fundamentals.

The relatively favorable economic fundamentalsin
the advanced countries produced a compression of
interest rate spreads across a broad range of credit
markets, as investors searched for higher yields in a
global environment of low and declining interest
rates. Although spreads have narrowed considerably,
they have remained above previous lows in most
markets. The narrowing of sovereign spreads—
against benchmark yields—is consistent with the
convergence of inflation rates, fiscal policies, and
other fundamentals experienced recently. Likewise,
the narrowing of spreads across different risk classes
(within and across countries) is broadly consistent
with an increased tolerance for risk, reflecting a
growing risk-seeking investor base and advances in
risk management techniques that have improved the
ability to manage market and credit risk. The main
concern iswhether credit markets have fully priced in
the risks of a further tightening of monetary policy
and the associated increase in credit risks. Asin cur-
rency markets, unexpected events or policy changes
could trigger awidening of spreads and a rebalancing
of portfolios across domestic and international finan-
cial markets.

Equity markets in the majority of advanced coun-
tries are presently at or near record highs, and U.S.
markets have continued to rise after doubling in value
during 1992-96. While some indicators suggest that
U.S. equities are optimistically priced, others suggest
that U.S. markets are not asfar out of line asthey were
in 1987. However, there is a consensus that a moder-
ate correction in U.S. equity prices would not signifi-
cantly affect the U.S. economy, because real spending
was apparently not significantly bolstered by positive
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wealth effects during the run-up in equity prices. The
present strength of the U.S. economy, the strong fi-
nancial condition of banks, the development and
widespread use of risk management systems, and re-
cent improvements in the U.S. financial infrastructure
all support this view and suggest that a correction
would be manageable.

Increased optimism about EMU has fostered sta-
bility in European currency and credit markets, and
forward interest rate spreads suggest that markets
are continuing to price in a high probability of EMU
starting on January 1, 1999. With currency valuations
now largely anchored to a single event, the current
environment of low volatility, appreciated peripheral
currencies, and interest rate convergence is a delicate
situation that could change markedly between now
and the start of EMU. As decisions are made about
initial EMU membership and euro conversion rates,
and as portfolios are rebalanced in light of this new
information, there could be periods of increased
asset-price volatility and sizable cross-border capital
flows in the run-up to 1999. However, unless there
are major disruptive events—a delay of the start of
EMU or substantive policy disagreements, for exam-
ple, about which countries should make up the initial
EMU or how to interpret the Maastricht criteria—
the uncertainty about these decisions need not lead to
significant and disruptive market turbulence, such as
was experienced during the 1992—93 ERM crises.

The yet-to-be-defined intervention rules for manag-
ing parities between the euro and the currencies of
EU countries not in the initial EMU but likely to join
before 2002 could become a source of speculative
activity and volatility beyond 1999. Currency stability
requires that the arrangements should be based on
objective evaluations of economic convergence and
should be credibly and transparently implemented so
as not to be perceived by markets as an unconditional
commitment for intervention support. The potential
for currency market instability could be contained by
announcing the basic features of exchange rate
arrangements with non-EMU countries well ahead of
the decision on the choice of countries, which is cur-
rently set to take place in May 1998, and in particular
the rules and conditions for providing support for such
countries' exchange rate parities and the convergence
criteria for entry into the union.



Emerging Markets

Structural Aspects of EMU

The potential benefits to European financia mar-
kets of EMU are far reaching and include the devel-
opment of EMU-wide securities markets, more
efficient banking systems, and the creation of a pan-
European payments system. But none of these bene-
fits are assured. There are remaining impediments, in-
cluding regulatory restrictions and tax disincentives
that could delay or even prevent the development of
EMU-wide private securities markets.

One of the most pressing challenges is the restruc-
turing and consolidation of continental European
banking systems. By removing the home currency ad-
vantage in local retail banking markets for deposits
and loans, the introduction of the euro will raise the
level of cross-border competition and disintermedia-
tion. The required consolidation and restructuring can
be accomplished through market mechanisms, such as
mergers, acquisitions, alliances, and exits. But, unless
structural reforms are implemented across European
banking markets, there is a risk that loca market
power, rigidities in labor practices, public ownership
structures, and other longstanding features could
delay or prevent these pressures from having the de-
sired effects. This could allow financial problems in
troubled institutions to build up to the point where
public intervention might be unavoidable.

