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Foreword

There has been much interest in South Asia in developing domestic debt securities
markets. In recent years countries in the region have sought to develop both gov-
ernment and corporate bond markets. However, these remain at an early stage of
development relative to both the domestic banking sectors and to bond markets
in other emerging market economies at a similar level of economic development.

The Poverty Reduction, Economic Management, Finance and Private Sector
Development Unit of the World Bank’s South Asia Region undertook a compre-
hensive study of the bond markets in five South Asian countries—Bangladesh,
India, Nepal, Pakistan, and Sri Lanka—to support the region’s efforts to promote
financial sector development. The study, carried out in collaboration with local
partners and the Bank’s Financial and Private Sector Development Network, was
aimed at identifying key impediments to the development of bond markets and
proposing ways to overcome them. It was also intended to bring the Bank’s tech-
nical expertise and global experience to a debate under way among the region’s
policy makers on strategies for financial sector development and regional finan-
cial integration.

The study was timely. As South Asian economies continue their rapid growth,
they face an increasing need for diverse and sophisticated financial services and
risk management products, including financing for infrastructure. And as they
become increasingly integrated with global financial markets, deeper domestic
bond markets can help reduce volatility associated with capital flows.

Moreover, the region’s banking systems, though they dominate local financial
markets, remain fragile, posing a risk of growing financial sector vulnerability. At
the same time they remain unable to fully meet the needs of commerce and indus-
try. A well-developed domestic bond market, as part of a diversified financial sys-
tem, reduces risks in the financial sector while allowing companies to access
long-term financing.

The study has added to the Bank’s knowledge base on the financial sector in the
region and will contribute to regional and country assistance strategies in ways
that will have a visible impact in reducing rural and urban poverty. It will also help

Xi
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deepen the Bank’s involvement in regional forums focusing on regional financial
integration, helping to shape the debate and strategic vision on the policy and
institutional development agenda.

Ernesto May

Director

Poverty Reduction, Economic Management, Finance
and Private Sector Development

South Asia Region
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Notes on Data

Data on financial markets in this study come from different sources and may
reflect differences in definitions, coverage, time periods, and reliability of report-
ing. Measures of market size and other indicators may not be comparable because
data compilation may be different in each source. For the methodology used in
data compilation, see the original source.

Debt securities markets are measured on the basis of debt securities outstanding
as of a particular date, usually the last day of the fiscal year. The terms bond market,
debt securities market, and fixed-income market are used largely interchangeably.

Much of the data is reported on a fiscal year basis. The fiscal year for each of the
countries studied is as follows:

Bangladesh July 1-June 30

India April 1-March 31
Nepal July 16-July 15
Pakistan July 1-June 30

Sri Lanka January 1-December 31

Official exchange rates to the U.S. dollar for the currencies of the five countries
are as follows (as of May 31, 2007):

Bangladesh taka (Tk) 68.7
Indian rupees (Rs) 40.6
Nepalese rupees (Nrs) 67.9
Pakistan rupees (PRs) 60.9

Sri Lanka rupees (SL Rs) 107.7



Executive Summary

Developing deep, well-functioning domestic bond markets can help countries
generate the long-term financing needed for sustainable economic growth. In
South Asian bond markets still fall short of their potential—in most countries, far
short. India has the region’s most developed market. Its experience, along with
those of East Asian economies, suggests that much potential remains for develop-
ing South Asian bond markets and expanding their contribution to growth and
development.

Why Do Bond Markets Matter?

Bond markets play an important part in diversified financial systems by linking
borrowers that have financing needs with investors that are willing to place funds
in interest-bearing securities. They help avoid excessive dependence on banks and
diversify corporate risks beyond the banking system.

Deep, well-functioning domestic bond markets are extremely important for a
country’s economic development, as they facilitate long-term financing for areas
such as infrastructure, housing, and private sector development. They also pro-
vide long-term investment instruments for institutional investors, such as pension
funds and insurance companies. Finally, bond markets help diversify a country’s
financial sector and reduce foreign currency risk which arises when local invest-
ments are financed with foreign currency denominated loans.

But developing deep, diversified bond markets is not easy. It can require over-
coming a range of constraints. For East Asian bond markets the biggest constraint
to development is the limited liquidity in the secondary market, which under-
mines market efficiency. Many policy makers and practitioners, in East Asia and
elsewhere, have viewed regional integration as a way around this constraint, and
the region has undertaken a number of integration initiatives. Integrating bond
markets can provide investors with a broader range of investment instruments
and firms with a broader investor base. It can also enhance market liquidity,
increase competition among markets and intermediaries, lower transaction costs,
and strengthen incentives for innovation.

XXi
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How Do South Asian Bond Markets Compare?

The development of domestic debt securities markets varies substantially among
the five South Asian countries studied. India’s is the most advanced, and Nepal’s
the least. But even in India the market is still small relative to GDP, suggesting that
long-term debt financing remains at an early stage in the region. Most South
Asian bond markets remain negligible in size compared both with the size of the
economy and with markets in East Asia.

Equity markets and banks still dominate the region’s financial systems. The eq-
uity market accounts for 45 percent of South Asian financial assets. The banking
sector follows with 35 percent, and the bond market with 20 percent. South Asian
financial markets amounted to about $2 trillion in 2006, about 14 percent of the
size of East Asia’s. India accounted for 89 percent of the total.

But while India dominates all three markets in South Asia, it is Sri Lanka that
has the region’s largest outstanding bond market size relative to the size of the
economy. In Sri Lanka outstanding debt securities amount to almost 51 percent of
GDP. Following are the markets in India (36 percent of GDP), Pakistan (26 per-
cent), Nepal (15 percent), and Bangladesh (12 percent). Among eight major East
Asian economies, the Republic of Korea has the largest bond market size relative
to the size of the economy, at 114 percent of GDP. In the five South Asian coun-
tries as a group, outstanding bonds amount to only 34 percent of GDP; in the
eight East Asian economies, to 57 percent.

In all five South Asian countries government debt securities dominate the mar-
ket for fixed-income securities—accounting for 94 percent in India, for example.
Corporate bond markets remain negligible in size by any standard. Banks still
serve as the main source of funds for the corporate sector. India’s corporate bond
market, at a mere 2.3 percent of GDP, lags far behind the government debt securi-
ties market. In the East Asian economies outstanding corporate bonds amount to
about 9 percent of GDP.

Where Are the Constraints?

South Asia’s bond markets, though still relatively small, can nevertheless be ex-
pected to grow at a very fast pace. The strong GDP growth in the region is likely to
continue—leading to a growing number of firms seeking financing and an im-
mense pool of savings needing new investment opportunities. Retail investors will
add fixed-income securities to their portfolios to achieve better balance and diver-
sification. Households will seek to finance the purchase of homes with long-term,
fixed-interest mortgages—and banks will seek to supply those mortgages by secu-
ritizing them and passing them on to investors through the bond markets. And
foreign investors will participate more actively in local currency bond markets as
these markets become larger, more liquid, and more transparent.
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But realizing the full potential of the region’s bond markets, and ensuring
sound, well-functioning markets, will require putting into place essential ele-
ments—or addressing remaining constraints—in supply, demand, market infra-
structure, and the legal and regulatory framework.

Supply Side

How a government issues debt is critical to the development of bond markets.
Through regular issuance of standard, high-quality debt securities of a few con-
centrated maturities, governments build their credibility as a debt issuer and es-
tablish liquid benchmark securities and yield curves that provide essential guid-
ance on the pricing of other debt securities. In South Asia only India meets this
standard—and it has a government debt securities market that is liquid, deep, and
comparable to developed markets. The Indian market also has a sovereign yield
curve that extends across the full spectrum of maturities to 30 years.

A big factor standing in the way of bond market development is the absence of
price mechanisms in the allocation of funds. Several South Asian governments have
been reluctant to assume the role of a price taker. Pakistan’s, for example, sets the
cutoff yield in auctions for medium- and long-term bonds. Sri Lanka’s places a large
share of its medium- and long-term debt privately with state-owned institutions. In
addition, some governments issue nonmarketable debt instruments, often with
more attractive terms than marketable bonds. Such practices impede the develop-
ment of government benchmark securities, which depends on active trading.

Excessive fragmentation of public debt issues, as in Bangladesh and Sri Lanka,
also impedes active trading. Consolidating issues in fewer, larger ones can help
boost trading activity, making it easier to construct a yield curve that more accu-
rately reflects the underlying factors determining interest rates.

A sound debt management strategy is also key in building a government’s cred-
ibility as an issuer. This is in part because it establishes predictability. For that,
governments need a coherent cash management strategy, to guide deliberate deci-
sions on the volume and maturity of each issuance of government debt securities.
Among the five South Asian countries, all but India need to initiate reforms that
lead to proper governance and internal processes in debt management and to ade-
quate resources and staff capacity for developing a medium-term debt manage-
ment strategy.

In the corporate bond market important constraints on supply side include the
transaction costs of public issuance. Corporate bond markets in South Asia re-
main small in part because corporate borrowers find it easier and more conve-
nient to obtain credit from banks than to comply with the rigorous governance
standards and issuance guidelines required to tap the bond market. The direct
cost of issuing bonds also matters. Because public issuance involves considerably
higher costs, companies often resort to private placement instead.
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Demand Side

A large and diversified investor base helps ensure strong and stable demand for
bonds under a wide range of market conditions. The investor base ideally should
include domestic and foreign investors and a broad range of institutions, as well as
individual investors. Institutional investors such as insurance companies and pen-
sion and provident funds, all with long-term liabilities, can provide long-term
funding to the economy.

South Asia’s institutional investor base remains too small to support the re-
gion’s economic potential. Only two countries have made notable progress in de-
veloping collective investment schemes such as mutual funds. India has been the
most successful in developing an institutional investor base. But while the volume
of assets under the management of institutional investors is growing, these hold-
ings remain too restricted and homogeneous, in part because of regulatory and
investment restrictions.

The region’s retail investor base also remains small. One reason is that most
market intermediaries for government bonds are commercial banks, and they nat-
urally have more incentive to market their own products. Another is general lack
of awareness of the range of investment opportunities for individual investors. A
factor in Bangladesh and Pakistan is the presence of national savings instruments
offering above-market interest rates, which divert demand from market-based
debt instruments.

Foreign investors play a limited role in South Asian bond markets. India and
Sri Lanka have allowed foreign investors, but they also impose regulatory or in-
vestment guidelines that limit their participation—and Sri Lanka has not yet
opened its corporate bond market to foreign investors. India’s ceiling on invest-
ment by foreign institutional investors remains low relative to the size of the do-
mestic debt securities market and the level of foreign exchange reserves. Raising it
would speed development of the market.

Market Infrastructure

India has a market infrastructure for government debt securities comparable to
that in developed countries, with a primary dealer system, electronic trading plat-
forms, state-of-the-art clearing and settlement systems, credit rating agencies, and
so on. Built over time, this infrastructure has improved efficiency and lowered
costs in the market for public bonds. Not surprisingly, India also has the most liq-
uid secondary market in government debt securities in South Asia.

The other four countries lag behind in developing a sound, efficient market in-
frastructure. All lack an active and liquid secondary market. Developing one is
difficult, requiring a sufficient number of market intermediaries and institutional
in- vestors, appropriate types of instruments and transactions, and well-estab-
lished trading mechanisms.

Besides India, only Sri Lanka has a modern clearing and settlement system
based on delivery versus payment—critical for the smooth flow of transactions in
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the primary and secondary markets and for investor confidence. Pakistan has yet
to introduce a fully electronic system of trading, settlement, and clearing, though
it plans to implement a real-time gross settlement system soon. Nepal’s system
falls far short of what is needed to support a well-functioning bond market.

Most South Asian countries have credit rating agencies, essential for providing
investors with tools to make informed investment decisions and achieve price dis-
covery. Bangladesh’s two credit rating agencies are still at an early stage of devel-
opment, however. Nepal has no credit rating agency. Nor is one likely to be estab-
lished as long as sound disclosure requirements, corporate governance guidelines,
and accounting and auditing standards are lacking.

Market efficiency also depends on investors’ having access to high-quality
information about the government’s debt structure, funding needs, and debt
management strategy. India has a well-developed system for disseminating infor-
mation, including an issuance calendar for dated government securities. Sri Lanka
too publishes a range of data that market participants need, including the govern-
ment borrowing calendar. Other South Asian governments also publish issuance
calendars. But they do not always follow them or specify the volume of issues suf-
ficiently in advance, making it difficult for investors to plan their investments.

Risk transfer mechanisms remain at an early stage of development in South
Asia, even in India. That country has a growing securitization market, but transac-
tions are still carried out through private placement. Moreover, despite the
growth, the investor base remains limited because of policies restricting the use of
below-investment-grade debt instruments as collateral. India’s market for debt
derivatives is also at an early stage, depriving investors of tools to hedge their risks
that could lead to further deepening of the bond market.

Legal and Regulatory Framework

How a bond market functions and develops depends in great part on its legal and
regulatory framework. That framework should have three complementary objec-
tives: maintaining a fair, efficient, and transparent market; reducing systemic risk;
and protecting investors.

To achieve these objectives, regulators need clear authority, autonomy, and ade-
quate resources. In India, where a complex market means a complex regulatory
structure, a high-level committee provides coordination among regulators. Con-
cerns remain, however, about adequate delineation of their regulatory and super-
visory roles. In Pakistan the Securities and Exchange Commission has clear re-
sponsibilities, an array of powers, and apparent autonomy—though its resources
appear to be inadequate. Nepal’s apex regulator for the capital market, the Securi-
ties Board of Nepal, also appears to lack adequate resources, and its independence
remains open to question.

Most South Asian countries have ample scope for improving corporate gover-
nance arrangements, for market regulators as well as for market participants.
While most have introduced corporate governance standards for listed companies,
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the standards remain voluntary and few companies have adopted them. In addi-
tion, Nepal lacks accounting and auditing standards and an efficient judiciary sys-
tem, further undermining confidence in the capital market.

Tax policies also play an important part in the development of financial mar-
kets. When poorly designed, they can discourage new financial instruments or
deter potential investors. In Pakistan different tax treatment favors some debt in-
struments—including national savings instruments—over others. India and Nepal
too have different tax treatment for different instruments. Removing such tax dis-
tortions can help create a level playing field for debt instruments.

Nepal also has different tax rates on interest income for individuals and institu-
tional investors. That rules out cross-trading between these two groups of in-
vestors, creating another constraint on secondary market activity.

Moving Forward

Action plans and reform programs for each country will need to reflect the devel-
opment of its market. In Bangladesh and Nepal, with the least advanced bond
markets, attention needs to focus on strengthening the primary market while lay-
ing the foundation for a solid secondary market structure. In Pakistan and Sri
Lanka, with mixed progress, priorities center on improving market efficiency—
though for Sri Lanka the first priority is to stabilize the macroeconomic situation
by reducing inflation and the fiscal deficit to sustainable levels. For India, despite
its more advanced market, the agenda still encompasses reforms to address
remaining constraints in supply, demand, the market infrastructure, and the legal
and regulatory framework.
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Bond markets play an essential part in economies. As part of a diversified financial
system, a well-developed domestic bond market can help provide the long-term
financing needed for sustainable growth. It can also produce broad-ranging bene-
fits throughout the economy.

In South Asia the development of domestic debt securities markets lags. The
markets remain small compared both with the size of the region’s economies and
with markets in East Asia. Even in India the market is still small relative to GDP,
suggesting that long-term debt financing remains at an early stage in the region.
Equity markets and banks still dominate South Asian financial systems.

Measures are needed to enhance both the depth and the breadth of South Asian
bond markets, to bring them into line with those in East Asia and, in the long run,
with those in OECD countries. This study assesses domestic debt securities mar-
kets in South Asia, identifies constraints to their development, and recommends
measures for developing deeper, broader, and more efficient markets that can pro-
vide a competitive source of finance across a wide range of maturities for different
debt issuers. The study covers five countries—Bangladesh, India, Nepal, Pakistan,
and Sri Lanka (all references to South Asia relate only to these five countries).

Within the region the development of domestic debt securities markets varies
widely. India’s is the most developed. Its experience, along with those of East Asian
economies, suggests that much potential remains for developing South Asian bond
markets and expanding their contribution to growth and development. Greater re-
gional integration of South Asian bond markets could add to the benefits.

The Importance of Bond Markets

Bond markets gained prominence after the 1997 financial crisis in East Asia. The
crisis prompted a rethinking of the role of financial markets in economic

1
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development (see Eichengreen and Luengnaruemitchai 2004). Several weaknesses
of banking systems were exposed, including maturity and currency mismatches
and moral hazard problems. When confidence was shaken during the crisis, banks
called in their loans, subjecting their borrowers to a painful credit crunch. Gov-
ernments incurred huge fiscal costs in restructuring banks.

The banking crisis in East Asia created an awareness of the need to supplement
bank finance with better diversified debt securities markets and, specifically,
medium- to long-term bond markets. Bank and bond finance each have different
advantages. Bonds do better at sharing risks, by better matching the liabilities of
investors with the assets of borrowers.

Yet bond finance is not inherently superior to bank finance. Countries have
benefited and still benefit from well-diversified financial systems with roles for
both well-regulated banks and well-functioning bond and equity markets. Diver-
sification helps an economy achieve a better position on the frontier of feasible
tradeoffs between risks and returns. It also promotes financial stability and effi-
cient resource allocation in support of medium-term economic growth.

Realizing these benefits, however, requires developing debt securities markets
in ways that ensure their soundness. That lesson is apparent in the subprime
mortgage crisis that emerged in 2007 in the United States. The paradox of the cri-
sis is its apparent roots in both the successes of financial markets (securitization,
globalization, nonbank mortgage lending) and their failures. Financial innova-
tions have tended to obscure rather than expose underlying risks. The problem
can lead to a crisis of confidence in the financial system. That has emerged, for ex-
ample, in banks’ increasing unwillingness to lend to one another, as reflected in
the rising interbank rates in Europe and the United States.

Reasonable regulation of debt securities markets allows them to function in an
efficient and constructive way. What led to the crisis were debt instruments made
and sold in the unregulated sector. At every step in the process—from loan origi-
nation to the use of exotic, unsuitable mortgages to the sale of securities backed by
those mortgages—largely unregulated, uninsured firms have created problems,
while regulated, federally insured banks and savings institutions have not.

Economic and Financial Benefits

Bond markets play an important role in diversified financial systems by linking
borrowers that have financing needs with investors that are willing to place funds
in interest-bearing securities.! Equally important, robust, diverse, and inclusive fi-
nancial systems help reduce poverty by promoting economic growth, broadening
the scope for social and economic mobility, and directly improving the lives of
poor people through access to financial services. Research by the World Bank and
others has shown that deepening finance, including capital markets, has a strong
causal effect on economic growth—and that deeper financial systems are associ-
ated with growth that is more propoor.”
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Bond markets are critical to financial development in several ways. They gener-
ate market interest rates that reflect the opportunity cost of funds at a wide range
of maturities, information essential for decisions by investors and borrowers.
They help avoid excessive dependence on banks and diversify corporate risks be-
yond the banking system. They help guide macroeconomic policy making; be-
cause bond markets are sensitive and quick to react to macroeconomic policies
and conditions, they send signals allowing early policy adjustments.

Domestic bond markets benefit participants at all levels of the economy. Gov-
ernments, as bond issuers, have both fiscal and monetary reasons for encouraging
the growth of well-functioning domestic bond markets. On the fiscal side, such
markets enable governments to gain better control of their costs of borrowing. On
the monetary side, a bond market with a well-defined yield curve and appropriate
risk management instruments aids the smooth operation of monetary policy by
providing effective mechanisms for transmission of policy.

For both national and local governments (states, municipalities, cities), deeper
bond markets make it easier to undertake infrastructure projects, whose long ma-
turities are better suited to bond financing than to bank lending. For the private
sector, deeper bond markets mean lower funding costs and access to sophisticated
instruments that can be tailored to a range of individual needs for structured fi-
nance. And for households and consumers, such markets provide access to a wider
range of housing finance and savings and investment instruments.

Added Benefits through Regional Integration

The experience of East Asia in developing its bond markets may offer lessons for
South Asia. East Asian financial markets are growing rapidly today, far outpacing
growth in South Asian markets. Since the 1997 financial crisis East Asia has accu-
mulated international reserves at unprecedented levels, more than $3.9 trillion by
the end of 2007. The size of the reserves reflects the buildup of the region’s own
savings as well as the resumption of capital flows after the resolution of the crisis.

East Asia’s bond markets have recorded sizable growth since the 1997 crisis,
though the pace of growth has varied substantially among economies. For the
eight East Asian economies covered here, outstanding bonds amounted to $2.7
trillion in 2006.” But much of the growth in the bond markets—and more than
half the growth in 1997-2004 in all these economies except Hong Kong, China
and the Republic of Korea—has come from bonds issued by governments, largely
to restructure banking systems whose vulnerabilities came to a head during the
crisis. Corporate bonds, though they have accounted for a reasonable share of the
market growth in many of the region’s economies, remain a small part of its total
bond market.

The biggest constraint to the development of East Asian bond markets is the
limited liquidity in the secondary market, which undermines market efficiency. Of
course, bond markets have limited liquidity even in the most advanced economies.
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Even so, bond markets in Fast Asia are on average much less liquid than those of
advanced economies. And not surprisingly, liquidity is even lower in the region’s
corporate bond markets.

One vehicle for deepening and diversifying bond markets, in the eyes of many
policy makers and practitioners in East Asia and worldwide, is regional coopera-
tion. The integration of bond markets can provide investors with a broader range
of investment instruments and firms with a broader investor base. It can also en-
hance market liquidity, increase competition among markets and intermediaries,
lower transaction costs, and strengthen incentives for innovation. But achieving
the benefits of regional integration still requires putting into place the basic ele-
ments of bond markets at the national level—supply, demand, market infrastruc-
ture, and a sound legal and regulatory framework.

East Asia has undertaken a number of integration initiatives. Among these are
two Asian bond funds launched in 2002 and 2005 by the regional association of
central bankers—for Australia; China; Hong Kong, China; Japan; Korea; Malaysia;
New Zealand; the Philippines; Singapore; and Thailand. The bond funds, created
by tapping the international reserves of these economies, are aimed at providing
investors with a transparent and cost-effective mechanism for accessing local bond
markets.

Such regional initiatives have also received attention from the Group of Eight
(G-8), for which promoting the development of domestic debt securities markets
in developing and emerging market economies has become a key policy focus.
Recognizing the importance of domestic bond markets in financial stability and
the savings and financing opportunities they offer for households and firms, the
G-8 finance ministers gave the issue a high profile at their Potsdam meeting in
May 2007. The meeting led to an action plan that calls for promoting regional ini-
tiatives such as the Asian Bond Market Initiative as well as for such measures as
strengthening market infrastructure and broadening the investor base for fixed-
income securities (G-8 2007).*

Profile of Regional Financial Markets

South Asian economies share common characteristics—including high GDP
growth, high savings and investment rates, and persistent budget deficits. The
structures of their financial markets reveal common patterns. Yet the development
of their domestic debt securities markets varies substantially, with India’s the most
advanced and Nepal’s the least.

Macroeconomic Conditions and Market Patterns

Domestic macroeconomic conditions are the building blocks of a stable and effi-
cient financial system, including the domestic debt securities market. Beyond a
credible and stable government, specific requirements include sound manage-
ment of fiscal and monetary policies, aimed at achieving or sustaining a prudent
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Table 1.1 GDP Growth, Selected South Asian and East Asian Economies,

2002-07
(percent)
Economy or region 2002 2003 2004 2005 2006 2007°
Bangladesh 44 53 6.3 6.0 6.7 6.5
India 38 8.5 15 9.0 9.2 8.0
Nepal 04 30 35 23 23 238
Pakistan 31 47 15 8.6 6.6 6.8
Sri Lanka 4.0 6.0 5.4 6.0 7.2 6.1
South Asia 37 18 14 8.7 8.7 17
East Asia” 75 73 8.4 8.3 8.7 8.0
Source: ADB 2007.
a. Estimated.

b. Data are for China; Hong Kong, China; Indonesia; the Republic of Korea; Malaysia; the Philippines; Singapore; and
Thailand.

fiscal stance, moderate inflation rates and inflationary expectations, and modest
government debt; sound management of the exchange rate regime; and appropri-
ate capital account policies.

South Asia recorded favorable macroeconomic performance in 2002-07, with
growth averaging 7.3 percent a year. All countries except Nepal had annual growth
of 6 percent or more in most years, rates fairly comparable to those in most East
Asian economies (table 1.1). As a region, East Asia had annual growth averaging
around 8 percent during the period.

Developments in domestic investment in South Asia also are encouraging. As a
share of GDP, domestic investment ranges from a low of 20 percent in Pakistan to
a high of 35 percent in India (table 1.2). All South Asian countries saw growth in
domestic investment in 2002—06, much of it attributable to the stable global
macroeconomic conditions. And all except Pakistan and Sri Lanka had national
savings hovering around 30-33 percent of GDP in recent years.

The region is characterized by persistent budget deficits. These range from a
low of 1.8 percent of GDP in Nepal to a high of 8.4 percent in Sri Lanka. India has
reduced its budget deficit considerably, from 9.6 percent of GDP in 2002 to 6.4
percent in 2006, though there is still room for further improvement.

South Asian financial markets amounted to about $2 trillion at the end of
2006, about 14 percent of the size of East Asia’s (table 1.3). India accounted for 89
percent of the total. The equity market accounts for the largest share of South
Asian financial assets, 45 percent ($877 billion). The banking sector follows with
35 percent ($685 billion), and the bond market with 20 percent ($381 billion).

This pattern is relatively atypical for emerging market economies, where the
banking sector tends to dominate the financial system. The unusual structure
can be attributed to the situation in India: while the government substantially
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Table 1.2 Selected Macroeconomic Indicators, Selected South Asian
Countries, 2002-06
(percentage of GDP)

Indicator and country 2002 2003 2004 2005 2006
Gross domestic investment

Bangladesh 23.1 234 24.0 245 25.0
India 25.2 28.0 315 338 35.0
Nepal 242 258 26.4 289 303
Pakistan 16.6 16.8 16.6 18.1 20.0
Sri Lanka 21.2 222 25.0 26.5 28.7
Gross national savings

Bangladesh 29 30 31 30 33
India 27 29 31 33 —
Nepal 33 32 32 33 35
Pakistan 20 23 22 21 17
Sri Lanka 20 22 22 20 21

Fiscal balance of central government

Bangladesh —4.6 -34 -3.2 -3.4 -33
India -9.6 -85 -15 -14 6.4
Nepal -39 -15 -1.0 -0.8 -1.8
Pakistan 4.3 -37 -24 -33 4.2
Sri Lanka -8.9 -8.0 -8.2 -8.7 -84

Sources: For gross domestic investment and fiscal balance, ADB 2007; for gross national savings, World Bank,
World Development Indicators database.
— = Not available.

deregulated the securities market starting in November 1992 and opened the mar-
ket to foreign investment, the nationalized banking sector, though restructured,
remains largely state owned.

Relative to GDP, South Asian financial markets also lag behind those in East
Asia. Equity market capitalization is about 77 percent of regional GDP, banking
assets about 61 percent, and outstanding bonds only 34 percent (see table 1.3). In
East Asia the corresponding figures are 126 percent, 118 percent, and 57 percent.

Interestingly, while India dominates all three markets in South Asia, it is Sri
Lanka that has the region’s largest outstanding bond market size relative to the size
of the economy. In Sri Lanka outstanding debt securities amount to almost 51 per-
cent of GDP. Among East Asian economies Korea has the largest bond market size
relative to the size of the economy, at 114 percent of GDP, followed by Malaysia (98
percent). But even these markets are much smaller relative to GDP than the largest
among the OECD countries, those in Japan (194 percent) and the United States
(173 percent).
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Table 1.3 Financial Market Profile, Selected Economies, 2006

Domestic debt Equity market

securities market capitalization Banking assets

uss As % uss As % uss As %
Economy billions of GDP billions of GDP billions of GDP
South Asia
Bangladesh 7.3 11.9 36 5.8 327 52.8
India 325.7 35.9 818.9 90.4 587.4 64.8
Nepal 13 15.1 1.3 16.3 43 53.8
Pakistan 334 26.3 454 353 50.7 39.4
Sri Lanka 13.7 50.8 18 298 10.3 382
Total 381.3 336 877.0 715 685.4 60.6
Selected East Asian economies
China 1,183.6 4.4 2,426.3 90.9 3,509.9 131.6
Hong Kong, China 51.0 26.9 1,715.0 903.6 297.6 156.8
Indonesia 76.4 21.0 138.9 38.1 128.6 35.3
Korea, Rep. of 1,010.0 113.7 834.4 94.0 984.0 110.8
Malaysia 146.2 98.2 235.6 158.2 199.4 1339
Philippines 44.9 384 67.9 58.0 51.5 440
Singapore 79.2 59.9 384.3 290.8 162.9 123.3
Thailand 109.7 53.2 140.2 68.0 228.1 110.9
Total 2,700.9 57.3 5,942.5 126.0 5,562.5 118.0
Selected OECD countries
Australia 456.7 59.5 1,095.9 142.7 952.3 124.0
Canada 984.7 787 1,700.7 135.9 1,7324 138.4
Germany 2,241.1 713 1,637.6 56.3 4,063.7 139.8
Japan 8,406.2 1937 4,795.8 1105 8,984.6 207.0
New Zealand 20.4 19.7 448 432 166.5 160.3
United Kingdom 1,237.6 52.8 37943 161.8 4,423.2 188.6
United States 22,8216 172.9 19,286.2 146.1 12,260.4 929

Sources: For debt securities, BIS 2007 (for Bangladesh, Nepal, and Sri Lanka, central banks); for equity, World
Federation of Exchanges, http://www.world-exchanges.org/WFE/home.asp?menu=421&document=4444 (for
Bangladesh, India, Nepal, Pakistan, and China, the World Bank’s World Development Indicators database); for
banking assets, International Monetary Fund, International Financial Statistics database (for Sri Lanka, Economist

Intelligence Unit estimate).

