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Introductory Chapter

1. At the APEC Finance Ministers Meeting held on 23-24 May
1998 in Kananaskis, Canada, Finance Ministers agreed to begin work on a
new collaborative initiative on the Development of Domestic Bond Markets
in the region.  Hong Kong, China agreed to co-ordinate this initiative.

2. The launch of the collaborative initiative is very timely in
giving an impetus to capital market development, which is essential to
promoting sustainable recovery in the region.  The Asian financial crisis has
highlighted the problems of excessive reliance on bank-intermediated
financing or on foreign and volatile short-term financing, given the potential
problems of currency and maturity mismatches.  There is clear consensus
that a key priority for the region is to develop deeper, longer-maturity, more
stable and more transparent debt markets in Asia in order to recycle the
large amount of Asian domestic savings which generally exceed 30% of
GDP.  This need is especially pressing in the face of falling capital flows
into Asia and tight domestic liquidity in the wake of the financial crisis on
the one hand, and the significant need for financing the long-term
investment and restructuring programmes in the region on the other.

3. Under the collaborative initiative, Hong Kong, China
conducted a survey in August 1998 to review the state of domestic bond
markets in all APEC member economies and to seek members’ views on
the potential for development and the impediments to growth.  The survey
findings revealed an enormous potential for the development of bond
markets in Asia in view of the generally high savings ratios and low bond-
to-GDP ratios across the region.  Outstanding bonds in APEC member
economies, excluding US and Japan, represented only on average 34% of
their GDP, compared to 105% for the entire APEC region as at mid-1998.
This indicates that bond markets in the region are generally under-
developed and there is plenty of room for further improvement.  The survey
further shows that the main impediments to the development of domestic
bond markets include a lack of reliable benchmark yield curves, a weak
local institutional investors base, insufficient market liquidity, a lack of
credible risk assessment and under-developed securities trading, clearing
and settlement systems.

4. The findings from the survey1 were consolidated and
reviewed at the Workshop for the Development of Domestic Bond Markets

                                             
1 A report on the summary of responses is at Appendix A.



- 2 -

convened in Hong Kong on 18 December 19982.  The Workshop discussed
in detail the major impediments to the development of deep and liquid bond
markets in the region.  The Workshop also heard presentation from some
private sector representatives on the difficulties and issues relating to bond
market development.

5. The discussions at the Workshop were very useful and
members agreed to pursue two suggestions to further the objectives of this
initiative.  The first project is the compilation of a Compendium of Sound
Practices to cover five areas critical to the development of domestic bond
markets, namely Government Policies, Regulatory Framework, Market
Infrastructure, Liquidity and Risk Management.  The Compendium
would serve as guidelines to facilitate the development of domestic bond
markets in APEC member economies.  The second project is a Website
which would provide a resource centre for sharing information about the
debt markets in APEC member economies.  The Website would link up
relevant reports, statistics and other details concerning the development of
domestic bond markets.  The Asian Development Bank has agreed to set up
this APEC Bond Market Initiative Website on behalf of the APEC member
economies.  The Website is attached to the ADB Internet site3 and
preparation is in progress.

6. A number of member economies and international financial
institutions have agreed to participate in the above two projects.  Another
Workshop was convened in Hong Kong, China on 28 May 1999 to discuss
issues in relation to the five areas referenced above.  The objective was to
come up with a list of essential elements under these five areas for inclusion
in the Compendium of Sound Practices.

7. The discussions in the May Workshop were followed by
collaboration in preparing the list of essential elements and a draft report on
the work undertaken by this Collaborative Initiative to prepare a
Compendium of Sound Practices.  All APEC member economies and
relevant international financial institutions were invited to attend a final
Workshop held in Hong Kong on 3-4 August 19994 to discuss the draft

                                             
2 The Workshop was attended by representatives from finance ministries, central banks, monetary
authorities of Australia; Brunei Darussalam; Canada; People’s Republic of China; Hong Kong,
China; Indonesia; Japan; Korea; Malaysia; New Zealand; Singapore; Chinese Taipei; Thailand and
the United States of America.

3 As a first stage of development, the Website contains the following content: background
information about the APEC collaborative initiative on Development of Domestic Bond Markets,
Compendium of Sound Practices, related publications on bond market development, hyperlink
with other relevant websites, contact list of APEC member economies and “What’s New”
highlighting new postings on the Website.

4 The Workshop was attended by representatives from finance ministries, central banks and
monetary authorities of Australia; People’s Republic of China; Hong Kong, China; Indonesia;
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report and the Compendium.  Participants exchanged views on the
Compendium and agreed that the report would be submitted to the Finance
and Central Bank Deputies at their meeting to be held in Wellington, New
Zealand on 26-27 August 1999.  Participants also agreed to update the
statistics of the August 1998 survey by the end of 1999 to cover 1998 data
and the results would be posted to the Bond Market Initiative Website for
public access.

8. Participants at the final Workshop have considered the
possibility of pursuing further work of the Collaborative Initiative, in
particular on the formulation of specific guidelines for implementation of
the sound practices embodied in the Compendium.  However, noting that
similar work on such implementation manuals were being pursued in some
other forums, participants agreed that the need for further work under this
Collaborative Initiative should be considered after reviewing those
initiatives to avoid unnecessary duplication of efforts.

9. The current report summarises the work undertaken in
pursuance of the Collaborative Initiative and is presented to the Finance and
Central Bank Deputies.

                                                                                                                           
Japan; New Zealand; Peru; Republic of Philippines; Russia; Singapore; Chinese Taipei; Thailand
and the United States of America.
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Executive Summary

1. A mature and liquid debt market can improve resource
allocation by effectively channelling both local and foreign savings into
domestic investments and can diversify the investment channels for both
retail and institutional investors.  Greater diversification of financing and
investment channels is beneficial to the stability of financial markets.

2. Determined and proactive efforts of the relevant government
authorities, regulatory bodies and market participants are essential for
fostering an environment conducive to the development of the domestic
bond market.  The important factors influencing the development of
domestic bond market can be grouped into five main categories:
Government Policies, Regulatory Framework, Market Infrastructure,
Liquidity and Risk Management.  The following recapitulates the main
elements under these five distinct but related areas, which together would
provide a key impetus to bond market development.

Government Policies

3. The Government is a key actor and can play various roles as
an issuer, regulator, facilitator, promoter and catalyst in the early stage of
bond market development.  In fact, the government bond market is very
often expected to be the foundation for the broader domestic bond market.

4. To manage the potential tension between policy objectives
which could in turn disrupt the stability of financial markets, it is important
that the government defines and prioritises policy objectives regarding debt
management and bond market development and identifies the constraints in
achieving the set objectives.  The government should also ensure that the
strategies for sovereign debt management and bond market development are
consistent with the fiscal and monetary policies and the overall financial
sector development strategy.  The government should review the policies
and practices which could impede the development of domestic bond
market, including reducing unnecessary tax burdens and distortions.  Very
often, the government can play a key role in promoting the development of
domestic bond market.

5. The following elements in relation to the role of government
policies in the development of domestic bond markets have been identified.

Element 1: The government should strive to strike a balance
between its sovereign debt management policy and a strategy for domestic
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bond market development.  In doing so, it should define and prioritise
objectives regarding debt management and bond market development,
and identify constraints in achieving the set objectives.

Element 2: The government can play a catalytic role in the
development of a nascent domestic bond market.  It should develop a
comprehensive strategy in consultation with the central bank, the relevant
regulatory agencies and market participants.  The strategy should address
the various roles played by the government and relevant parties: as issuer,
regulator, facilitator or, where appropriate, provider of market
infrastructure.  As a first step, there should be a review of policies and
practices that could impede the development of the domestic bond market
so that they can be revised or removed as appropriate.

Element 3: Where there is a government bond programme, there
should be a sound legal framework aiming to enable the government to
borrow flexibly from the domestic bond market.  The legal framework
should provide a clear basis for the contractual relationship between
different parties.

Element 4: The government should promote a level playing field
with consistent tax policies for all financial instruments and market
participants.  In order to facilitate the development of domestic bond
markets, the government should also reduce unnecessary tax burdens and
distortions and other impediments.

Element 5: The government should ensure that the strategy for
sovereign debt management and bond market development be consistent
with fiscal and monetary policies and financial sector development
strategy.

Element 6: Normally there is a phased approach to the
development of the domestic bond market through, for instance,
consensus building, primary market development for government
securities, secondary market development for government securities, and
corporate bond market development.

Regulatory Framework

6. An effective regulatory and supervision framework for a bond
market, intermediaries, institutional investors and other market participants
should provide for adequate investor protection and sound business
practices or codes of conduct that reduce systemic risks to the minimum.
This requires clearly defined market rules, a high degree of transparency as
well as high prudential standards and governance principles that recognise
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the importance of fiduciary obligations.  There should be a combination of
internal and external checks and surveillance to monitor compliance with
the regulatory framework.

7. Clarity in the roles, responsibilities, and objectives of the
regulatory authorities is essential for maintaining transparency and public
confidence in the regulatory framework.  Sometimes, effective regulation is
complicated by the vast array of financial instruments, diversity of bank and
non-bank participants in the bond market and the existence of financial
conglomerates engaging in a wide range of investment activities.  Clear
legal definitions and enhanced co-operation and co-ordination between
different regulatory authorities, including self regulatory organisations, is
therefore essential to avoid regulatory gaps and duplications.

8. In general, regulatory authorities should strive to avoid
impeding market innovation through their regulatory measures.  Sound
criteria should also be established when using credit ratings as a regulatory
tool.

9. The following elements in relation to the regulatory
framework for domestic bond markets have been identified.

Element 7: There should be an environment for full, timely, and
accurate disclosure of information material to investment decisions. A
combination of tools such as on-site inspections, off-site surveillance,
internal and external audit along with a strong code of conduct and high
fiduciary standards are needed to ensure the adequacy of safeguards for
the protection of investors. High and internationally accepted accounting
standards should be adopted in the market.

Element 8: For the vetting of applications for exemption of
securities from public offering disclosure requirement, there should be
objective criteria to differentiate between public offering and private
placement and to distinguish sophisticated institutional investors from
other investors.

Element 9: The regulation of institutional investment and
contractual savings institutions should include good governance
principles that promote high fiduciary standards in the provision of trust
and investment management services.

Element 10: Clarity in the roles, responsibilities, and objectives of
the regulatory authorities is essential in maintaining transparency and
public confidence, as well as in reducing the potential for gaps and
overlaps in the coverage of regulation and supervision. An open and
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transparent rule making process is necessary to encourage public
comment and to facilitate compliance.