Much remains to be done to transform the still
highly segmented national securities marketsinto deep
and liquid EMU-wide securities markets. Whether
institutional arrangements and financial policies may
also affect the pace of market integration and devel-
opment is an open question. It has been argued that the
active participation of the U.S. Federal Reserve has
fostered the development of the extremely efficient
U.S. money and securities markets. Although final de-
cisions have not been made, the current plan for mon-
etary policy operating procedures is to rely on infre-
quent (weekly) decentralized repo operations and on
decentralized fine-tuning operations, while leaving
open the possibility of a system of minimum reserve
requirements, with reserve averaging acting as a li-
quidity buffer. Some expect that leaving room for
arbitrage by market participants, together with the
European payments system (TARGET), will lead to
an active single money market. By contrast, others
have argued that the decentralized implementation of
repo and fine-tuning operations would limit the ability
of the ESCB to manage liquidity in money markets by
way of active day-to-day operations in private inter-
bank and repo markets.

Plans for establishing mechanisms for managing
systemic banking and payments crises are still evolv-
ing. A lender of last resort is not identified in the
Maastricht Treaty, and the single central institution,
the ECB, is assigned only a supporting role in finan-
cial market surveillance. Moreover, banking supervi-
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sion will remain national, with national supervisors
responsible for functions normally delegated to a
central authority, and the immediate mechanisms for
information sharing, coordination, and crisis man-
agement lack transparency. As EMU-wide markets
evolve, the ECB may have to assume a greater inde-
pendent supervisory capacity under the enabling arti-
cles of its statutes. This would help safeguard EMU
financial markets from the consequences of incompat-
ible incentives in the midst of a crisis: under existing
plans, situations could arise in which national supervi-
sory authorities would have information about the
solvency of an institution that for practical reasons it
may be unwilling or unable to provide to the ECB.
Transparency about the supervisory framework and
market surveillance would improve the ability to deal
with these potential problems. Although constructive
ambiguity about the conditions under which lender-
of-last-resort facilities will be available is a necessary
element in preventing moral hazard, there should be
no ambiguity among policymakers about the mecha-
nisms that can be used to manage crisis situations.

Emerging Markets

The record private capital flowsinto emerging mar-
kets observed in 1996 have been underpinned by
sound economic fundamentals, reflecting both the ef-
forts of large institutional investors to obtain the ben-
efits associated with holding globally diversified port-
folios, as well as the improved macroeconomic and
structural policies of many recipient countries. None-
theless, divergent macroeconomic conditions in capi-
tal-importing and capital-exporting countries are
likely to impart a cyclical character to private capita
flows even if the trend of further integration of emerg-
ing marketsinto the global financial system continues.
Moreover, political and economic developmentsin in-
dividual countries and regions will undoubtedly |ead
to a highly uneven pace of capital inflows and out-
flowsin individual emerging market countries. Strong
and consistent macroeconomic, financial, and struc-
tural policies are the necessary conditions to ensure
sustained market access.

The dramatic decline in emerging market spreadsin
an environment of low interest rates and ample liquid-
ity in the mature markets raises the question of
whether the compression in spreads has been exces-
sive to the point where credit risk is underpriced.
Some have suggested that abundant global “liquid-
ity”—associated with low nominal interest rates in
some of the major mature markets—has been a key
factor in pushing down spreads on emerging market
instruments, as the search for higher yields has gener-
ated high cyclical demand for emerging market oblig-
ations. If this is true, then a genera tightening of
global monetary conditions could produce a magni-
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fied response in the level of interest rate spreads on
emerging market debt. When the Federal Reserve
tightened monetary policy in early 1994 by initially
raising the federal funds interest rate 25 basis points,
spreads on the emerging market bond index rose from
roughly 400 basis points in January 1994 to over 800
basis points by March 1994. Similarly, there was ini-
tially asharp increase in spreads when the Federal Re-
serve announced a one-quarter increase in the federal
funds interest rate in March 1997.