Note: Data for domestic debt securities markets and equity market capitalization may differ from those reported
elsewhere in this chapter and in country chapters because of differences in conversion rates and GDP measures
used. Banking assets are claims of deposit money banks on the central government, state and local governments,
nonfinancial public enterprises, and private sector nonbank financial institutions. They do not include assets of de-
velopment banks, savings banks, and other specialized banks. Nor do they include fixed assets, receivables, inter-
bank transactions, and other assets. Data on banking assets reported in this table may therefore differ from those

reported elsewhere in this chapter and in country chapters.
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Financial Sector Reforms

All five South Asian countries have pursued reforms aimed at strengthening their
financial sector in recent years. Bangladesh has pursued legal, policy, and institu-
tional reforms to improve financial intermediation and promote efficient alloca-
tion of resources since the 1990s. India has transformed its financial sector from
one dominated by state-owned banks into a vibrant, broad-based system. Nepal’s
central bank was recently granted stronger supervisory and regulatory powers and
is implementing new banking regulations aimed at bringing the country’s bank-
ing sector up to international standards.

Pakistan introduced financial sector reforms that led to substantial structural
changes in the banking industry and big improvements in banks’ financial perfor-
mance. The Central Bank of Sri Lanka has taken a series of actions to strengthen
the country’s financial system and improve its efficiency, and national policy mak-
ers have proposed amendments to banking laws aimed at strengthening financial
stability.

Rankings of the five countries’ financial markets based on the World Bank’s Get-
ting Finance indicators put India’s at the top. The rankings are based on scores in
four core areas of financial performance and soundness: access to finance, perfor-
mance and efficiency, stability, and corporate governance (see World Bank 2006¢).

Pakistan and Sri Lanka follow in the rankings. Both countries have made some
progress in recent years, though fundamental issues remain to be tackled. Ban-
gladesh ranks next, on the basis of both its Getting Finance score and the country’s
recent economic growth and consistent implementation of its financial reform
strategy. Nepal’s financial markets rank as the least advanced in South Asia.

Recent Developments in Domestic Debt Securities Markets

India accounted for 86 percent of South Asia’s $380 billion in outstanding fixed-
income securities at the end of 2006 (table 1.4). Following far behind were Pak-
istan, Sri Lanka, Bangladesh, and finally Nepal. As noted, however, Sri Lanka ap-
pears to have the largest outstanding bond market size relative to the GDP (based
on the value of existing bonds as a percentage of GDP), followed by India and
Pakistan (table 1.5). Surprisingly, Bangladesh, though much larger than Nepal in
population, land area, and other measures, has the region’s smallest outstanding
market size relative to the GDP (based on existing bonds as a percentage of GDP).

In all five countries government debt dominates the market for fixed-income
securities—accounting for 94 percent in India, for example. Government bonds
are the cornerstone of most debt markets, in developed and developing countries
alike. They provide financing for the government’s operations or for public policy
purposes, and they also serve as instruments for domestic savings. In the East
Asian economies government debt amounted to about 56 percent of outstanding
bonds in 2006, and in a group of OECD countries to about 44 percent.’

Deficit financing has provided some motivation for government borrowing in
South Asia. Yet India, where the fiscal deficit has been declining steadily, has seen
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Table 1.4 Domestic Debt Securities Markets, Selected South Asian
Countries, 2002-06
(US$ millions except where otherwise specified)

Share of

total, 2006
Country 2002 2003 2004 2005 2006 (%)
India 155,800 203,100 249,500 279,100 325,680 85.6
Pakistan 28,403 30,905 31,495 33,964 33,362 8.5
Sri Lanka 9,822 10,574 10,954 12,428 13,712 36
Bangladesh 8,773 7,057 7,960 7,870 7,345 1.9
Nepal 940 1,143 1,200 1,183 1,265 0.3
Total 203,738 252,779 301,109 334,545 381,364 100.0

Sources: For India and Pakistan, BIS 2007; for Bangladesh, Nepal, and Sri Lanka, central banks.

Table 1.5 Domestic Debt Securities Markets as a Percentage of GDP,

Selected South Asian Countries, 2002-06

Country 2002 2003 2004 2005 2006
India 30.7 337 35.9 34.6 35.9
Pakistan 378 36.7 33.0 30.9 26.3
Sri Lanka 59.4 58.0 54.6 52.8 50.8
Bangladesh 18.5 13.6 14.0 13.1 11.9
Nepal 17.1 19.5 17.8 16.0 15.1

Sources: For GDP, World Bank, World Development Indicators database; for debt securities, BIS 2007, central
banks, and securities and exchange commissions.

the strongest growth in the domestic debt securities market. Initially the govern-
ment financed its large budget deficits primarily through borrowings at submar-
ket rates—using government debt securities to “capture” banking resources by
prescribing high statutory liquidity ratios for commercial banks. But government
borrowings have become increasingly market based over time, consistent with the
government’s policies aimed at developing a liquid and efficient government debt
securities market.

Pakistan has achieved rapid economic growth and has steadily implemented
reforms since late 1999. Yet its bond market remains small relative to those of
comparable emerging market economies in Asia. In 2006 the domestic debt secu-
rities market stood at a mere 26 percent of GDP. Pakistan too met its public bor-
rowing needs initially through captive funding. Its bond market consists almost
entirely of government debt securities, amounting to 97 percent of the total out-
standing in 2006. Pakistan remains relatively underleveraged as an economy com-
pared with regional counterparts at similar income levels.
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Government debt also makes up the lion’s share of Sri Lanka’s fixed-income se-
curities market, accounting for more than 99 percent of outstanding bonds in
2006. In Nepal, where the bond market remains in its infancy, domestic bonds
amounted to 15 percent of GDP and government debt securities to more than
98 percent of the total outstanding. While Bangladesh has outstanding bonds
amounting to only 12 percent of GDP, the government has taken steps toward im-
proving the functioning of the interbank and treasury bill markets, and its recent
financial reforms are encouraging.

Corporate bond markets in all five South Asian countries remain negligible in
size by any standard. Banks still serve as the main source of funds for the corporate
sector. India’s corporate bond market, at a mere 2.3 percent of GDP, lags far behind
that for government debt. Pakistan’s corporations are insignificant players in the
bond market, with outstanding debt amounting to 0.8 percent of GDP. Sri Lanka’s
corporate bond market is similarly underdeveloped, at 0.6 percent of GDP. And in
Bangladesh the bond market has only eight corporate bonds (debentures).

Corporate bond markets amount to vastly larger shares of GDP in more ad-
vanced economies: 29 percent of GDP in Korea in 2006, 21 percent in the United
States, 16 percent in Japan, 11 percent in the European Union. In the East Asian
economies corporate bonds amounted to about 9 percent of GDP, and in the
OECD countries to about 16 percent.

Constraints in Domestic Debt Securities Markets

South Asia’s bond markets, though still relatively small, can nevertheless be ex-
pected to grow at a very fast pace. The strong GDP growth in the region is likely to
continue, and that will produce a growing number of firms seeking to finance their
operations with debt as well as equity. The economic expansion will also give rise
to an immense pool of savings, leading to a search for new investment opportuni-
ties. Retail investors will move beyond their traditional concentration in equity
and real estate investments and add fixed-income securities to their portfolios to
achieve better balance and diversification. Households will seek to finance the pur-
chase of homes with long-term, fixed-interest mortgages—and banks will seek to
supply those mortgages by securitizing them and passing them on to investors
through the bond market. And foreign investors will participate more actively in
local currency bond markets as these markets become larger, more liquid, and
more transparent.

But realizing the full potential of the region’s bond markets, and ensuring
sound, well-functioning markets, will require putting into place essential ele-
ments—or addressing remaining constraints—in supply, demand, market infra-
structure, and the legal and regulatory framework.®

Supply Side
Regular issuance by the government of standard, high-quality debt securities of a
few concentrated maturities is critical to the development of bond markets. Regu-
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lar issuance builds the government’s credibility as a debt issuer with investors. And
issuance of standard instruments with a range of maturities helps build a long-
term sovereign yield curve, providing essential guidance on pricing for both pri-
mary and secondary markets. For the corporate bond market, conditions con-
ducive to both bond issuance and investment are essential for building supply.

Government Debt Issuance. In South Asia only India meets the standard in gov-
ernment debt issuance. Its government issues treasury bills in three maturities as
well as a range of medium- and long-term securities. Treasury bill auctions are
volume driven, with the quantity available announced before each auction. Long-
term government securities known as dated government securities amounted to
63 percent of outstanding domestic government debt at the end of March 2007,
and treasury bills (of 91, 182, and 364 days’ maturity) for just 3 percent. The result
is a government debt securities market that is liquid, deep, and comparable to de-
veloped markets.

In the region’s other countries the government debt securities market has been
concentrated in treasury bills (though Bangladesh recently reversed this trend),
and mostly in those with the shortest maturities. Pakistan’s government, like
India’s, preannounces debt issuance, but only auctions for treasury bills have been
conducted regularly. Issuance of Pakistan Investment Bonds, with maturities
ranging from 3 to 20 years, has been erratic in recent years. Sri Lanka has made ef-
forts to lengthen the maturity of government debt instruments, but inflationary
expectations, rising interest rates, and large budget deficits have led to a preference
among investors for treasury bills.

A big factor standing in the way of bond market development is the absence of
price mechanisms in the allocation of funds. Barriers to market pricing include
interest rate controls, nonmarket pricing, and “captive market” arrangements in
which financial institutions face statutory requirements to hold government debt.
In Pakistan, for example, the government sets the cutoff yield for medium- and
long-term Pakistan Investment Bonds and has in some instances canceled auc-
tions rather than accepting the price the market was willing to pay.

The Sri Lanka government too has been reluctant to assume the role of a price
taker, because of expectations that current inflationary conditions would lead to
soaring interest rates if auction prices were determined entirely by demand and
supply. The government places 80 percent of its medium- and long-term debt pri-
vately with two state-owned institutions, the Employees’ Provident Fund and the
National Savings Bank, at the latest guided auction prices or at the prevailing
guided market rates. The Nepalese government, while it auctions both short- and
long-term instruments, also avoids the role of a price taker. Auctions remain dri-
ven by yields rather than by announced volumes.

Some governments issue nonmarketable debt instruments. While these may
encourage investments by retail investors, they impede the development of liquid
and efficient bond markets. In Pakistan national savings instruments, with higher
yields and more easily available than Pakistan Investment Bonds, make these
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market-based bonds less attractive, hindering the establishment of a long-term
benchmark. Bangladesh and Nepal have similar savings instruments. Sri Lanka is
phasing out its nonmarketable debt instruments, called Rupee Loans.

Benchmark Securities and Yield Curves. Government benchmark securities play
a crucial part in the efficient functioning of both primary and secondary bond
markets. They serve as a bellwether of prevailing interest rate structures and of
market expectations of future interest rate movements, inflation, and associated
risk premiums. They serve as hedging vehicles for some underwriting and trading
risks. Finally, they enable investors in fixed-income securities to identify what
share of issuance yields relates to credit and default risk and thus to accurately
price those securities.

However, development of a sovereign benchmark depends on a sufficiently de-
veloped bond market—and on government bond issues sufficiently concentrated
in standard, popular maturities—to support active trading.

In South Asia, India is the only country to have succeeded in building a risk-
free sovereign yield curve that can provide guidance to market players across the
broad spectrum of maturities. The central bank, the Reserve Bank of India, has
followed a consistent policy of passive consolidation—largely reopening existing
securities rather than launching new ones—and a lengthening of the maturity
profile of government securities. These efforts have extended the sovereign yield
curve to 30 years.

Other countries face a range of obstacles to developing a market-based sover-
eign yield curve. In Pakistan, because of the supply constraints resulting from the
government’s price-setting role and the negligible trading activity, long-term
yields do not reflect true market conditions. In Nepal several factors, including the
limited availability of debt instruments, have worked against the establishment of
a liquid benchmark security.

In Sri Lanka, as noted, the government finds it difficult to act as a price taker. In
addition, despite efforts to lengthen the maturity of public debt securities, in-
vestor preferences have continued to move toward the shorter end of the market
because of inflationary expectations. And in Bangladesh as well as Sri Lanka the
excessive fragmentation of public debt issues results in limited trading in any one
issue, impeding the development of benchmark instruments.

Creating a small number of large benchmark securities to replace a multiplicity
of issues can benefit the financial system. Trading is more active where there are a
small number of large benchmark issues, and that makes it easier to construct a
yield curve that more accurately reflects the underlying factors determining inter-
est rates, such as the supply of and demand for money and predicted future inter-
est and inflation rates. One way to create large benchmark issues is to restrict the
securities issued to certain prespecified maturities and coupons and offer an ex-
change program allowing investors to swap existing securities for the new bench-
mark issues.
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Both Bangladesh and Sri Lanka have begun moving toward fewer issues. The
Bangladesh government has started issuing benchmark treasury bonds with ma-
turities of 5, 10, 15, and 25 years on a regular schedule. In addition, it is concen-
trating on the issuance of benchmark 5- and 10-year bonds by reopening the ex-
isting securities. The Central Bank of Sri Lanka reduced the number of bond
series by more than half between 2003 and 2007 and intends to reduce it further.

Public Debt Management. A sound debt management strategy is key in building
a government’s credibility as a borrower, in part by establishing predictability. Es-
tablishing sound debt management requires a coherent public cash management
strategy, to guide deliberate decisions on the volume and maturity of each is-
suance of government debt securities. It also requires a strong organization capa-
ble of attracting and retaining a professional staff. And it requires ensuring that
the staff have access to the analytical and information tools needed for efficiency
in day-to-day debt management operations.

All five countries except India need to initiate reforms that lead to proper gov-
ernance and internal processes in debt management and to adequate resources
and staff capacity for developing a medium-term debt management strategy. The
strategy, which would need to be updated yearly, should be based on a sound
analysis of cost and risk, taking into account macroeconomic and market con-
straints. Execution of the strategy must be efficient as well as prudent in managing
operational risk.

Bangladesh has taken steps to strengthen debt management operations by
separating the government’s cash management needs from its debt financing op-
erations. But it lacks the capacity to carry out cash projections, constraining its
ability to honor its newly published issuance calendar. Nepal also publishes an
issuance calendar, developed at the beginning of each fiscal year on the basis of the
planned budget deficit. But immediate financing needs drive decisions on maturi-
ties and volumes throughout the year. This erratic issuance undermines the gov-
ernment’s credibility as a borrower and deprives the market of a sufficient volume
of liquid debt instruments, impeding the development of a sovereign benchmark.

In Pakistan a priority is to develop a risk management system with a view to
minimizing interest costs while avoiding maturity bunching and potential
rollover problems. Sri Lanka will need to reduce the fiscal deficit and contain in-
flation before much progress can be made in lowering the risks in the domestic
debt portfolio. The country’s sizable external debt means that management of for-
eign currency borrowings is also important.

Corporate Bond Market. A well-developed corporate bond market allows finan-
cial diversification for both issuers and investors and helps companies (AAA-rated
as well as subinvestment-grade ones) obtain the long-term financing needed for
growth. But corporate debt markets in South Asia remain small in part because
corporate borrowers find it easier and more convenient to obtain credit from
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banks than to comply with the rigorous governance standards required to raise
funds through the bond market.

In India elaborate guidelines for corporate bond issuance have prompted most
bond issuers to turn to private placements or overseas borrowings, which provide
quick access to funds at fairly competitive rates. But recent measures have inhibited
smaller, lower-rated corporate entities from accessing the bond market through
private placement. Regulators have imposed disclosure requirements to improve
transparency in the private placement market. They have also required that pri-
vately placed securities be listed on the exchanges to be considered eligible invest-
ments for institutional investors.

In Bangladesh and Nepal the corporate bond market suffers from lack of in-
vestors as well as issuers. In addition, past defaults by bond issuers have under-
mined investor confidence. In Pakistan and Sri Lanka both market capitalization
and new issues have remained minimal. In Pakistan corporate bonds (known as
term finance certificates) face stiff competition from national savings instruments.
But Tier 2 capital requirements for financial institutions led to an increase in the
issuance of corporate bonds in 2007.

The cost of issuing bonds has a direct impact on the development of corporate
bond markets. Because public issuance involves considerably higher costs, compa-
nies often resort to private placement instead. Private placement requires no
prospectus, reducing expenses for printing, attorneys’ fees, and brokerage. (The
actual costs of bond issuance depend, of course, on the issuer’s ability to negotiate
favorable fees for the services involved.)

Today the cost of bond issuance in South Asian countries ranges from 0.233
percent of the value of the issue in India to 7.439 percent in Pakistan (table 1.6).
The differing stages of market development mean that these costs are not compa-
rable, however. As bond markets grow, more intermediaries participate in trading,
thereby promoting more competitive pricing.

Demand Side

A large and diversified investor base helps ensure strong and stable demand for
bonds. The investor base ideally should include domestic and foreign investors
and a broad range of institutions—such as commercial banks, insurance compa-
nies, pension funds, and mutual funds—as well as individual investors.

The structure and composition of a bond market’s investor base are closely
linked to the development and sophistication of the country’s financial system.
What role state-owned institutions play, whether foreign banks and insurance
companies are present, how strong contractual savings institutions are, and how
much financial wealth is held by the household sector all matter for how well the
debt securities market functions. Promoting a diversified investor base with vary-
ing time horizons, risk preferences, and trading motives is vital to stimulate active
trading and increase liquidity. A varied investor base also enables a government to
meet its funding needs under a wide range of market conditions.
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Table 1.6 Cost of Bond Issuance, Selected South Asian Countries, 2007
(percentage of issue size)

Item Bangladesh India Nepal Pakistan Sri Lanka
Securities and exchange

commission registration 0.155 0.004 0.225 — 0.211
Publication of prospectus 0.100 .. 0.013 1.021 —
Printing of prospectus

and applications 0.150 .. 0.001 — 0.145
Printing of certificates;

postissue expenses; postage 0.500 .. 0.003 — 0.728
Listing fee 0.400 0.004 0.075 0.070 0.025
Annual stock exchange fee — — 0.025 0.500 —
Issue manager or underwriter 0.150 0.120 0.100 3.800 0.750
Trustee fee 0.050 0.01-0.05 0.025 — 0.100
Credit rating; bankers; legal

and audit 0.200 0.05-0.10 0.040 0.750 0.550
Central depository fees 0.242 0.002 — 0.299 —
Broker commission — 0.01-0.15 0.200 1.000 0.250
Registrar and share transfer fee — — — — —
Underwriting fee — — — — —
Total cost 1.947 0.233 0.707 7.439 2.744

Source: Country authorities and market information.

Note: The size of the bond issue is assumed to be 200 million units in the local currency. Fees for different services
may be negotiable.

..=Negligible. — = Not available.

Institutional Investors. East Asian economies have developed strong institutional
investors such as pension funds, provident funds, and insurance companies. Be-
cause of their long-term liabilities, they can provide long-term funding to the
economy. In South Asia, by contrast, only two countries have made notable
progress in developing collective investment funds such as mutual funds. The in-
stitutional investor base thus remains too small to support the economic potential
of the region.

India has been the most successful in developing mutual funds. Its pension and
provident fund industry also has shown notable growth. Reforms in the insurance
sector have encouraged private companies to enter the industry, and these are be-
ginning to invest in the bond market. But while the volume of assets under the
management of institutional investors is growing, these holdings remain too re-
stricted and homogeneous.

Pakistan has one of the smallest institutional investor bases among emerging
markets. The contractual savings industry—insurance, pension, and other collec-
tive schemes—plays a minor role in bond markets despite the large financing re-
quirements for housing, infrastructure, and consumer durables.
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The government practice of relying on captive sources of funding—requiring
financial institutions to purchase and hold government debt securities, often at
below-market interest rates—while lessening in many countries, persists to some
extent in South Asia. In Bangladesh commercial banks, life insurance companies,
and pension and provident funds are all captive investors in government debt se-
curities, driven by the need to comply with statutory reserve requirements. Non-
bank investors play only a marginal role in the government debt securities market.
While Sri Lanka has an institutional investor base, it is dominated by a few state
institutions, such as the Employees’ Provident Fund, that in effect serve as captive
sources of funding for the government.

Retail Investors. The retail investor base in South Asia remains small, for three
main reasons. First, most market intermediaries for government bonds are com-
mercial banks, and they naturally have more incentive to market their own prod-
ucts than to market government debt securities. Depending on banks to mobilize
savings to fund the purchase of government bonds can be costly for both govern-
ments and investors.

Second, the public is generally unaware of the range of investment opportuni-
ties available to individual investors. The Central Bank of Sri Lanka, in an attempt
to build the retail investor base for government debt securities, is establishing new
retail sales outlets throughout the country.

Third, in Bangladesh and Pakistan national savings instruments offering above-
market interest rates divert demand from market-based debt instruments.

Foreign Investors. Foreign investors also play a limited role in South Asian bond
markets. In many countries, not just those in South Asia, capital account policies
inhibiting the participation of foreign investors can constrain the growth of bond
markets. For example, restrictions on capital account receipts and payments may
hamper the sale, purchase, or transfer of securities between residents and nonres-
idents. Requirements that nonresidents obtain authorization to trade in primary
and secondary bond markets, to invest in domestic collective investment funds,
and to repatriate investment proceeds also impede foreign investment.

By contrast, a liberalized capital account facilitates the development of domes-
tic bond markets. Indeed, countries that have received the largest external portfo-
lio inflows have had the greatest growth in securities market capitalization. Even
so, capital account policies need to be coordinated with other macroeconomic
policies mitigating the risks of contagion from external crises or of margin ero-
sions brought about by foreign investors or excessive reliance on short-term exter-
nal finance.

India and Sri Lanka have allowed foreign investors, but these countries also im-
pose regulatory or investment guidelines that limit their participation. India, for
example, has set a ceiling of $3.2 billion on total investment in government debt
securities by foreign institutional investors—low relative to the size of the domes-
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tic debt securities market and the level of foreign exchange reserves. Raising that
ceiling would speed development of the bond market.

Sri Lanka has opened its government debt securities market to foreign in-
vestors, also with an investment ceiling, but has not yet opened its corporate bond
market to foreign investors. Nepal permits foreign investors to participate in its fi-
nancial system only through a joint venture with a Nepalese entity.

Market Infrastructure

A third set of elements essential for developing bond markets relates to market in-
frastructure—market intermediaries, trading mechanisms, the issuance process,
dissemination of information, risk transfer mechanisms, and a credit rating
industry.

Operations in the primary market should be transparent and predictable, and
they should maximize competition among investors to produce the best possible
results for issuers. That means ensuring that the primary market is open to and
accessible for the largest possible number of participants and disseminating, in
advance, relevant and timely information on the issuer’s finances and funding op-
erations. For government debt securities a network of primary dealers—financial
intermediaries selected by the government—typically promotes investment and
activity in the market.

Developing a market in government debt securities also requires transparent,
market-based issuing techniques—public subscription, auction, and syndication.
More advanced operations, such as the reopening of existing issues, buyback pro-
grams, and switch transactions, could be used when markets become more so-
phisticated. An issuing strategy should weigh the preferences of investors against
the government’s own cost and risk targets and should, to the extent possible, pro-
mote benchmark issues in key maturities that facilitate the growth of the sec-
ondary market. Effective coordination between fiscal and monetary authorities is
essential for avoiding the failure of auctions.

Establishing a competitive market structure can heighten trading activity and
liquidity. Competition is beneficial not only among dealers but also sometimes
among trading platforms—when activity is consolidated in a small number of lig-
uid instruments, transaction costs (including transaction taxes) are minimized,
the market infrastructure is sound and robust, and market participants have vary-
ing transaction needs and investment horizons. Primary dealers (that comply
with their market-making obligations) and interdealer brokers (that facilitate
trading among dealers) contribute to greater market liquidity.

India has a market infrastructure for government debt securities comparable
to that in developed countries, with a primary dealer system, electronic trading
platforms, state-of-the-art clearing and settlement systems, rating agencies, and so
on. Built over time, this infrastructure has improved efficiency and lowered costs
in the market for public bonds.
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Primary Markets. A primary dealer system with well-defined privileges and
obligations can increase efficiency in the government debt securities market when
there are a large number of investors, especially institutional investors, as long as
the risk of collusion can be minimized. India’s primary dealer system has done
much to help deepen and widen the country’s government debt securities market.
Primary dealers serve as market makers, providing two-way (buy and sell) quotes
in the secondary market and thus supporting development of the retail market.

In Pakistan and Sri Lanka government debt securities are also distributed
through a network of primary dealers. These dealers (and, in Sri Lanka, the Em-
ployees’ Provident Fund) have exclusive access to the primary auctions. Participa-
tion in Bangladesh’s primary market is in principle more open: all financial insti-
tutions that maintain an account at the central bank can participate directly in the
primary market auctions of government debt securities. But clear rules on the
rights and obligations of the primary dealers are not yet in place.

Sri Lanka shows what can happen when the obligations of primary dealers are
incompatible with market conditions. Primary dealers are required to act as mar-
ket makers. But because of a range of factors, trading in the secondary market is
limited, and primary dealers are unable to provide two-way quotes for all lines of
government debt securities.

Secondary Markets. Well-functioning secondary markets promote efficient price
discovery, facilitate liquidity and risk management, and bolster the development
of the primary market. They do so by providing a cost-efficient environment in
which market participants can trade bonds through fair and transparent transac-
tions. Active secondary markets improve the valuation and pricing of bonds, espe-
cially medium- and long-term bonds that are by definition issued less frequently
than short-term bills. They provide an exit mechanism for investors in medium-
and long-term securities while permitting governments to issue longer-term debt
to better manage their exposure to interest rate and rollover risk.

But active and liquid secondary markets are difficult to develop. They require a
sufficient number of market intermediaries and institutional investors with in-
centives to trade, appropriate types of instruments and transactions, and well-
established trading mechanisms. Such mechanisms include not only the technical
infrastructure for trading, clearing, and settlement facilities but also prudential
and business conduct rules, effective market surveillance, and investor protection.
Malaysia’s experience points to some of the mechanisms that can help improve
liquidity (box 1.1).

Of the five countries, India has the most liquid secondary market in govern-
ment debt securities. Secondary trading in dated securities with maturities of up
to 15 years is particularly active. Primary dealers are the main intermediaries for
secondary market transactions and account for most of the trading in govern-
ment debt securities.

In Sri Lanka secondary market trading in treasury bonds dropped significantly
in recent years. In Pakistan the secondary market for government debt securities is
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Box 1.1 How Malaysia Enhanced Liquidity in Its Domestic

Bond Market

Malaysia, though at the forefront in developing
domestic bond markets, had to contend with
limited liquidity in the secondary market for
some time.To address the issue, the country’s
central bank, Bank Negara Malaysia, introduced
several changes in January 2005, all of which
are viewed as having helped develop a more
liquid market with better price discovery:

+ Active use of repurchase agreements (repos)
as a monetary policy instrument

+ A program for the borrowing and lending of
securities

+ A securities lending facility for principal
dealers

Repurchase Agreements as a Monetary

Policy Instrument

Bank Negara Malaysia started using
repurchase agreements—transactions com-
bining a sale of securities with an agreement
to reverse the transaction in the near future—
as a monetary policy instrument to manage
liquidity in the banking system. Its repo opera-
tions are aimed at encouraging market partici-
pants to actively use repos as an alternative
funding instrument, making it easier for mar-
ket participants to use these securities in man-
aging settlement risks and trading strategies,
and further strengthening risk management
in the banking industry by encouraging banks
to move toward collateralized interbank
transactions.

Securities Borrowing and Lending
Bank Negara Malaysia developed the Web-
based Institutional Securities Custodian Pro-

gram to encourage institutional investors to
participate in securities lending activities.
Through this program the central bank bor-
rows securities, mainly Malaysian government
securities, from major institutional investors
for use in its repo operations.The program, by
“freeing” captive holdings of Malaysian gov-
ernment securities for trading operations, is
aimed at increasing overall liquidity in the
bond market.

Securities Lending Facility for Principal Dealers
The securities lending facility, introduced for
the 10 principal dealers, is designed to
support market-making activities and
competitive pricing.The facility, by lending
Malaysian government securities to principal
dealers,improves their ability to quote contin-
uous prices for the securities, further enhanc-
ing price discovery and liquidity in the
secondary market.The securities come from
the Institutional Securities Custodian Program
or from Bank Negara Malaysia’s own holdings.
Because sufficient supply is critical, the central
bank may also purchase Malaysian
government securities from the primary and
secondary markets at market prices.To ensure
that these purchases do not influence or dis-
tort market prices, those in primary auctions
are to be based on the weighted average price
of the auction and limited to no more than 10
percent of the issue size, while those in the
secondary market are to be limited to 10 per-
cent of the outstanding amount of the issue.

Source: Bank Negara Malaysia press release,
January 7,2005.

dormant. And in Bangladesh and Nepal secondary market activity is practically
nonexistent.