Element 11: Regulation should promote transparency in trading
and price reporting and to deter manipulation and unfair trading
practices. Where debt securities are listed on stock exchanges or other
trading facility, objective criteria for the listing and de-listing of debt
securities should be established.

Element 12: All intermediaries should be registered, regulated,
and supervised by an appropriate regulatory authority. The regulatory
authority should establish uniform regulatory, compliance and
enforcement standards for intermediaries.  In general, the authority
should as far as possible strive to avoid impeding market innovation
through their regulatory measures. When different regulatory authorities
are involved in the regulation of intermediaries, there should be enhanced
co-operation between these authorities to avoid unnecessary duplication
and overlap. SROs can be effectively used to enhance the regulation of
market intermediaries.

Element 13: The legal and regulatory framework should clearly
differentiate between bank deposits, money market instruments and debt
instruments and set out the respective applicable regulatory regime.  It is
important to define debt instruments carefully to avoid the creation of
potential regulatory gaps or unequal regulations of similar financial
products.

Element 14: Sound criteria should be established for external
credit assessment institutions used in the administration of prudential and
other regulatory standards.

Element 15: There must be a clear legal mandate for the
government or the regulatory authority to exercise appropriate and
adequate oversight in order to ensure that self-regulatory organisations
are performing their duties in a fair and transparent manner. Good
governance of self-regulatory organisations, for example, balance of
interest between members and non-members, should also be encouraged
to instil confidence in their regulatory and disciplinary functions.

Market Infrastructure

10. Robust market infrastructure is indispensable for the smooth
functioning of a debt market.  These systems should be governed by clear
and unambiguous rules and procedures that are soundly enforced and made
freely available to interested parties.  Such information would enable
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market participants to understand clearly their roles, responsibilities and
liabilities.  It also allows market participants to form clear expectations
about the operation of the systems in times of stress and the financial risks
involved.

11. An effective regulatory regime should be established to
ensure overall systemic safety and stability of the market infrastructure.
Various categories of risks should be properly addressed and controlled
with the provision of relevant information on a timely basis and by
shortening the settlement cycle.  In order to achieve a high degree of
reliability and integrity, contingency plans should be established for the
potential failure of each critical component.

12. The following elements in relation to the market infrastructure
for domestic bond markets have been identified.

Element 16: There should be clear and unambiguous rules and
procedures that govern all aspects of the operations of a market
infrastructure system.  These rules should be made freely available to all
interested parties with fair and open access to a system based on objective
criteria.

Element 17: The legal enforceability of the system’s rules and
procedures in all relevant jurisdictions should be established.

Element 18: An effective regulatory regime should be established
with one or more institutions as appropriate, explicitly identified to ensure
sound risk management and efficient operation of the systems.

Element 19: The risk management procedures should address the
various categories of risks, including principal and liquidity risks.  The
introduction of delivery-versus-payment procedures substantially
addresses the principal risk.  Systems should ensure that suitable
contingency arrangements are in place in the event that a counterparty is
unable to settle an obligation when it becomes due.

Element 20: Assets used for final settlement should preferably not
present the holder with credit risk, and where possible should take the
form of a claim on the central bank.

Element 21: In order to reduce replacement cost risks, it is
preferable for the settlement of trades to take place as soon as possible
after the trade has been confirmed.  A common benchmark is to ensure
that settlement lags are kept to T+3 days or shorter.
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Element 22: For effective risk control, systems need to provide
relevant information to participants on a timely basis.

Element 23: There should be suitable contingency arrangements
to handle system problems caused by internal operations or external
service providers.

Liquidity

13. Bond market liquidity facilitates efficient market pricing as
well as economically efficient borrowing and investment decisions.  Certain
key elements would assist in enhancing the liquidity of domestic bond
markets.  Accurate and reliable benchmark yield curves enable market
participants to price the credit and liquidity of domestic debt issues
appropriately.  Certainty about reliable pricing for bonds in the domestic
market encourages investors and intermediaries to participate in the market.
The availability of information on issuer decisions and actions and on
market conditions enables better investment decisions to be made and
enhances the interest of intermediaries and investors.

14. A fully competitive trading structure and standardised trading
and settlement processes which are efficient and reliable should enhance
liquidity by minimising transaction costs.  A market with diverse
participants is also important in enhancing market liquidity.

15. The following elements in relation to the liquidity of domestic
bond markets have been identified.

Element 24: Accurate and reliable benchmark yield curves enable
market participants to price the credit and liquidity of domestic debt issues
appropriately.

Element 25: A number of measures could help to build up an
accurate and reliable benchmark yield curve.  These include regular
issuance of bonds at appropriately spaced benchmark maturities along
the entire yield curve in order to build up liquidity, large volume issuance
or suitable re-opening of bond issues to maintain liquidity, and issuance
of new bonds of long maturity to maintain the length of the yield curve.

Element 26: Measures should be taken to enhance transparency in
the primary and secondary markets to promote market participation, and
hence market liquidity.  For example, disclosure of information about the
general issuance strategy could help market participants to formulate
their investment strategies.  Also, trade information in the secondary
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market should be promptly disclosed to the public, with due attention to
ensuring anonymity of market participants.

Element 27: Transaction costs should be kept low to enhance
trading activities.  This can be achieved through maintaining a
competitive dealer structure for trading activities and standardising
trading conventions and settlement processes.  The liquidity impairing
effects of taxation should be minimised.

Element 28: Market access should be available to diverse
participants.  Heterogeneity of market participants with a variety of
transaction needs and investment horizons would promote liquidity.

Element 29: Consideration could be given by the relevant
authorities to developing derivatives markets and facilities such as futures
markets, swaps markets, repo markets and securities lending facilities as
appropriate to facilitate different investors in constructing their
investment portfolios and risk management strategies, hence increasing
liquidity and trading activities.

Risk Management

16. Effective risk management by both the issuers and investors is
important in fostering the development of domestic bond markets.  This is
particularly so for the government as the key issuer in the bond market.  As
a first step, a risk audit should be conducted to accurately assess the risks
that an issuer faces.  Vulnerability to market shocks could be reduced by
properly managing the risks identified.  As far as sovereign debt
management is concerned, some simple rules for managing risks can be
derived from a range of risk management frameworks.  The asset and
liability management (ALM) approach is one conceptual framework which
can be deployed for dynamic as well as static risk management.  With
financial contracting, bond issuers can also reduce their risk exposure by
transferring risks to other market intermediaries.

17. For an investor to effectively monitor, measure, and control
the major risks related to fixed-income investments, a core set of sound risk
management practices is a necessity and such practices should be promoted
at least among the major public and private bond investors.  The Board and
senior management of institutions that invest in bonds should formulate
sound investment and risk management policies.  There should be clear
delineation and segregation of duties and responsibilities between risk-
taking and risk-monitoring, as well as robust internal control systems.
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18. Credit rating agencies play an important role in bond market
development.  In order to enhance the credibility of credit rating services,
governments should exercise care in designing rating-related policies.  In
general, governments should avoid setting minimum credit rating
requirements for bond issuers and should carefully evaluate the potential
implication for the financial system and financial market participants when
considering any ratings-based regulations.  Credit rating agencies should
also be encouraged to maintain the highest possible level of transparency
and objectivity in their rating process.

19. The following elements in relation to risk management for
domestic bond markets have been identified.

Element 30: Governments as well as private issuers should
conduct a risk audit to identify the exposure of its bond programme to
various risk categories such as liquidity, maturity and currency mismatch
risks, as well as risks arising from explicit and implicit government
guarantees.

Element 31: Governments and private issuers should maintain a
debt profile that provides protection against temporary market disruption.
Simple rules relating to the maturity and currency structure of debt, and
to liquid reserves, can be employed.  At a later stage of development, the
Asset and Liability Management approach can be used as a conceptual
framework for dynamic as well as static risk management.

Element 32: Government and private issuers may try to conduct
risk-sharing through financial contracting to hedge against the potential
costs arising from adverse market conditions.  They could consider using
derivatives securities for this purpose but they should fully understand the
risks involved and implement appropriate risk management systems.

Element 33: Bond investors should formulate sound investment
and risk management policies, with clear delineation and segregation of
duties and responsibilities between risk-taking and risk-monitoring, and
robust internal control systems.

Element 34: Government should avoid setting minimum credit
rating requirements for bond issuers in order not to divert issuance into
unregulated channels that may ultimately raise the overall financial risk
profile.

Element 35: Government should avoid an over-reliance on credit
rating agency assessments and, when considering any ratings-based
regulations, should carefully evaluate the potential implication for the
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financial system and financial market participants, including credit rating
agencies.

Element 36: Credit rating agencies should be encouraged to
maintain and improve their credibility and reputation by avoiding conflict
of interests in their ownership, staffing and decision-making processes;
allowing issuers to comment on draft rating opinions when possible;
maintaining the highest possible level of transparency and objectivity in
the rating processes; and publicly disclosing their policies on unsolicited
ratings.
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Chapter One

Government Policies

1. In the early stage of bond market development, the
government is a key actor – as an issuer, regulator, promoter and catalyst.
Sometimes these roles may come into conflict, especially in the
development phase.  On the one hand, large volume government issuance
implies large fiscal deficits and upward pressure on interest rates.  On the
other hand, a large volume of issuance provides a critical level of supply for
the fledgling bond market.  A willingness to finance deficits through bond
sales in open competitive markets is crucial to the development of the
market and maintaining monetary policy independence, although it may
initially mean higher cost of issuance and less direct control over financial
institutions.  This chapter begins with the exploration of these various roles
of governments in emerging bond markets.

Objectives and Strategy of Bond Market Development and Sovereign
Debt Management

2. Sovereign debt management and bond market development
are in fact highly inter-dependent.  There is an intuitive link between the
two in the sense that government bond market is very often expected to be
the foundation for the broader domestic bond market.  The government’s
various actions as a regulator and market participant can have definitive
impact on the development of the domestic market.  The government has an
interest in maintaining a deep and liquid domestic bond market to facilitate,
among other things, its debt management.

3. However, there is also a tangential link between the two and
this needs to be borne in mind in the formulation of a strategy to develop
the bond market while meeting the objectives of sovereign debt
management.  This tangential relationship originates from the fact that the
government is only one of the many market participants, albeit an important
one, and market development is a dynamic process while debt management
is primarily concerned with achieving an optimal debt profile, having regard
to fiscal and monetary policy objectives.