While markets will offer improved terms and con-
ditions to countries whose economic performance is
viewed as strong, recent experience indicates that they
can impose large costs on countries where market par-
ticipants perceive policy inconsistencies and structural
weaknesses. The imposition of such “market disci-
pline” can occur by way of a sudden speculative at-
tack on a country’s exchange rate arrangements. Au-
thoritiesin many countries have increasingly relied on
a graduated defense beginning with sterilized foreign
exchange intervention. However, it has frequently
been necessary to allow short-term domestic interest
rates to rise, that is, to intervene without sterilizing.
When the cost of maintaining high short-term interest
rates has been viewed as excessive, temporary and se-
lective capital controls have also been used to limit
speculators’ access to domestic credit, thereby deny-
ing them the possibility of establishing a net short po-
sition in the domestic currency. While such controls
can at times be an effective means of limiting short-
term speculative pressure, and may be justified when
the attack is not warranted by underlying fundamen-
tals, they soon begin to interfere with normal trade and
finance. Moreover, the growing sophistication of fi-
nancial markets has meant that “leakages’ will
quickly force authorities into casting ever-widening
nets of administrative controls. In addition, the expec-
tation that a country is likely to use capital controls
during a crisis, thereby restricting the ability of in-
vestors to adjust their portfolio positions, could influ-
ence the cost and availability of external funds during
normal periods. In contrast to imposing selective cap-
ital controls, the introduction of exchange controls—
restricting the ability of market participants to ex-
change foreign for domestic currency—could have
costly and disruptive effects on trade and finance and
on market confidence.

A notable feature of several of the emerging market
currencies that were subjected to speculative pres-
sure—the Czech koruna, the Thai baht, the Philippine
peso, and the Malaysian ringgit—was their rigidity
prior to the recent crises. These currencies either were
officially fixed or had fluctuated recently within very
narrow bands. Taking a short position in a currency is
like short selling in any asset market where investors
expect prices to decline. However, typical short sell-
ing, for example of equities, entails not only the costs
of borrowing the equities, but also the risk that equity
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prices may actually rise. By contrast, in agenera bear
market for currencies created by a slowing of capital
inflows, the fixity of the exchange rate limits the
downside risks from shorting the currencies, and this
downside limit tends to intensify speculative pres-
sures. In fact the more rigid the exchange rate, the
smaller the perceived downside risk to shorting the
currency.

The recent episodes of foreign exchange market
pressures illustrated some important interactions be-
tween central banks' defense of currencies and market
perceptions of the costs and ability of sustaining such
defenses. For one thing, the sharp increase in interest
rates dictated by the arithmetic of discrete devalua-
tions over short periods of time illustrated graphically
the high level to which interest rates need to be raised
to deter speculators from shorting a currency. More-
over, subsequent increases in the perceived likelihood
of devaluation require successively higher interest
rates. Market participants perceptions of the costs of
the cumulative increase in interest rates on the domes-
tic corporate sector, real economic activity, and partic-
ularly the soundness of the domestic financial system
appeared to play akey rolein affecting expectations of
an eventual devaluation. The experiences aso illus-
trated that maintaining interest rates at a high level for
a prolonged period of time—as in Thailand—can ac-
tually increase the market’s belief in an eventual de-
valuation. It is also notable that while reserve levels
declined in each of the emerging markets as the cur-
rencies came under pressure, they remained at rela
tively substantial levels. This fact suggests that the
costs of defense in terms of higher interest rates may
play a larger role than reserve levels—even with the
prospects of enhanced regional cooperation of central
banks—in affecting both market participants’ expec-
tations of eventual devaluation and the authorities
decisions whether or not to continue defending their
currencies.