Clearing and Settlement Systems. Efficient infrastructure for securities settlement
is essential for the sound development of bond markets. It facilitates the smooth
flow of transactions in the primary and secondary markets, strengthens investor
confidence, stimulates market growth, and limits exposure to systemic risk. To op-
erate effectively, securities settlement systems need internal rules and procedures
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that are enforceable with a high degree of certainty. Also essential is a clear and
sound legal framework that includes property and insolvency laws and laws specific
to the operation of securities settlement systems. These specific laws should ensure
that transactions are enforceable and client assets protected. They should provide
for storage of securities in a depository (immobilization) or their issuance in secu-
rities accounts rather than in paper form (dematerialization). The laws should spec-
ify arrangements for ensuring that securities are delivered only if cash payment oc-
curs (delivery versus payment). And they should provide for netting arrangements,
securities lending, default rules, and liquidation of collateral and pledged assets.

The five South Asian countries have greatly varying clearing and settlement
systems in their domestic debt securities markets. Both India and Sri Lanka have a
modern framework based on delivery versus payment, though in Sri Lanka the
delivery-versus-payment framework works only for government debt securities.
The two countries also both have in place real-time gross settlement, an electronic
fund transfer and settlement system.

Pakistan has yet to introduce a fully electronic means of trading, settlement,
and clearing. Its planned implementation of a real-time gross settlement system in
the second half of 2008 is a welcome development.

Nepal’s system falls far short of what is needed to support a well-functioning
bond market. All debt instruments are issued in paper form, which not only adds
to the time and cost of transactions but also increases the risk of theft, forgery, and
destruction. Introducing a scripless securities settlement system would be a criti-
cal step toward efficient clearing and settlement of traded securities and recording
of information.

Bangladesh has a manual payment system for securities transactions, which
prevents settlement on a delivery-versus-payment basis.

Risk Transfer Mechanisms. Financial innovations that transfer risks from parties
seeking to mitigate their risk exposure to those willing to take on more risk are at
an early stage of development in South Asia. Even in India the securitization mar-
ket is still in its early phases, with all transactions carried out through private
placement. Although securitization initiatives started in 1991 in India, growth
picked up only in 2002, when the applicable law came into force. Transactions
then grew rapidly for the next three years as a result of the strong growth in the In-
dian economy and in consumer lending. The investor base remains limited, how-
ever, because institutional investors face regulatory restrictions on investing in
below-investment-grade debt instruments.

India’s market for debt derivatives is also at an early stage. A vibrant derivatives
market can help investors hedge their risks. It can also help foster the development
of risk management products, which in turn would further deepen the Indian
bond market.

Tools for Risk Assessment and Dissemination of Information. Credit rating agen-
cies are an essential part of an efficient bond market infrastructure, providing in-
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vestors with tools to make informed investment decisions and achieve price dis-
covery. In Malaysia the government made credit rating of certain instruments and
corporations mandatory, a move that had a major impact in developing domestic
rating agencies and the bond market, especially the corporate bond market.

Nepal has no credit rating agency, and none is likely to be established in the
present environment, which lacks sound disclosure requirements, corporate gov-
ernance guidelines, and accounting and auditing standards. At the other end of
the spectrum, India has been very successful in integrating credit rating structures
into the local bond market. All major international credit rating agencies (Fitch
Ratings, Moody’s, Standard & Poor’s) are represented in India, and the country’s
major rating agency, CRISIL, was recently acquired by Standard & Poor’s.

Pakistan and Sri Lanka each have two credit rating agencies. In Sri Lanka the
Central Bank advised all banking institutions to obtain and publish credit ratings
to improve investor confidence in the financial system. Bangladesh also has two
credit rating agencies, both at an early stage of development.

Governments can enhance transparency and increase participation in their
debt securities market by ensuring that market participants and the general pub-
lic have access to high-quality information about the government’s debt structure,
funding needs, and debt management strategy. India has a well-developed system
for disseminating information. In the primary market an issuance calendar for
dated securities has been published since 2002, enabling institutional and retail
investors to better plan their investments and improving market efficiency. The
central bank announces the results of auctions soon after they are completed and
posts information on its Web site on all transactions on the day of settlement.

Sri Lanka has improved the dissemination of information. It publishes a range
of data that market participants need, including the government borrowing calen-
dar, auction information and results, bond market data, fiscal developments,
money market information, and key macroeconomic indicators. It has also devel-
oped and published a bond index useful to both issuers and investors.

Legal and Regulatory Framework

A country’s legal and regulatory framework shapes the structure of its bond mar-
ket and affects how the market functions and develops. The regulatory framework
for the bond market, like that for any securities market, should have three distinct
but complementary objectives:

+ Maintaining a fair, efficient, and transparent market
+ Reducing systemic risk

* Protecting investors

Legislation should allow the government to borrow and to set ceilings on pub-
lic debt. Legislation should also clarify the authority of different government enti-
ties to act in the market and should appoint the central bank or another institution
to act as the agent for the government. An appropriate set of rules and regulations
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for intermediaries and investors, rules commensurate with the level of develop-
ment of local markets, should govern the organization of the primary and sec-
ondary bond markets. Such rules should also influence the roles of the different
market participants.

Authorities should aim to ensure equitable treatment of all types of investors
and should regulate financial institutions to ensure their solvency and sound op-
eration. Asset allocation limits and valuation rules, which have broad effects on
the investment policies of institutional investors, need to be designed carefully
and adapted to the changing circumstances of the regulated institutions.

Regulatory Structures. In South Asia there are two basic regulatory models for
securities markets: merit based and disclosure based. India and Sri Lanka have
disclosure-based regulatory systems, while Bangladesh, Nepal, and Pakistan have
adopted merit-based ones.

In India the country’s large size and large market, with intermediaries operating
at both national and state levels, have led to a complex regulatory structure requir-
ing close coordination among the different regulators. A high-level committee pro-
vides this coordination, though concerns remain about adequate delineation of
regulatory and supervisory roles. Issues of overlapping jurisdiction tend to in-
crease as financial markets become more open and complex, adding to the chal-
lenge of regulating and supervising the markets.

Regulatory and investment guidelines imposed on institutional investors in
India discourage them from holding lower-rated, relatively illiquid bonds, allow-
ing them less flexibility in managing their portfolios than their counterparts in
more mature fixed-income securities markets. Similarly, foreign institutional in-
vestors, which have the risk appetite to invest in bonds across the credit spectrum,
face caps on their debt investments in the country.

In Pakistan the central bank has overall responsibility for supervising financial
markets and acts as the government’s agent in issuing debt securities. The Securi-
ties and Exchange Commission of Pakistan is responsible for regulating securities,
insurance, and companies. The commission has clear responsibilities, appears able
to operate free of external influences, and enjoys an array of powers. But concerns
remain about the adequacy of its resources.

Sri Lanka has made much progress in developing its regulatory framework for
the capital market. The Securities and Exchange Commission of Sri Lanka, re-
sponsible for regulating all aspects of the capital market except government debt,
was recently granted expanded jurisdiction and greater powers, enhancing its ef-
fectiveness as a regulator.

The Securities Board of Nepal is the apex regulator for that country’s capital
market, working in coordination with other regulators and the stock exchange.
But while the board has ultimate oversight over the capital market, its indepen-
dence is open to question and its resources apparently inadequate to support its
enforcement powers. Corporate governance guidelines exist, but their enforce-
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ment has been lax. In addition, the lack of accounting and auditing standards and
an efficient judiciary system undermines confidence in the capital market.

In Bangladesh, where several government authorities and regulators play cor-
respondent roles in regulating the bond market, the central bank and the Securi-
ties and Exchange Commission have signed a memorandum of understanding
aimed at improving coordination.

Most South Asian countries have ample scope for improvement in corporate
governance arrangements, both those for the market regulator and those for mar-
ket participants. While most have introduced corporate governance standards for
listed companies, the standards remain voluntary and few companies have adopted
them.

Tax Regime. Taxation has important implications for the development of capital
markets. The tax rules relating to income from debt securities and capital gains af-
fect consumption, saving, and investment decisions and thus influence the general
level of savings, the demand for financial assets, and the size and type of invest-
ments. Poorly designed tax policies can impede the development of financial mar-
kets by discouraging new financial instruments or deterring potential investors.

In India the tax treatment of income from debt instruments varies depending
on the type of instrument. In Pakistan different tax treatment also favors some
debt instruments over others, including national savings instruments. Removing
these tax distortions would help create a level playing field for debt instruments.

Tax treatment also varies by debt instrument in Nepal. In addition, interest in-
come from corporate bonds and from taxable government bonds is taxed at one
rate if owned by an individual and at a higher rate if owned by an institutional in-
vestor. That rules out cross-trading between the retail public and institutional in-
vestors, further reducing the possibility of secondary market activity.

Sri Lanka has taken some positive steps to ensure equal tax treatment for in-
vestors across different instruments and asset classes. Bangladesh has recently re-
moved the withholding tax on interest income from government bonds.

A Varied Agenda

Unleashing the full potential of domestic debt securities markets in South Asia
will require concerted efforts by policy makers across the region. Action plans and
reform programs for each country will need to reflect the development level and
technical progress of its market.

In Bangladesh and Nepal, the least advanced bond markets in the region, atten-
tion needs to focus on strengthening the primary market while laying the founda-
tion for a solid secondary market structure. Priorities for Bangladesh are strength-
ening the government debt securities market, developing market infrastructure,
and aligning returns on national savings certificates with market rates. In addi-
tion, promoting corporate bonds could help diversify the market. And encourag-
ing foreign as well as domestic investment could help enlarge the investor base.
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Priorities for Nepal center on developing a reliable issuance calendar, establishing
a primary dealer system, and strengthening the market infrastructure.

Pakistan and Sri Lanka, with mixed progress in market development, face a dif-
ferent set of priorities. For Pakistan priorities include following a regular calendar
(with targets) for auctions of Pakistan Investment Bonds, promoting secondary
market trading by limiting the number of maturities in these bonds, and making
national savings instruments more market based. For Sri Lanka the first priority is
to stabilize the macroeconomic situation by reducing inflation and the fiscal deficit
to sustainable levels. The second is to develop a benchmark yield curve by consoli-
dating the fragmented debt stock—through buyback or conversion and a reduc-
tion in the number of bond series—and introducing a benchmark bond series.

For India, despite its more advanced debt securities market, the agenda still en-
compasses reforms to broaden the range of issuers, to expand the investor base,
and to promote the corporate bond market by developing a central database on
corporate bond issues. But India’s longer experience in developing its market al-
lows the country to be more strategic in the timing of reforms.

Endnotes

1. Much of the discussion in this section draws on World Bank and IMF (2001).

2. See, for example, Harwood, Pomerleano, and Litan (1999); Adams, Pomerleano,
and Litan (2000); Litan, Masson, and Pomerleano (2001); and Pomerleano, Litan, and
Sundararajan (2003).

3. The eight economies are China; Hong Kong, China; Indonesia; the Republic of
Korea; Malaysia; the Philippines; Singapore; and Thailand.

4. The Asian Bond Market Initiative encompasses the members of the Association of
Southeast Asian Nations (Brunei Darussalam, Cambodia, Indonesia, the Lao People’s De-
mocratic Republic, Malaysia, Myanmar, the Philippines, Singapore, Thailand, and Viet-
nam) as well as China, Japan, and the Republic of Korea.

5. The group of OECD countries are Australia, Canada, Germany, Japan, New Zealand,
the United Kingdom, and the United States.

6. Much of the discussion in the following sections draws on World Bank and IMF
(2001).
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Bangladesh

The Bangladesh bond market, the smallest in South Asia relative to GDP, has thus
far played only a limited role in the economy. But the country has been taking
positive steps toward developing the market. The government has started issuing
benchmark bonds at scheduled intervals. The authorities have taken important
measures toward developing an active secondary market for government securi-
ties—and that in turn will help establish benchmark yields and promote the de-
velopment of a corporate bond market.

Introduction

The Bangladesh economy is poised to grow by 6 percent in fiscal 2008, following
the sustained growth of more than 6 percent in the previous four years. Manufac-
turing and services sectors have recorded robust growth despite the high and
volatile oil prices in the international market. The government has taken measures
to limit average annual inflation to around 7 percent.

An environment of macroeconomic stability, along with liberalization and reg-
ulatory reforms, has helped strengthen the country’s financial sector since the
mid-1990s. The banking sector has improved its performance on a range of indi-
cators. The equity market reached new highs in market capitalization. By contrast,
the debt securities market has remained stagnant. Commercial banks dominate,
accounting for nearly 75 percent of financial assets in the economy (table 2.1).

Banking Sector Reforms

The banking sector consists of commercial banks—30 domestic private banks,
9 foreign ones, and 4 nationalized commercial banks—and 5 government-owned
special development banks. One of the four nationalized commercial banks,
Rupali Bank, is being divested to a foreign investor; the other three have been

27
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Table 2.1 Structure of Financial System, Bangladesh, 2004-06

2004 2005 2006
us$ Share of uss$ Share of uss$ Share of
Segment millions total (%) millions total (%) millions total (%)
Capital market 11,277.38 28.50 10,905.60 26.82 10,954.76 24.98
Domestic debt
securities 7,960.40 20.12 7,870.20 19.36 7,344.50 16.74
Equity 3,316.98 8.38 3,035.40 141 3,610.26 8.23
Banking assets 28,180.72 71.22 29,602.37 72.81 32,738.39 74.64
Insurance 109.22 0.28 129.03 0.32 147.43 0.34
Mutual funds — — 18.00 0.04 21.50 0.05
Total 39,567.32 100.00 40,655.00 100.00 43,862.08 100.00

Sources: For domestic debt securities, Bangladesh Bank; for equity, World Bank, World Development Indicators
database; for banking assets, International Monetary Fund, International Financial Statistics database; for
insurance and mutual funds, Bangladesh Bank 2006.

— = Not available.

transformed into public limited companies. Private banks have gained in market
share, in part because of the ongoing restructuring of the nationalized commer-
cial banks and in part because the private banks offer higher interest rates on de-
posits. Beyond the traditional banking sector is the microfinance industry, where
Bangladesh has been a leader.

Over the past decade and a half, beginning with a financial sector reform pro-
gram in the 1990s, Bangladesh has pursued a series of legal, policy, and institu-
tional reforms to improve the financial intermediation process and facilitate effi-
cient allocation of financial resources (see annex 2.1). This in turn is expected to
improve the competitiveness of the private sector and promote investment and
growth in the real sector. The country’s central bank, Bangladesh Bank, plans to
implement the Basel II Capital Accord beginning in January 2009 to bring domes-
tic banks closer to international standards.

Measures to liberalize the financial sector led to clear benefits. The asset quality
and capital base of domestic banks improved. Nonperforming loans, though still
high by international standards, declined from about 35 percent in 2000 to about
14 percent in 2006. Most banks maintained a capital adequacy ratio of 9 percent;
the exceptions were the nationalized commercial banks. Competition was encour-
aged, and 8 new foreign banks and 10 private domestic banks entered the market.
The large spread between average lending and deposit rates remains a concern,
however.

Although traditional banking products still dominate, the commercial banks
increasingly are adopting innovative, technology-driven products and services. A
few are now focusing on card-based payments using debit, credit, and automated
teller machine (ATM) cards. Bangladesh Bank has taken the legal, regulatory, and
other measures necessary to speed the transaction and payment process.
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Microfinance institutions, though accounting for assets of less than 2 percent
of GDP, reach more than 60 percent of households. And while their financial ac-
tivities are restricted by law to a narrow range, they are continually adding to the
quality and coverage of the financial system. Indeed, the country’s first microcre-
dit securitization, by BRAC, provided a model of financial innovation for the en-
tire financial sector.

Recent Developments in the Capital Market

The equity market posted an impressive performance in 2007. In June 2007 the
market capitalization of the Dhaka Stock Exchange rose to an all-time high of
$10 billion, 14 percent of GDP. The Chittagong Stock Exchange also posted better
performance.

Still, the Bangladesh equity market remains thin compared with such peers as
the Pakistani market. The Bangladesh market remains shallow, and vulnerable to
overheating and price shocks. The market surge was mostly demand driven, and
there is concern about a risk of collapse unless backed by quality shares with
strong fundamentals. Partial divestiture of the two state-owned oil companies and
entry by major telecommunications companies are expected to help improve the
supply of quality shares.

The government is working to improve the reliability and efficiency of the
stock exchanges as an investment market. To protect investors’ interests, the Secu-
rities and Exchange Commission is initiating appropriate regulatory and supervi-
sory measures aimed at establishing fairness and transparency in capital market
operations.

The debt securities market in Bangladesh is very small, accounting for about
17 percent of financial system assets in 2006. Government debt securities over-
whelmingly dominate the market, the primary ones being treasury bills and trea-
sury bonds. But nonmarketable instruments known as national savings certifi-
cates account for an even larger share (more than three-fifths) of the 28 percent of
domestic savings that are invested in debt instruments.

The corporate bond market remains largely undeveloped. Lack of varied cor-
porate debt supply is a major impediment to its development. As in other South
Asian countries, corporate borrowers generally prefer to rely for funds on com-
mercial banks rather than the bond market, thereby avoiding the need to comply
with disclosure and governance norms.

Supply Side: Debt Instruments and Issuers

The slow growth of the Bangladesh debt securities market can be attributed in
part to several important constraints on the supply side, including a lack of
benchmark bonds, market distortions caused by the national savings scheme, and
a lack of interest from private companies in launching new debt products as a re-
sult of the high costs.



30 South Asian Bond Markets

Money Market

Bangladesh has yet to develop an active money market. Its money market con-
sists mainly of a thin interbank market with sporadic trading in treasury bills.
Trading of treasury bills in the secondary market is limited because these instru-
ments, along with treasury bonds, make up the statutory liquidity reserve and are
therefore generally held until maturity by commercial banks and other financial
institutions.

Trading is also thin in repurchase agreements (commitments by the seller to
the buyer to repurchase the instrument when the buyer intends to sell, or repos),
for two main reasons. First, commercial banks have a weak treasury function, and
most do not actively manage liquidity.' Second, there is no standard master repur-
chase agreement, a gap that should be addressed to support orderly development
of the repo market.

Call Money Market. Commercial banks and nonbank financial institutions access
the call money market to bridge overnight funding gaps or park surplus liquidity.
A liquidity gap may arise because of a need to meet the regulatory 5 percent cash
reserve requirement or because of a sudden outflow of funds to meet liabilities.
The call money rates are negotiated and tend to be seasonally volatile. Volatility
tends to be especially high during Eid, the Muslim holiday marking the end of Ra-
madan, when there is a surge in deposit withdrawals and banks face immediate
liquidity pressure.

There is a direct and positive relationship between treasury bill rates and call
money rates. When there is a seasonal cash shortage, banks rush to the call money
market, and the rate peaks. Investors in treasury bills are naturally unlikely to
make those instruments available unless offered higher yield rates. Bangladesh
Bank monitors the day-to-day liquidity position and eases any substantial volatil-
ity in the call money market.

Repo and Reverse Repo Markets. Before 2003 Bangladesh Bank offered investors
in treasury bills a premature encashment (redemption) facility, a procedure in
which the central bank would buy back the security, paying the amount and ac-
crued interest, when the investor needed cash. This procedure is also called dis-
counting the treasury bills. Today, rather than this discount window, Bangladesh
Bank offers a repo facility, allowing investors to borrow against treasury bills for
up to 90 percent of their value. In addition, a repo auction is held alongside the
treasury bill auction. The yield rate of repos is determined through bid offer and
acceptance and is usually higher than the yield of treasury bills.

Which banks and financial institutions are allowed to access the repo facility
depends on the liquidity in the market. Repo auctions are available for 28-day
treasury bills. The term is usually overnight or one week. Repo auctions are held
every working day, with Bangladesh Bank having the discretion to accept or reject
bids in part or in full.
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Repo rates (for a tenor of one to two days) remained unchanged at 8.50 percent
during July—December 2007. During that period there were only four transac-
tions, on three days in December, amounting to Tk 6.08 billion.

In reverse repo transactions a bank or financial institution that has excess liq-
uidity can deposit it with Bangladesh Bank. Reverse repo transactions were on the
increase during July—December 2007, and the rates (for a tenor of one to two
days) remained unchanged at 6.50 percent.

The interbank repo market, introduced in July 2003, has not been active,
though there were 30—40 transactions in July—December 2007. The interest rate
ranged from 7.10 percent in July 2007 to 8.00 percent in December 2007.

Monetary Policy Operations. Bangladesh Bank has maintained its restrained
monetary policy stance since the second half of fiscal 2005 with a view to curbing
excess demand and inflationary expectations.” In October 2005, to slow domestic
credit growth, it raised the cash reserve requirement for commercial banks to 5.0
percent of time and demand liabilities, and the statutory liquidity requirement to
12.5 percent of these liabilities. Repo and reverse repo interest rates and treasury
bill and bond yield rates have sustained an upward trend (table 2.2; figure 2.1).
This trend helped reduce private sector credit growth from 25 percent in February
2005 to 15.6 percent in May 2007 and eased the pressure on the foreign exchange
market.

Bangladesh Bank has also used the repo and reverse repo facilities to enhance
daily monetary operations. But despite its efforts to gradually tighten monetary
policy, excess demand from inflationary expectations remains. The inflationary
expectations are reflected in the wide gap between the short-term rates of treasury
bills and those of the 5- and 10-year treasury bonds. Bangladesh Bank (2007¢) has
indicated that it would be prudent to narrow the gap by raising the short-term in-
terest rates and developing a secondary market for government securities, leading
to a lowering of the yield on treasury bonds.

Government Debt Issuance

The Bangladesh government raises funding through treasury bills (364 days), trea-
sury bonds, National Investment Bonds, and national savings certificates. The
largest share, about two-thirds, comes from national savings certificates (table 2.3).

Treasury Bills and Bonds. Bangladesh has been improving the transparency of the
primary market in government debt securities in recent years. Since September
2006 the Ministry of Finance, the issuer of treasury bills and bonds, has been pub-
lishing an annual calendar of the auctions for these instruments. The calendar an-
nounces the dates, types of instruments, and volume for each auction. Bangladesh
Bank, which runs the auctions as an agent for the government, promptly publishes
the auction results on its Web site. All financial institutions that maintain accounts
with Bangladesh Bank can participate directly in the auctions.



Table 2.2 Selected Interest Rates, Bangladesh, September 2005-June 2007

W, TREDIN@-SOFTW AR E-COLLECTION, COM

Weighted average rates (%)

Treasury Reverse
Treasury bills BB bills bonds Repos repos
28 91 182 364 30 91 5 10 1-2 1-2 Call Lending | Deposit

Month day day day day day day year year day day rate rate rate
FY06

Sept. 6.72 6.85 6.98 713 — — — — — 5.02 6.09 11.15 5.90
Dec. 6.96 7.02 7.20 7.45 — — 10.50 11.65 — 5.50 8.40 11.25 5.90
Mar. 7.05 1.25 7.49 7.85 — — — — — 5.60 17.15 11.60 6.26
June 7.10 743 115 8.30 — — 10.65 12.10 — 6.04 1.84 12.06 6.68
FYo7

July 7.15 745 7.82 8.35 — — — — — 6.22 7.56 — —
Sept. 124 7.55 7.83 8.38 — — 10.86 12.49 — 6.49 7.36 12.41 6.98
Dec. 7.33 7.52 7.84 8.45 1317 — 10.89 12.49 — 6.50 7.16 12.60 6.99
Mar. 132 7.58 7.86 8.45 7.38 7.58 — 12.50 9.00 6.50 6.99 121 7.02
May 733 7.59 7.88 8.46 7.38 7.60 — 12.34 9.00 6.50 761 — —
June 1.32 7.60 7.89 8.48 7.39 7.60 — 12.14 9.25 6.50 1.67 — —

Source: Bangladesh Bank.

Note: BB bills are Bangladesh Bank bills.
— = Not available (no activity and therefore no published rates).
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Figure 2.1 Trends in Selected Interest Rates, Bangladesh,
March 2006 - December 2007
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Table 2.3 Composition of Domestic Government Debt, Bangladesh,
Fiscal 2000-07

(Tk billions)

National Treasury

savings Treasury bonds and
Fiscal year certificates bills NIBs Total
2000 169.32 152.18 39.95 361.45
2001 211.71 179.07 42.09 432.87
2002 258.72 207.34 42.20 508.26
2003 258.87 200.78 43.34 502.99
2004 362.21 123.20 47.17 532.58
2005 366.20 167.52 14.21 547.93
2006 395.89 149.84 26.57 572.30
2007 (Feb.) 421.50 162.16 7.4 661.07

Source: Bangladesh Bank.
Note: Data are for the end of the fiscal year, June 30, except for 2007.
NIBs = National Investment Bonds.

All auctions of treasury bills and bonds are conducted according to the prean-
nounced calendar (table 2.4). The 28- and 91-day treasury bills are auctioned
weekly, while the 182- and 364-day treasury bills are auctioned in alternating
weeks. The issuance of treasury bills exceeding 364 days was halted in July 2006.
Two- and five-year treasury bills, which were issued until September 2006, have
also been discontinued.

The Ministry of Finance has been issuing 5- and 10-year treasury bonds since
December 2003, and 15- and 20-year bonds since July 2007. The government in-
troduced the long-term bonds to better meet its borrowing needs as well as the
appetite of banks looking for ways to meet their statutory liquidity requirements.

To its credit, the government has reversed the past trend of a concentration in
treasury bills by substantially increasing the share of treasury bonds while reduc-
ing the volume of treasury bills (table 2.5). The ratio of treasury bonds to treasury
bills rose from about 20 to 80 in 2005 to 80 to 20 in 2007. The supply of 5- and 10-
year treasury bonds has been the key to the reversal of the trend.

National Investment Bonds. Besides treasury bills and bonds, the Ministry of Fi-
nance places National Investment Bonds, with a maturity of three years, at a pre-
determined rate. The rate of these bonds appears to be lower than market expec-
tations. Life insurance companies, which can use National Investment Bonds to
meet their reserve requirements, have become the sole investors in these bonds.

National Savings Certificates. The national savings scheme is aimed at mobilizing
the savings of small investors and pensioners at attractive interest rates. Under
the National Savings Directorate, formed under Public Debt Act, 1943, national



Table 2.4 Results of Treasury Bill Auctions, Bangladesh, Week Ending December 30, 2007

Bids offered Bids accepted
Range Weighted Weighted
Face Range of Face Sale of average average
Maturity Total value yields Total value value yields price yield
Auction date (days) bids (Cr Tk) (%) bids (Cr Tk) (Cr Tk) (%) (Tk) (%)
Dec. 30 28 21 587.0000 7.32-7.43 9 207.0000 205.8375 1.32-1.35 99.4384 1.34
Devolvement on primary dealers 7 293.0000 291.3527 7.35 99.4381 7.35
Dec. 30 91 14 | 236.0000 | 7.63-1.79 3 59.0000 57.8956 763 98.1282 7.63
Devolvement on primary dealers 8 141.0000 138.3607 7.63 98.1282 7.63
Dec. 23 182 14 | 220.0000 | 7.93-8.12 5 100.0000 96.1780 7.93-1.95 96.1780 7.95
Devolvement on primary dealers 0 n.a. n.a. n.a. n.a. n.a.
Dec. 30 364 15 | 1501000 | 847-865 5 56.1000 51.7193 8.47 92.1914 8.47
Devolvement on primary dealers 9 43.9000 40.4720 8.47 92.1914 8.47

Source: Bangladesh Bank.
Note: Cr Tk = crore taka (10 million taka).
n.a. = Not applicable.
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Table 2.5 Pattern of New Domestic Government Borrowing, Bangladesh,
Fiscal 2004-07
(Tk billions except where otherwise specified)

Instrument 2004 2005 2006 2007
Treasury bonds 3.17 11.04 12.35 60.09
5year 2.43 6.41 4.88 24.61
10 year 0.74 463 147 35.48
Treasury bills 23.32 46.46 67.41 14.66
Total 26.49 57.50 79.76 74.75
Treasury bonds/total (%) 12 19 15 80
Treasury bills/total (%) 88 81 85 20

Source: Bangladesh Bank.
Note: Data are for the end of the fiscal year, June 30.

Table 2.6 Interest Rate on Savings Products by Source and Maturity,
Bangladesh, June 2007
Annual interest rate (%)

6 months 3years
Source 3-6 months to 1year and above
Post Office — — 1.5
Nationalized commercial banks 6.5-7.5 6.75-7.75 8-8.5
Specialized banks 5.75-1.25 6-7.5 6.75-8
Private banks 7-12.75 7.25-13 8-11.75
Foreign banks 3.75-12.5 4-12.25 45-11
National Savings Directorate n.a. n.a. 12°

Source: Bangladesh Bank.
a. Average.
n.a. = Not applicable.

savings certificates are sold through 9,000 post office branches and 3,300 commer-
cial bank branches functioning as commission agents. Bangladesh Bank collects the
sales proceeds and reimburses the seller at the time of encashment (redemption).

National savings certificates amounted to Tk 395.89 billion at the end of fiscal
2006 and Tk 421.50 billion at the end of February 2007. The return on national
savings certificates had been following a declining trend, dropping from 14.5 per-
cent in 2000 to 10.5 percent in 2005. But more recently the return rose to 12 per-
cent, comparable to the rates offered by private and foreign commercial banks
(table 2.6).

The savings scheme suppresses potential demand for market-traded instru-
ments. While the national savings certificates offer a return consistent with mar-
ket rates, they also carry the implied sovereign guarantee, shorn of credit risk. As a
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Box 2.1 Islamic Bonds Offering a New Alternative for Issuers

and Investors

Islamic bonds, developed as an alternative to
conventional bond products, are designed to
achieve compliance with Shari‘ah, which pro-
hibits the charging of interest. In Islamic
finance, lenders are considered an investment
partner of the borrower, sharing in the returns
and risks relating to the underlying physical
assets.