4. For example, there are situations in which measures useful or
necessary to achieve the objective of debt management can lead to tension
with the objective of bond market development, depending on the
circumstances or the level of development of the market.  To illustrate, the
government is often under pressure to reduce its deficits and borrowing.
Bond market development, on the other hand, requires, among other things,
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significant volume of issuance in benchmark segments of the market and
the government is usually a major issuer in the market.  When a government
decides to borrow, it may have the option to borrow more cheaply from
domestic financial intermediaries or external sources, especially when the
domestic bond market is underdeveloped.  Government bond market
development, therefore, requires the government’s commitment to
developing a borrowing practice targeting the domestic debt market and a
policy vision that the bond market needs to be developed for the benefit of
the economy.

5. When the government does borrow from the domestic bond
market, it would wish to make sure that the market has sufficient depth to
support the amount of borrowing by the government and at the time it is
needed.  The government should also be concerned about minimising the
cost and risks associated with the specific borrowing and the total
outstanding debt at any given time.  These objectives must be met at the
same time that the capacity and institutions in the primary and secondary
markets are being developed.  Therefore, a critical first step in formulating a
strategy is to define and prioritise policy objectives regarding debt
management and bond market development and identify constraints in
achieving the set objectives.

Element 1: The government should strive to strike a balance
between its sovereign debt management policy and a strategy for domestic
bond market development.  In doing so, it should define and prioritise
objectives regarding debt management and bond market development,
and identify constraints in achieving the set objectives.

The Government’s Role in a Comprehensive Bond Market
Development Programme

6. When the government commits itself to a policy of developing
the nascent domestic bond market, it will need to perform a role of catalyst
or promoter in various functions such as issuer, regulator and co-ordinator.
As a large issuer, the government can standardise government bond designs
and regularise issue practices.  That will facilitate primary market issuance
and trading, generate liquidity and establish a benchmark yield curve.  The
government and the central bank can also assist in building the necessary
market infrastructure, e.g. custody and settlement facilities, to support the
market.

7. The government or its appropriate agencies need to perform
the role of a regulator and supervisor of the financial industry and the
market.  For example, it can remove legal and regulatory impediments to
competition, rationalise tax distortions on bond investments and trading,
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promote transparency and disclosure to protect investors’ interests, and
encourage effective market-making.  These issues are discussed more fully
in Chapter Two of the report.

8. As a co-ordinator, the government should develop consensus
both within and outside the government and establish a development policy
and strategy for bond market.  In light of the close inter-relationship
between bond market development and other economic activities, a high-
level co-ordination committee could be created to supervise the bond
market development agenda.  Such a committee would include
representatives from the central bank, applicable regulatory bodies for the
securities market, the ministry of finance (funding and debt management
functions) as well as key market participants.  Furthermore, it should have
clear terms of reference, and the unequivocal support of the government to
propose appropriate recommendations with respect to the development of
the domestic debt market.  The committee should ensure that the bond
market development agenda is consistent with debt management mandates,
and the objectives of fiscal and monetary policies.

9. Finally, and most importantly, in fulfilling these various roles,
the government must maintain its perspective as a promoter of bond market
development and avoid excessive market intervention.  For instance, short-
term increases in debt costs may be an acceptable trade-off to ensure the
successful issuance of long-term debt and the resultant creation of a
benchmark yield curve.

Element 2: The government can play a catalytic role in the
development of a nascent domestic bond market.  It should develop a
comprehensive strategy in consultation with the central bank, the relevant
regulatory agencies and market participants.  The strategy should address
the various roles played by the government and relevant parties: as issuer,
regulator, facilitator or, where appropriate, provider of market
infrastructure.  As a first step, there should be a review of policies and
practices that could impede the development of the domestic bond market
so that they can be revised or removed as appropriate.

10. Government bonds often require a special mechanism for
primary issuance.  The government and the central bank as an issue agent
can organise such a mechanism.  For this purpose, it is important to have a
clearly defined legal framework.  First of all, the government’s ability to
borrow from the domestic bond market should be legally well defined and
sufficiently broad to achieve a range of objectives.  These could include the
ability to borrow to finance public sector investment in addition to financing
deficits, and the ability to issue bonds and bills for refinancing and short-
term cash management purposes.
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11. The relationship between the government as an issuer and the
central bank as an issue agent should also be clearly set out.  The
contractual relationships between underwriters or winning bidders and the
government as an issuer should also be legally well defined.  For example, a
winning bidder’s failure to settle the purchase should be considered as
default, and there should be appropriate and effective legal and regulatory
enforcement or remedy procedures for it.  Similarly, there should also be
legally well-defined contractual relationships between the secondary and
the primary participants of the primary market.

Element 3: Where there is a government bond programme, there
should be a sound legal framework aiming to enable the government to
borrow flexibly from the domestic bond market.  The legal framework
should provide a clear basis for the contractual relationship between
different parties.

12. In many economies with nascent bond markets, the
formulation of the tax structure may not have given sufficient consideration
to avoiding distortions in taxation of income from savings and various types
of investment, including bond transactions.  Debt markets are very sensitive
to tax incentives.  Any bonds or types of transactions which are
disadvantaged in terms of tax are often hardly used.  Distortions mean
favouring some instruments, services or industry segments over others.
This also means existence of loopholes in the tax system, making tax
collection inefficient and ineffective.  Consideration of tax collection
inevitably requires consideration of accounting rules for income, gains and
losses from investment in and trading of bonds.  The tax authority, the
securities market regulator and financial industry regulator(s) as well as
government agencies should consult closely with market participants to
avoid excessive distortions or impediments to enhance investors’ demand
for bonds and ease of trading.

13. In principle, a system of capital income taxation should treat
incomes from all types of investments and savings fairly, including bank
deposits, equity, quasi-debt or quasi-equity instruments as well as bonds
and other debt instruments.  Excessive distortions in the system of capital
taxation affect the attractiveness of instruments not only for investors and
savers but also for issuers and borrowers.  It can, therefore, affect financing
behaviour of issuers and borrowers.  Therefore, authorities should be
careful not to create tax incentives for unhealthy financial behaviour.

14. Repurchase agreements (repos) are instruments that provide
short term liquidity to the market.  Repos and the short sale of bonds are
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particularly sensitive to transaction taxes.  The tax system should give
economic recognition to  these financing tools.

Element 4: The government should promote a level playing field
with consistent tax policies for all financial instruments and market
participants.  In order to facilitate the development of domestic bond
markets, the government should also reduce unnecessary tax burdens and
distortions and other impediments.

Bond Market Development: Interaction with Macroeconomic Policy
and Financial Sector Development Strategy

15. Tension between policy objectives can arise if government
debt issuance is large enough to affect interest rates.  Attempts are often
made to minimise the effect on interest rates (and reduce the cost of debt
issuance).  One approach is to require regulated entities to purchase
government bonds at controlled interest rates; another by influencing
monetary policy.  Such actions create problems for the independence of
monetary policy, and hamper the development of the bond market.

Maintaining the independence of monetary and fiscal policy

16. A large amount of government bond issuance to finance a
large government deficit can crowd out borrowing opportunities for the
private sector.  At times, the resulting pressure on interest rates may be
appropriate from a monetary policy perspective, but unwelcome from a
fiscal perspective.  It is important that the independence of monetary policy
be maintained, in order that monetary policy can fulfil its mandate.
Important to maintaining monetary policy independence is a recognition by
the government, as a price taker, that it should accept the interest rates
determined by the market, while continuing to fund its requirements in the
financial markets.

Conduct of monetary policy

17. The relative importance of different tools used by central
banks to implement monetary policy varies among economies.  For
economies with developed government bond markets, open market
operations (i.e. the purchase and sale of government securities in the
secondary market by the central bank), and an active repo market are
common methods to implement monetary policy.

18. In many emerging economies, due to the absence of a
developed domestic bond market, the central bank often resorts to direct
credit controls as well as the issuance of its own instruments as monetary



- 18 -

policy tools.  The domestic bond markets, including both the primary and
secondary markets, must be developed in order to provide efficient indirect
instruments for better execution of monetary policy.

19. A related consideration is that the monetary impact of selling
government bonds and subsequent spending of the funds by the government
differs depending upon the purchasers of the bonds.  For example, issuance
of bonds by the government directly to the central bank will be the most
inflationary since subsequent spending of the funds will directly increase
the monetary base, and therefore, should be avoided.

20. Reserve requirements for banks are usually also a tool of
money supply control by the central bank.  Government bonds are often
accepted as part of such required reserve, which induces a demand for
government bonds and allow the government to raise debt at sub-market
interest rates.  That can be seen as an implicit tax on banks and distort
market pricing mechanism in the primary market.  The primary market’s
failure to price the bonds at fair market value would in turn impede trading
in the secondary market since the original buyers would face a disincentive
to sell the bonds, as they would be forced to recognise losses if they do so.
Hence, policy for reserve requirements needs to be considered carefully
beyond their role as a means of monetary policy.

Consistency with the overall financial sector development strategy

21. In principle, the development of the bond market should be
consistent with, and complementary to, the development of the financial
sector.  A wide range of financing and investment opportunities should be
available to the market.  Moreover, the skills and infrastructures necessary
for deep and liquid debt markets are also integral to sophisticated financial
markets.

22. In the early stage of development, however, existing financial
intermediaries may be threatened by open competition from debt markets.
These intermediaries may also not have the knowledge or skills to allow
their effective participation in the bond market.  Access to the market by
new and specialised institutions – including foreign financial institutions –
may provide an effective route to support the development of domestic
bond markets.

Element 5: The government should ensure that the strategy for
sovereign debt management and bond market development be consistent
with fiscal and monetary policies and financial sector development
strategy.
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The Road Map for Bond Market Development and the Involvement of
the Government

23. Based on past experience with respect to implementing a debt
market development programme, the following outlines a stylised four-
stage development approach.

24. In the initial stage, emphasis should be put on consensus
building.  For example, parallel seminars can be conducted to cover both
sovereign debt management and bond market development.  The purpose is
to build a consensus through discussions among the government, the central
bank and key market participants regarding: the importance of bond market
development for effective debt management; the importance of consistency
between bond market development and macroeconomic policies; and the
overall strategy to develop the domestic bond market.

25. In the second stage, the development of an effective primary
market for government securities would be emphasised.  The government is
encouraged to strengthen its cash management capability.  In particular, the
ability to forecast government’s cash needs and find out market absorption
capacity with respect to different types of instruments needs to be
strengthened.  Treasury bill markets, as part of money market development,
can be first developed, and the government is thereafter encouraged to
extend gradually the maturity spectrum of its treasury bonds and widen the
range of targeted investors beyond the banking system.  It is crucial for the
development of the primary market to be consistent with the government’s
sovereign debt management programme such as its funding strategy and
risk management programme, and the central bank’s policy on open market
operations.  At this stage, various auction methods can be explored with a
view to adopting the appropriate model which can serve to enhance
efficiency of bond issuance.  Regularity, standardisation and fungibility of
bond issuance should be pursued, and advantages and disadvantages of a
system such as a primary dealer system considered to ensure competitive
bidding by participating financial institutions.