The small scale of emerging capital marketsrelative
to the size of international capital flows has at times
implied substantial movements in domestic asset
prices, particularly for equities and real estate, in re-
sponse to capital flows. Consequently, some countries
have adopted or strengthened measures to reduce
volatility in asset markets or to limit downside risks or
both. Such policiesinclude restrictions on margin pur-
chases of securities and on short selling; prohibition of
certain types of derivative products; limitations on
foreign ownership; transactions taxes; and direct gov-
ernment intervention in equity and real estate markets.
Such temporary prudential restrictions can, if applied
selectively and sparingly, be helpful in maintaining
market stability. However, price movements of equi-
ties and other assets in the face of changes in capital
flows represent an important element of the adjust-
ment mechanism. Restricting price movements can in-
crease the adjustment in the quantity of flows asinter-
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national investors attempt to alter their exposure to the
country. For example, the loss of reservesin the event
of an outflow islikely to be greater when prices do not
fall. Furthermore, direct government intervention to
prevent price declines can increase moral hazard since
investors will come to expect that the government will
provide at least partial protection against large |osses.
To improve the resilience of the economy to reversals
in capital flows will need to become a key policy ob-
jective. In particular, policy needsto ensure that the fi-
nancial sector adequately manages the risks to its bal-
ance sheets from sharp changes in asset prices.

Given the concerns about the potential cyclical na-
ture of capital flows to emerging markets, as well as
the recent experience with speculative attacks, a key
issue for many market participants is what role the
IMF will play in the new environment of increasingly
integrated global capital markets. Investors are keenly
aware of the role that the IMF, and other official insti-
tutions, played in the 1994-95 Mexican crisis and that
the IMF's ability to address acute systemic crises will
be augmented once the country ratification process for
the New Arrangementsto Borrow is completed. There
appears to be a growing expectation that the IMF will
use its own resources, as well as act as a catalyst for
regional official balance of payments support for sys-
temically important emerging market countries. It is,
therefore, particularly important that the IMF's sur-
veillance over the financial positions of its member
countries be strengthened to compensate for a poten-
tial lack of market discipline over sovereign borrow-
ers, and that the IMF's financial support be granted
only in the context of rigorous adjustment programs.

The global financial developments discussed in this
report can, and frequently do, exert an important im-
pact on developments in the balance of payments and
on the stock and composition of external liabilities of
various IMF members, and these issues are being con-
sidered in the context of the periodic review of IMF
surveillance. These discussions have, among other
things, recognized that the management of the various
risks associated with the financial sector and with for-
eign liabilities are key areas where IMF surveillance
needs to be, and has already been, strengthened.

Beyond surveillance there is the question of the
availability and use of IMF resources by countries ex-
periencing balance of payments difficulties as aresult
of volatile international capital flows and speculative
currency attacks. This important issue is under con-
sideration.

External Liability Management

In aworld of increasingly mobile capital flows and
integrated capital markets, large and unhedged exter-
nal sovereign liabilities could expose countries to
risks that some of them are not fully prepared to man-
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age. In the current environment, the sound manage-
ment of sovereign liabilities has become an important
element in safeguarding a country’s economic stabil-
ity. As afirst step toward achieving a reduction in ex-
posure to external shocks, countries should aim to im-
prove the management of their net foreign exchange
exposure. The choice of the currency denomination of
external debt should not be driven by thelevel of nom-
inal interest rates; instead, such borrowing costs
should be calculated on a hedged or risk-adjusted
basis. Reducing currency risk does not preclude sov-
ereigns from tapping international markets to broaden
their investor base, lengthen their maturity profile, or
develop benchmark debt instruments. Rather, it im-
plies that, unless governments have access to foreign
currency revenues, sovereign foreign currency bor-
rowing beyond a safe level should asfar as possible be
hedged against currency risks.

Therelatively low spreads in the Eurobond markets
have raised concerns about whether the pricing of
external debt is efficient, or whether it reflects ex-
pectations on the part of the lenders of priority treat-
ment in case the country experiences economic diffi-
culties. Such priority treatment could arise through the
aggressive use of lega instruments, or it might be
based on assumptions about international financial
rescues organized to support systemically important
emerging markets. If the pricing of external debt does
not reflect all economic costs of such debt, then coun-
tries may be led to exceed the optimal amount of ex-
ternal debt.