Islamic bonds are structured financial in-
struments based on a contract of exchange,
such as for the sale and purchase of an asset
through deferred payment, leasing of assets,
or participation in a joint venture. Issued both
internationally and domestically by sovereign
or corporate entities, the bonds generally
have a medium-term maturity and risk and
return characteristics similar to conventional
debt securities. They can be structured to pro-
vide investors additional protection, through
credit or liquidity enhancement schemes,
against late payment, prepayment, and poten-

tial write-offs. The structuring of Islamic bonds
requires approval from recognized Shari'ah
advisers to ensure compliance with Islamic
principles.

Islamic bonds have become increasingly
popular. For institutional or individual
investors with roots in Islam, they provide an
avenue for investing in Shari’ah-compliant in-
struments. The bonds also appeal to conven-
tional investors looking for attractively priced,
liquid instruments for income and capital
gains. For issuers, the demand from investors
has allowed a lower cost of finance.To support
efficient price discovery for Islamic securities,
the Malaysian government has issued
Malaysian Islamic treasury bills and Govern-
ment Investment Issues.These products have
established an Islamic benchmark yield curve.

Source: Institute of Islamic Banking
(http://www.islamic-banking.com/).

result, they have become the preferred investment choice for savers. Even though
the aim of the national savings scheme is to provide savings instruments for small
investors and pensioners, small savers (those with deposits of up to Tk 50,000) ac-
count for only 20 percent of the funds mobilized, according to a recent study (Bal-
alle 2006).

Islamic Bonds. A new government bond product in Bangladesh is the Islamic
bond (box 2.1). Issued by Bangladesh Bank in October 2004, after extensive re-
search and long discussion, the Bangladesh Government Islamic Investment Bond
has a maturity of six months, one year, or two years. The bond is designed in large
part to provide Islamic banks and financial institutions with a Shari’ah-compliant
instrument for meeting statutory liquidity requirements as well as investing or
procuring funds. The bond is also open for investment by any private individual
or corporation. At the end of June 2007 the total sales of this bond amounted to
Tk 14.8 billion, up from Tk 6.4 billion a year earlier (Bangladesh Bank 2007a).

Sovereign Yield Curve

Lack of benchmark bonds has been among the main reasons that the Bangladesh
debt securities market has not taken off. Without benchmarks in place, all other
fixed-income instruments, including corporate bonds, have lacked a pricing base.
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Figure 2.2 Weighted Average Yield of Treasury Bills Based on Auction of
December 30, 2007 Bangladesh
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Source: Bangladesh Bank.

The authorities have been working on developing benchmark bonds. The gov-
ernment is now issuing, on a regular schedule, benchmark treasury bonds with
maturities of 5, 10, 15, and 25 years. In addition, the government has maximized
the issuance of marketable bonds, concentrating on a few benchmark bonds by
using reopening. With little trading activity in the secondary market, however,
these efforts have not yet led to a liquid benchmark that can serve as a pricing
guide. Figure 2.2 shows the yield curve reflecting prices in primary auctions of
treasury bills and treasury bonds.

Public Debt Management

The Bangladesh government has a good track record of fiscal discipline, keeping its
overall deficit within the target. To strengthen public debt management, the gov-
ernment and the central bank have recently taken several steps to improve its gov-
ernance and transparency. At the beginning of fiscal 2007 a modified arrangement
for the government’s bank borrowings was put into place under the supervision of
the Cash and Debt Management Committee to strengthen the coordination of bor-
rowing activities. The new arrangement included a higher ways and means advance
limit (Tk 10.00 billion, up from Tk 0.65 billion), as well as auctions of treasury bills
and bonds according to volumes preannounced in the borrowing calendar.

This new arrangement segregates Bangladesh Bank’s role in government debt
management from its monetary policy operations, increasing the independence of
momentary policy. But it lacks a built-in mechanism to keep government bank
borrowings within budgetary limits. Until recently Bangladesh Bank would hold
treasury bills and bonds at the cutoff rate if the market supply of funds fell short
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of the government’s demand as set by the Cash and Debt Management Commit-
tee (a process known as devolvement). The Cash and Debt Management Commit-
tee has agreed in principle that the devolvement system would be replaced by a
system in which the extra amount would be devolved on the primary dealers
(Bangladesh Bank 2007b).

Corporate Bond Market

The corporate bond market in Bangladesh remains at a nascent stage, with a shal-
low debenture market. In 1987-2005 only 17 debentures were issued through
public offerings. The eight debentures still outstanding at the end of 2005 had an
issue value of only $2 million.” The corporate bond market faces important con-
straints—but also a potential for growth in bank and infrastructure bonds that
could spark its development.

Constraints on Market Development. The market suffers from lack of issuers as
well as investors. Much of this has to do with excessive dependence on bank credit:
corporate borrowers find it easier to access credit from banks than to comply with
the governance standards required for raising funds through the bond market or
to meet the disclosure requirements for listings on one of the exchanges. For the
debentures that are listed on an exchange, liquidity is insignificant because of the
small number of investors and their buy-and-hold mentality—but also because of
the inferior quality of the instruments.

Market development has also been constrained by high costs. Given the tradi-
tionally high interest rates, borrowing on a long-term basis is prohibitively costly
for issuers. And while the high interest rates stifle supply, they also reduce demand
for long-term securities as a result of investor uncertainty.

On the issuer side the high transaction costs of bond issuance also play a part
(table 2.7). In particular, the registration fee, stamp duties, annual trustee fees on
outstanding amounts, and ancillary charges have stifled demand. Registration fees
for debentures, however, have been significantly reduced in recent years to ease
this burden.

On the investor side a big factor is poor confidence in issuers, the market, and
the legal and regulatory framework—a result of a failure by issuers to meet con-
tractual payment terms, a failure by trustees to enforce debenture holders’ rights,
and a failure by market regulators to discipline firms listed on the exchanges for
not complying with the contractual terms of the debentures issued (out of fear of
the potential impact on individual issuers and overall market capitalization).
Some efforts have been made to improve conditions to promote investor confi-
dence and participation, including household (retail) participation. But weak-
nesses persist, constraining liquidity and demand.

Potential Starting Points. Bank bonds and infrastructure bonds could be poten-
tial starting points for promoting the development of the corporate bond market.
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Table 2.7 Cost of Bond Issuance, Bangladesh, 2007

Share of issue

Item (%) Tk

Securities and exchange commission registration 0.155 310,000
Publication of prospectus 0.100 200,000
Printing of prospectus and applications 0.150 300,000
Printing of certificates; postissue expenses; postage 0.500 1,000,000
Listing fee 0.400 800,000
Issue manager or underwriter 0.150 300,000
Trustee fee 0.050 100,000
Credit rating; bankers; legal and audit 0.200 400,000
Central depository fees 0.242 433,500
Total cost 1.947 3,893,500

Source: Country authorities and market information.
Note: The size of the bond issue is assumed to be Tk 200 million.

Bank bonds offer a way for banks and other financial institutions to meet Tier
2 capital requirements. Beginning in January 2008 these entities were required to
raise their total capital to 10 percent of risk-weighted assets, or up to Tk 2 billion
($29.11 million)—half from Tier 1 capital sources and the other half from Tier 2
sources (figure 2.3). Among the Tier 2 capital sources, several are limited by the fi-
nancial institution’s lending business and fixed assets transactions—general pro-
vision, asset revaluation reserve, and exchange rate equalization account. Of the
remaining two, preference shares will be costlier than debt.

That suggests a potential for financial institutions to raise Tier 2 capital by issu-
ing bank bonds. (The regulatory limiting factor is that Bangladesh Bank retains the
authority to decide how much of the bond issue should be treated as Tier 2 capi-

Figure 2.3 Components of Bank Capital, Bangladesh

Tier1 Tier2

Paid-up capital General provisions (1% of unclassified

General reserve loans)

Statutory reserve Asset revaluation reserve

Retained earnings Preference shares (except

Noncumulative irredeemable preference noncumulative irredeemable
shares preference shares)

Dividend equalization account Perpetual subordinated debt

Exchange rate equalization account

Source: Bangladesh Bank.



Bangladesh #1

Table 2.8 Government-Sponsored Infrastructure Investment Projects in
the Pipeline, Bangladesh

Amount

Sector Project (US$ millions)
Power Small power plants 182
Power Large power plants 2,430
Port and container terminals Land port and jetty 27

Inland container terminal 175
Telecommunications Telephone and optical-fiber cable network 900
Transport Elevated expressway, flyover, and national highways 1,440
Civil Park and civil construction 10
Housing Flats for low and middle-income people 1,230
Total 6,394

Source: Infrastructure Investment Facilitation Center.
Note: Excludes planned investments in telecommunications infrastructure by private sector telephone companies.
Data are as of the end of 2007.

tal.) One commercial bank has already done so. In 2007 Islami Bank Bangladesh
issued a Tk 3 billion perpetual bond. This first-ever perpetual bond issue in Ban-
gladesh was well received by investors, as shown by the huge oversubscription of
the initial public offering. Another commercial bank, Dhaka Bank, is expected to
issue a $30 million—equivalent subordinated convertible bond in the second half
of 2008.

Infrastructure bonds could play a key part in raising funds for private investors
in infrastructure. Governments in low-income countries, faced with enormous
investment requirements in infrastructure, are encouraging private sector financ-
ing. Best practice worldwide has been private investment under two methods:
build, own, and transfer, and build, own, operate, and transfer. Bangladesh, with
among the world’s lowest infrastructure performance indicators, lags in promot-
ing these two methods of infrastructure financing.

While there has been no infrastructure bond financing in Bangladesh so far,
one transaction is in the pipeline. The Industrial and Infrastructure Development
Finance Company, a Bangladesh development finance institution, plans to launch
the country’s first-ever infrastructure bond to arrange finance for four small
power plants, to be constructed under the government’s small-power-plant pro-
gram. The $56.47 million issue is expected to go mainly to private commercial
banks through syndication. Encouragingly, the prospective private investments in
infrastructure projects are sizable (table 2.8).

One potential source for financing these infrastructure projects through bond
issues is the remittances from nonresident Bangladeshis working abroad. In fiscal
2006 such remittances amounted to about $4.6 billion. In 2007 the remittances
grew by a record 23 percent. A recent study found that almost 80 percent of remit-
tances to Bangladesh go to nonproductive expenditures (INAFI 2006). Through
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savings instruments that the government offers for nonresident Bangladeshis
(such as nonresident foreign currency deposits, U.S. Dollar Premium Bonds, and
Wage Earners Development Bonds), some of these funds could be pooled and
used instead to issue infrastructure bonds.

Demand Side: The Investor Base

In Bangladesh commercial banks and institutional investors—life insurance com-
panies, pension and provident funds—are captive investors in government securi-
ties, a result of their need to comply with mandatory reserve requirements or
investment restrictions. Public pension schemes dominate the pension fund in-
dustry, while the government-owned Investment Corporation of Bangladesh
dominates the mutual fund industry. The Investment Corporation of Bangladesh,
brought under the supervision of the Securities and Exchange Commission, also
holds a large part of the shares on the Dhaka Stock Exchange. With few private in-
stitutional investors, the investor base remains undiversified, adversely affecting
the development of the Bangladesh debt securities market.

Commercial Banks

The statutory liquidity requirements for commercial banks are the biggest driver
of demand for government securities. Banks must maintain liquidity reserves of
18 percent: 12.5 percent in eligible assets such as government securities and 5.5
percent in cash.

Not surprisingly, commercial banks, along with Bangladesh Bank, dominate the
holdings of marketable government securities (table 2.9). By contrast, nonbank in-
vestors play only a marginal role in the market for treasury bills and bonds.

Table 2.9 Holdings of Treasury Bills and Bonds by Investor Category,
Bangladesh, 2002-06

(Tk billions)

Instrument and investor category 2002 2003 2004 2005 2006
Treasury bills

Bangladesh Bank 112.8 67.0 113.0 150.6 195.5
Commercial banks 132.2 172.3 150.9 169.0 155.2
Nonbank investors 03 5.2 10.0 1.8 1.5
Total 245.3 2445 273.9 331.4 362.2
Treasury bonds

Bangladesh Bank 0 0 0 0 0
Commercial banks 1 03 05 03 03
Nonbank investors 0 0 0 0 0
Total 1 03 0.5 03 03

Source: IMF 2006 (table A3).
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Insurance Industry

The insurance industry is a growing and potentially important institutional in-
vestor segment for government securities, with a strong appetite for longer-tenor
bonds. The strongest potential source of demand is life insurance companies,
which are required to maintain statutory reserves of 30 percent in cash, treasury
bills, treasury bonds, and National Investment Bonds. While the general insurance
sector appears to be stagnant, life insurance penetration has been increasing. Per
capita premium income for the overall insurance industry has also been increas-
ing gradually, though it remains considerably lower than that in India and Sri
Lanka. In 2005 gross premium income reached Tk 9.4 billion, about 0.23 percent
of GDP.

The industry, liberalized in 1984, includes 62 insurance companies. Of these,
18 operate in life insurance, including the state-owned Jiban Bima Corporation
and the foreign-owned American Life Insurance Company (ALICO). The other
44 operate in general insurance, including the state-owned Sadharan Bima Cor-
poration, the most active in that segment. Thirty-two insurance companies, 9 of
them in the life insurance segment, are listed on a stock exchange.

Both public and private insurance companies have been facing growing compe-
tition in underwriting new businesses. Public insurance companies (both life and
general) have been losing businesses to private ones, mainly because of a business-
as-usual approach and an apparent lack of incentive to compete. As the economic
significance of the industry continues to grow, orderly development of this market
will become increasingly important.

Pension and Provident Funds

In Bangladesh only 5-10 percent of workers, primarily civil servants, are covered
by formal retirement plans. Civil servants participate in two types of retirement
plans. The first is a noncontributory, defined-benefit scheme. The second is a con-
tributory provident scheme, the General Provident Fund, which de facto operates
as an unfunded system: contributions deducted from workers’ salaries are used to
pay benefits, while the surplus is allocated to the budget. These schemes are re-
quired to invest 75 percent of their assets in government securities.

State-owned enterprises and nationalized commercial banks also offer retire-
ment plans, though no consolidated data are available on these plans. Pension
plans offered by financial institutions are negligible, but large private firms have
established pension schemes for their employees. Companies offer both defined-
benefit and provident fund plans. These funds have traditionally invested in na-
tional savings certificates.

Mutual Funds

The mutual fund industry in Bangladesh remains poorly developed, perhaps be-
cause the capital market is still small and lacks an adequate number of good-quality
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securities. But the industry, aided by tax benefits, is beginning to be a preferred
investment option for savers. More private mutual funds, and active participa-
tion by those funds, are needed to promote development of the debt securities
market.

The first private mutual fund in Bangladesh started operating in May 2000. By
May 2007 there were 14 mutual funds, with a total market capitalization of Tk 29.7
billion. Of these, eight are managed by the government-owned Investment Corpo-
ration of Bangladesh, three by the ICB Asset Management Company (a subsidiary
of the Investment Corporation of Bangladesh), one by Bangladesh Shilpa Rin
Sangstha, and the other two by the privately owned Asset and Investment Manage-
ment Services (AIMS) of Bangladesh. The Investment Corporation of Bangladesh
has played a key role in developing mutual funds and has a long history of success-
fully managing closed-end mutual funds.

Mutual funds in Bangladesh invest mainly in equities and corporate deben-
tures. Recently neither mutual funds nor foreign investors have shown much in-
terest in investing in government securities. The yields of government securities
appear to be relatively low compared with market expectations. Indeed, the long
end of the yield curve is falling steeply despite current high inflationary trends,
reflecting investor demand and expectation of long-term stable inflation.

Market Infrastructure

The government and the central bank have taken several steps to improve the in-
frastructure of the debt securities market and promote the development of the
secondary market. One such step has been the introduction of repo and reverse
repo auctions. Others include developing a primary dealer system and an auction
calendar, important steps that will help establish benchmark yields and promote
the development of a corporate bond market. A central depository system has
been created for all securities. And to encourage securitization, the stamp duty on
transfer of assets has been eliminated.

Primary Dealers

Eight banks and one nonbank financial institution serve as primary dealers and
participate in the auctions for treasury bills and bonds. Bangladesh Bank, which
regulates the primary dealers, recently took steps aimed at improving the viability
of their business. In June 2007, by amending the guidelines applicable to primary
dealers, Bangladesh Bank made them eligible for commission and liquidity sup-
port. The amended guidelines require each primary dealer to underwrite a mini-
mum share of the auction amount (12 percent for bank primary dealers and 4
percent for nonbank ones in fiscal 2008). In return, primary dealers will be paid
an underwriting commission at a rate determined by the government. Each pri-
mary dealer also is eligible for liquidity support up to the amount of the treasury
bills and bonds devolved on that primary dealer in primary auctions, after adjust-
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ment for any shortfall in statutory liquidity reserves and minimum stock, for up
to a month at a time.

Secondary Market

Most secondary market activity is in repos and reverse repos. Trading in treasury
bills and bonds is very limited. Because commercial banks and other financial in-
stitutions subscribe to treasury bills and bonds to meet the statutory liquidity re-
quirements, they tend to hold these securities until maturity. Other reasons for
the dormant market in treasury bonds include the taxation of interest earnings
and, for retail investors, the large denominations. The limited trading in treasury
bonds also suggests that there is little market interest in long-term instruments—
and that apart from the institutional investors acquiring treasury bonds to meet
statutory liquidity requirements, the yields are too low to prompt investors to as-
sume long-term exposures.

Nor is there much appetite for long-term corporate bonds. This may be in part
because of the poor past performance of debentures, which has undermined in-
vestor confidence in private sector securities.

Government securities are traded in two places, the organized segment at the
stock exchanges and the over-the-counter (OTC) segment. That treasury bonds
are listed on the stock exchange is commendable, but there has been virtually no
trading in these securities. Statistics of the Dhaka Stock Exchange show that of the
34 treasury bond issues listed on the exchange in 2005 and 2006, only one 10-year
treasury bond has been traded. The issues listed had an aggregate value of Tk 4.5
billion (with a denomination of Tk 100,000 for each bond).

In the OTC market the primary dealers handle secondary transactions in trea-
sury bills and government bonds. In June 2007 treasury bills accounted for 80 per-
cent of transactions and 67 percent of trading volume. The weighted average yield
was 7.31 percent. But the real rate of return for investors was negative. Of the trea-
sury bonds, 49 percent are 5-year bonds and the rest are 10-year bonds. Transac-
tions averaged far less than $1 million (Tk 68.7 million). Yields ranged from 10.79
percent to 12.14 percent.

Clearing and Settlement System

Both stock exchanges in Bangladesh have an automated system for the trading of
securities. And, as noted, the country has a securities depository, Central Deposi-
tory Bangladesh, for all securities. But payments in securities transactions are
handled manually, which means that securities cannot be settled on a delivery-
versus-payment basis. The clearing and settlement system needs to be improved
to enhance the transparency and integrity of the market.

Securitization

Securitization is widely used in developed financial markets to provide long-term
funding that financial institutions can regularly tap for on-lending to clients. It is
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Table 2.10 Securitization Transactions, Bangladesh, 2004-07

Amount
Issuer (US$ millions) Year
Industrial Promotion and Development Company of Bangladesh (IPDC) 5.2 2004
Industrial Development Leasing Company (IDLC) 1.9 2005
BRAC 180 2006
United Leasing Company (ULC) 5.8 2007

Source: Issuing companies.

a fairly new concept in Bangladesh: so far only four securitization deals have been
done in the financial market, most by nonbank financial institutions (table 2.10).
One of these was an innovative microcredit securitization by BRAC (box 2.2). In
addition, the government is moving ahead with the securitization of toll revenues
from Jamuna Bridge.

All four securitization deals have been asset based. But there is also good po-
tential for developing mortgage-backed securities. The Bangladesh housing mar-
ket suffers from an acute shortage of supply, exacerbated by population growth
and low levels of financing relative to GDP. In Dhaka, the main housing market,

Box 2.2 A Pioneering Securitization of Microcredit
Receivables in Bangladesh

Bangladesh can boast the world’s first AAA-
rated, local currency securitization of micro-
credit receivables. The bond transaction, com-
pleted in 2006, is a securitization of
receivables arising from microcredit loans ex-
tended to low-income borrowers by BRAC, the
country’s largest NGO, primarily in rural com-
munities not reached by commercial banks.
The structure involves a special-purpose trust
that purchases the receivables from BRAC and
issues to investors certificates representing
the beneficial interest in those receivables.
Recognized by the financial media, includ-
ing CFO Asia, as one of the most innovative
financial market transactions in 2006, the deal
was arranged by RSA Capital, Citigroup, the
Netherlands Development Finance Company
(FMO), and the German development bank
KfW.Two local banks also invested in the cer-
tificates, along with Citibank Bangladesh.
Among the most impressive aspects of the
transaction is the way it deals with the com-
plexity of a dynamic pool that will contain

about 3.3 million short-term loans with an
average outstanding principal of around $95.

The microcredit bond transaction, denom-
inated in Bangladesh taka, will provide BRAC
with Tk 12.6 billion ($180 million) in financing
over a six-year period. BRAC will received dis-
bursements of Tk 1 billion ($15 million) every
six months, with a maturity of one year.Thus
the securitization allows BRAC not only to
diversify its funding sources but also to
disburse more funds to a larger number of
microentrepreneurs.

The transaction has brought innovation to
funding for the poor, introducing a model that
can be replicated in other developing coun-
tries. It should also help boost the
development of the Bangladesh capital mar-
ket. The transaction, rated by the Credit Rating
Agency of Bangladesh, was the country’s first
AAA-rated issue of local certificates and was
well received by local investors.

Source: Citigroup (http://www.citigroup.com).




Bangladesh 47

the share of households owning their own home is estimated to be less than 30
percent. In 2004 residential property prices in Dhaka were reported to be 16 times
the average household income, making the purchase of a home difficult without a
long-term mortgage loan (Crimson Capital 2006). But banks and nonbank finan-
cial institutions can rarely obtain funding with maturities of more than three
years, making it difficult for them to grant long-term loans.

Thus there is a demand for developing mortgage-backed securities in Bangla-
desh. There are also hurdles: tax and incentive problems, regulatory barriers, and
shortages of knowledge and skills.

Credit Rating Industry

Two domestic credit rating agencies operate in Bangladesh, which has had a leg-
islative framework for credit ratings since 1996. The first, Credit Rating Infor-
mation and Services Limited (CRISL), was set up in 1995 with Rating Agency
Malaysia Berhad, JCR-VIS Credit Rating of Pakistan, Prime Commercial Bank of
Pakistan, and the government-owned Investment Corporation of Bangladesh as
key shareholders. CRISL is a founding member of the Association of Credit Rating
Agencies in Asia (sponsored by the Asian Development Bank). The second, estab-
lished recently, is the Credit Rating Agency of Bangladesh.

International credit rating agencies have had little incentive to be involved in
market issues. There have been no sovereign issues in international markets.*
Domestic government issues have been sold exclusively in the local market and
have attracted virtually no investment from abroad. And Bangladesh lacks a well-
developed corporate bond market.

Legal and Regulatory Framework

Many government authorities and regulators play complementary roles in the
regulation of the Bangladesh securities market (table 2.11). Two of these, the Se-
curities and Exchange Commission and Bangladesh Bank, have overlapping juris-
diction in some areas. The two organizations signed a memorandum of under-
standing to improve coordination.

Regulation of Capital Market, Private Issuers, and Intermediaries

The Securities and Exchange Commission regulates institutions engaged in capi-
tal market activities, exercising powers under the Securities and Exchange Ordi-
nance, 1969 and the Securities and Exchange Commission Act, 1993. Its responsi-
bilities include:

+ Regulating stock exchanges and any other securities markets

+ Registering and regulating stock brokers, subbrokers, share transfer agents,
bankers to an issue, trustees of trust deeds, registrars to an issue, merchant
bankers, underwriters, portfolio managers, investment advisers, and any other
intermediaries associated in any way with securities markets
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Table 2.11 Regulators of the Capital Market and Market Participants,

Bangladesh
| Regulator

Government debt securities market
Primary market | Ministry of Finance, Bangladesh Bank
Secondary market

0TC segment Bangladesh Bank

Exchange-traded segment Securities and Exchange Commission
Primary dealers Bangladesh Bank
Other markets and intermediaries
Equity market, corporate bond and debenture market Securities and Exchange Commission
Insurance companies Office of the Chief

Controller of Insurance

Source: Country authorities.

+ Registering, supervising, and regulating collective investment schemes, includ-
ing mutual funds

+ Promoting, regulating, and supervising self-regulatory organizations
+  Prohibiting fraudulent and unfair trade practices relating to securities markets

+ Promoting the education of investors and the training of securities market
intermediaries

+ Prohibiting insider trading in securities

+ Regulating substantial share acquisitions and company takeovers

+ Undertaking inspections, conducting inquiries, and auditing the stock ex-
changes, intermediaries, and self-regulatory organizations in the securities
market

To strengthen its oversight capacity, the Securities and Exchange Commission
established Central Depository Bangladesh to operate and maintain a central de-
pository system under the Depositories Act, 1999. In the future, oversight author-
ities will need to extend their attention to electronic transactions, which seem to
be the area of potential expansion for the settlement system.

Market participants fall under the jurisdiction of different laws and institu-
tions, depending on their role. Brokers and dealers operating in the stock ex-
changes are governed by rules of the Securities and Exchange Commission and
the regulations and bylaws of the exchanges. Banks providing custodial services
are supervised by Bangladesh Bank and subject to the Bank Companies Act, 1991.
As noted, primary dealers operating in the government securities market are also
regulated by Bangladesh Bank.

The Securities and Exchange Commission licenses market intermediaries. By
June 30, 2007, it had issued licenses to 28 institutions to act in the capital market:
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19 merchant banks and portfolio managers and 9 issue managers and underwrit-
ers. (Of the 19 licensed merchant banks, 10 have been continuously inactive, and
the commission is taking steps to cancel their licenses.)

The Dhaka and Chittagong Stock Exchanges are self-regulatory organizations,
falling under the supervision of the Securities and Exchange Commission. Each
stock exchange operates its own clearinghouse for the settlement of securities
transactions.

To reduce systemic risk in the financial sector, Bangladesh Bank oversees pay-
ments settlement systems while the Securities and Exchange Commission oversees
securities settlement systems. Bangladesh Bank, deriving this power from Bangla-
desh Bank Order, 1972, maintains oversight of cash, noncash, and foreign cur-
rency settlement systems.

Regulation of Investors

Banks and Nonbank Financial Institutions. Bangladesh Bank, as the central
bank, is authorized to license, regulate, and supervise all banks and nonbank fi-
nancial institutions—microfinance organizations, housing finance banks, leasing
companies, venture capital firms—under the Financial Institutions Act, 1993. Mi-
crofinance organizations traditionally have operated on a self-regulatory basis.
But to ensure effective regulation, a separate regulatory framework has been set up
under the Microcredit Regulatory Authority Act, 2006, and all those operating a
microcredit business in the country must obtain a license from the Microcredit
Regulatory Authority.

Insurance. Regulatory authority over the insurance sector lies with the Office of
the Chief Controller of Insurance, operating under the Ministry of Commerce.
The regulatory framework includes a range of instruments: the Insurance Act,
1938; insurance rules issued in 1958; the Insurance Corporation (Amendment)
Act, 1990, introduced to regulate and promote the growth of the insurance sector;
and key investment policy guidelines issued by the Ministry of Commerce in Oc-
tober 2004 to clarify asset exposures for insurance firms.

Yet the regulatory structure for the insurance industry remains underdevel-
oped and not yet geared toward playing its role in the industry’s development.
Creating an effective system of monitoring and supervision will be critical in
guiding the industry in sound management of its business and thus enhancing its
role in the development of the country’s financial system.

Mutual Funds. Recognizing the importance of institutional investment in devel-
oping the capital market, the Bangladesh government has amended a number of
laws with the aim of promoting such investment. Among these are Securities and
Exchange Commission laws amended to encourage private-sector-sponsored mu-
tual funds to operate in the market. Another, the Merchant Banker and Portfolio
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Manager Act, 1996, facilitates the operation of merchant bankers and portfolio
managers. A total of 19 companies are now listed as merchant banks and portfolio
managers in Bangladesh. Regulatory authority over the country’s 14 mutual funds
rests with the Securities and Exchange Commission.

Tax Regulation

The withholding tax on interest income on government bonds was removed in
the fiscal 2008 budget. There is no withholding tax on interest income on national
savings certificates.

Recommended Actions

The debt securities market in Bangladesh remains at an incipient stage, character-
ized by a limited supply of debt instruments, particularly long-term ones, and by a
lack of liquidity and active trading. The lack of a well-functioning bond market
blunts the effectiveness of monetary policy operations: it weakens the transmission
of policy measures and thereby prevents the desired effect on the real economy.
Recommended actions for developing the bond market form a broad road map:

+ Strengthening the government debt securities market by improving the effi-
ciency and transparency of the secondary market and enhancing its liquidity

+ Developing market infrastructure and an enabling environment for the bond
market by upgrading the depository, clearing, and settlement arrangements;
promoting development of the money market; strengthening the government’s
cash and debt management capacity; creating an enabling legal and regulatory
framework; and strengthening the credit rating industry

+ Reforming the national savings scheme by aligning its returns with market ex-
pectations, transforming the scheme into a modern retail program equipped
with modern information technology, and targeting small investors

+ Broadening and diversifying the investor base by promoting pension sector re-
form, strengthening the insurance sector, adopting reforms to attract foreign
investors, and implementing an investor education program

+  Promoting development of the corporate bond market by streamlining the Se-
curities and Exchange Commission guidelines on issuance of bonds and
debentures, further reducing issuing costs, tapping potential new issuers (such
as banks for Tier 2 capital), and creating an enabling environment for asset-
backed securitization and infrastructure bonds

Supply Side

Developing the Money Market. Developing a well-functioning money market
should be a priority. A country’s money market must normally be operating well
before a government bond market—with both an efficient primary market and a
liquid secondary market—can be fully developed. In a deregulated market econ-
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omy a well-functioning money market facilitates the conduct of monetary policy
through market-based instruments, anchoring the short end of the yield curve
and supporting the development of the foreign exchange market. It provides the
authorities with better signals of market expectations, allows banks (and their
customers) to better manage their liquidity, and strengthens competition in finan-
cial intermediation. A well-developed money market also helps promote private
issuance of short-term instruments (negotiable certificates of deposit, promissory
notes, commercial paper) and thereby supports the development of the longer-
term corporate bond market (World Bank and IMF 2001).