26. In the third stage (which often overlaps with the work
performed in the second stage), the development of a secondary market for
government securities would be the centrepiece.  With a view to improving
market liquidity, three aspects of a work programme should be pursued.
First, the market infrastructure should be enhanced, including the legal and
regulatory framework, the clearing and settlement systems, the market for
repurchase agreements, and bond lending arrangements as appropriate.
Secondly, a comprehensive study should be conducted to first identify and
then commence the process of mitigating the adverse effects of legal,
regulatory, accounting and tax impediments to investment in and trading of
bonds.  Thirdly, the bond market information dissemination mechanism
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should be enhanced to facilitate trading and protect investors’ interests, and
the role of intermediaries such as market makers and inter-dealer brokers
should be enhanced with the objective of improving the depth and liquidity
of the market.  Establishment of a bond or interest futures market also
merits consideration when the cash market has attained an adequate level of
maturity.

27. At the final stage, the development of an efficient corporate
bond market should be emphasised.  Transparency and disclosure
requirements, the appropriate utilisation of credit rating agencies, tax and
other regulatory issues should be addressed during this stage.

Element 6: Normally there is a phased approach to the
development of the domestic bond market through, for instance,
consensus building, primary market development for government
securities, secondary market development for government securities, and
corporate bond market development.
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Chapter Two

Regulatory Framework5

28. The regulation and supervision of bond markets,
intermediaries, institutional investors and other market participants must
include systems and procedures to protect investors, to promote sound
business practices, and to address systemic risk issues.  Since there is a wide
array of institutional arrangements governing the operation of bond markets
around the world, there is considerable diversity in the regulatory
framework applicable to bond markets and the intermediaries serving those
markets.  Many economies have several authorities responsible for the
regulation and supervision of bond markets.  National government bonds,
municipal bonds, and corporate bonds are likely to have differing regulatory
requirements and several supervisory bodies could be involved in their
regulation.  Bond market regulation is also complicated by the diversity of
bank and non-bank intermediaries providing financial services to issuers
and investors.

Investor Protection and Fiduciary Responsibilities

29. An important goal in developing a regulatory framework for
domestic bond markets is investor protection.  Investors need full, timely
and accurate disclosure to make informed investment decisions.  This
requires clearly defined market rules and high transparency standards.
Market rules should specifically include procedures to deal with
misrepresentation, fraud, and mechanisms for investors to seek redress.  In
more mature markets, the main focus is on the disclosure of information
rather than on the merits of the issuer (“merit regulation”).  Under the full-
disclosure approach to regulation, investors rather than the regulator have
the responsibility for evaluating the merits of an investment.  As a practical
matter, investors often rely on private analysts, credit rating agencies,
brokers, investment advisors, or other securities market professionals to
evaluate the available information about an issuer or the securities being
offered.  In the absence of adequate accounting, auditing, and financial
reporting, it is not possible for the securities markets to properly value a
security.  In nearly all emerging markets, greater emphasis is now being
placed on the adequacy of accounting, auditing and disclosure standards.
Nevertheless, “merit regulation” is still employed in some fashion in many
emerging debt markets.

                                             
5 The sound practices developed in this chapter draw upon guidelines and criteria in a number of
international forums including Bank for International Settlements (BIS), International Monetary
Fund (IMF) and the International Organization of Securities Commissions (IOSCO).
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30. Regulators should not rely too heavily on one component of
the regulatory scheme.  Where possible, government regulation and
supervision should be supplemented by external compliance checks.  This
includes an annual external audit requirement, adequate internal controls
and compliance procedures, and the judicious use of external credit ratings
in the administration of prudential and fiduciary standards.

Element 7: There should be an environment for full, timely, and
accurate disclosure of information material to investment decisions.  A
combination of tools such as on-site inspections, off-site surveillance,
internal and external audit along with a strong code of conduct and high
fiduciary standards are needed to ensure the adequacy of safeguards for
the protection of investors.  High and internationally accepted accounting
standards should be adopted in the market.

31. There should be a clear differentiation of private placement
and public offering to assess the appropriate level of regulation required.
Privately offered debt securities might be exempt from full public
disclosure requirements if offered to only a limited number of investors
(e.g. less than 30).  Likewise, a special class of debt securities could be
exempt from the disclosure requirements applicable to a public offering if
the security is made available only to a limited number of sophisticated
investors which are clearly defined in terms of size, income, or other
objective criteria (e.g. U.S. 144A offerings to Qualified Institutional
Buyers).

Element 8: For the vetting of applications for exemption of
securities from public offering disclosure requirement, there should be
objective criteria to differentiate between public offering and private
placement and to distinguish sophisticated institutional investors from
other investors.

32. Institutional investors and contractual savings institutions are
important investors in the bond markets, but they will not flourish without
public confidence in their soundness.  They might best be regulated by the
application of high prudential standards and governance principles that
recognise the importance of fiduciary obligations.  This might include such
concepts as the "prudent man rule" which is widely employed in the U.S.,
U.K. and in a number of other countries to give guidance in the
administration of fiduciary obligations.  Under this concept, a fiduciary
would be expected to discharge his duties with the care, skill, prudence, and
diligence under the circumstances then prevailing that a prudent man acting
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in a like capacity and familiar with such matters would use in the conduct of
an enterprise of a like character and with like aims.

33. Another way to regulate institutional investment and
contractual savings is by employing investment guidelines administered by
regulatory authorities such as an insurance commission or the supervisor of
pensions.  In devising such investment guidelines, regulators often rely
upon an external credit assessment provided by credit rating agencies, but
as discussed later in Chapter Five, care needs to be exercised when
incorporating reference to credit ratings into rules and regulations.  Also,
high fiduciary and prudential standards should be used to supplement the
use of investment guidelines.  How institutional investment is regulated has
implications for investor protection, bond market efficiency, and
development.

Element 9: The regulation of institutional investment and
contractual savings institutions should include good governance
principles that promote high fiduciary standards in the provision of trust
and investment management services.

Transparency, Efficiency, and Fair Markets

34. In view of the diversity of bank and non-bank participants in
the bond market, defining roles, responsibilities, and objectives of the
relevant regulatory authorities is essential for a well-organised market.
Defining respective roles and responsibilities to minimise overlap and
conflict is sometimes complicated by the existence of financial
conglomerates that engage in banking, securities, and other financial
services as well as serving in the capacity of dealer or broker in debt
instruments.

Element 10: Clarity in the roles, responsibilities, and objectives of
the regulatory authorities is essential in maintaining transparency and
public confidence, as well as in reducing the potential for gaps and
overlaps in the coverage of regulation and supervision.  An open and
transparent rule making process is necessary to encourage public
comment and to facilitate compliance.

35. Transparency in secondary market price reporting and trading
activity is important to the valuation of securities.  It contributes to pricing
efficiency and thereby aids in establishing a market-based yield curve.
Securities market surveillance and reporting is normally the front line
responsibility of the stock exchange or dealers association as a self-
regulatory organization (SRO), with a securities commission or similar
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regulatory body acting in an oversight capacity.  Price and volume
information may be more difficult to obtain if trading primarily takes place
over-the-counter among institutional investors.

36. The appropriate level of disclosure of large exposures and
position concentrations, risk management techniques, and the use of
derivatives by market participants can be useful for enhancing market
transparency and stability.  It can also help impose strong market discipline
on an institution to manage its activities and risk exposures in a manner that
is both prudent and consistent with stated business objectives.  This will
reduce counterparty risk and improve the safety of secondary market
operations.

37. A properly functioning debt securities market requires that
objective criteria be established and adhered to for the listing and de-listing
of debt securities on the stock exchange or other trading facility.  In some
less developed markets, de-listing standards are not always enforced out of
concern for possible adverse effects on investors.  However, this can also
contribute to a loss of confidence in the market in the event that sound
corporate governance principles or financial reporting obligations are not
being observed.

Element 11: Regulation should promote transparency in trading
and price reporting and to deter manipulation and unfair trading
practices.  Where debt securities are listed on stock exchanges or other
trading facility, objective criteria for the listing and de-listing of debt
securities should be established.

38. All intermediaries should be registered, regulated and
supervised by an appropriate regulatory authority and uniform standards
applied to all market instruments and intermediaries.  It is important to
prevent regulatory arbitrage between products and markets.  This requires
adequate procedures for monitoring compliance and enforcement of
applicable rules and regulations.  An open and transparent rule-making
process can help clarify the roles, responsibilities, and objectives of
regulators.  There should be adequate notice of rulemaking.  In this regard,
financial regulators should consider having a formal announcement of
proposed rule-making on a regular basis in a government gazette, register or
similar publication which would be accompanied by the text of the
proposed rule or rules inviting public comment for a specified period of
time.  If adopted, the text of the final rule should be published with advance
notice specifying the date for initial compliance.

39. The regulation and supervision of intermediaries can be
enhanced with the aid of SROs and an internal compliance office within the
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firm.  Particularly challenging tasks for emerging markets include coming
to grips with the special problems associated with mark-to-market
accounting and the need to evaluate credit risk in an environment where the
quality of information disclosure may not be sufficient to meet market
needs.

Element 12: All intermediaries should be registered, regulated,
and supervised by an appropriate regulatory authority.  The regulatory
authority should establish uniform regulatory, compliance and
enforcement standards for intermediaries.  In general, the authority
should as far as possible strive to avoid impeding market innovation
through their regulatory measures.  When different regulatory authorities
are involved in the regulation of intermediaries, there should be enhanced
co-operation between these authorities to avoid unnecessary duplication
and overlap.  SROs can be effectively used to enhance the regulation of
market intermediaries.

40. Laws and regulations should make a clear distinction between
bank deposit, deposit substitute, money market instrument, and longer term
fixed-income securities issued in the form of notes or bonds.  This is
important in the context of allocating regulatory responsibilities, the
taxation of financial instruments and, in some instances, for the
establishment of reserve requirements at deposit-taking institutions.  The
legal definition of debt securities would normally cover notes and bonds
with maturities of one year or more but it could also include short-term debt
instruments such as commercial paper.  In this regard, commercial banks
tend to play a larger role in the money market and government securities
markets while investment banks, merchant banks, and securities firms more
often serve as intermediaries in the capital market for private debt and
equity securities.  With respect to dealing (i.e., acting as market maker) in
government debt securities, both commercial banks and non-bank dealers
and brokers commonly play a significant role in the market.  The use of the
stock exchange or a bond dealers association as a front-line SRO with
government oversight would also meet this criterion.