Limiting the sovereign currency exposure beyond
what can be achieved through hedging should be
viewed as a medium-term strategy and a gradual
process. The more pressing issue confronting govern-
ments is to reform the institutional arrangements gov-
erning debt policy, so that the technical expertise and
experience to risk-manage debt competently and
transparently can be applied. The experience of the
growing number of governments that have reformed
their debt management practices suggests that such
professionalism and accountability is best achieved
when debt management is assigned to an agency that
is separate and autonomous from the political process.
Within this framework, the ministry of finance would
formulate and publicly announce the strategy for debt
management (e.g., composition and maturity of the
public debt), while the debt office would implement
that strategy and manage the daily risk exposure of the
sovereign portfolio. Entrusting debt management to a
separate and autonomous debt office signals to finan-
cial markets and to the general public the authorities
commitment to a transparent and accountable debt
management policy. It also enables the authorities to
assign a clearly defined objective to the debt agency,
and to organize the agency to achieve such an objec-
tive, without being hampered by either the manage-
ment structure or pay scale of the public sector.
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Developmentsin International Banking

Performance of the industrial country banking sys-
tems has ranged from strong in the United Kingdom
and the United States to broadly acceptable in conti-
nental Europe. By contrast, difficulties remain in the
Japanese banking system. While problem loans
among the 20 major banks are officially estimated at
just under 5 percent of total loans, the true quantity of
bad loans may be much higher. The current low inter-
est rate environment has not been conducive to expos-
ing potentially nonperforming borrowers, and it has
boosted bank profitability. An increase in short-term
interest rates could have a detrimental effect on net
cash flow into the banking sector. The experience with
resolving banking problems in a number of other in-
dustrial countries suggests that a timely resolution of
bad loan problems serves to limit losses and restore
the health of the banking system earlier than an ap-
proach based on forbearance. Furthermore, a timely
writing down of bad loans, together with the sale of
collateral assets, has the effect of restoring liquidity to
therea estate market. Asacase in point, Japanese ex-
perience during the last five years suggests that an ear-
lier and more decisive and transparent approach to the
resolution of the bad loan problem could have been
less costly to the financial system and to the economy
asawhole.

The restructuring of the international financial sys-
tem toward amodel in which financial conglomerates
provide the full range of services requires a reexami-
nation of the structure of financial supervision and
regulation, as is currently under way in the United
Kingdom, Japan, and el sewhere. Since financial insti-
tutions increasingly manage risk on a consolidated
legal entity basis, a supervisory structure that com-
bines the supervision of banking, securities, and per-

58

haps insurance activities, would seem appropriate. At
the same time, it is important to ensure that the cen-
tral banks retain a role in the supervision of the
money center banks, which are the key participantsin
the wholesale payments system, and which may at
some time be the recipient of central bank liquidity
support.

With international barriers to competition having
been reduced significantly among the industrial coun-
tries, regulators need to reconsider policies that hinder
competition between different segments of the domes-
tic financial systems. Thus, both Japan and the United
States have begun the process of lowering the barriers
between commercial and investment banking. Simi-
larly, the issue of assistance to government-owned
banks and its effect on competition in the industry has
been raised in France and Germany. Thereis broad in-
ternational agreement that government-owned banks
should be made to operate as purely commercial enti-
ties, and subsidization of their cost of capital is in-
compatible with that principle.

In emerging markets, banks and regulators in most
countries continue to deal with the aftereffects of
banking crises or with efforts to prevent new crises
from developing. While asset quality in the Brazilian
and Mexican systems is not yet showing much im-
provement, the other mgjor Latin American banking
systems appear to be recovering. In Asia, however,
banking systems in a number of countries remain vul-
nerable to further deterioration in corporate liquidity,
an exchange rate devaluation, or a correction in prop-
erty prices. There are concerns about the banking sys-
temsin Korea, the Philippines, and Thailand, although
regulators there and elsewhere are attempting to ad-
dress the underlying problems of poor credit risk man-
agement, overcapacity, and excessive foreign ex-
change risk or other large exposures.
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