Strengthening the Government’s Debt and Cash Management Capacity. Effec-
tive debt and cash management is key to market-based monetary policy opera-
tions and the functioning of the government bond market. Strengthening the gov-
ernment’s capacity in debt and cash management should therefore be another
priority in developing the Bangladesh bond market. The government, to its credit,
has taken steps to strengthen public debt management. But gaps remain. There is
no medium-term debt strategy. And the Ministry of Finance lacks the capacity to
provide reliable cash flow projections.

Reforming the National Savings Scheme. National savings certificates, with their
implied sovereign guarantee, depress potential demand for market-traded instru-
ments. Reforming the national savings scheme to create a level playing field be-
tween market-traded instruments and national savings certificates would help re-
duce the market distortions. Consideration could also be given to replacing the
present scheme with market-oriented mechanisms for raising government funds.

Reducing Issuance Costs for Corporate Bonds. High transaction costs have dis-
couraged public bond issues by corporate issuers. Lowering the costs of bond
issuance—including the registration fee, stamp duties, annual trustee fees, and
ancillary charges—should be part of a long-term plan to develop the corporate
bond market.

Demand Side

Broadening the Investor Base. A large and diversified investor base helps ensure
strong, stable demand for government securities. Efforts to promote such an in-
vestor base should focus on facilitating the development of institutional in-
vestors—especially through pension reform and measures to strengthen the insur-
ance sector—and creating an environment conducive to investment in the bond
market by both domestic and foreign institutional investors.

Targeting Small Investors. Though aimed at small investors and pensioners, the
national savings scheme attracts larger investors as well. Indeed, as noted, small
savers account for only 20 percent of the funds mobilized. Transforming the
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scheme into a modern retail program equipped with modern information tech-
nology could help develop a retail investor base.

Market Infrastructure

Increasing Transparency in the Secondary Market. Transparency in the sec-
ondary market for government debt securities remains limited. There is no central
source of information on trading activity in the OTC market. While Bangladesh
Bank receives reports on OTC trading from primary dealers, it does not publish
the information. Publishing this information in a timely fashion would help im-
prove transparency in the OTC market and facilitate price discovery.

Improving the Clearing and Settlement System. Because securities transactions
in Bangladesh still depend on a manual payment system, securities cannot be set-
tled on a delivery-versus-payment basis. To enhance the transparency and in-
tegrity of the market, the clearing and settlement process needs to be improved by
moving toward a real-time gross settlement system.

Developing Securitization. The potential for mortgage-backed securities in Ban-
gladesh suggests that these instruments would be a good place to start in develop-
ing securitization. An early priority would be to overcome the hurdles to securiti-
zation—the tax and incentive problems, regulatory barriers, and shortages of
knowledge and skills. Experts from developed financial markets could help famil-
iarize the diverse participants in securitization with its concept and practice.

To increase the popularity of mortgage-backed securities and reduce the cost of
issuing these instruments, other steps will also be needed, including introducing a
legislative framework governing securitization and standardizing its regulatory
and accounting treatment.

Strengthening the Credit Rating Industry. The domestic credit rating agencies
have gaps in their capabilities, and the Securities and Exchange Commission has
not yet built up adequate expertise in oversight of the rating agencies. As a result,
the rating work is of poor quality, impeding the development of the corporate
bond market. Measures are needed to strengthen the credit rating industry.

Legal and Regulatory Framework

Creating an Enabling Legal and Regulatory Framework. The regulatory frame-
work for the bond market in Bangladesh is both poorly developed and poorly en-
forced. Reform of this framework should be aimed at the three complementary
objectives critical to sound regulation of securities markets: maintaining fair, effi-
cient, and transparent markets; reducing systemic risk; and protecting investors.



Bangladesh 53

An appropriate set of rules and regulations—commensurate with the level of
market development—should be developed to govern the organization of the pri-
mary and secondary markets in government debt securities. These rules should
also address the roles of different types of market participants.

In addition, regulatory reform should devote attention to clarifying procedures
for dealing with the failure of a market intermediary and to strengthening disclo-
sure requirements, transparency, and valuation rules.

To promote the development of the corporate bond market, regulatory efforts
could also focus on creating an enabling environment for infrastructure bonds,
which offer a potential starting point for developing the corporate bond market.

Strengthening Enforcement to Build Investor Confidence. Gradually establishing
the confidence of investors should be an important focus of efforts to develop the
corporate bond market. Toward this end, greater efforts are needed to enforce
contractual payment terms of debt issues by disciplining issuers that fail to com-
ply with these terms. Enforcing compliance with the disclosure requirements for
listings on the stock exchanges would also help build investor confidence.
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Annex 2.1 Reforms in the Banking Sector

Bangladesh has pursued a series of legal, policy, and institutional reforms to
strengthen the financial sector since the early 1990s:

Liberalizing interest rates
Introducing new treasury bills to activate open market operations

Granting greater autonomy to Bangladesh Bank and strengthening its capabil-
ities and technical skills

o Launching the Central Bank Strengthening Project, including automa-
tion of the clearinghouse

o Introducing service standards for work in different departments of Ban-
gladesh Bank

Restructuring the management and internal processes of the nationalized
commercial banks with the ultimate aim of privatizing them

Introducing a requirement, effective January 2007, that all banks obtain a credit
rating by a credit rating agency
Improving prudential regulation and supervision

O Raising the minimum capital requirement from Tk 400 million to Tk 2
billion in stages

O Issuing comprehensive risk management guidelines on five core risk
areas—credit risk, asset-liability risk, foreign exchange risk, internal con-
trol and compliance risk, and money laundering risk

o Introducing exposure limits for individual customers and groups of
customers

o Imposing stricter measures for loan loss provision and supervisory en-
forcement of compliance

o Linking the large-loan limit to banks’ nonperforming loan ratio
o Encouraging banks to form syndications for large loans

o Introducing stringent loan rescheduling conditions to stop “evergreen-
ing” of loans

o Imposing guidelines on restructuring of loans

o Introducing an early warning system

o Adopting the Basel II Capital Accord effective January 2009
Strengthening corporate governance in the financial sector

o Improving disclosure and transparency standards

o Introducing “fit and proper” tests for bank directors, chief executives, and
advisers

o Introducing restrictions on the composition of boards of directors

o Improving clarity on the roles and functions of the board and manage-
ment
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O Requiring that all banks form an audit committee with clear guidelines
and terms of reference

+ Strengthening legal and judiciary processes, including bank loan recovery
¢+ Allowing the entry of new foreign and private banks

Source: Bangladesh Bank.

Endnotes

1. Banks’ limited management of liquidity has contributed to a large interest rate
spread. According to the Offsite Supervision Department of Bangladesh Bank, the weighted
average interest rate spread for all commercial banks in Bangladesh was as high as 5.35 per-
cent in 2007, impeding private sector growth.

2. This discussion draws on Bangladesh Bank (2007¢).

3. Bangladesh Stock Market, “Market Capitalization” (http://www.bdstock.com/market
capitalization.htm).

4. The Fitch Ratings Web site lists 102 sovereign issuers as of mid-June 2006
(http://www.defaultrisk.com/). The list does not include Bangladesh.
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India

India ranks among the emerging market economies with a deep and well-
diversified financial market. The government debt securities market has grown
rapidly, driven by sustained budget deficits of the central and state governments
over the past two decades that needed to be financed by domestic savings. Policy re-
forms aimed at developing this market have achieved clear results: the government
debt securities market is liquid and deep, with infrastructure comparable to that in
developed markets. The corporate bond market, however, has failed to keep pace.
The prospects for further development of India’s bond market remain excellent.
India has the human capital and other resources needed. A high-level committee
has made a number of far-reaching policy, operational, and technical recommen-
dations. Implementing these and other recommendations made and accepted by
the government could pave the way to a deep and well-developed bond market.

Introduction

India achieved the second fastest growth, after China, among a sample of major
developing (including Asian) economies in 2000—07. It has also reduced inflation
substantially; the rate in the present decade is half that of the 1990s (Mohan
2007a).

In the financial sector India has introduced impressive, wide-ranging reforms
since the early 1990s. Interest rates have been largely liberalized, capital markets
deregulated, restrictions on capital flows gradually eased, and the financial sector
opened to competition, both domestic and foreign. These reforms have led to sig-
nificant structural change in India’s financial sector and greatly increased the im-
portance of the financial market.

The reforms of the 1990s transformed the country’s financial market from one
that was government dominated and consisted mainly of state-owned banks into

57
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Table 3.1 Financial Market Profile, India, 2002-September 2007
Share of total (%)

Indicator 2002 2003 2004 2005 2006 | Sept. 2007
Domestic debt securities market 28 25 24 21 19 19
Equity market capitalization 23 34 37 42 47 49
Banking assets 49 4 40 36 34 32
Total 100 100 100 100 100 100
Total market size (USS$ billions) 560.6 815.3 1,061.4 1,310.1 1,731.9 2,502.3

Sources: BIS 2007, World Bank, World Development Indicators database; International Monetary Fund,
International Financial Statistics database; World Bank staff calculations.
Note: Banking assets include claims by banking institutions on the central government and the private sector.

a broad-based, vibrant market that has achieved tremendous growth. The banking
system’s expanding network of branches and the growth of credit and deposits in-
dicate continued financial deepening (Mohan 2007b). The equity and equity de-
rivatives markets in India have good liquidity, high trading volumes, and market
infrastructure on par with international standards.

From 2003 to the end of 2006 the Indian financial market more than doubled
in size to $1.7 trillion, with equities accounting for 47 percent, banking assets for
34 percent, and debt securities for 19 percent (table 3.1). By September 2007 the
market had grown further, to about $2.5 trillion. The market is well regulated and
supervised by regulatory authorities with adequate statutory powers.

The growth in the financial market has been robust as well as rapid. Equity and
debt securities markets have mobilized substantial funds to meet public and pri-
vate sector financing needs. A range of domestic and foreign currency instru-
ments is traded in the market. Derivatives such as options and futures, introduced
in 2000, have allowed investors to hedge their positions and reduce risks. Com-
mercial banks have diversified their activities and improved their performance.
Contractual savings institutions are beginning to grow in response to deregula-
tion of the insurance industry and reform of the pension industry. As successful as
the reforms have been, however, further reforms are needed to develop the finan-
cial market, particularly the corporate bond market.

Banking Sector Reforms

The Indian banking sector has seen many positive developments in the past
decade. Today its performance on key banking indicators is comparable to that in
developed economies (IMF 2007).

Banks in India can be broadly classified as scheduled and nonscheduled. The
vast majority are scheduled banks, those satisfying criteria (such as minimum
capital) set by the central bank, the Reserve Bank of India, and entitled to certain
privileges. At the end of March 2007 there were 177 scheduled banks: 96 regional
rural banks and 81 commercial banks. Scheduled commercial banks include the
State Bank of India and its associates (8), nationalized banks (19), foreign banks
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(29), private sector banks (24), and a public sector bank (RBI 2007¢). Other play-
ers in the financial markets include nonbank financial institutions and coopera-
tive banks.

Because of the banking sector’s overwhelming dominance in the financial sys-
tem and its systemic importance, the government introduced reforms first for
commercial banks and later extended them to other financial intermediaries such
as financial institutions and nonbanking finance companies. The reforms included
lowering the once-high statutory reserve requirement, moving toward market-
determined interest rates, encouraging competition by allowing new entrants,
strengthening prudential regulations and standards, and enhancing transparency
and disclosure standards (see annex 3.1).

State-owned banks recorded significant improvements in their fundamentals
and financial performance following the reforms, and by March 2007 the govern-
ment was able to divest part of its equity in 17 of the 19 nationalized banks through
public offerings and listings on local stock exchanges. These public sector banks,
now listed entities with broad ownership, have come under greater public scrutiny
and market discipline, paving the way for sustained improvements in performance
and profitability. Indian banks with international presence were expected to com-
ply with the norms of the Basel II Capital Accord beginning March 31, 2008, while
the rest will be required to adhere to these norms beginning a year later.

While impressive, the reforms remain limited in coverage. Access to financial
services is still limited to 48 percent of the population (World Bank 2006d, 2008).
The ratio of deposits to GDP is low compared with that in other Asian countries,
as is the ratio of loans to GDP (Mohan 2006). And the cost of bank intermedia-
tion remains higher than that in developing markets such as China and Thailand
as well as developed ones such as Singapore and the United States (McKinsey &
Company 2005). While the onus of change lies mainly with the banks, an enabling
policy and regulatory framework will also be critical.

Equity Market Reforms

India’s equity market is perhaps one of the most vibrant among emerging mar-
kets. While the country has 23 stock exchanges, trading is concentrated in the two
largest, the National Stock Exchange and the Bombay Stock Exchange. The past
decade has seen a series of reforms, innovation, growth in volumes, and greater
sophistication in India’s equity market. Market capitalization grew from less than
25 percent of GDP in 1991 to nearly 86.5 percent at the end of fiscal 2007. India’s
equity market remains much smaller than those of many advanced economies,
such as the United States, the United Kingdom, Australia, and Japan. But it is sig-
nificantly larger than those of many other emerging market economies, including
Brazil and Mexico (RBI 20074d).

The primary equity market was very active in 2006—07, raising about Rs 914
billion in those two years (India, Ministry of Finance 2008). Resources mobilized
through private placement accounted for about 61 percent of the total; most was
raised by private sector (financial and nonfinancial) entities.
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Table 3.2 Net Institutional Investments in Equity and Debt Securities,
India, Fiscal 2002-07

(Rs billions)
Foreign institutional
investors Mutual funds

Debt Debt
Fiscal year Equity securities Equity securities
2002 80.67 6.85 -37.96 109.59
2003 25.28 0.60 —20.67 126.04
2004 399.59 58.05 13.08 227.01
2005 441.23 17.59 4.48 189.87
2006 485.42 —70.65 143.06 368.01
2007 252.36 56.05 90.24 525.48

Source: RBI 2007a.

Institutional investors have played an increasingly important role in the overall
financial market. Foreign institutional investors have been particularly active par-
ticipants, especially in the equity market (table 3.2). The mutual fund industry,
which has been growing rapidly, has also been an important investor base.

The reforms in the capital market were initiated in the aftermath of the exter-
nal payment crisis in 1991. The focus initially was on the development of the eq-
uity market, and the Securities and Exchange Board of India (SEBI) was estab-
lished in 1992 to protect the interests of the investing public, improve corporate
governance in the corporate sector, and usher in improvements in the infrastruc-
ture of capital markets.

To improve the efficiency and governance of the stock markets, the National
Stock Exchange was set up to provide competition to the Bombay Stock Exchange,
which enjoyed a near monopoly at the national level. The National Stock Exchange
has posted phenomenal growth since starting business in June 1994, thanks to its
nationwide reach and use of technology. The exchange has as many as 1,200 cor-
porations listed, trading terminals in more than 1,500 locations across the country,
and a market share of more than 65 percent.

The establishment of National Securities Depository Limited in 1996 and Cen-
tral Depository Services (India) Limited in 1999 has allowed paperless trading in
the stock exchanges, facilitated instantaneous electronic transfer of securities, and
eliminated the risks to investors arising from bad deliveries and delays in share
transfer.

Recent Developments in the Debt Securities Market

India’s domestic debt securities market can be broadly divided into two seg-
ments—the government debt securities market (encompassing the central gov-
ernment and the 28 state governments) and the corporate bond market (private
corporate issuers and financial institutions). Government debt securities domi-
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Table 3.3 Composition of Domestic Debt Securities Market, India,

2002-06
(US$ millions)
Share of
total, 2006
Issuer 2002 2003 2004 2005 2006 (%)
Government 153,658 200,398 245,306 268,033 304,856 93.6
Financial institutions 242 840 1,406 7,280 15,509 438
Corporations 1,879 1,921 2,778 3,812 5,315 1.6
Total 155,779 203,159 249,490 279,125 325,680 100.0

Sources: BIS 2007; World Bank, World Development Indicators database.

nate, accounting for 94 percent of the total outstanding (table 3.3). Corporate
debt securities account for only about 6 percent, a marginal share compared with
that in other emerging markets such as Malaysia. The corporate sector has been
funding itself mainly through bank borrowings at below-prime lending rates, pri-
vate placement, equity, and other borrowings.

Government Borrowing Trends. The dominance of the government debt securi-
ties market—in outstanding issues, amount raised from the primary market, and
trading volume—stems from the massive borrowing needs of the government.
Before the launch of financial sector reforms the government financed its budget
deficit primarily through captive use of banking resources, by setting a high statu-
tory liquidity ratio for commercial banks. Interest rates on these borrowings were
set below market levels to keep borrowing costs down. Only 17.9 percent of do-
mestic government borrowings were at market-related rates.

With the financial sector reforms came a new policy, aimed at developing a lig-
uid and efficient government debt securities market. Initiated in fiscal 1992 as part
of structural reforms, the policy addressed (among other issues) the high fiscal
deficit. The government progressively reduced the deficit, in 2002—06 alone lower-
ing it from 9.6 percent of GDP to 6.4 percent. The government also allowed the
interest rate to be determined by market forces, and by fiscal 2003 domestic mar-
ket borrowing had increased to more than 70 percent of domestic government
borrowing. By fiscal 2007 the share had risen to 76.5 percent (figure 3.1).

While direct market borrowing dominates the government’s debt liability, its
actual debt liability is much larger if central government debt issued to the Re-
serve Bank under the Market Stabilization Scheme is included. Issuance under the
scheme increased substantially during 2004-07. The outstanding internal debt li-
ability of the central government under government debt securities (including the
market stabilization bonds) rose from Rs 13.9 trillion (39.0 percent of GDP) in
fiscal 2006 to Rs 15.5 trillion in fiscal 2007 (37.7 percent of GDP).

Liabilities of the state governments have also increased steadily. The combined
liability of the central and state governments (including external debt) rose from
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Figure 3.1 Market Borrowing by Central Government, India, Selected
Fiscal Years, 1991-07
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Source: RBI 2006, 2007a.
a. Budget estimate.

Table 3.4 Consolidated Liabilities of Central and State Governments,
India, Selected Fiscal Years, 1991-07

Outstanding liabilities
(Rs billions) Debt-GDP ratio (%)
Fiscal year Central States Combined Central States Combined
1991 3,145.6 1,281.6 3,688.2 55.3 22.5 64.9
1996 6,062.3 2,508.9 7,282.1 51 211 61.3
2001 11,685.4 6,020.7 14,920.3 55.4 28.6 70.8
2002 13,664.1 7,005.2 17,428.1 59.9 30.7 76.4
2003 15,592.0 7,989.2 19,833.0 63.6 326 81.0
2004 17,366.8 9,244.2 22,530.0 62.9 335 81.6
2005 19,944.2 10,438.1 25,766.5 63.9 334 82.5
2006 22,601.0 11,638.0 28,756.0 63.4 326 80.5
2007 25,364.0 12,601.0 31,875.0 61.5 30.5 71.0

Source: RBI 2007a.
Note: Data are for the end of the fiscal year, March 31. Under combined liabilities, intergovernmental transactions
are netted out.

Rs 28.75 trillion ($729 billion) in fiscal 2006 to Rs 32 trillion ($812 billion) at the
end of fiscal 2007 (table 3.4). As a share of GDP, however, the liability declined—
from 80.5 percent in fiscal 2006 to 77 percent in fiscal 2007. This change reflected
both the improvement in the overall fiscal position and the country’s robust eco-
nomic growth.
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Market Reforms. The government debt securities market is slowly adding all the
ingredients of a well-functioning market and has improved considerably in the
past decade. The Reserve Bank of India, which manages the government’s debt
and regulates government-issued paper, has gradually introduced reforms since
1991 aimed at increasing transparency, strengthening market intermediation, and
reducing settlement risk." The efforts have paid off in a large, deep, and liquid
market. At the end of September 2007 outstanding government debt securities
amounted to $396 billion.

The government debt securities market has also become sophisticated, with a
sovereign benchmark yield curve extending to 30 years. This has enabled the Re-
serve Bank to conduct monetary policy more effectively and provides a basis for
developing the corporate long-term bond market.

GOVERNMENT DEBT SECURITIES MARKET

The impressive growth of the government debt securities market can be traced to
a calibrated approach to reforms in the legal framework and market infrastruc-
ture. Since 1991 the Reserve Bank has introduced auctions in the primary market
to improve price discovery and transparency, introduced primary dealers to
strengthen market intermediation, and broadened the array of debt instruments.
It has also put into place trading, clearing, and settlement systems that have im-
proved efficiency and reduced costs. Recent enactment of the Payment and Settle-
ment Systems Bill, 2007 represents a major regulatory reform. Thus while further
reforms are needed, much has already been achieved. (See annex 3.2 for a chrono-
logical summary of the reforms.)

Supply Side

The central and state governments issue debt securities in a range of maturities
and for a variety of purposes.

Government Debt Issuance

The central government issues treasury bills through the Reserve Bank with matu-
rities of 91, 182, or 364 days and dated securities with maturities of 2-30 years
(table 3.5). Treasury bill auctions are volume driven, with the quantity announced
before each auction, and are fully underwritten by the Reserve Bank and primary
dealers. The government also issues a range of medium- and long-term securities:
zero-coupon bonds, capital-indexed bonds, floating-rate bonds, bonds with call
and put options, and “plain vanilla” bonds (the most popular and actively traded).

In addition, the central government has issued oil bonds to the three public
sector oil marketing companies to fund the losses on their sales of petroleum
products, passing the burden on to future budgets. These tradable securities have
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Table 3.5 Participants and Products in Debt Securities Market, India

Issuers Instruments Maturity Investors
Government debt securities market
Central government Dated securities 2-30 years Reserve Bank of India, banks, insurance companies, provident funds, mu-

tual funds, primary dealers

Central government

Treasury bills

91, 182, or 364 days

Reserve Bank of India, banks, insurance companies, provident funds, mu-
tual funds, primary dealers

State governments Dated securities 5-13 years Banks, insurance companies, provident funds

Public sector units Bonds, structured obligations 5-10 years Banks, mutual funds, insurance companies, provident funds, corporations,
individuals

Public sector units Municipal bonds 1-7 years Banks, corporations, individuals, trust fund associations, foreign
institutional investors, nonresident Indians

Corporate bond market

Corporations Debentures 1-12 years Banks, mutual funds, corporations, individuals

Corporations, primary dealers

Commercial paper

7 days—1year

Banks, mutual funds, financial institutions, foreign institutional investors,
corporations, individuals

Scheduled commercial banks, Certificates of deposit 7-10 days® Banks, corporations, individuals, trust fund associations, foreign
selected commercial banks institutional investors, nonresident Indians
Scheduled banks Bank bonds 1-10 years Banks, corporations, individuals, trust fund associations, foreign

institutional investors, nonresident Indians

Source: NSE 2006.

a. A certificate of deposit issued by a financial institution has a minimum maturity of one year and a maximum of three years.
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fixed coupon rates and maturities of up to 17 years. The government has also is-
sued bonds to the Food Corporation of India toward food subsidies. State govern-
ments have issued power bonds to central public sector power generators as a
one-time settlement of payments overdue from state electricity boards. These
bonds, with a maturity of up to 10 years, are not eligible toward the statutory lig-
uidity requirements of banks but they may be traded.

State-owned companies began issuing bonds as subsidies were gradually with-
drawn. Known as public sector undertaking bonds (PSU bonds), these instru-
ments are medium-term debt obligations, with maturities typically ranging from
3 to 10 years. Some issues are guaranteed by the central or state government. PSU
bonds generally pay a semiannual, fixed coupon with bullet redemption; varia-
tions include floating-rate bonds, step-up coupon bonds, and zero-coupon bonds.
Most are issued through private placement.

Sovereign Yield Curve

For most of the 1990s the maturity of debt securities issued by the central govern-
ment ranged up to 10 years. The limited range led to potential redemption pres-
sure and refinancing risk. This, as well as the need to develop the yield curve for
longer maturities, prompted efforts to lengthen the maturity of government bond
issues. The Reserve Bank, since 2002, has progressively increased the maturity to
30 years (figure 3.2). The weighted average maturity of bonds outstanding at the
end of fiscal 2006 was about 17 years (see annex 3.3). Thus the Reserve Bank has
succeeded in building a risk-free sovereign yield curve across the broad spectrum.
The yield curves are quoted daily in Bloomberg and by several news services in
India, online and in real time.

During fiscal 2006 yields in the government debt securities market hardened in
line with the general increase in international interest rates. Yields for longer-term
maturities increased less than those for shorter-term maturities, reflecting a flat-
tening yield curve and expectations of relatively stable inflation. Intrayear move-
ments in yields were influenced by domestic liquidity conditions, inflationary ex-
pectations, volatility in crude oil prices, and movements in the yields for U.S.
government securities.

The yields on five-year AAA-rated corporate bonds increased during fiscal
2006 in line with the higher yields for government debt securities. In addition, the
yield spread for five-year AAA-rated bonds over the corresponding government
debt security has been increasing over the years, rising from 64 basis points in fis-
cal 2005 to 106 basis points in fiscal 2007 (RBI 2007a).

The yield on government securities with 5-6 years’ remaining maturity changed
by 56 basis points from April 2005 to March 2006, while the yield on comparable
corporate bonds changed by 125 basis points. For government securities with 9-10
years’ remaining maturity the yield movement was 45 basis points, while the corre-
sponding change for corporate bonds was 74 basis points. And for government se-
curities with more than 10 years’ remaining maturity, the yield movement was just
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Figure 3.2 Yield-to-Maturity Curve in Government Bond Market, India,
November 13 and 14, 2007
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Source: Clearing Corporation of India Limited (CCIL).

10 basis points, while the corresponding change for corporate bonds was 42 basis
points (NSE 2006). The yield spread did not remain constant, and since trading in
corporate bonds with maturities longer than 5 years is sporadic, the spreads are
merely indicative.

Demand Side

Domestic entities are the major investors in government securities. In December
2006 banks held 44 percent of central government debt securities, insurance com-
panies 27 percent, pension and provident funds 6 percent, and primary dealers 6
percent. For banks and insurance companies most of the holdings are to meet
statutory investment requirements.

Banks

As noted, banks buy sovereign bonds to meet statutory requirements, though they
also buy them for trading purposes. The Banking Regulation Act, 1949 set the
statutory liquidity ratio at 25 percent, meaning that scheduled banks are required
to maintain at least 25 percent of their net demand and time liabilities in liquid as-
sets such as cash, gold, and unencumbered government securities or other ap-
proved securities. (Some banks have faced lower statutory liquidity ratios, depend-
ing on their line of business and the size of their liabilities.) Recently the Banking
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Table 3.6 Resource Mobilization by Mutual Funds, India, Fiscal 2006-07

(Rs billions)
2006 2007
Net Net Net Net
Segment mobilization® assets” mobilization assets
Private sector mutual funds 429.77 1,815.15 790.38 2,620.79
Public sector mutual funds 98.02 503.48 149.47 642.13
Total 527.79 2,318.63 939.85 3,262.92

Source: RBI 2007a.

Note: Data are for the end of the fiscal year, March 31.
a. Net of redemptions.

b. Including UTI Mutual Fund.

Regulation Amendment Act, 2007 removed the minimum limit of 25 percent for
the statutory liquidity ratio for scheduled banks, giving the central bank more flex-
ibility in monetary management.

Mutual Funds

The rapid growth of mutual funds has expanded the investor base. The assets
under management by mutual funds more than doubled between March 2005
and March 2007, from Rs 1.5 trillion to Rs 3.3 trillion (table 3.6). By the end of
November 2007 the assets had grown to about Rs 5.5 trillion ($139 billion). About
half these assets are invested in fixed-income securities, mainly money market in-
struments and government debt securities.

Pension Funds

The pension and provident fund industry holds assets of about Rs 1.4 trillion ($31
billion), much of which is invested in government debt securities. As new reforms
take effect, these funds are expected to play an increasingly important role in the
debt securities market.

Until recently the mandatory pension system consisted mainly of an essentially
pay-as-you-go system for central and state government employees and employees’
provident funds (and related insurance and annuity funds) for other formal sec-
tor employees. Altogether, these have about 21 million contributors and assets of
more than 4 percent of GDP. By regulation, provident funds are required to invest
a minimum of 40 percent of additional contributions each year in PSU bonds, 25
percent in government debt securities, and 15 percent in state government securi-
ties. They are allowed to invest no more than 10 percent in rated private sector
debentures.