Element 13: The legal and regulatory framework should clearly
differentiate between bank deposits, money market instruments and debt
instruments and set out the respective applicable regulatory regime.  It is
important to define debt instruments carefully to avoid the creation of
potential regulatory gaps or unequal regulations of similar financial
products.
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Maintaining Stable Markets and Minimising Risk

41. Credit ratings are often used as a regulatory tool.6 One of the
most important risks for bond market participants is a potential default in
the payment of principal and interest on fixed-income securities.  It is
important that regulators have adequate criteria for recognition of a credit
rating agency.  In this regard, the Basle Committee on Banking Supervision
in its June 1999 consultative paper on a New Capital Adequacy Framework
suggested that regulatory authorities responsible for supervising external
credit rating institutions (i.e. credit rating agencies), evaluate such
institutions taking into account objective criteria, including:

(a) objectivity,
(b) transparency,
(c) credibility,
(d) international access,
(e) adequacy of resources, and
(f) recognition by a national regulatory supervisory authority using

criteria (a) through (e).

Element 14: Sound criteria should be established for external
credit assessment institutions used in the administration of prudential and
other regulatory standards.

42. Stock exchanges, dealers associations, clearing organisations
and others perform self-regulatory functions.  Different approaches are
found in different countries.  For SROs to be effective, the government
regulatory authority must have a clear legal mandate to exercise oversight to
ensure that the front-line regulator (the SRO) performs its duties in a
competent, fair and transparent manner.  SROs should also be encouraged
to implement strong codes of conduct for their members.

43. In general, the key elements of effective self-regulation would
include:

(a) the capacity to enforce compliance with applicable laws and
regulations and SRO rules;

(b) a governing structure that reflects the public interest and provides
fair representation of the SRO membership;

(c) rules designed to protect investors and facilitate the efficient
execution of transactions;

(d) rules that do not impose unnecessary burdens on competition;

                                             
6 Further discussion on ratings-based regulation can be found in Chapter Five of this Compendium.
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(e) a fee structure that is reasonable and allocated equitably among
members, issuers, and other users of SRO facilities;

(f) the capacity to conduct enforcement and implement disciplinary
procedures that are fair;

(g) the ability to impose sanctions on members for rules violations;
(h) the capacity to train market professionals and educate investors; and
(i) a clear legal mandate for the government regulator to ensure that the

SRO is properly meeting its obligations to investors, issuers, and
members.

Element 15: There must be a clear legal mandate for the
government or the regulatory authority to exercise appropriate and
adequate oversight in order to ensure that self-regulatory organisations
are performing their duties in a fair and transparent manner.  Good
governance of self-regulatory organisations, for example, balance of
interest between members and non-members, should also be encouraged
to instil confidence in their regulatory and disciplinary functions.
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Chapter Three

Market Infrastructure

44. Market infrastructure broadly covers the systems, including
the institutional arrangements, that are necessary for the smooth functioning
of a debt market.  It includes the trade execution system and the systems
used in clearing, making payments and settling the securities trades.  Some
of these areas, especially payments systems, have been the subject of
extensive analysis by the BIS, culminating in the publication of a set of core
principles by which individual systems can be assessed.7   These principles
are not reproduced in detail here, though the practices discussed below draw
heavily upon the material in these publications.  Specific features of the
types of trade-execution systems are covered in more detail in Chapter
Four.  

Clarity of Rules and Procedures

45. There should be clear and unambiguous rules and procedures
that govern all major aspects of each system’s operations.  Both the system
operator and the participants must clearly understand their respective roles
within the system, with well-defined procedures specifying where the
responsibility for action rests.  Rules that are clear and unambiguous allow
participants to undertake transactions with confidence when the system is
operating smoothly, and, more importantly, allow them to form clear
expectations about the operation of the system in times of stress.  Events of
default are amongst the most stressful occurrences and ensuring that default
procedures are transparent provide the wherewithal for the effective
operation of critical market mechanisms.

46. The rules and procedures should give participants a clear
understanding of the system’s impact on the financial risks that they incur
through participation in it.  They should clearly define the rights and
obligations that participants acquire through participation and they should
specify where the responsibility lies for mitigating or managing financial
risks.  The system operator should provide sufficient information to enable
participants and institutions wishing to participate to understand and assess
the impact of these obligations on risks they bear.  For instance, it may be
the responsibility of participants to manage their throughput of payments

                                             
7 Recent publications by the BIS include the Report of the Task Force on Payment System
Principles and Practices (to be available), the Disclosure Framework for Securities Settlement
Systems (February 1997) and the Delivery versus Payment in Securities Settlement Systems
(September 1992).
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and their exposures and the responsibility of the system operator to provide
them with relevant information on a timely basis.

47. The system’s rules and procedures should be set out clearly in
a written form available to the public.  This ensures that participants or
potential participants have a clear understanding of their obligations and
minimises any potential misunderstanding or conflicting interpretations of
the applicable rules.  Access to the systems should also be fair and open and
in accordance with objective criteria as set out in the rules.

Element 16: There should be clear and unambiguous rules and
procedures that govern all aspects of the operations of a market
infrastructure system.  These rules should be made freely available to all
interested parties with fair and open access to a system based on objective
criteria.

Legal Enforceability

48. The rules and procedures should be drawn up so that they are
enforceable and that their consequences are predictable.  A system which is
not legally robust could endanger its participants by giving them a false
sense of security, for example, by leading them to underestimate their
exposures.  A well-founded legal basis is achievable only if the relevant
legal environment permits such enforceability and predictability of the
rules.

49. There are some specific aspects of payments systems which
need special attention in determining whether the legal basis is well
founded.  These include the legal enforceability of any provisions relating
to:

(a) the irrevocability of payments;
(b) finality of settlement;
(c) taking of securities as collateral for providing credit;
(d) the netting of obligations between participants; and
(e) the allocation of liabilities among participants, e.g. as part of a loss-

sharing arrangement.

50. For example, intermediaries may simply agree to net
payments obligations in order to reduce their liquidity requirements.  While
such a system may function smoothly in normal circumstances, problems
are likely to occur if an institution is unable to meet its obligations (either
because it is insolvent or it is suffering some temporary liquidity shortfall).
Without adequate legal backing for netting, participants may seek to unwind
transactions that have already been undertaken, choosing to honour only
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those transactions that are profitable whilst ignoring transactions that are
not in their favour.  This selective honouring of transactions is likely to put
all system participants under great pressure, potentially creating systemic
problems.  In contrast, a netting system established under legally
enforceable statutes ensures that such unwinding of transactions cannot
occur.  Liquidity pressures on those institutions remaining in the system
will still occur, but with adequate loss sharing arrangements in place, the
system will be capable of enhancing timely completion of the transactions. 

51. In addition, some aspects of a system may be subject to the
law of more than one jurisdiction.  The system, for example, may include
foreign participants, custodians or settlement banks or could involve issues
of securities in foreign markets.

Element 17: The legal enforceability of the system’s rules and
procedures in all relevant jurisdictions should be established.

Effective regulation

52. While markets tend to promote efficiency, they are not always
adequate to ensure the overall systemic safety and stability.  An effective
regulatory regime should be established, with, where appropriate, one or
more institutions explicitly identified to ensure sound risk management
procedures are adopted.  This oversight function may vary from economy to
economy in both scope and procedure.  Some economies have a statute-
based system of oversight with specific tasks, responsibilities and powers
assigned to the central bank and/or to other agencies.  Other regimes are
based on custom and practice and rely on non-statutory approaches.  Each
approach can work in its own setting.  What is important is that the
regulatory environment meets current needs effectively and is capable of
accommodating foreseeable changes in these needs.

Element 18: An effective regulatory regime should be established
with one or more institutions as appropriate, explicitly identified to ensure
sound risk management and efficient operation of the systems.

Management of Risks

Principal risk

53. The largest financial risk faced by market participants occurs
during the process of settlement, that is, the process through which the
transaction is completed by the final transfer of securities from the seller to
the buyer and the final transfer of funds from the buyer to the seller.  A
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mechanism must exist that ensures that delivery of securities occurs only if
payment occurs.  Without such a mechanism, market participants are
exposed to principal risk; this is the risk that the seller of the security could
deliver the security but not receive payment, or the buyer of the security
could make the payment but not receive delivery of the security.  Because
the full value of the security being transferred is at risk, a securities system
that does not eliminate principal risk can entail very large losses to a
counterparty and may even create systemic problems.  As a consequence, it
is critical for a securities system to create the strongest possible link
between delivery and payment.

Delivery-versus-payment

54. A delivery-versus-payment (DVP) system ensures that
delivery of securities occurs, if and only if, the cash payment occurs.  There
are a number ways to achieving DVP in the securities settlement system.
An example is some version of real-time gross settlement (RTGS) which is
being increasingly adopted by many economies.  Such a system settles
transfer instructions for both securities and funds on a trade-by-trade (gross)
basis with final transfer of securities from the seller to the buyer occurring
at the same time as final transfer of any inter-bank obligations arising from
a securities settlement.  In this case, all parts of the securities settlement are
final, with no further transfers of securities, cash or interbank settlement
funds being required to give effect to the securities settlement.  Because
settling all parts of the transaction in real time puts a heavy burden on the
liquidity of a system, however, some versions of RTGS systems may use
netting to reduce this heavy call on liquidity. Securities transfers may be
settled on a gross basis throughout the day, for instance, but the interbank
obligations that the securities transfers give rise to are settled on a net basis
at the end of the processing cycle.  In this case, the system operator may
provide a commitment that the buyer’s bank will make payment to the
seller’s bank at the end of the processing cycle.

55. Analysis of the risks in securities settlement systems must not
only determine whether DVP is achieved, but must also assess the degree of
protection provided against liquidity risk.  This is the risk that a
counterparty will not settle an obligation for full value when it is due, but at
some later time.  In the case of a system providing final settlement at the
end of the day, for instance, the inability of a participant to settle may upset
the funding plans of other participants and expose them to liquidity risk
unless appropriate contingent facilities are in place.  In some systems the
completion of settlement may be guaranteed, either by the system operator
(which may be a central bank or a private entity) or by another third party
(such as a group of commercial banks).  In systems that provide such a
guarantee, a variety of risk controls are imposed by the guarantor to protect
it from losses, and, in cases where the guarantor’s solvency is open to
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question, to make the guarantee credible to participants.  The effectiveness
of such risk controls is critical - should the controls prove inadequate and
the guarantor’s financial condition become impaired, serious systemic
problems may result.