Reforms now being put into place by the government involve setting up a legal
framework for defined-contribution pension schemes for new government em-
ployees and other contributors. A new pension regulator, the Pension Fund Regu-
latory and Development Authority, began operating in January 2004 to promote
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old-age income security. The authority is charged with establishing, developing,
and regulating pension funds and protecting the interests of pension fund con-
tributors. It will also establish guidelines for managing and investing pension
fund assets. These are expected to allow pension funds the freedom to allocate re-
sources to corporate bonds rather than investing their assets entirely in govern-
ment securities and PSU bonds.

Retail Investors

The Indian government has taken steps to encourage retail participation in the
government debt securities market. Starting in December 2001 small and
medium-size investors were allowed to participate in primary auctions by submit-
ting noncompetitive bids through their financial institution. Bids can range from
a minimum of Rs 10,000 to a maximum of Rs 20 million. The government re-
serves up to 5 percent of the issuance for eligible noncompetitive bidders.

In addition, since January 2003 the government has allowed its debt securities
to be traded on the stock exchanges, to enable small investors to participate in the
government debt securities market. The minimum order size is Rs 1,000. Bond
trading through the stock exchanges has failed to take off, however, because of the
preference of Indian savers for bank deposits and money market mutual funds.

Foreign Institutional Investors

Foreign institutional investors are allowed to invest in a variety of debt instru-
ments in the local market, subject to limits. Since 1997 SEBI has permitted regis-
tered foreign institutional investors to invest in Indian government debt securities
under certain guidelines. More recently foreign institutional investors have also
been permitted to invest in treasury bills and to hedge their currency exposure
arising from investment in fixed-income instruments in the onshore market. In
addition, at the end of March 2007 the limit on cumulative investment in all gov-
ernment debt securities by foreign institutional investors was raised from $2.6 bil-
lion to $3.2 billion.

Even so, the investment limit for foreign institutional investors remains small
relative to the size of the domestic debt securities market and the level of foreign
exchange reserves. Raising the limit could be expected to accelerate the deepening
and broadening of the bond market.

Market Infrastructure

Through a series of reforms India has put into place all the infrastructure required
for an efficient government debt securities market. An important milestone in de-
veloping the financial market infrastructure was the establishment of the Clearing
Corporation of India Limited (CCIL) in 2002, with the active support of the Re-
serve Bank, to minimize settlement risks in the money, government securities,
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and foreign exchange markets. In addition, the Reserve Bank has put into place
a screen-based trade reporting platform, an anonymous order-matching trading
system, and, more recently, real-time gross settlement to minimize payment risk.

Primary Dealers

India has a well-functioning system of primary dealers that has played an impor-
tant part in deepening and widening the government debt securities market. The
system was introduced in 1995 with liquidity support and incentives for under-
writing primary issues of government securities. Primary dealers are expected to
provide two-way quotes in the secondary market and thereby help develop the re-
tail market. The scale, scope, and regulation of the primary dealer network in
India are generally consistent with best practices.

At one time India had 17 stand-alone primary dealers in operation; today that
number has fallen to 8. Because of rising yields and the resulting heavy deprecia-
tion in their holdings, many primary dealers opted to merge with their parent
bank. Nine banks now conduct primary dealer business through a department as
a result of such changes, and an additional bank was authorized to undertake pri-
mary dealer business in April 2007 (RBI 2007f).

Primary dealers fall under the regulatory framework of the Reserve Bank. In
2003 they were brought under the oversight of the Board for Financial Supervi-
sion. This move recognized their substantial stake in the government debt securi-
ties market. It also recognized their highly leveraged portfolios funded with short-
term funds that account for a significant position in the money market and thus
pose systemic risk. The Reserve Bank conducts on-site inspections of each pri-
mary dealer as well as off-site supervision.

In view of their essential function as dealers in money market instruments and
government debt securities, primary dealers enjoy certain regulatory advantages.
These include liquidity support extended to stand-alone primary dealers. Half the
liquidity support is divided equally among these primary dealers and the other
half extended on the basis of their performance in the primary auctions and
turnover in the secondary market. Primary dealers are also permitted to borrow
and lend in the money market. And unlike banks, primary dealers are exempt
from Reserve Bank regulations relating to asset classification, income recognition,
nonperforming assets, and provisioning and exposure norms.

In response to the Fiscal Responsibility and Budget Management Act, 2003,
which requires the Reserve Bank to withdraw from participation in the primary
market for central government debt securities, the Reserve Bank revised the sys-
tem for underwriting in primary auctions. The new program, launched in April
2006, entrusts the primary dealers with underwriting the entire issue: a require-
ment to meet an underwriting commitment replaced the earlier requirement of a
bidding commitment and voluntary underwriting. Primary dealers have a mini-
mum underwriting commitment (3 percent of the issue size in each auction) and
can bid for additional commitment in an auction. The success of the auction
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related to the additional competitive underwriting determines their underwriting
commission.

In fiscal 2007, when there were 33 primary auctions of dated government secu-
rities, the amount subscribed by investors fell short in only 3 of the auctions, lead-
ing to a need to allocate the undersubscription to primary dealers. Thus the twin
policy measures of expanding the primary dealer system to include banks and re-
vising the underwriting scheme have contributed to successful debt management.

To help ensure that the business model for primary dealers is financially viable,
in July 2006 the Reserve Bank permitted stand-alone primary dealers to diversify
their activities beyond their core business of dealing in government debt securities,
subject to limits. Primary dealers may now divide their operations into core and
noncore activities. Core activities involve dealing in government debt securities
and other fixed-income securities. Noncore activities include investing and trading
in equity and equity derivatives, investing in equity-oriented mutual funds, under-
writing public issues of equity, and providing such services as professional clear-
ing, portfolio management, issue management, private equity management, pro-
ject appraisal, loan syndication, debt restructuring, and merger and acquisition
advisory services.

Secondary Market Trading Platforms

The Reserve Bank provides an electronic platform for all eligible members (most
of which are its regulated entities) to facilitate reporting and trading in govern-
ment debt securities and money market instruments. The negotiated dealing sys-
tem (NDS) in which all trades are reported, interfaces with CCIL for clearing and
settlement of all transactions in government debt securities, including repurchase
agreements (repos).

To further facilitate trading in government debt securities, in August 2005 the
Reserve Bank introduced an electronic, anonymous, order-matching trading
system, known as the NDS-OM (negotiated dealing system—order matching, de-
veloped and managed by CCIL). The system improves liquidity, increases trans-
parency, and allows better price discovery. All trades on the system are automati-
cally routed to CCIL for guaranteed settlement.

Early on, the NDS-OM supported trading in central government dated securi-
ties and state government securities, allowing T+1 (next day) settlement. It has
since been extended to cover trading in treasury bills and the “when issued” mar-
ket (in which market participants are allowed to buy and sell the security for deliv-
ery on the date of the auction, which aids price discovery before trading starts).

Before the advent of the anonymous trading platform, most secondary market
trades in government debt securities were carried out in the over-the-counter
(OTC) market through negotiation between the key market participants (primary
dealers, banks, mutual funds, financial institutions). Most market participants
have now switched over to the NDS-OM. This system now accounts for about
82 percent of trades, while those conducted with the help of stock exchange bro-
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kers have dropped below 12 percent. The rest are direct bilateral deals between
participants.

Secondary market trades in government debt securities that are negotiated
only through a National Stock Exchange broker are reported to the electronic
platform of the exchange’s Wholesale Debt Market. The Wholesale Debt Market,
which the National Stock Exchange has been operating since June 1994, is a fully
automated, screen-based reporting platform for high-value transactions in the
debt securities market. Its participants include banks, institutions, corporations,
and other intermediaries. It is a stand-alone reporting system that is not con-
nected to any settlement system, and market participants must settle deals be-
tween themselves. However, all deals in government debt securities, whether
transacted directly or through brokers, are settled through CCIL.

Because the negotiated dealing system is restricted to entities that hold current
accounts and securities with the Reserve Bank (banks, primary dealers, financial
institutions, and so on), market participants such as brokers and provident funds,
which play an active role in the Wholesale Debt Market, are not yet part of this
system. The result is fragmentation and inefficient price discovery.

Secondary Market Liquidity

Secondary market trading in dated government securities is very active in maturi-
ties up to 15 years, though 30-year securities also are regularly traded. The average
daily outright trading volume for all government securities fell from about Rs 39
billion in fiscal 2005 to Rs 32 billion in fiscal 2006, then rose to Rs 42 billion in fis-
cal 2007 (table 3.7). State government bonds are not traded in significant vol-
umes. Primary dealers, banks, and insurance companies are the main participants

Table 3.7 Liquidity in Government Debt Securities Market, India,
Fiscal 2003-08
(Rs billions except where otherwise specified)

Outright trades settled

Annual Daily Market Turnover
Fiscal year volume average capitalization ratio (%)?
2003 10,761.5 36.23 6,580 163.5
2004 15,751.3 53.58 9,593 164.2
2005 11,342.2 38.84 10,061 127
2006 8,647.5 32.15 10,597 81.6
2007 10,215.4 41.87 11,893 85.9
2008 8,382.9 57.81 15,269 54.9

Source: CCIL, Rakshitra, various issues.

Note: Data are for both central and state government debt securities.
a. Calculated as the ratio of volume to market capitalization.

b. Data through September 2007.
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in the secondary market and account for most of the trading in the government
debt securities market.

At the end of September 2007 there were 129 central government debt securi-
ties with an outstanding amount of Rs 12,731 billion along with 10 floating-rate
bonds (Rs 446 billion) and treasury bills (Rs 1,474 billion). Of these, 65 securities
with outstanding issues of Rs 100 billion or more accounted for a major share of
the total amount outstanding.

The bid-ask spreads of the liquid securities are comparable to those of the most
liquid markets in the world. The spreads declined substantially after introduction
of the anonymous order-matching system.

Short Sale in Government Debt Securities

The volume of trading in government debt securities declined notably in fiscal 2006
because of rising interest rates: banks preferred to hold securities rather than trade
them because of the lack of derivative instruments to manage interest rate risk. In
response, the Reserve Bank took several measures aimed at addressing such risk.
Among these measures was first allowing short sales (sales of securities not owned
by the seller), then extending the duration of short sales from one day to five.

Without instruments that allow players to take a view on interest rates and
hedge their exposures, the markets are generally active and liquid when the rates
fall but tend to become illiquid when the rates rise. Low volumes make markets
shallow and susceptible to price manipulations. Short sales enable market partici-
pants to manage their interest rate risk more efficiently and to impart liquidity to
the markets even when interest rates are rising.

In February 2006 the Reserve Bank permitted banks and primary dealers to en-
gage in intraday short selling: undertaking the outright sale of dated government
securities that they do not own as long as the securities are covered by outright
purchase from the secondary market within the same trading day. In January 2007
the Reserve Bank relaxed this rule, extending the short sales period for these enti-
ties from intraday to five days subject to certain conditions. It also allowed the de-
livery of borrowed securities from repo transactions. If short selling is to help
deepen the market, however, a securities borrowing and lending program may
also have to be allowed.

Clearing and Settlement

The Reserve Bank acts as the depository and clearinghouse for government
debt securities and treasury bills through its subsidiary general ledger system,
where banks and institutions hold bond ledgers and current accounts with the Re-
serve Bank. Clearing and settlement are done through a delivery-versus-payment
system.

CCIL provides clearing and settlement for all government bond transactions,
both outright and repo. CCIL is owned by banks, primary dealers, and other fi-
nancial institutions that are also its main users.
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Acting as a central counterparty, CCIL provides guaranteed settlement, remov-
ing all risks associated with settlement failures arising out of nonperformance or
failure of any of the parties to the settlement. It has in place risk management sys-
tems to limit settlement risk and operates a settlement guarantee fund backed by
lines of credit from commercial banks to take care of liquidity needs. Its risk man-
agement practices adhere to internationally accepted standards.

In May 2005 the settlement system for transactions in government debt securi-
ties was standardized to the T+1 cycle to provide participants with more process-
ing time and to allow better management of funds, securities, and risk. The secu-
rity settlement by CCIL is also linked to the real-time gross settlement system,
which provides for interbank and customer-based interbank funds transfer. By
June 2006 real-time gross settlement was being provided by 96 banks at almost
22,000 branches.

All transactions in government debt securities that are concluded or reported
on the negotiated dealing system necessarily have to be settled through CCIL.
CCIL also provides a dealing platform for transactions in its own money market
instrument, the collateralized borrowing and lending obligation, and in foreign
exchange (FX-CLEAR) through its wholly owned subsidiary Clearcorp Dealing
Systems (box 3.1). And as noted, it manages the NDS-OM as well as NDS-CALL
(an electronic order-matching system for call money transactions) owned and op-
erated by the Reserve Bank.

Box 3.1 A New Instrument for India’s Money Market

A major development in India’s government
debt securities market was the introduction
in 2003 of a new money market instrument
by the Clearing Corporation of India Limited
(CCIL). Approved by the Reserve Bank, the
collateralized borrowing and lending obliga-
tion (CBLO) is dealt through an anonymous
order-matching system for lending and
borrowing.

The CBLO is a variant of the held-in-
custody and triparty repurchase agreement
(repo); the approved government debt securi-
ties used for borrowing are held with CCIL,
which acts as a central counterparty and guar-
antees the settlement of all CBLO transactions.
The instrument in the electronic form can be
traded on the trading platform provided by
CCIL and thus provides an exit, not normally
available in ordinary repo trades.

Initially the CBLO market was not liquid.
Market participants needed time to develop

an understanding of the product. But since
March 2005 the CBLO has overtaken compet-
ing products such as call and repo, establish-
ing itself as the leading money market prod-
uct. Today the CBLO is used not only by banks
and financial institutions but also by large
corporations, which can borrow against both
liquid and illiquid bonds.These nonbanks are
connected to the CBLO system by the Internet
and settle their deals through approved settle-
ment banks.

The trading volume for the CBLO often ex-
ceeds the combined volume for normal repo
and call money transactions.The average daily
volume for the CBLO rose from Rs 2.6 billion
in fiscal 2004 to Rs 227.2 billion on Septem-
ber 28,2007.Rates on the CBLO, as a leading
product in the market, provide direction for
other short-term rates in the market.

Source: Data from CCIL 2007.
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Dissemination of Market Information

India has a well-developed system for disseminating market information. In the
primary market the Reserve Bank has produced an issuance calendar for dated
securities since 2002, enabling institutional and retail investors to better plan their
investments and improving the efficiency of the government debt securities mar-
ket. To improve the flow of information to the market, the Reserve Bank an-
nounces results soon after each auction. And all transactions settled through sub-
sidiary general ledger accounts are announced on the same day through press
releases on the Reserve Bank’s Web site.

To ensure transparency in debt management operations and secondary market
activity, statistical information on the primary and secondary market for govern-
ment debt securities is disseminated in real time by news agencies, CCIL, and the
stock exchanges. Information on debt securities and the money market is distrib-
uted through press releases or the Reserve Bank’s publications (such as the
monthly RBI Bulletin and the Weekly Statistical Supplement). To provide wider
access to the data and transparency in the market, the trade data and other data
captured by the negotiated dealing system have been disseminated to the general
public through the Reserve Bank’s Web site since October 2002. The data on
transactions in government debt securities settled daily at the Public Debt Office
in Mumbai are also posted on the Web site.

With NDS-OM and NDS-CALL in operation, real-time trading information is
now available to market participants on their trading terminals. Trading informa-
tion is also disseminated by financial data providers such as Reuters and
Bloomberg, which obtain their data from CCIL.

Changes in the Legal Framework

Recent and pending changes in the legal framework have potential implications
for India’s debt securities market. The Fiscal Responsibility and Budget Manage-
ment Act, 2003, enacted by the government, is expected to have a positive impact
on the development of the corporate bond market. The government’s financing
requirements are large, at 90 percent of GDP, and its borrowings through bond is-
suance can be seen as crowding out the private debt securities market. The Fiscal
Responsibility and Budget Management Act calls on the central government to re-
duce the gross fiscal deficit by at least 0.3 percent of GDP each fiscal year, bringing
it down to 3 percent of GDP in 2008 (the target year has since shifted to 2009). As
noted, the act also requires the Reserve Bank to withdraw from participation in
the primary market for central government securities.

Enactment of this law is considered to be one of the most important changes in
the Indian bond market. It imposes fiscal discipline on the central government
and excludes automatic financing by the central bank. And it calls for significant
changes in the monetary, debt management, and regulatory policies of the Reserve
Bank.
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The Government Securities Act, 2006 is intended to replace the Public Debt
Act, 1944. Although passed in August 2006, the act has yet to come into force,
pending notification of rules under it. The act is aimed at consolidating and
amending the law relating to the issuance and management of government debt
securities by the Reserve Bank. It includes the provisions of the Public Debt Act
relating to issuance of new loans, payment of semiannual interest, retirement of
rupee loans, and all matters pertaining to debt certificates and registration of debt
holdings. In addition, the new act provides flexibility for holding government se-
curities in depositories while at the same time specifically excluding government
securities from the purview of the Depositories Act, 1996.

The act allows lien marking and pledging of securities for raising loans against
government securities, recognizes electronic record keeping, enlarges the demate-
rialization facility through the bond ledger account, and liberalizes norms relating
to nomination and legal representation. The act also gives the Reserve Bank sub-
stantive powers to design and introduce an instrument of transfer suited to the
computer environment, issue duplicate securities, issue new securities on conver-
sion, consolidate government securities with similar ones, subdivide the securi-
ties, and renew, strip (separately for interest and principal), or reconstitute the
securities.

The Payment and Settlement Systems Bill, 2007, passed by both houses of par-
liament in December 2007, seeks to designate the Reserve Bank as the authority to
authorize, regulate, and supervise all payment and settlement systems. It also pro-
vides for settlement and netting to be final and irrevocable at the determination of
money, securities, or foreign exchange payable by participants.

CORPORATE BOND MARKET

Developing a corporate bond market in India has become increasingly impor-
tant. Indian corporations no longer have access to long-term funding from devel-
opment finance institutions, the traditional (mostly government-owned) pro-
viders of long-term project loans. And banks are more inclined toward retail
lending, where the risks are much lower. Moreover, banks’ willingness to make
long-term loans is also limited by the asset-liability mismatch on their balance
sheets. The likelihood of a large fiscal deficit in the foreseeable future leaves banks
little flexibility to provide long-term funding for infrastructure, industry, and
agriculture.

Thus companies wanting to finance expensive investments through long-term
borrowings in local currency face a dearth of adequate institutional sources. The
absence of a deep and liquid corporate bond market at the longer end of the ma-
turity spectrum causes corporations to turn to rolling shorter-maturity borrow-
ings, which tend to be more expensive, or to foreign borrowings, which pose ex-
change rate risks. Developing an active local corporate bond market would allow
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firms to issue debt securities that better match the timing and currency of their
cash flows, reducing their costs and vulnerabilities associated with balance sheet
mismatches and exchange rate risks.

Moreover, corporate bond markets are a principal vehicle for corporations to
raise long-term financing for infrastructure to support economic growth. The
growing need for investment in infrastructure and the huge financing gap that al-
ready exists imply that private funding will have to play a significant role. As infra-
structure policy and regulatory frameworks emerge and reforms advance, a better-
developed financial system, particularly a long-term domestic bond market, can
accelerate access to finance by infrastructure projects. If the financial system fails to
develop rapidly enough, it will be unable to respond quickly to changing financial
requirements, especially for long-term financing, and it is likely to slow reform in
infrastructure and economic growth overall.

The corporate bond market has been much more difficult to develop than the
equity or government debt securities market in all countries, developed or devel-
oping. Building up adequate liquidity for corporate bonds is generally difficult,
since there is much greater heterogeneity in corporate debt issues. But there are
East Asian countries, such as Malaysia and the Republic of Korea, that have been
very successful, and their experience is worth reviewing.

India already has in place or is implementing some of the elements of an en-
abling environment for a corporate bond market. One example is the relatively
liquid benchmark yield curve of up to 30 years for government debt securities.
Ongoing efforts to improve the liquidity of the repurchase market are also impor-
tant for the corporate bond market. And while local securities markets can pro-
vide an alternative to the banking sector, especially during banking crises, a sound
and well-regulated banking system can be a necessary complement to the devel-
opment of local bond markets.

The issues relating to corporate bonds in India have been studied in great
depth by the World Bank (2006a). There are issues related to supply, demand, and
market infrastructure. Many of the factors impeding the growth of the corporate
bond market have also been brought out in the report of the High Level Expert
Committee on Corporate Debt and Securitization headed by Dr. R. H. Patil (Patil
Committee 2005). The Indian government has accepted the findings of the com-
mittee and agreed to implement the recommendations in its report (see annex 3.4
for a summary of the suggested reforms).

Supply Side

Raising debt through a public issuance in India entails substantial costs, both
those associated with regulatory compliance and direct issuance costs. These high
costs have hampered the development of the corporate bond market by in effect
discouraging the supply of bonds. Smaller corporations in particular are likely to
opt for bank loans, which tend to be cheaper because of the high liquidity in the
banking system.
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Table 3.8 Costs of Bond Issuance through Private Placement, India, 2006
(Rs except where otherwise specified)

Item One-time cost Annual cost
Rating 1,000,000 100,000
Listing (National Stock Exchange) 7,500 50,000
Trustees 50,000 50,000
Registrar and share transfer agent 25,000 25,000
Arranger fees 2,500,000 n.a.
Stamp duty on secured debentures (assuming mortgage in Mumbai)® 1,000,000 n.a.
Total cost 4,582,500 225,000
Total cost as share of issue (%) 0.46 0.02

Source: World Bank staff estimates based on interviews with investment bankers.

Note: Assumes an issue size of Rs 1 billion. Costs are indicative. All costs other than the stamp duty are subject to
negotiation.

a. For unsecured debentures the stamp duty would be 0.375 percent of the amount issued. The stamp duty also
varies depending on the state in which the mortgage is created.

n.a. = Not applicable.

For corporations issuing debt, the choice has often been the easier route of pri-
vate placement of bonds. Private placement involves less stringent regulatory re-
quirements than public issuance. Moreover, private debt placements can be tai-
lored to the issuer’s needs. For example, many of the privately placed bonds include
put options and are equity linked.

Raising funds through private placement is also much cheaper because the is-
suer can avoid the costs related to filing a prospectus as well as such expenses as
legal, accounting, and underwriting fees. Consider the costs of a hypothetical pri-
vate placement (table 3.8). In India all debt issues for Rs 1 billion or more must be
rated, and smaller issues must be rated if the securities are to be placed with insti-
tutional investors. The cost of the rating is roughly 0.1 percent of the size of the
issue. The stamp duty on the issuance of debt securities varies depending on the
type of investor and the state in which the charge for the mortgage is created.

For a frequent issuer the total cost for an issue of Rs 1 billion through private
placement is a little less than 0.5 percent, far less than the estimated 3—4 percent of
issue size for public issuance. Moreover, private placement is a much speedier
process than public issuance.

The strong preference of the Indian corporate sector for private placement of
debt is clear. In fiscal 2007 there were 1,677 privately placed debt issues, involving
Rs 1,455 billion, while there were only 3 publicly placed debt issues, amounting
to Rs 8.5 billion (table 3.9). In addition, there has been a surge in euro issues by
Indian companies. In fiscal 2007 there were 40 such issues, amounting to Rs 170.1
billion.

SEBI is simplifying debt issuance with a view to reducing costs and enhancing
transparency. The changes center on introducing an integrated disclosure regime
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Table 3.9 Resources Mobilized through Public and Private Placement,
India, Fiscal 2005-07

2005 2006 2007

Amount Amount Amount
Type of issuance and issuer Issues | (Rs billions) | Issues | (Rs billions) | Issues | (Rs billions)
Public placement
Private sector
Financial 12 571 " 77.46 9 24.20
Nonfinancial 42 711 120 134.08 109 291.80
Total 54 134.8 131 211.54 118 316.00
Public sector
Public sector undertakings
Government companies 1 26.8 1 3.7 0 0
Banks and financial institutions 4 57.3 6 54.1 1 7.82
Total 5 84.1 7 57.9 1 1.82
All public placements
Equity 54 180.2 136 267.0 116 315.35
Debt 5 387 2 25 3 8.47
Total 59 218.9 138 269.4 119 323.82
Private placement
Private sector
Financial 255 209.7 375 264.63 649 513.21
Nonfinancial 462 148.2 571 141.27 890 330.66
Total n7 357.9 946 411.90 1539 843.87
Public sector
Financial 124 255.3 137 391.65 108 490.26
Nonfinancial 69 220.8 32 161.19 31 121.58
Total 193 476.1 169 552.84 139 611.84
All private placements
Equity — — 1 1.50 1 0.57
Debt — — 1,114 963.23 1,677 1,455.14
Total 910 834.1 1,115 964.73 1,678 1,455.71
Euro issues? | 5 | 335 | 4| ms2 | a0 | 17005

Sources: RBI 2006, 2007a.
a. American depository receipts and global depository receipts.
— =Not available.

with the help of an electronic platform that would provide up-to-date informa-
tion on each listed company. This system would enable listed entities to launch a
debt issuance by providing only the additional information required for the trans-
action. In addition, the disclosure requirements for listing will be substantially



India 79

trimmed. The changes should greatly reduce the time required and the difficulties
faced in accessing the capital market for debt.

Demand Side

Lack of sufficiently developed long-term investors is a major impediment to de-
veloping the corporate bond market in India. Institutional investors have a grow-
ing volume of assets under management. But in the debt securities market they
mainly hold “safe” paper, such as government securities, government-guaranteed
paper, and highly rated corporate paper.

Investment Restrictions on Institutional Investors

Because major institutional investors confine their investment in corporate bonds
to top-rated ones, most of the debt paper issued in recent years has been in the AA
rating class and above (table 3.10). For the corporate bond market to grow in size
and to become deep and liquid, greater participation by a wider range of investors
willing to explore the risk-reward matrix is needed. That will require addressing
regulatory restrictions that get in the way of active participation by banks and
other institutional investors.

Banks, insurance companies, and pension and provident funds are all con-
strained by regulatory and investment guidelines requiring that they invest a large
share of their funds in government debt securities. They are allowed little flexibil-
ity to invest in nongovernmental, private sector corporations, particularly lower-
rated ones. (By contrast, in more mature markets, pension funds and insurance

Table 3.10 Outstanding Issues of Corporate Bonds, India,

August 25, 2005
Number Issue size Market capitalization

Rating class of issues (Rs billions) Rs hillions Market share (%)
AAA/MAAA 955 926.09 938.72 69.68
AA+/LAA+/MAA+ 320 196.05 198.21 141
AA/LAA/MAA 175 132.48 136.92 10.16
AA-/LA- 31 12.72 13.22 0.98
A+/LA+ 16 15.45 15.59 1.16
A/LA/IMA 16 15.12 15.29 1.13
A- 12 10.63 10.65 0.79
BBB+ " 8.33 8.77 0.65
BBB/LBBB 8 122 1.25 0.54
B 6 2.57 2.57 0.19
Total 1,550 1,326.66 1,347.19 100.00
No rating available 82 9,906 9,916

Sources: Patil Committee 2005; National Stock Exchange (Wholesale Debt Market).
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companies have greater flexibility in managing their portfolios and do not face ex-
plicit ceilings on the debt securities in which they can invest.) In addition, mutual
funds are unwilling to hold lower-rated, relatively illiquid bonds because they
need to invest in instruments that can be redeemed at any time.

Foreign institutional investors participating in the Indian market have the risk
appetite to invest in bonds across the credit spectrum. They also find this invest-
ment approach attractive because of the expected appreciation of the currency.
But regulatory caps on their debt investments in India prevent them from holding
larger portfolios.

Accounting and Investment Rules for Banks

While Indian banks stand ready to make loans to corporations, they keep away
from active participation in the corporate bond market. This is in part because of
current accounting norms and in part because of regulatory requirements relating
to corporate bond investments. Because banks are the largest investors in corpo-
rate bonds in India, it is useful to examine the obstacles they face in increasing
these investments.

When bonds (government and corporate) form a significant part of banks’ bal-
ance sheets, as they do in India, the question of their valuation becomes impor-
tant. As financial systems have become largely market based, regulators increas-
ingly have required that bonds be marked to market value, making their apparent
worth more volatile. In India a bond may be marked to market if considered part
of a trading portfolio but valued at cost if held as a long-term investment (and
many banks often hold bonds to maturity).” Corporate bonds must be marked to
market, but government debt securities receive preferential treatment: while
banks face a 25 percent limit on the share of investments that can be allocated to
the held-to-maturity category, they can exceed that limit as long as the excess con-
sists only of securities eligible toward the statutory liquidity requirements—
largely government debt securities.

Corporate bonds are also at a disadvantage relative to loans made to corpora-
tions (table 3.11). Banks are required to adopt an internal rating system before
investing in bonds issued through private placement, a system that involves time-
consuming procedures and many approvals and technicalities. Financing corpo-
rations through loans entails less stringent procedures and capital requirements.
Moreover, while a bank has full control in setting the terms of a loan to a corpo-
ration, it has less control over the terms of a bond, which is a more standard
commodity.

Also skewing the incentives in favor of loans are restrictions relating to the
credit quality of the corporation being financed. Banks may invest only in bonds
of investment-grade quality, while they can (and regularly do) make loans to cor-
porations of varying credit quality. In addition, recent guidelines issued by the Re-
serve Bank restrict banks’ investment in unlisted securities not eligible toward the
statutory liquidity requirements to 10 percent; the guidelines also require a mini-
mum investment-grade rating. These restrictions prevent banks from investing in
bonds of lower-rated corporations (such as, typically, infrastructure companies).



India 81

Table 3.11 Disparities in Treatment of Bonds and Loans in Bank
Regulations, India

Regulation Bonds Loans
Minimum rating criteria | External credit rating required. Minimum None.

investment grade.
Limits on holdings Cannot invest in unrated securities. Limit on None.

holdings of unlisted securities (10 percent of
portfolio).

Accounting treatment

Marked to market if in held-for-trading and
available-for-sale category, but not if in
held-to-maturity (HTM) category. But banks
are prohibited from adding fresh investments
in corporate bonds to the HTM category.

Accrual basis (similar to HTM
category for corporate bonds).

Loan loss provisioning

Where interest or principal is 90 days
overdue, classified as a nonperforming
investment. Provisioning is similar to that for
nonperforming assets. This is in addition to
marked-to-market loss based on market
rates.

Detailed norms for recognition of
asset as nonperforming.

Provisioning guidelines based on
the asset category (substandard,
doubtful, loss).

Capital requirement

Capital for market risk on investments

based on the Reserve Bank’s prescribed
methodology. In addition, capital is to be
provided for on a risk-weighted-assets basis.

Capital provision on risk-weighted
assets.

Source: Compiled by the authors.

These restrictions also apply to loans to state governments and state-level en-

terprises. Until recently all state government bonds were issued as a basket with a
sovereign credit rating. But state-level enterprises that had the same credit quality
as the corresponding state government had bonds that reflected the state govern-
ment’s “actual” rating. If this rating was not investment grade, a bank could not
invest in the bonds. This led to situations in which a bank held the bonds of a state

government but not those of the same state government’s enterprises.

Market Infrastructure

Among the main factors in the spectacular development of the equity market in
India have been the advances in market infrastructure, taking the form of an auto-
mated nationwide trading facility and depository settlement. These developments
have yet to take place in the corporate bond market. Risk transfer markets also re-
main at an early stage of development.

Trading, Clearing, and Settlement Practices

Trading, clearing, and settlement practices in the corporate bond market are far
less developed than in the government debt securities market. Trades are carried
out over the counter and are reported to the exchange if a broker is involved.
There is almost no trading of corporate bonds on the electronic exchange.
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In 2007, to improve transparency and the availability of information on corpo-
rate bonds traded by any investor, whether through a broker or not, regulators
called for the development of a reporting platform for corporate bond trading.
The two stock exchanges and an industry body, the Fixed Income Money Market
and Derivatives Association of India (FIMMDA), have since put trade reporting
platforms into operation. While all the trades in corporate bonds on an exchange
are captured by that exchange’s reporting platform, OTC transactions can be re-
ported on any of these platforms. Aggregated trade information is disseminated
by FIMMDA on its Web site. In addition, the exchanges started order-driven trad-
ing platforms in July 2007. Nevertheless, trading continues to be largely over the
counter (Reddy 2007).

The secondary market infrastructure needs to be thought through at a more
conceptual level, particularly in the light of the experience of mature markets in
the euro area and the United States. The feasibility of setting up an interdealer
electronic brokerage platform needs to be examined. The present framework for
the secondary debt securities market is essentially an equity framework that em-
phasizes the need for an exchange trading environment. But the debt securities
market, because of the illiquidity of corporate bonds, requires the active partici-
pation of dealers not only to provide liquidity but also to act as the main source of
distribution. That requires a more decentralized infrastructure, with OTC trans-
actions making up an important part of the secondary market activity. The unde-
fined recognition of OTC transactions in the present regulatory framework for
debt securities, however, makes it difficult for such a dealer structure to develop.
This issue needs to be addressed to develop a market infrastructure for the corpo-
rate debt securities market that will be acceptable to the majority of the partici-
pants in this market—institutional investors.

Constraints on Secondary Market Activity

The secondary market for corporate bonds is hampered both by the lack of incen-
tives for trading and by the lack of an enabling environment.

Credit Derivatives. India has no credit derivatives market. The central bank is
considering permitting the introduction of credit derivatives, however, and has
begun consultations with market participants on this issue. Credit derivatives
would allow investors to hedge credit risk and interest rate risk and thus help to
expand the pool of institutional investors that could invest in corporate bonds.

Database. The lack of comprehensive data relating to the debt on issue and the
outstanding stock of debt for corporate issuers is a serious handicap in the Indian
market. Data on public bond issues are available. But as noted, most corporate debt
issues in recent years have been in the private placement market, which until re-
cently had little oversight and few reporting requirements for issuers and arrangers.
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Now that the reporting of debt on issue by listed companies has been somewhat
streamlined, the reporting is expected to gradually improve.

Even so, data on outstanding debt are still difficult to compile. There is no
comprehensive repository of information to track a corporate bond through its
entire life cycle—from issuance until redemption. Data on bond issues, size,
coupon, latest credit rating, underlying corporate performance, secondary trading
experience, and default histories of companies are sparse and usually are not avail-
able from one source. (This is not uncommon, however; the corporate bond mar-
ket worldwide has historically suffered from limited disclosure and lack of credit
rating information.) The lack of sufficient, timely, and reliable information on
bonds has muddied the corporate bond market and created barriers to active
trading and pricing. The trade reporting platforms might address some of these
gaps, though it is still too early to evaluate how effective they will be in improving
information on corporate bonds.

Taxation. The tax treatment of different debt securities varies, even for those is-
sued by the same corporation. That creates financial distortions and makes it dif-
ficult for investors to price different instruments. An added complication for in-
vestors is the withholding tax (tax deduction at source).

Withholding on corporate bonds is deducted on accrued interest at the end of
the fiscal year. A withholding tax certificate is issued to the registered owner at the
end of the fiscal year with interest payment made on the interest payment date, to
the registered holder, after deducting the withholding tax due. When multiple
trades take place in a corporate bond, physical exchange of cash needs to occur to
account for the withholding tax. Investors subject to withholding find it difficult
to sell the bond to investors not subject to the tax.

In 2000, in an effort to encourage secondary trading of government securities, a
similar withholding tax was abolished. To promote a deeper and more liquid bond
market in India, interest payments on corporate bonds and securitized assets sim-
ilarly need to be exempt from the withholding tax (Patil Committee 2005).

Securitization

The securitization market in India is still at an early stage of development, with all
transactions being carried out through private placement. Asset-backed securities
(backed by such assets as cars, commercial vehicles, construction equipment, two-
wheelers, and personal loans) and mortgaged-backed securities are popular, how-
ever, and the portfolio of such securities was estimated at about $6.3 billion in fis-
cal 2005 (Patil Committee 2005).

The Patil Committee report (2005) includes recommendations for developing
the securitized bond market that center mainly on taxation of special-purpose ve-
hicles, stamp duties on the issuance of securitized instruments, and regulations
limiting the scope for securitized debt.
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Figure 3.3 Securitization Transactions, India, Fiscal 2003-07
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Development of the Market. Securitization initiatives started in India in 1991 but
picked up only after the enactment of the Securitization Act in 2002. Most issues
have been AAA-rated notes because of the limited investor base and the regulatory
restrictions relating to below-investment-grade debt instruments. The secondary
market for securitized paper is almost nonexistent. Most investors in securitized
paper plan to hold it to maturity.

The volume and number of securitized transactions grew rapidly in fiscal
2002-05 because of the rapid growth in the Indian economy and in lending for
automobiles, motorcycles, housing, and other consumer goods (figure 3.3). In fis-
cal 2005 transactions in asset-backed securities accounted for almost two-thirds of
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the total volume of about $5 billion. Auto loan transactions were the most popu-
lar category. The short tenor of these loans, and of the associated securitized
paper, is popular with Indian investors, who are interested in short- and medium-
term instruments. The market in residential mortgage-backed securities is grow-
ing slowly. The longer tenors required in this market and the attendant interest
rate risk have been constricting growth in the segment.

The issuer base is concentrated. Among the new private sector banks, non-
banking finance companies, and housing finance companies that have originated
structured finance transactions, the top five account for almost 80 percent of the
issue volume. The investor base is also small, limited to banks and a few mutual
funds.

In the light of differing market practices and concerns relating to accounting,
valuation, and capital adequacy treatment, the Reserve Bank issued guidelines on
securitization of standard assets in February 2006. The guidelines clarify some
ambiguities in the Securitization Act and impose more stringent requirements for
intermediaries on capital and profit recognition. Growth in the market stopped
temporarily as market participants realigned their financial statements to comply
with the guidelines. The new guidelines also encourage third parties to participate
in transactions. Third-party enhancement providers now receive preferential cap-
ital treatment over originators providing the same service.

Impediments to Growth. Further development of securitization in India faces
several impediments, including the stamp duty, the investor base, and foreclosure
laws. The stamp duty imposed at national and state levels increases the cost of se-
curitization. The stamp duty ranges from 0.1 percent to 8 percent, varying across
states and by assets. In several states the process of transferring receivables from
an originator to a special-purpose vehicle involves a stamp duty that can make se-
curitization commercially unviable. Depending on the transaction structure, a
stamp duty may also be levied on the issue of securitized instruments to investors
by the special-purpose vehicle. In addition, many states do not distinguish be-
tween the conveyance of real estate and that of receivables and levy the same rate
of stamp duty on both.

The institutional investor base in India, though growing fast, remains relatively
small and, as noted, faces regulatory restrictions prohibiting investment in below-
investment-grade instruments. Since securitized instruments are not traded in the
secondary market, they also involve a valuation issue. A two-pronged approach of
educating investors and making these instruments more liquid and attractive
would increase the investor base over time. Foreign institutional investors are not
yet permitted to invest in securitized debt instruments because they are not listed
on the stock exchange. But the Securities Contracts (Regulation) Amendment Act,
2007, enacted in May 2007, provides a legal framework to allow listing and trading
of securitized debt instruments, including mortgage-backed debt. Draft regula-
tions have been prepared for public comment.
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Despite the rapid growth in housing lending during fiscal 2002—07, mortgage-
backed securities have grown slowly. The reasons for this include the foreclosure
norms and recovery against mortgages. Enforcement of mortgages is difficult be-
cause of the litigation process. This problem has been partially addressed under
the Securitization and Reconstruction of Financial Assets and Enforcement of Se-
curity Interest Act, 2002, which provides for sale of property without the interven-
tion of the court.

Future Prospects. Securitization can play an important part in financing infra-
structure projects in India, where the needs are enormous. Developing urban in-
frastructure and improving basic services as part of the National Urban Renewal
Mission in 60 large cities was expected to cost more than Rs 1 trillion during fiscal
2000-07. The National Highways Development Program requires an estimated
investment of about Rs 1.9 trillion through the end of 2012. The development of
ports and modernization of airports also will require substantial investments. Se-
curitization could also play a part in the financing or refinancing of existing infra-
structure project debt. And receivables from rail, utilities, airports, toll roads,
telecommunications, and the like have the potential to be securitized in the future.

Financial Derivatives

India’s market for equity derivatives is among the most active in the world. The
Bombay and National Stock Exchanges both began trading stock index futures
in 2000. Since then the market has expanded to include single-stock futures,
stock index options, and single-stock options. Derivatives for debt instruments
have developed much more slowly, and this market remains at an early stage of
development.

Exchange-traded derivatives for interest rates were introduced by the National
Stock Exchange in 2003 but failed to take off, largely because of a flawed contract
design. Another reason cited is the Reserve Bank’s not allowing banks to take a
trading position in this market. Interest rate derivatives are traded primarily over
the counter. While any domestic money or debt market rate may be used as a
benchmark rate, the Mumbai interbank offered rate and Mumbai interbank for-
ward offered rate are those widely used.

While both interest rate swaps and forward rate agreements are available for
managing interest rate risks, interest rate swaps are by far the more preferred. Data
gathered from the balance sheets of banks show growth of more than 30 percent
in this market between 2005 and 2006, with about Rs 31.85 trillion outstanding at
the end of March 2007.

In the absence of an exchange-traded futures market, the trading is concen-
trated in the interest rate swap market. The overnight interest swap market is about
Rs 120 billion a day. According to a directive of the Reserve Bank, all swap deals by
entities that it regulates must be reported to the reporting platform of CCIL.
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Even though the yield curve stretches out to 30 years, maturities of up to 5
years are the most liquid in the overnight interest swap market, though swaps of
up to 10 years’ maturity also are regularly traded. The concentration in 5-year
swaps reflects the lack of counterparties for longer maturities and the lack of risk
management tools for interest rate exposures exceeding 5 years. The risks in OTC
derivatives for interest rates in India are manageable because most counterparties
have investment-grade rating.

The OTC market is likely to continue to grow even if an exchange-traded fu-
tures and options market comes into being, as has happened in most developed
markets. While the OTC market is functioning reasonably well, there is a clear need
to start guaranteed settlement of OTC trades through CCIL, as recommended by
the Reserve Bank of India Working Group on Rupee Derivatives (RBI 2003). A set-
tlement system for the derivatives markets would greatly reduce the systemic risks
inherent in such a market through centralized settlement, enhanced risk manage-
ment, and multilateral netting. Also needed are exchange-traded futures and op-
tions for interest rates as an efficient mechanism for trading and hedging.’

Credit Rating Agencies

India has a well-developed credit rating industry, with four credit rating agencies
now operating. The dominant player is CRISIL, whose majority equity stake is
held by Standard & Poor’s. Following is ICRA, in which Moody’s has a significant
equity stake. The other two are Fitch Ratings and CARE Ratings.

The Patil Committee (2005) placed substantial importance on the credit rating
agencies, since it is on the basis of their certification that corporate debt will be
listed on the stock exchanges.

Legal and Regulatory Framework

India has a well-designed legal and regulatory framework for its financial system
and the securities market. Still, there are regulatory gaps and overlaps that will
need to be addressed. As financial markets become more open and complex, issues
of overlapping jurisdiction often increase, adding to the challenge of regulation
and supervision.

Regulatory Framework

India has a complex regulatory structure for its financial system, necessitated by
the country’s vast size and the many intermediaries operating at the national and
state level. Ensuring the safety and soundness of the financial markets requires
close coordination among several regulators. At the apex is the Reserve Bank,
which bears overall responsibility for supervising the financial system, including
banks and nonbank financial institutions. The Reserve Bank also has responsibil-
ity for regulating the government debt securities, foreign exchange, and money
markets, while SEBI is responsible for regulating nongovernment securities
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markets such as those for equity, equity derivatives, and corporate bonds. The De-
partment of Economic Affairs and the Department of Company Affairs provide
broad principles for companies. The Insurance Regulatory and Development Au-
thority regulates insurance companies, and SEBI regulates mutual funds.

A coordinated approach to supervision is made possible through the High
Level Coordination Committee on Financial Markets, chaired by the governor of
the Reserve Bank. The committee, a high-level forum to allow interaction among
the financial sector regulators, includes the chiefs of SEBI, the Insurance Regula-
tory and Development Authority, and the Pension Fund Regulatory and Develop-
ment Authority and other senior officials of the Ministry of Finance.

As the government’s debt manager, the Reserve Bank is responsible for super-
vising the primary dealers participating in the government debt securities market.
The primary dealers are supervised both directly by the Reserve Bank and through
its Board for Financial Supervision, formed as a committee of the central board
of the Reserve Bank in November 1994. The Board for Financial Supervision is
headed by the governor of the Reserve Bank, with a deputy governor as vice chair-
person and other deputy governors and four directors of the central board as
members. The Board for Financial Supervision provides ongoing direction on
regulatory policies and supervisory practices.

Legal Framework

Corporate debt and equity securities are governed by four main laws: the Securi-
ties and Exchange Board of India (SEBI) Act, 1992; the Companies Act, 1956; the
Securities Contracts (Regulation) Act, 1956; and the Depositories Act, 1996.

The SEBI Act empowers SEBI to protect the interests of investors in securities,
promote the development of the securities market, and regulate that market. Its
regulatory jurisdiction extends over corporations in the issuing of capital and all
intermediaries and individuals associated with the securities market. It can con-
duct inquiries, audits, and inspections of all participants and adjudicate offenses
under the act. It has powers to register and regulate all market intermediaries and
can penalize them for violations of the act and related rules and regulations. SEBI
has full autonomy and authority to regulate and develop an orderly securities mar-
ket. In addition, the act provides for the establishment of one or more appellate
tribunals to exercise appellate powers over the decisions it hands down.

The Securities Contracts (Regulation) Act provides for direct and indirect con-
trol of virtually all aspects of securities trading, including the running of stock
exchanges, with the aim of preventing undesirable transactions. It gives the cen-
tral government regulatory jurisdiction over stock exchanges, through a process of
recognition and continued supervision; contracts in securities; and the listing of
securities on stock exchanges. The stock exchanges frame their own listing regula-
tions in consonance with the minimum listing criteria set out in their rules. The
Securities Contracts (Regulation) Act has recently been amended to consider se-
curitized debt as a tradable instrument.
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The Depositories Act provides for the establishment of depositories for securi-
ties. With a view to ensuring rapid, accurate, and secure transfer of securities, the
act provides for making securities of public limited companies freely transferable
subject to certain exceptions; dematerializing the securities in the depository
mode; and maintaining ownership records in book-entry form. To streamline set-
tlement, the act also provides for transferring ownership of securities electroni-
cally by book entry.

The Companies Act deals with the issue, allotment, and transfer of securities
and aspects of company management. It defines standards of disclosure for public
issuance, particularly on company management and projects, other listed compa-
nies under the same management, and management perception of risk factors. It
also regulates underwriting, the use of premium and discounts on issues, rights
and bonus issues, payment of interest and dividends, and the supplying of annual
reports and other information.

Regulatory Gaps and Overlaps

The multiple regulators in the financial sector pose challenges for regulatory coor-
dination. For example, banks and similar entities have many business activities
and would fall under the jurisdiction of different regulators depending on the
market segment. To avoid regulatory overlaps, India has adopted the concept of
lead or principal regulator: lead responsibility for a regulated entity lies with a
principal regulator, to which the entity would report all its activities, while the en-
tity falls under the jurisdiction of a secondary regulator only for the business it
undertakes in that regulator’s market segment (see Patil Committee 2005 for a de-
tailed discussion of these issues).

To support this concept, a system for exchange of information among the reg-
ulators has been put into place. In addition, the lead regulator, along with other
regulators, holds periodic discussions with the chief executive officer of the regu-
lated entity.

Despite this structure, there is a concern that the overlap in regulation and the
different focus of each authority tend to inhibit the development of new products
and innovation in the design of debt securities markets. There is also a perceived
need for better harmonization of regulatory principles. And the effectiveness of
the exchange of information among regulators is a matter of debate. Even so, cre-
ating a unified regulatory and supervisory framework by melding the financial
sector regulators into one entity may encounter resistance, whatever the inherent
advantages and disadvantages of such an approach.

Regulatory Jurisdiction and Coordination. The regulatory and supervisory roles
of the Ministry of Finance, the Reserve Bank, and SEBI in the debt securities mar-
kets are not sufficiently delineated. Overlapping regulatory roles and powers can
diffuse regulatory authority and create uncertainty for market participants.



90 South Asian Bond Markets

The Reserve Bank (government debt securities market) and SEBI (corporate
bond market) sought to clarify the demarcation of their responsibilities following
an amendment to the securities legislation in 2000 and, more recently, following
the Patil Committee report (2005). But some market fragmentation remains, be-
cause regulatory jurisdiction is still based on the maturity of debt instruments.
The Reserve Bank regulates the issuance of money market instruments, while
SEBI regulates the issuance of longer-term corporate debt instruments. This divi-
sion, which exists in many countries, led to regulatory overlap in the oversight of
mutual funds: while mutual funds normally fall under SEBI’s purview, they came
under the Reserve Bank’s control when they offered money market investments.
In 2000 it was decided that SEBI would regulate money market mutual funds.

Regulatory confusion also arises because while SEBI is the primary regulator of
the markets, the Reserve Bank regulates the primary investors (banks) and pri-
mary dealers. The regulations and stipulations that the Reserve Bank issues relat-
ing to banks’ participation in the corporate bond market can have a significant
impact in the market.

Overlap Due to Definitions of Terms. Overlap also arises in the applicability of
such terms as securities, repos, bonds, and derivatives, used in multiple laws. More-
over, the practice of defining terms inclusively leads to lack of clarity, especially
where multiple authorities have the ability to regulate a similar space.

An examination of the entire legislative landscape is warranted. Once legisla-
tors have a clear idea of how the regulatory jurisdiction should be carved up be-
tween SEBI and the Reserve Bank, it is important that appropriate amendments
be made to the definitions of the terms used loosely across statutes. Using the
same term to define instruments over which multiple authorities have regulatory
jurisdiction is best avoided unless absolutely necessary, and then a clear hierarchy
of control could be laid down to avoid overlaps in jurisdiction. And where two au-
thorities have similar power over different segments of the debt securities market,
care should be taken to use distinct terms to describe their scope of authority.

That said, a recent example shows better interagency coordination in rule set-
ting. SEBI, in consultation with the Reserve Bank, recently prepared and issued
guidelines on the issuance and trading of privately placed corporate debt. The Re-
serve Bank, to complement SEBI’s action, issued guidelines on investment in the
private placement market for such investors as banks and primary dealers. This
coordination in rule setting was meant to encourage greater transparency in the
issuance of privately placed corporate debt.

Recommended Actions

India has a well-developed government bond market thanks to the concerted ef-
forts of the government, the Reserve Bank, and key market participants, both
public and private sector. But development of the corporate bond market lags far
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behind. Huge potential remains for developing a market that is deeper and more
active and provides a much broader range of instruments.

Following are recommended actions that could further develop India’s bond
market. Some draw on the recommendations of the High Powered Expert Com-
mittee on Making Mumbai an International Financial Centre. The committee,
which has critically examined constraints on financial sector development in
India, has made far-reaching recommendations on financial regime governance
and regulation, the development of “missing” or weak markets, the development
of globally competitive institutions and financial firms, and other policies relating
to the financial system and its growing needs for qualified human capital (India,
Ministry of Finance 2007a).

Supply Side

Further Developing Sovereign Interest Rate Benchmarks. Indian authorities have
done an outstanding job in building sovereign interest rate benchmarks across the
spectrum of maturities up to 30 years. The yield curves up to 30 years are pub-
lished daily by CCIL and by international firms active in the bond market. But lig-
uidity remains limited to maturities ranging up to 10 years because of the rela-
tively small institutional investor base requiring long-term debt instruments.
Beyond the measures already taken by the government, expanding securities
borrowing and lending to institutional investors would also help improve liquid-
ity. This step, mentioned in the fiscal 2008 union budget (India, Ministry of Fi-
nance 2007b), also would provide an additional source of revenue for institutional
investors and increase business opportunities for primary dealers. Malaysia’s ex-
perience here should be of interest to Indian authorities (see box 1.1 in chapter 1).

Broadening the Range of Issuers. The situation in India’s debt securities mar-
ket—with the government as the dominant issuer and the corporate bond market
at an early stage of development—is not unusual. Other countries, developed as
well as developing, have had a similar experience. Yet Malaysia and Korea, for ex-
ample, have been very successful in developing their corporate bond markets. In
Malaysia there are many large corporate issuers, and they prefer issuing in the
local market because of its cost-effectiveness and the demand from a long-term
investor, the Employees’ Provident Fund. In India, by contrast, large issuers have
ready access to the international market at a lower cost than the local market, and
the institutional investor base is relatively small. The corporate bond market will
need time to grow.

The Patil Committee report (2005) makes several reccommendations to acceler-
ate development of the corporate bond and securitization markets that, if im-
plemented, would broaden the range of issuers. One of the committee’s recom-
mendations is to recognize securitized debt as tradable debt under the Securities
Contracts (Regulation) Act, 1956. (As noted, the Securities Contracts [Regulation]
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Amendment Act, 2007 provides a legal framework to allow listing and trading of
securitized debt instruments, though the regulations are still in draft.) Another is
to put the limits on foreign institutional investment in asset-backed securities is-
sued by asset reconstruction companies on par with those for listed debt securities.

The Deepak Parekh Committee (2007), which focuses on infrastructure financ-
ing and has carried forward the Patil Committee’s recommendations, has pro-
posed confining private placement to qualified institutional buyers and doing away
with the restriction on the number of those participating. It has also proposed low-
ering the minimum rating required for qualification as an approved investment to
BBB for bonds, hybrid instruments, and securitized paper issued by infrastructure
companies. Similarly, it has suggested allowing infrastructure schemes of equity
mutual funds to qualify as approved investments.

Beyond the corporate sector, there should be room for issuers involved in in-
frastructure projects. Financing requirements for infrastructure projects over the
next decade are estimated at close to Rs 3 trillion. Structured finance in different
forms could play a key part in meeting those needs. The understanding of struc-
tured finance products among Indian banks is limited, however, and encouraging
public sector banks to participate actively in this market would require consider-
able training.

Other potential issuers of debt securities include cities and municipalities.
India now has more than 35 cities with a population of more than a million. These
large municipalities, all needing to finance investment in basic infrastructure,
could be potential issuers in the domestic bond market. Supporting infrastructure
such as credit rating and bond insurance will be needed. But municipalities will
also need reforms so that they can access the financial market. They have poor
financial records and depend largely on state government grants and budgetary
allocations.

Encouraging Consolidation of Privately Placed Bonds. Corporate debt issuers
should be encouraged to consolidate their bond issues into a few large ones that
can serve as benchmarks. Consolidating debt issuance would create large floating
stocks and enhance liquidity in the market. It would also make cash management
easier for both issuers and investors and reduce back-office work by reducing the
number of bond series to be managed. Consolidation would also bring discipline
to the market.

The many small issues from single issuers is the result of the historical indiffer-
ence to secondary market trading. As long as there was no secondary market trad-
ing, the size of an issue did not matter, and issuers preferred to raise whatever
funds they needed at a particular time. The government debt securities market
faced the same problem of poor liquidity stemming from fragmented debt issues.
The problem was addressed by reissuing securities with the coupon and maturity
of a similar but more liquid security.
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A similar effort is required for benchmark issues in the corporate bond market.
But amendments to existing law will be needed to encourage reissuance and con-
solidation. Reissuance is not legally recognized. Instead, it is considered a fresh
issuance of securities and therefore attracts stamp duty, making the process com-
mercially infeasible. Since no fresh securities are being issued, however, there
should be no additional stamp duty.

Demand Side

Broadening the Investor Base for the Bond Market. The relatively small size of
the institutional investor base remains a major weakness in the Indian capital
market. In the past household savings went primarily to banks. The contractual
savings sector is still small relative to those in East Asia.

India has been very successful in developing its mutual fund industry, however,
which had assets under management amounting to about $80 billion at the end of
March 2007. Reforms in the insurance sector since 2000 have been well received,
and the market share of the state-owned Life Insurance Corporation of India has
gradually declined as a number of private insurance companies have entered the
market. But there is room for further reform in the insurance industry to increase
the coverage and range of products for Indian households. Pension and provident
funds have also shown notable growth, with total assets of $31 billion at the end of
March 2006. Further reforms being considered by the government in the pension
industry are steps in the right direction.

Market Infrastructure

Developing a Central Database on Corporate Bond Issues. While data on bonds
are available in India, there is no central database. The information is available
only in fragmented form. Thus investors lack the information they need to make
considered investment decisions.

A central, publicly available database on all corporate bonds issued, including
credit rating information and credit migration history, is essential for the develop-
ment of the corporate bond market. The database should be available free of cost
to all investors.

Stock exchanges would be best suited to maintaining such a database, since they
would receive most of the information needed at the time of listing. They could ob-
tain any subsequent rating updates from the rating agencies. Since the purpose of
creating such a database is to ensure wider dissemination of information, the ex-
changes should be required to ensure that the data are available on a real-time basis
on their Web sites as well as through the media and other information providers.

Reducing Risk in Over-the-Counter Transactions in Corporate Bonds. All trans-
actions in corporate bonds take place in the OTC market. Since these are bilateral
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arrangements, they involve higher settlement risks. Enforcing contracts can be
difficult if disputes arise. The lower courts are not conversant with financial mar-
kets and the practices followed. Moreover, there is no codified law governing secu-
rities transactions in the OTC market. The OTC contracts are based on market
convention. For all these reasons, the legal process to enforce them is costly and
time consuming.

To reduce these risks, market practices relating to OTC trades may need to be
acknowledged by law as valid and enforceable. Since most trades in the wholesale
corporate bond market are done by phone, there may be no legal document in
place when the deals are struck. In derivatives trading, by contrast, banks and
market participants enter into standard agreements based on the conventions of
the International Swaps and Derivatives Association before initiating any trade. A
similar legally enforceable document for OTC trades in the corporate bond mar-
ket may help in dispute resolution.

Nurturing the Growth of Risk Management Products. Derivatives for debt in-
struments have been slow to develop in India, and while the interest rate swap
market has grown rapidly, most transactions take place in the OTC market. There
is a clear need for developing an exchange-traded derivatives market to reduce
systemic risk and improve transparency. Singapore’s experience in developing
such a market may be of interest. A vibrant debt derivatives market would foster
the development of risk management products that would in turn further deepen
the Indian bond market.

A broad derivatives market that includes exchange-traded as well as tailored
derivatives for the management of currency, interest rate, and credit default risk is
one of the “missing” markets identified by the High Powered Expert Committee
on Making Mumbai an International Financial Centre. Another is a spot currency
trading market.

Besides emphasizing the need for rapid development of these markets, the
High Powered Expert Committee has suggested as a high priority establishing a
currency trading exchange in Mumbai, with a minimum transaction size of Rs 10
million (roughly $225,000). This wholesale currency spot market, the committee
recommends, should be accompanied by a rupee cash-settled currency derivatives
market, offering such products as currency futures, currency options, and cur-
rency swaps, traded on India’s established exchanges. The currency derivatives
market should be open to all (including foreign institutional investors).