Element 19: The risk management procedures should address the
various categories of risks, including principal and liquidity risks.  The
introduction of delivery-versus-payment procedures substantially
addresses the principal risk.  Systems should ensure that suitable
contingency arrangements are in place in the event that a counterparty is
unable to settle an obligation when it becomes due.

Settling in central bank funds

56. In addition to the risk of counterparty failure, participants in
securities settlement systems may face the risk of a settlement bank failure,
that is, the failure of the entity that holds the funds accounts used to make
payments for securities.  This risk can be eliminated by the use of central
bank accounts for undertaking the funds transfers.

Element 20: Assets used for final settlement should preferably not
present the holder with credit risk, and where possible should take the
form of a claim on the central bank.

Shortening the settlement lag

57. Counterparties to securities trades are also exposed to
replacement cost risk.  This represents the cost of replacing an outstanding
transaction in the event that the counterparty will fail on the settlement date.
Because future securities prices movements are uncertain when the trade is
initiated, both counterparties face replacement cost risk.  The size of this
risk depends on the price volatility of the security and the interval between
trade and settlement.  Replacement cost risks can be reduced by marking-to-
market unsettled trades and requiring the counterparty with an unrealised
loss to transfer funds or collateral equal to the value of the loss to the other
counterparty, the clearing system or the settlement system.  A simpler
alternative is to shorten the interval between trade and settlement. A
common benchmark is to ensure that settlement lags are kept to T+3 days or
shorter.

Element 21: In order to reduce replacement cost risks, it is
preferable for the settlement of trades to take place as soon as possible
after the trade has been confirmed.  A common benchmark is to ensure
that settlement lags are kept to T+3 days or shorter.
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Effectiveness of risk controls

58. A key factor influencing the effectiveness of risk controls is
the promptness with which relevant information is available.  A payments
system that operates in real time, for example, should provide participants
with real-time information on their settlement balances, and where
applicable, their positions against risk management limits.  A system that
does not operate in real time should provide relevant information as
frequently and as promptly as necessary for good decision-making.

Element 22: For effective risk control, systems need to provide
relevant information to participants on a timely basis.

Suitable Contingency Arrangements

59. The breakdown of a critical operational component of a
securities system can create serious liquidity difficulties, and by delaying
settlement, can increase replacement cost and credit exposures.  The rules of
the system should set standards for the reliability of individual participants’
operational performance as this affects the operations of the system itself.
In addition, the systems should ensure that all hardware, software and
communications facilities that support their operations have a high degree
of reliability and integrity.  Contingency plans should be established for the
potential failure of each critical component, including the identification of
back-up facilities capable of completing the settlement process on the
settlement day and performing the accounting and processing work
necessary to prepare for the next settlement day.

60. Plans should be developed to meet a wide range of plausible
contingencies.  The plans should cover not only the failure of technical
components within the system, but also possible failure of external
connections and systems, such as the telecommunications infrastructure.
They should also cover contingencies that do not stem from technical
failure, such as industrial disputes or natural disasters.

Element 23: There should be suitable contingency arrangements
to handle system problems caused by internal operations or external
service providers.
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Chapter Four

Liquidity8

61. A liquid market can be broadly defined as one where
participants can rapidly execute large-volume transactions with a small
impact on prices.  Liquid markets tend to be characterised by several
standardised bond lines with large volumes on issue relative to the average
market transaction size.

62. Bond market liquidity is important because it affects the
operation of monetary policy and contributes to financial stability. Outright
purchases and repos of securities are important instruments of monetary
policy.  If market liquidity is not sufficient, central banks might not be able
to provide or absorb the necessary amount of funds smoothly through their
open market operations.  This could produce unintended effects such as
excessive price volatility.

63. In addition, bond market liquidity facilitates instruments of
financial intermediation, which encourage efficient market pricing, as well
as economically efficient borrowing and investment decisions.  A liquid
market for raising cost effective debt financing on demand provides
valuable financial flexibility.  The value of developed debt financing
infrastructure is embodied in its liquid issues, the composition of the yield
curve, the range of funding instruments and the range of investors.  It
provides the issuer with a ready capacity for prudent management of its
funding risk (i.e. the risk of being able to raise funds as required without
penalty).  While an issuer could if necessary still raise funding without such
infrastructure, a large premium would have to be paid over a long period of
time, until the infrastructure was established.

64. Lack of bond issuance is a key reason why many domestic
bond markets are illiquid.  Many governments have little need to issue
bonds because they have generally run budget surpluses.  In addition, many
companies have preferred other funding sources over bond issuance.  Where
issuance activity is low, features that could augment bond market liquidity,
such as market makers and derivatives markets, tend not to develop.  A
weak local institutional investor base has also been an impediment to the
development of liquid domestic bond markets.

                                             
8 In the course of preparing this chapter, we have drawn on materials from various
sources, in particular the work done by the Study Group on Market Liquidity under the
auspices of the Committee on the Global Financial System, chaired by the Bank of
Japan.
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65. This chapter addresses the key elements that would assist in
enhancing the liquidity of domestic bond markets.  The elements are
benchmark yield curves, transparency, market structure and conventions,
market access and derivatives markets.  It is also recognised that there is
some circularity in the development of liquid bond markets in that a critical
mass of issuance is required to generate liquidity.  However, liquid markets
are required for issuance of significant volumes of bonds.

Benchmark Yield Curve

66. A key feature of liquid bond markets is a benchmark yield
curve that is comprised of the yields on several standardised bond issues.
Standardised bond issues that are simply structured (e.g. have no
redemption or call features) are more easily understood by market
participants and can be more readily priced.  Therefore, they are more likely
to be successfully traded.

67. It is important to note that where funding is not required, bond
issuance would imply asset accumulation and management.  The tension
that arises when governments have no current or prospective funding need
but wish to develop the domestic bond market was noted in Chapter One.

68. Accurate and reliable benchmark yield curves promote
financial efficiency and use of instruments of financial intermediation.
Market participants are more able to appropriately price and hedge other
traded financial assets.  Certainty about reliable pricing for bonds in the
domestic market encourages investors and intermediaries to participate,
making it easier for issuers to raise funds domestically.

Element 24: Accurate and reliable benchmark yield curves enable
market participants to price the credit and liquidity of domestic debt issues
appropriately.

69. Ideally, each benchmark maturity should have a volume of
bonds on issue that is sufficiently large relative to the market’s total size
and the market’s average transaction size.  By reopening maturities after
initial issuance, issuers can create larger benchmark lines and therefore have
less market fragmentation without paying risk premia to dealers subscribing
to large amounts of securities at one time.  Regular issuance into benchmark
bond maturities along the entire yield curve also assists the price discovery
process, which facilitates the pricing of bond market transactions.

70. Re-opening benchmark lines, however, does increase the
likelihood that issuance will be into a benchmark with an ‘out of market’
coupon, which may be less desirable for investors.  In addition, issuance
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into a benchmark line that already has a large volume on issue may not be
successful because there may not be sufficient additional investor demand
for that line.

71. There are ways in which the issuer can act in the secondary
market to improve the liquidity of the benchmark yield curve.  The issuer
may facilitate switches by dealers who are seeking to trade in more liquid
issues, reducing problems relating to the fragmentation of issues.  In
addition, the issuer might intervene to purchase maturing bonds before the
maturing date and sell new issues, reducing the risk of disruption of
refunding operations.

72. Liquidity in bond markets is enhanced when there are liquid
benchmark bond lines at key points along the yield curve, for example, 1
year, 2 years, 5 years, and 10 years, although the precise maturities that are
important may vary between individual markets.  This characteristic
facilitates the pricing and hedging of bond market transactions, by catering
for investors’ varied time horizons.

73. Apart from being liquid, the benchmark bond lines at key
points along the yield curve would also need to be appropriately spaced.  If
the gap between benchmark bond lines is too great, it becomes difficult to
accurately price instruments with a maturity somewhere between the
benchmark bonds.

74. Once established, a yield curve’s length should be maintained
by issuance of a new long dated line as appropriate.  For example, if the
length of the yield curve is around 10 years, a new 10-11 year maturity
should be issued in time for its liquidity to be built up before the term to
maturity of the existing 10 year benchmark shortens too much.

Element 25: A number of measures could help to build up an
accurate and reliable benchmark yield curve.  These include regular
issuance of bonds at appropriately spaced benchmark maturities along
the entire yield curve in order to build up liquidity, large volume issuance
or suitable re-opening of bond issues to maintain liquidity, and issuance
of new bonds of long maturity to maintain the length of the yield curve.

Transparency

75. The availability of information on issuer decisions and actions
and on market conditions enables better investment decisions to be made
and assists the formulation of government policies.  This encourages market
participation and therefore liquidity directly, because investors are able to
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confidently compare information across markets and time.  The
transparency of relevant public policy also promotes market development.

Primary bond market

76. The interest of intermediaries and investors in a market, and
hence market liquidity, is likely to be enhanced when the general strategy of
an issuer is known and understood and where any changes in that strategy
are communicated in a timely fashion.  This may include issuers providing
an issuance schedule, an indicative issuance programme, target issuance
volumes for bond maturities and intervals between benchmark bond lines.

77. If issuance intentions are pre-announced, market participants
are able to formulate strategies to construct optimal portfolios, which is
likely to increase interest in a market.  Pre-announcement also facilitates
when-if-issued trading9 which may enhance liquidity by reducing bidders’
inventory risk at the auction and enabling security prices to be tested in the
market.

78. However, pre-announcing all issuance details well in advance
of issuance may inhibit issuers’ flexibility to respond to changing market
conditions and corresponding changes in the preferences of intermediaries
and investors.  For example, if the coupon of bonds is announced well in
advance of issuance, changes in market interest rates may result in the
bonds having coupon rates considerably ‘out of market’ which may be less
desirable to investors.  In particular, issuance strategies for less liquid
markets may need to be more flexible to ensure market conditions are
conducive to receiving the new issuance.

Secondary bond market

79. The relationship between liquidity and transparency in the
secondary market is complex.  On the one hand, if the market is too opaque
and one cannot accurately see the current market value of securities,
investors may exit the market because it would be difficult to accurately
value their portfolio.  However, if the market is too transparent and the
information on order flows is immediately disseminated, some large
investors may be deterred from participating in the market for fear of
revealing private information.  Therefore, it is desirable to protect
anonymity of market participants when disclosing transaction information.

80. There may be a role for regulatory monitoring of compliance
with transparency standards.  Even if severe market corrections occur only
rarely, they serve to indicate that at least in the short term markets do not
                                             
9 When-if-issued trading refers to a transaction made conditionally because a security, although
authorised, has not yet been issued.
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always take account of all relevant information that may or may not be
available.  In the longer term, markets can enforce transparency through
rewarding those participants who comply with recognised and accepted
standards and penalising those who do not.

Element 26: Measures should be taken to enhance transparency in
the primary and secondary markets to promote market participation, and
hence market liquidity.  For example, disclosure of information about the
general issuance strategy could help market participants to formulate
their investment strategies.  Also, trade information in the secondary
market should be promptly disclosed to the public, with due attention to
ensuring anonymity of market participants.

Market Structure and Conventions

81. There are several market structures and many more
conventions that can be adopted.  For example, trading infrastructure can
comprise over-the-counter (OTC) and/or exchange-based trading.  OTC
trading can comprise either a primary dealers structure or a market making
community.  It is important that the structures and conventions that best
suits the circumstances of the individual market evolve and that they remain
open to change as the market develops.  In particular, appropriate market
structures and conventions can minimise transaction costs.  This is
important because these costs reduce the return from trading, which in turn
reduces the trading volume and therefore potentially the efficiency of the
market.

82. Transaction costs arise partly because participants are
fragmented across time and space.  In a relatively thin market, one way to
cope with serious fragmentation is to restrict trading to certain periods.
This allows orders to accumulate and be matched more easily.  It also
spreads costs by creating economies of scale.  Where orders are more
frequent and more easily matched, continuous trading may be possible.
This allows more flexible trading strategies to be adopted and generates
more frequent updates to market conditions, which increases the flow of
information.

83. Frequency of issuance also impacts on market liquidity.
Frequent issuance can help to reduce the potential disruption to the
secondary market as well as the level of execution risk borne by issuers.
Less frequent issuance, however, may encourage dealers to be more active
in promoting new issues and maintaining secondary market liquidity.

84. Encouraging the emergence of competing dealers by granting
certain privileges (such as the right to bid for stock in the primary market)
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to a group of qualified entities may also help the liquidity of a market
although there should be regular evaluation of the respective costs and
benefits of this practice.  The existence of a recognised group of
intermediaries can increase confidence in the market, which increases the
order flow and consequently the dealers become more profitable and are
able to support more continuous trading.  Primary issuance can be
significantly assisted by dealers providing underwriting support.

85. Standardised trading and settlement processes which are
efficient and reliable should enhance liquidity by mitigating market
fragmentation, thus reducing transactions costs and increasing effective
supply without having negative effects on market participant heterogeneity.
Standardisation of practices over the universe of fixed-income securities
may see the manifestation of demands for arbitrage and hedging
transactions, thus improving market liquidity.

86. Tick size, the minimum increment in quoted prices/yield, may
affect the level of market liquidity.  Too large a tick size is harmful to
market liquidity because matching supply and demand is more difficult.
Too small a tick size may increase operational costs.

87. Transaction taxes are an explicit cost of trading and normally
decrease market liquidity.  Authorities should count the liquidity impairing
effects of these taxes against any revenue they might raise.  Withholding
taxes on the interest of marketable assets tend to increase transaction costs
such as the need to calculate and adjust for accrued interest and may
therefore deter investors.

Element 27: Transaction costs should be kept low to enhance
trading activities.  This can be achieved through maintaining a
competitive dealer structure for trading activities and standardising
trading conventions and settlement processes.  The liquidity impairing
effects of taxation should be minimised.

Market Access

88. A market with diverse participants, with a variety of
transaction needs and investment horizons, willing and able to buy and
trade, is also important in enhancing market liquidity.  For example,
liquidity would be enhanced by the lifting of regulations which prevent
particular investors (e.g. non-residents) from participating in a market.  In
this regard, wider financial deregulation to allow greater participation in the
financial sector may be important for increasing liquidity in bond markets.
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89. A potentially important impediment to market access is lack
of information about the structure and functioning of the market.
Publication of relevant information generally aids participation and hence
liquidity.

Element 28: Market access should be available to diverse
participants.  Heterogeneity of market participants with a variety of
transaction needs and investment horizons would promote liquidity.

Derivatives Markets

90. The functioning of derivatives markets can both enhance, and
be enhanced, by a liquid bond market.  Accurate and reliable benchmark
yield curves are capable of underpinning bond futures and other derivatives
markets, for example, interest rate swap markets.  These markets provide
additional hedging options for market participants.  All other things being
equal, liquidity in bond markets will be greater if interest rate risk
management is easier for market participants.

91. Repo markets are also supported by accurate and reliable
benchmark yield curves.  These markets enable intermediaries to finance
long positions and to create short positions, allowing them to respond
quickly to customer needs.  Facilitating the taking of short positions
improves the supply of tradable securities and makes bond markets more
liquid.

92. However, the development of repo and futures markets may
also provide some participants with opportunities for ‘squeezing’ the cash
market.  This possibility requires the monitoring of cash, repo and futures
markets and entering the markets as necessary, such as through a security
lending facility to temporarily alleviate shortages of stock.  Measures may
include limiting the short selling of financial instruments through increasing
margin requirements and preventing short selling below the best offer price.

Element 29: Consideration could be given by the relevant
authorities to developing derivatives markets and facilities such as futures
markets, swaps markets, repo markets and securities lending facilities as
appropriate to facilitate different investors in constructing their
investment portfolios and risk management strategies, hence increasing
liquidity and trading activities.
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Chapter Five

Risk Management

Risk Management from the Issuer’s Perspective

93. In addition to having proper government policies, regulatory
framework, market infrastructure and measures to enhance liquidity as
discussed in the previous chapters, the fifth and equally important element
conducive to domestic bond market development is effective risk
management.  This is particularly so for governments as key issuers in the
bond market.  As the Asian financial turmoil has demonstrated clearly,
inadequate risk management by governments and major private sector
issuers in respect of their bond programmes could make them vulnerable to
shocks that disrupt the functioning of financial markets at times of distress.
More specifically, an over-dependence on volatile short-term foreign capital
flows to finance long-term projects can result in both currency mismatch
and maturity mismatch.  Under such circumstances, once there is a general
loss of confidence in the domestic currency or a burst of asset price bubbles,
the short-term foreign capital will be repatriated rapidly.  Consequently,
there would be added pressure on both currency value and asset prices.

94. As a first step, there should be effective information system to
facilitate risk management by bond issuers who should accurately assess the
risks that they face.  Risk management can be achieved through conducting
a risk audit of various categories of risk exposures, e.g.

(a) risks related to foreign borrowing, including global interest rate
risk, and country-specific shifts in market sentiment (liquidity
risk);

(b) global business cycle shocks;
(c) financial market dislocations; and
(d) in the case of governments, risks originating from guarantees for

regional or local governments or public sector companies.

95. Major global financial institutions have a great deal of
expertise in evaluating such risks, since these firms monitor these risks as
part of their own risk management programmes.  Bond issuers could draw
on such expertise to identify and quantify the risks that they face.

Element 30: Governments as well as private issuers should
conduct a risk audit to identify the exposure of its bond programme to
various risk categories such as liquidity, maturity and currency mismatch
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risks, as well as risks arising from explicit and implicit government
guarantees.

96. After assessing the risks involved, it is important for bond
issuers to reduce their vulnerability to market shocks by properly managing
the risks identified.  Using public debt as an example, the general tendency
to rely on short-term funds can be explained partly by the fact that the goal
of public debt management has often been viewed narrowly as getting the
lowest possible cost of funds.  While keeping today’s interest payments low
definitely helps today’s budgetary situation, an over-reliance on short-term
funds can increase the risk of financial crisis in the future through the need
for frequent roll-over of short-term debts.  An effective sovereign debt
management programme should therefore also take into account the ability
to finance the required amount at a time when it is needed while being
consistent with the macroeconomic programme.

97. Some simple rules for managing the risks inherent in
sovereign debt programmes can be derived from a range of risk
management frameworks.  Governments could usefully follow three basic
tenets.  First, the average maturity of their external liabilities should exceed
a certain medium-term threshold (such as three years).  Secondly, liabilities
should not be concentrated in foreign currency.  Thirdly, governments
should hold sufficient liquid reserves to ensure that they are always able to
cope without new foreign borrowings over a short horizon (such as for up to
one year).

98. These simple rules can be defined through the use of more
complete sovereign debt risk management frameworks, such as the asset
and liability management (“ALM”) approach.  The ALM framework places
the sovereign debt management on the sovereign balance sheet, and
provides a tool to analyse the risk of current debt portfolio, establish future
funding policies, repayment policy etc.  The risks are managed by matching
the assets and liabilities in terms of the maturity structure.

99. The approach to sovereign risk management described above
is a generally static arrangement.  Over the longer horizon, it would be more
important for governments to deploy a dynamic and more sophisticated
ALM approach to manage risks.  This would require governments to move
towards a system that takes into account the probability distribution of
foreseeable risks.  Such techniques and stress testing are useful for
governments to adjust their risk profile by taking into account losses that
would be incurred in possible, though less probable, future states of the
world.  One could assess the “liquidity-at-risk” by calculating a country's
liquidity position under a range of possible outcomes with different
probabilities for relevant financial variables (e.g. exchange rates,
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commodity prices, credit spreads etc.).  In addition, governments should
hold sufficient liquid reserves to ensure that they could avoid new
borrowing, for example, for one year within 95% confidence limits.

100. It may be noted that much of the above discussions would
also apply, mutatis mutandis, to private sector issuers.

Element 31: Governments and private issuers should maintain a
debt profile that provides protection against temporary market disruption.
Simple rules relating to the maturity and currency structure of debt, and
to liquid reserves, can be employed.  At a later stage of development, the
Asset and Liability Management approach can be used as a conceptual
framework for dynamic as well as static risk management.

101. In the process of managing the risks they face, bond issuers
should investigate how, and at what price, they could reduce or hedge those
risks through financial contracting with other market participants.  With
such financial contracting, bond issuers can effectively reduce their risk
exposure by transferring risks to other private market intermediaries.  This
can be thought of as purchasing insurance against adverse market
conditions.  To shift risk to the financial markets would of course involve a
price to be paid by the “insured” party.  Thus, the amount of risk reduction
must be balanced against the costs, which could be substantial.
Furthermore, the use of financial contracting for risk sharing should be
supported by the capability to identify and monitor such activities,
including the potential risks arising therefrom.  Examples of financial
contracting for such purposes are –

(a) to issue bonds the repayment of which is linked to commodity
prices;

(b) to arrange credit facilities that allow the issuer to borrow at a
predetermined interest rate or interest rate spread in times of
crisis; and

 (c) to purchase options in order to hedge risks as part of a
sophisticated risk management arrangement.

Element 32: Government and private issuers may try to conduct
risk-sharing through financial contracting to hedge against the potential
costs arising from adverse market conditions.  They could consider using
derivatives securities for this purpose but they should fully understand the
risks involved and implement appropriate risk management systems.
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Risk Management from the Investor’s Perspective

102. The major risks related to fixed-income investments are:

(a) credit risk (counterparty risk, borrower risk and sovereign risk);
(b) market risk (interest rate risk, price risk, currency risk and

correlation risk);
(c) liquidity risk, operational risk, fiduciary risk, legal risk,

concentration risk etc.

103. For an investor to effectively monitor, measure, and control
the above risks, a core set of sound risk management practices is a necessity
and such practices should be promoted at least among the major bond
investors, public or private.  While the size, scope, and complexity of an
investor’s fixed-income holdings and risk management programmes may
differ, there are six key components that are essential to all sound risk
management programmes.

104. The first component is that the Board and senior management
of institutions that invest in bonds must provide an effective oversight of the
fixed-income investment portfolio.  Effective Board and senior management
oversight is indispensable for a sound risk management programme.
Therefore, the Board and senior management must understand and exercise
respective authorities to manage and control the risks related to its securities
portfolio.  Communication is a strong deterrent to covering up losses and
thus the Board should always be kept fully updated by the senior
management.

105. The second component is that the institution should have an
effective mechanism and delegation of responsibility to different units to
implement the investment and risk management policies.  Investment
policies and guidelines provide the basic framework for managing the
securities portfolio.  Policies should delineate the responsibilities of the
Board and senior management, pinpoint key objectives, constraints,
guidelines for acquiring and ongoing monitoring of portfolios, and reporting
requirements.  In terms of division of responsibility, while the senior
management would be responsible for operational management, the Board
should be responsible for approving all relevant investment and risk
management policies.  Policy guidelines should also assign the
responsibilities of the front office (primarily responsible for dealing
functions), the back office (for settlement and accounting functions) and the
middle office (with independent risk oversight and audit, and performance
measurement and analysis functions).  In addition, the policy guidelines
should also outline the stress testing framework and frequency, accounting
guidelines, and a mechanism to review all new fixed-income products to be
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purchased10.  Policies should clearly articulate an institution’s risk appetite
by setting benchmark with preferred neutral positions for foreign currencies
and maturity profile, and limits on exposure to credit, market, settlement
and liquidity risks etc.

106. The third component is that institutions should develop robust
risk measurement, identification and reporting systems.  In order to obtain
the institution’s overall risk profile, an institution’s system for measuring
credit, market and liquidity risks of its fixed-income portfolio should be
aggregated across securities positions and integrated with similar exposures
arising from other business activities.  Risk measurement standards should
be established for pre- and post-purchase analysis.  Timely and accurate risk
reporting is another essential tool to manage domestic bond portfolios.
Management reports should summarise all investment activities and have
the capability to convey information on the risks, returns, and overall
performance of an institution’s fixed-income portfolio.

107. The fourth component is that institutions should periodically
conduct stress test on their fixed-income portfolios and consider the results
when establishing risk limits.  Institutions should conduct stress testing11,
which involves revaluing the entire portfolio under extreme conditions.
Institutions should also seek to identify the combination of credit and
market events that could produce substantial losses or liquidity problems.
Stress testing should be conducted independently of the portfolio
management function.

108. For fixed-income products, stress testing should identify an
institution’s sensitivity to interest rates, prepayment risk, changes in credit
spreads, yield curve shifts and other relevant factors.  Stress testing should
not be limited to quantitative methods, because they are not able to capture
qualitative factors such as market liquidity and changes in market
sentiment, etc.  Successful stress testing methodologies address these issues
with non-quantitative techniques, such as scenario analysis.

109. The fifth component is that institutions should provide for a
strong internal control and audit system, including the establishment of an
independent review of the fixed-income portfolio.  Institutions should staff
                                             
10 Often, new products have unusual risk profiles that  may not be easily integrated into an

institution’s existing risk measurement system.  Thus, institutions must identify the risks of
new products and establish appropriate procedures for monitoring, measuring and controlling
the risks involved.

11 Value at risk (VAR) models should not be used to the exclusion of stress testing.  VAR is
generally defined as the maximum loss a portfolio is expected to incur over a specified time
period, with a specified probability.  It does not calculate potential losses outside of the
probability threshold.  Thus, VAR deals with the worst case scenarios under normal market
conditions only.
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the operations area with skilled personnel and establish a
documentation/record keeping system that is commensurate with the scope
of its investment activities.  A rigorous internal control and audit framework
contains three fundamental parts:

(a) maintaining an appropriate segregation of duties;
(b) conducting independent reviews of the fixed-income management

function; and
(c) enforcing official lines of authority.

110. Individuals responsible for risk measurement, monitoring and
control should be independent of the risk-taking units.  An independent and
vigilant risk oversight department12, comparing the middle office
responsible for risk management and compliance suggested in paragraph
105, with direct reporting line to the senior management or the Board, is
another key component of a strong risk management programme.

111. The sixth and the final component is that institutions should
periodically review and update their risk management programmes.  Many
institutions have established the best risk management systems available at
the time and designed new reports, but have then failed to realise that the
systems are static, while the markets and their portfolios are not.  One of the
challenges facing financial institutions is that prudent best practices change
with time and financial institutions need to upgrade their systems and risk
management programmes accordingly.  The frequency of the reviews
should reflect the nature of an institution’s bond holdings and the pace of
market innovations in measuring and managing risk.   Reviews by external
auditors or other qualified outside parties can often supplement internal
evaluations which can usually be done by the middle office or a similar
oversight department.

Element 33: Bond investors should formulate sound investment
and risk management policies, with clear delineation and segregation of
duties and responsibilities between risk-taking and risk-monitoring, and
robust internal control systems.

Credible Risk Assessments

112. When the capacity of investors to analyse credit is not well
developed, governments are often tempted to set a minimum rating for

                                             
12 For smaller institutions, the independent review function can be out-sourced to external

auditors.
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issuers.  This, it is thought, will prevent the worst of the borrowers from
coming to the market.  Such a policy has several drawbacks.  First, it can
simply divert the issuance into an unregulated channel.  For instance,
issuers unable to sell bonds may issue commercial paper, thereby actually
raising the financial risk profile of the borrower by shortening the maturity
profile of its debt.  Secondly, such a policy creates a strong demand for easy
graders.  Finally, such a policy, by vesting in the rating agencies the power
to deny access to the marketplace, may raise the potential costs of any
analytic errors in the rating process.

Element 34: Government should avoid setting minimum credit rating
requirements for bond issuers in order not to divert issuance into
unregulated channels that may ultimately raise the overall financial risk
profile.

113. Ratings-based regulations have proliferated because they
allow sensible distinctions to be made while leaving public authorities at a
distance from the responsibility for making those distinctions.  In some
cases, governments could well find it useful to specify minimum ratings for
public policy reasons, e.g. for the purpose of repo transactions or regulating
access to discount window facilities.  In other cases, however, ill-conceived
or badly executed policies based on ratings can induce “competition in
laxity”, leading to the development of rating agencies specialising in high
ratings.  In particular, regulations that treat all ratings equally in the face of
evidence of systematic differences are problematic.  More generally,
regulations can distort the ratings business from one ultimately grounded in
credibility with investors to one driven by the convenience of issuers and
regulatory arbitrage.  Although a market process may ultimately ensure that
bad raters do not survive, such a process works over business and asset
cycles and much damage could be done in the meantime.  There may be a
tragedy of the commons: each regulator may feel that his use of ratings is
the best available choice, but the accumulation of regulatory uses may spoil
the rating business.  Governments should therefore avoid an over-reliance
on credit rating agency assessments.  In particular, governments should
avoid seeking minimum credit rating requirements for the investment
portfolios held by private sector investors.

Element 35: Government should avoid an over-reliance on credit
rating agency assessments and, when considering any ratings-based
regulations, should carefully evaluate the potential implication for the
financial system and financial market participants, including credit rating
agencies.
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114. Credit rating agencies owned by issuers of securities have an
inherent credibility problem.  Whether the ownership is vested in
governments, corporations or banks, the ability of the rating agency to treat
its owners or their competitors fairly will inevitably be under question.
Similarly, a rating agency staffed by bankers on secondment will not be
seen as credible in assigning ratings to their former and future employers.
Ratings reviewed by a committee of executives including those from the
firms being rated will also suffer credibility in the marketplace.  Thus,
credit rating agencies should avoid conflict of interests in their ownership,
staffing and decision-making processes.

115. Credit rating agencies recognise the value of consulting
issuers in order to obtain their perspective and outlook, as well as to gain
access to non-public information.  The rating agencies should maintain the
highest degree of objectivity in their rating assessments.  Sharing drafts
with the issuers actually serves the rating agency’s own interest in quality
control and prevents the disclosure of non-public information.  In addition,
to the extent that differences of opinion arise between rating agencies and
the issuers concerned, access to the draft opinions will permit the issuers to
formulate a public response and thereby contribute to an informed public
assessment of the credibility and reliability of the ratings.  It must be
recognised, however, that the flow of events at times will preclude any prior
discussion of rating changes.  Rating agencies also need to prevent the
abuse of any prior knowledge of rating changes, which can have value in
the marketplace.  Subject to these constraints, a high level of transparency
should be maintained for the rating process.

116. While most major rating agencies publish unsolicited ratings,
practice with respect to the identification of them as such varies.  Some
agencies believe that the users of ratings have the right to know that the
rating is merely based on information in the public domain, while others
resist the implication that the opinion expressed in the rating is somehow
less well-founded or reliable than ratings issued after consultations with the
issuers, which may include access to non-public data.  Credit rating
agencies should state their policies on unsolicited ratings so that users of a
rating should be able to know the policy of any particular agency.

Element 36: Credit rating agencies should be encouraged to maintain
and improve their credibility and reputation by avoiding conflict of
interests in their ownership, staffing and decision-making processes;
allowing issuers to comment on draft rating opinions when possible;
maintaining the highest possible level of transparency and objectivity in
the rating processes; and publicly disclosing their policies on unsolicited
ratings.
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