Since currency and interest rates are not “securities” as defined by the Securi-
ties Contracts (Regulation) Act, legislation allowing currency and interest rate de-
rivatives to be traded in established stock exchanges will need to be in place. Reg-
ulatory clarity will also be needed, since stock exchanges are regulated by SEBI
while currency and interest rates are the purview of the Reserve Bank. Allowing
currency futures trading by all would also require the introduction of full capital
convertibility.
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Legal and Regulatory Framework

Improving Financial Regime Governance. Another set of recommendations by
the High Powered Expert Committee centers on improving financial regime gov-
ernance to meet the best standards of regulatory practices applied around the
world. The committee has emphasized increasing the efficiency of the legal system
in expeditiously resolving conflicts and disputes, clearing the backlog of cases in
the civil system, and reducing the time and thus the cost required to resolve dis-
putes. Its recommended regulatory reforms would also require strengthening the
legal and regulatory framework by clarifying oversight responsibilities among the
regulatory agencies for the debt securities market, and modernizing laws govern-
ing creditors’ rights and corporate governance.



96 South Asian Bond Markets

Annex 3.1 Reforms in the Banking Sector

The banking sector reforms in India started in 1991 with the lowering of the
statutory reserve requirement and a move to market-determined interest rates
through gradual deregulation and rationalization of the administered interest
rate structure.

Competition was encouraged in the banking sector by allowing the entry of
new private banks and foreign banks. Ten new private banks and more than 30
foreign banks have been licensed since 1991. Competition has also been en-
couraged among the public sector banks.

The equity base of most public sector banks has been expanded by infusing
private equity, with the government continuing to retain the majority share-
holding.

The government introduced a set of prudential measures to ensure the safety
and soundness of the banking sector and bring prudential rules and standards
closer to international best practices (risk-based capital standards, income
recognition, asset classification and provisioning requirements for standard
loans and nonperforming loans, exposure limits for single and group borrow-
ers, international accounting rules, investment valuation norms). As a transi-
tory measure the government recapitalized some of the state-owned banks to
meet the prudential norms. To allow speedy enforcement of bank-related fi-
nancial claims on borrowing entities, special courts (debt recovery tribunals)
were set up in important cities. Lenders’ rights were further enhanced by pas-
sage of the Securitization and Reconstruction of Financial Assets and Enforce-
ment of Security Interest Act, 2002, which permits enforcement of security in-
terests without court intervention.

To enable banks to realize greater value from nonperforming assets, new rules
allow them to sell their distressed assets to privately owned asset reconstruc-
tion companies. The government has permitted foreign direct investment of
up to 49 percent of the equity capital in the asset reconstruction companies to
tap the expertise and resources of foreign institutions with international expe-
rience in managing distressed assets.

To ensure compliance with the standards and norms, regulation and supervi-
sion have been strengthened through an on-site inspection and off-site surveil-
lance mechanism and greater accountability for external auditors. The Board
for Financial Supervision was formed in November 1994 to pay focused atten-
tion to bank supervision.

To help improve credit risk management by commercial banks, the Credit In-
formation Bureau (India) Limited (CIBIL) was set up in January 2001 to col-
lect, collate, and share information on all borrowers.
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In 2004 the Reserve Bank put into place the real-time gross settlement system,
allowing faster, more efficient, and more secure settlement of large-value
payments.

Greater transparency and stronger disclosure standards have been introduced
in the banking system and gradually expanded to promote market discipline.
Greater transparency and disclosure standards were introduced in the rupee de-
rivatives market by creating a central reporting system for all rupee derivatives

transactions (swaps, forward rate agreements) by regulated entities such as banks
and financial institutions.

Source: Reserve Bank of India.



Annex 3.2 Reforms in the Government Debt Securities Market

Date

Reform

Objective

Outcome

June 1992

Auction method introduced for issuance of
central government debt securities.

To make yields on government
securities market determined.

Price discovery has improved over time.

January 1994

Zero-coupon bond issued for the first time.
Securities Trading Corporation of India (STCI)
commenced operations.

To add new instruments and
intermediaries.

The STCI and other primary dealers have become
important intermediaries in the government debt
securities market.

August 1994 Agreement reached between the Reserve Bank | To do away with automatic Cash management of the government has improved.
and the government on limiting issue of ad hoc monetization.
treasury bills.
March 1995 Primary dealer system introduced. To strengthen market intermediation The primary dealer system has become an important
and support primary issuance. segment of the government debt securities market.
July 1995 Delivery-versus-payment system in government | To reduce settlement risk. The transition from settlement on a gross basis (DVP ) to
debt securities introduced. settlement on a net basis (DVP Il) has been made.
September 1995 | Floating-rate bonds introduced. To add more instruments. The bonds were discontinued after the firstissuance for

lack of market interest. They were reintroduced in
November 2001 but discontinued again in October 2004.

January 1997

Technical Advisory Committee formed.

To advise the Reserve Bank on
developing government securities,
money, and foreign exchange
markets.

Committee plays a pivotal role in implementing the
Reserve Bank's reform agenda on the basis of a
consultative approach.

March 1997 System of Ways and Means Advances To discontinue automatic Transparency and pricing have improved, and autonomy
introduced for central government. monetization. in monetary policy making has increased.

April 1997 Fixed Income Money Market and Derivatives To introduce self-regulation and Market practices have improved.
Association of India (FIMMDA) established. develop market practices and ethics.

July 1997 Foreign institutional investors permitted to To broaden the market. Foreign institutional investors have become important

invest in government debt securities.

players in the market, particularly in the treasury bill
segment.
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December 1997 Capital-indexed bonds issued. To help investors hedge inflation risk. Efforts are being made to revitalize this product.
April 2000 Sale of securities allotted in primary issues on To improve secondary market. Management of overnight risk has improved.
the same day.
February 2002 Clearing Corporation of India Limited (CCIL) To act as a clearing agency for Stability in the market has improved, greatly mitigating
established. transactions in government debt the settlement risk.
securities.
June 2002 Primary dealers brought under the jurisdiction To improve integration of market Primary dealers are periodically reporting their market
of the Board for Financial Supervision. supervision. position to the Board for Financial Supervision.
October 2002 Trade data from the negotiated dealing system To improve transparency. The measure is helping small investors as well.
made available on the Reserve Bank's Web site.
January 2003 Retail trading of government debt securities To facilitate easier access and wider This program has not taken off. Efforts are being made to
permitted on stock exchanges. participation. improve the position.
February 2003 Regulated entities permitted to participate in To widen the market. Activity in the repo market has improved.
repo markets.
June 2003 Interest rate futures introduced. To facilitate hedging of interest rate These futures have not taken off.
risk.
July 2003 Government debt reissuance implemented. To reduce the government's interest Debt buyback introduced.
burden and help banks offload illiquid
securities.
March 2004 Third phase of delivery-versus-payment system | To achieve netting efficiency and Running successfully.
(DVP 111} introduced. allow rollover of repos.
April 2004 Real-time gross settlement system introduced. To provide real-time, online, large- Running successfully.

value interbank payment and
settlements.

66 elpul



Annex 3.2 Reforms in the Government Debt Securities Market (continued)
Date Reform Objective Outcome
August 2005 Anonymous order-matching system (NDS-0M) To provide members of the negotiated | More than 60 percent of transactions in government debt
established, allowing straight-through dealing system with a more efficient securities take place through the NDS-OM. 0dd-lot
processing. trading platform. trading on NDS-0M began in May 2007 with a view to
encouraging retail trading. Sale of repurchase
agreements (repos) simultaneously permitted.
February 2006 Intraday short selling permitted. To improve liquidity in the market, Extended to five trading days effective January 31, 2007.
particularly when interest rates are
rising.
August 2006 “When issued” trading commenced. To allow efficient price discovery and | Extended to newly issued securities in November 2006.
distribution of auctioned stock.
August 2006 Government Securities Act, 2006 passed by To facilitate wider participation in the December 1, 2007, set as the date on which the act would

parliament and approved by the president of

India.

government debt securities market
and create enabling provisions for the
issuance of separately traded
registered interest and principal
securities (STRIPS).

come into force.

Source: RBI 2006b (with updates by authors).
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Annex 3.3 Maturity Profile of Central Government
Debt Securities

The Indian government has lengthened the maturity profile of its debt securities
and now issues bonds of 30 years’ maturity in addition to others. This effort has
helped in developing a yield curve for longer maturities. The weighted average
maturity of outstanding central government debt securities increased from 14.13
years in fiscal 2005 to 16.90 in fiscal 2006 before falling to 14.72 in fiscal 2007, in
part because of the hardening of interest rates. The weighted average interest rate
rose from 6.11 percent in fiscal 2005 to 7.34 percent in fiscal 2006 and to 7.89 per-
cent in fiscal 2007. The average interest on government debt securities moved up
to 8.23 percent by August 2007 (table A3.1).

The Reserve Bank pursued a policy of passive consolidation in fiscal 2004-07,
reissuing existing securities and issuing very few new ones. The outstanding stocks
of existing securities have steadily grown, helping to improve liquidity in the mar-
ket. Of the 30 issues of dated securities in fiscal 2006, 29 were reissues; the single
new security was issued to provide a benchmark for a 30-year maturity. The share
of reissues in the total debt securities issued increased from 82.1 percent in fiscal
2005 to 97.7 percent in fiscal 2006. During fiscal 2005 there were just two new is-
sues of fixed-rate securities.

To impart greater liquidity to the government debt securities market, the Re-
serve Bank’s Internal Technical Group on Central Government Securities recom-
mended a policy of active consolidation: buying back a large number of small,
illiquid issues of central government debt securities from the holders and issuing
a smaller number of liquid debt securities in exchange. The resulting availability
of a smaller number of large issues, held across a wider base of market partici-
pants, is expected to increase the floating stock and thus the trading interest. The
central government approved the scheme of active consolidation and provided
$641 million in the fiscal 2008 union budget toward the premium payments.



Table A3.1 Profile of Central Government Market Loans, India, Fiscal 1998-08

Weighted Weighted Weighted
Range of yields to maturity average Range of Weighted average average
at primary issuance (%) yield at maturities average maturity coupon of
primary of new maturity of outstanding outstanding
<5 5-10 >10 issuance loans of loans stock stock
Fiscal year years years years (%) (years) (years) (years) (%)

1998 10.85-12.14 11.15-13.05 n.a. 12.01 3-10 6.60 6.50 —
1999 11.40-11.68 11.10-12.25 12.25-12.60 11.86 2-20 7.70 6.30 —
2000 n.a. 10.73-11.99 10.77-12.45 11.77 5-19 12.60 7.10 —
2001 9.47-10.95 9.88-11.69 10.47-11.70 10.95 2-20 10.60 7.50 —
2002 n.a. 6.98-9.81 7.18-11.00 9.44 5-25 14.30 8.20 10.84
2003 n.a. 6.65-8.14 6.84-8.62 7.34 7-30 13.80 8.90 10.44
2004 4,69 4,62-5.73 5.18-6.35 5.71 4-30 14.94 9.78 9.30
2005 5.90 5.53-7.20 4.49-8.24 6.11 5-30 14.13 9.63 8.79
2006 n.a. 6.70-7.06 6.91-7.79 7.34 5-30 16.90 9.92 8.75
2007 7.69-7.94 7.06-8.29 7.43-8.75 7.89 4-30 14.72 9.97 8.55
2008° n.a. 7.58-8.44 8.34-8.64 8.23 6-30 14.32 10.39 8.46

Source: RBI 2007a.

Note: Excludes issuance under the Market Stabilization Scheme.
a. Through August 10, 2007.

n.a. = Not applicable (no issues made).

—=Not available.
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Annex 3.4 Regulatory and Market Reforms for the Corporate Bond
Market Recommended by the Patil Committee

Reform

Responsible entities

Regulatory reforms

Reforms affecting issuers

Streamline procedures for public issuance of debt. Extend shelf
registration to all types of corporate borrowers.

Securities and Exchange Board of India
(SEBI), Ministry of Company Affairs

Strengthen the debenture trustee system by providing
protection from default by the company in timely payment of
interest.

SEBI

Rationalize the stamp duty among different classes of investors
and states.

Ministry of Finance, state governments,
Reserve Bank of India

Reforms affecting investors

Relax and amend regulations for permitting pension and
provident funds to invest in corporate debt.

Ministry of Finance, Income Tax
Department, Ministry of Labor,
Employees’ Provident Fund Organization

Modify the investment guidelines for insurance companies to
allow investment in instruments with a rating of less than AA
with adequate safeguards to protect the soundness of the
investor.

Insurance Regulatory and Development
Authority

Relax regulatory caps on banks” investments in unlisted
corporate bonds (now limited to 10 percent of their total
investments not eligible toward the statutory liquidity ratio) as
well as the minimum rating (investment grade) required for
investments in corporate bonds.

Reserve Bank of India,
Ministry of Finance

Provide capital for the interest rate risk in the entire balance
sheet rather than just the marked-to-market part of the book.
This would ensure similar treatment of bonds and loans with
respect to interest rate risk.

Reserve Bank of India,
Ministry of Finance

Remove the artificial distinction between investments and
advances in the regulatory regime. Guidelines and rules for a
given credit should be similar whether the credit is held as a
loan or a bond.

Reserve Bank of India,
Ministry of Finance

Further raise the investment ceiling on corporate bonds for
foreign institutional investors. As a first step the cap could be
relaxed for longer-term investment (more than three years) in
the corporate bond market.

Ministry of Finance,
Reserve Bank of India, SEBI

Professionalize fund management services. Pension and
provident funds and insurance companies need access to
professional fund management services, and adequate risk
management systems need to be putinto place to preserve the
soundness of these investors.

SEBI, Insurance Regulatory and
Development Authority, Employees’
Provident Fund Organization

Reforms affecting the legal and regulatory framework

Improve existing regulatory practices. Regulation of the
corporate bond market should be put under one regulator.

High Level Committee on Capital
Markets, Ministry of Finance, Reserve
Bank of India, SEBI

(Table continues on next page)
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Annex 3.4 Regulatory and Market Reforms for the Corporate Bond
Market Recommended by the Patil Committee (continued)

Reform

Responsible entities

Enforce recently amended bankruptcy laws that clearly define
creditors’ rights and borrowers’ responsibilities; promote
adequate corporate governance practices; and ensure timely
and accurate public disclosure of financial information.

Ministry of Company Affairs, Ministry of
Finance, Reserve Bank of India, SEBI

Market infrastructure reforms

Improve the comprehensiveness and accessibility of corporate
credit and trade information.

SEBI, Ministry of Company Affairs

Secondary responsibility: credit rating
agencies, stock exchanges, Clearing
Corporation of India Limited (CCIL), or
Fixed Income Money Market and
Derivatives Association of India
(FIMMDA)

Improve trading and settlement systems. Efficient systems are
critical for providing liquidity, efficient price discovery, and an
exit route for debt investments in infrastructure.

SEBI, Reserve Bank of India, stock
exchanges, CCIL, Ministry of Finance

Develop new product structures (credit enhancement, bond
insurance) and hedging mechanisms.

SEBI; Reserve Bank of India; stock
exchanges; CCIL; Ministry of Finance;
self-regulatory organizations such as
FIMMDA, Association of Mutual Funds
of India, Primary Dealers Association

Permit short selling in government securities, because it will
help in refining the pricing mechanism for corporate bonds and
help investors hedge their risks effectively.®

Reserve Bank of India,
Ministry of Finance

Remove differential tax treatment of different classes of
corporate bonds.

Ministry of Finance, Central Board of
Direct Taxes

Source: Patil Committee 2005.

a. Short selling was permitted in February 2006 and extended from intraday to five days (subject to certain

conditions) in January 2007.
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Endnotes

1. The government plans to create a separate debt management office, allowing the Re-
serve Bank to focus on monetary policy.

2. Reserve Bank regulations require that at least 75 percent of the investment portfolio
be marked to market. Banks value their portfolios according to a model for valuation pre-
scribed by the Reserve Bank or by the Fixed Income Money Market and Derivatives Associ-
ation of India (FIMMDA). Consistent with current risk management principles, the mar-
ket values of bonds must be estimated on a regular basis to ensure that the correct amount
of capital is set aside.

3. For comprehensive discussion of the development of derivatives markets in India,
see World Bank and FICCI (2007).
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Nepal

Nepal’s bond market remains at an early stage of development. In a pattern com-
mon in South Asia, government debt securities dominate, and corporate bond
market activity is negligible, reflecting a lack of both issuers and investors. In ad-
dition, the institutional investor base is minute, and the market infrastructure
largely inadequate for meeting the needs of a functioning bond market.

The slow growth of the Nepalese bond market can be attributed to a range
of factors, not least the conflict that has been hampering the country’s economic
growth for the past decade. With civil unrest dominating policy makers’ concerns,
developing the bond market has not been a top priority. Doing so will require ad-
dressing a multitude of issues.

Introduction

Nepal’s economic performance has deteriorated in recent years, with GDP growth
slowing from 3.5 percent in fiscal 2004 to 2.3 percent in fiscal 2005 and 2006. Fu-
ture economic prospects depend on the resolution of civil unrest in the country.
In this environment of uncertainty Nepal’s financial sector also has grown slowly.
The moderate growth has been driven mainly by a rapid increase in the number of
nonbank financial institutions, from 104 in fiscal 2002 to 176 at the end of fiscal
2006 (table 4.1).

Recent Financial Sector Reforms

Until 2006 the country’s central bank, Nepal Rastra Bank, had been implementing
a series of reforms aimed at promoting the development of the financial sector.
Significant steps included removing controls on interest rate spreads and relaxing
those on compulsory lending: priority sector lending (which amounted to 12 per-
cent of banks’ loan portfolios, including 3 percent for deprived sector lending) had
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Table 4.1 Financial Institutions by Type, Nepal, Selected Years,

1990-07
Type of institution 1990 1995 2000 2005 2006 2007
Commercial banks 5 10 13 17 18 20
Development banks 2 3 7 26 29 38
Finance companies 0 21 45 60 70 74
Microcredit development banks 0 4 7 " n 12
Savings and credit cooperatives 0 6 19 20 19 17
NGOs 0 0 7 47 47 47
Total 7 44 98 181 194 208

Source: Nepal Rastra Bank.
Note: Data are for the end of the fiscal year, July 15.

gradually been phased out and was completely abolished at the end of fiscal 2007,
while deprived sector lending (loans amounting to less than Nrs 300,000) remains
set at 3 percent of banks’ loan portfolios.

In addition, exchange rate controls have been lifted. The price of the Nepalese
rupee is now market determined (except for the exchange rate with the Indian
rupee, which remains fixed), a move aimed at enhancing competitiveness and
credibility in international markets.

Most important has been enactment of the Nepal Rastra Bank Act, 2006, to
strengthen the central bank’s supervisory and regulatory powers. In addition, new
banking regulations have been implemented to bring Nepal up to international
standards and conform to the Basel Capital Accord provisions. Nepal Rastra Bank
has expressed an intention to adopt a simplified form of the Basel II Capital Ac-
cord and has set up the Accord Implementation Group to move forward with this
plan. All banks covered by Basel II will be required to adopt the prescribed ap-
proaches by mid-July 2008 (NRB 2007b).

Finally, the Banks and Financial Institutions Act, 2006 has replaced all earlier
acts regulating banks and financial institutions. The act classifies institutions in
four categories—commercial banks, development banks, finance companies, and
microcredit development banks—and has prescribed performance parameters
and mechanisms for upgrading and downgrading institutions on the basis of
these performance yardsticks. The act also addresses governance issues: it provides
for “fit and proper” tests for board members and required the withdrawal of all
Nepal Rastra Bank representatives from the boards of commercial and develop-
ment banks.

Transparency remains low across the financial system, however. Disclosure
standards are generally poor (though they are improving for banks and financial
institutions), and such practices as related-party lending are believed to be ram-
pant, signaling a need for further reforms.
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Table 4.2 Financial Market Profile, Nepal, 2002-07
(US$ billions except where otherwise specified)

Percentage of GDP
Segment 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2005 | 2006 | 2007
Domestic debt securities market 094 | 114 | 120 | 119 | 1.27 155 | 16.1 15.1 | 141
Equity market capitalization 041 | 050 | 065 | 096 | 1.31 286 | 13.0 | 163 | 259
Banking assets 237 | 290 | 340 | 367 | 433 | 756 | 49.7 | 538 | 685
Total 372 | 454 | 525 | 582 | 691 | 11.97 | 787 | 852 | 1085

Sources: BIS 2007; World Bank, World Development Indicators database; International Monetary Fund,
International Financial Statistics database; World Bank staff calculations.

Note: Banking assets include claims of banking institutions on the government of Nepal, nonpublic financial institu-
tions, the private sector, and other financial institutions.

Financial Market Trends

The banking system, with assets amounting to 68 percent of GDP, dominates the
Nepalese financial system (table 4.2). The equity market has grown, however, with
market capitalization increasing from $0.41 billion in 2002 to $2.86 billion in 2007.

The bond market, by contrast, has had no noticeable growth in recent years. It
remains of secondary importance in the Nepalese financial system and, at a mere
14 percent of GDP at the end of 2007, is the second smallest in the region (see
table 1.3 in chapter 1).

Against the backdrop of political uncertainty and the resulting lack of long-
term government or corporate projects, the Nepalese government has devoted
only limited attention to developing the bond market. Though its history dates
to 1961, when the first government bond issue took place (box 4.1), the market
remains underdeveloped. This status points to companies’ overreliance on the
banking system for funding, the government’s lack of medium- and long-term
funding needs for infrastructure and development projects, and corporate enti-
ties’ lack of interest in publicly issuing debt.

Supply Side: Debt Instruments and Issuers

Government debt securities dominate the country’s bond market, accounting for
more than 98 percent of outstanding debt. Public debt management centers on
meeting immediate financing needs, and the issuance calendar (when followed)
gives no indication of volumes. Issuance tends to be erratic, undermining the gov-
ernment’s credibility as a borrower and depriving the bond market of the volume
of liquid debt instruments needed to develop a sovereign benchmark. Activity in
the corporate bond market is negligible.

Money Market

One encouraging development in Nepal’s financial market was a sharp increase in
activity in the interbank market, which helps banks regulate their liquidity and
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Box 4.1 Chronology of Bond Market Development in Nepal

+ 1961: First government bond issue takes Securities Board of Nepal (SEBON)
place. and converts the Securities Market

+ 1976: Securities Market Center is Center to the Nepal Stock Exchange
established. (NEPSE).

.+ 1981: Securities Market Center starts + 1994: NEPSE is converted into a full-fledged
government bond trading at par. stock exchange.

- 1983: Securities Exchange Act is + 1997: Second amendment to the Securities
implemented. Exchange Act provides for dealer

+ 1986: Bottlers Nepal issues first corporate e
bond with a coupon rate of 18 + 2005: SEBON introduces the Government
percent. Securities Trading Management

+ 1988: Treasury bill auction system is Bylaws.
introduced. + 2006: EPSE starts secondary market trading

+ 1991: First issue of Nepal Rastra Bank bills of CTOSMIAEIS bonds based on yield

to maturity.

takes place.

* 1993: Firstamendment to the Securities Sources: Nepal Merchant Banking & Finance 2007;
Exchange Act establishes the Bambang 2005.

evens out interest rates among banks through arbitrage. Activity in the interbank
exchange market grew particularly strongly in fiscal 2005. Since then, however,
the market has been developing slowly and has even shown signs of deceleration.
Discussions with market participants suggest that greater excess liquidity has de-
pressed activity.

The Nepalese banking system has been experiencing excess liquidity as a result
of lack of viable investment opportunities, diminishing private sector demand for
funds, and an increase in remittances from abroad. Excluding cash reserve ratios,
commercial banks held Nrs 16.41 billion in excess liquidity in mid-July 2006, up
from Nrs 14.34 billion in mid-July 2005.

In an effort to mop up the excess liquidity, Nepal Rastra Bank began conduct-
ing open market operations in fiscal 2005. In fiscal 2006 it conducted 1 repurchase
agreement (repo) auction (Nrs 450 million), 9 reverse repo auctions (Nrs 650 mil-
lion), 15 outright sale auctions (Nrs 13.5 billion), and 2 outright purchase auc-
tions (Nrs 830 million; table 4.3).

In fiscal 2006 Nepal Rastra Bank shortened the maturity period for borrowings
from the Standing Liquidity Facility from five days to three to prevent misuse of
the facility, which is provided to commercial banks to meet short-term liquidity
requirements. Limits on borrowings from the facility for each bank are set on the
basis of its holdings of treasury bills and the longer-term Development Bonds. As
a result of the shortened maturity and excess liquidity in the system, use of the fa-
cility fell from Nrs 49.31 billion in fiscal 2005 to Nrs 9.88 billion in fiscal 2006.

While activity in the interbank market has fluctuated, the volume increased
from Nrs 153 billion in fiscal 2005 to Nrs 176 billion in fiscal 2006, in part because



Nepal 111

Table 4.3 Open Market Operations by Nepal
Rastra Bank, Fiscal 2005-06
(Nrs millions)

Type of operation 2005 2006
Outright purchase auction 1,310 830
Outright sale auction 1,500 13,510
Repo auction 688 450
Reverse repo auction 5,270 650

Source: Nepal Rastra Bank.

Table 4.4 Interbank Transactions, Nepal, Fiscal 2005-06

2005 2006

Amount Rate Amount Rate
Month (Nrs millions) (%) (Nrs millions) (%)
August 4,309 1.02 20,554 247
September 13,165 0.39 24,671 3.87
October 12,145 0.83 12,021 3.18
November 9,056 2.24 10,369 2.36
December 11,018 3.54 15,533 0.96
January 11,030 3.49 11,256 1.22
February 12,710 3.95 14,541 248
March 9,500 433 20,075 2.84
April 18,162 4.50 15,654 1.97
May 13,050 428 7,970 3.52
June 18,334 an 10,245 1.77
July 20,359 47 12,862 213
Total 152,838 175,751

Source: Nepal Rastra Bank.

of the shortening of maturities for borrowings from the Standing Liquidity Facil-
ity (table 4.4). More recently, however, activity in the interbank market has decel-
erated. Transactions increased by only 3 percent in the first eight months of fiscal
2008 compared with the same period in the previous fiscal year.

Government Debt Issuance

To meet the government’s short-term financing needs, Nepal Rastra Bank issues
domestic short-term public debt in the form of treasury bills on an auction basis.
The share of treasury bills in domestic government debt has been growing
steadily, rising from 56 percent at the end of fiscal 2002 to 75 percent at the end of
fiscal 2007 (table 4.5). Nepal Rastra Bank bills, with a maximum maturity of 91
days, can be issued as part of the central bank’s open market operations when
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Table 4.5 Composition of Domestic Government Debt, Nepal, Fiscal
2002-07
Share of total (%)

Type of debt instrument 2002 2003 2004 2005 2006 2007
Treasury bills 55.8 57.7 57.4 58.7 70.0 74.97
Development Bonds 15.1 16.1 20.4 22.8 20.0 19.31
National savings certificates 15.7 13.1 10.5 15 43 1.53
Citizens savings certificates 0.9 1.1 1.4 1.6 19 1.40
Special Bonds 12.6 1.9 10.4 93 39 2.19

Sources: Nepal Rastra Bank; World Bank staff calculations.
Note: Data are for the end of the fiscal year, July 15.

treasury bills do not suffice to absorb excess liquidity in the market. The bench-
mark 364-day treasury bill rate has been consistently decreasing over the past five
years, with the annual weighted average moving from 5.20 percent in 2002 to 2.48
percent in January 2007. Interest rates at the longer end of the market have also
shown a downward trend, reflecting sluggish aggregate demand.

The government also meets its financing needs by issuing long-term debt in-
struments. Development Bonds accounted for 19 percent of outstanding domes-
tic debt in July 2007. These bonds are issued at face value and at predetermined
interest rates, with maturity ranging from 3 to 20 years, and they are available to
all investors in the market. The share of these instruments in total outstanding
debt has fallen since 2003, reflecting the decline in financing of long-term govern-
ment projects. Special Bonds account for another 2.8 percent of outstanding pub-
lic debt. These are issued for special purposes, as requested by the government,
and only to institutions that have import requirements. (One such purpose has
been to pay duty drawbacks, though the Public Debt Management Department of
Nepal Rastra Bank indicates that this practice has been abolished.)

The government issues two types of nonmarketable and tax-exempt instru-
ments to the retail public: national savings certificates, with maturities ranging
from 3 to 15 years, which accounted for 1.5 percent of outstanding domestic debt
at the end of fiscal 2007; and citizens savings certificates with a maturity of 5 years,
which accounted for 1.4 percent (see table 4.5). These certificates are sold at face
value with a predetermined interest rate and are restricted to individual investors
and nonprofit organizations. In 2007 the issuance of national savings certificates
was interrupted and replaced by the issuance of citizens savings certificates. Nepal
Rastra Bank also started issuing 12-year instruments known as Peace Bonds, with
a coupon rate of 6.5 percent.

The price mechanism plays little part in allocating funds in the public debt
market. The government does not assume the role of a price taker in auctioning
either short- or long-term instruments. Auctions remain driven by yields rather
than by announced volumes, with the Public Debt Management Department de-
ciding on cutoff rates.
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The government’s outstanding domestic debt increased by 10.2 percent be-
tween mid-July 2005 and mid-July 2006, to Nrs 94.19 billion (16.2 percent of
GDP). In fiscal 2006 the total liability on treasury bills increased by Nrs 11.58 bil-
lion, while the liability on Development Bonds declined by Nrs 2.04 billion and
that on citizens savings certificates by Nrs 2.70 billion (NRB 2006a).

Sovereign Yield Curve

Nepal lacks an established sovereign yield curve. The yield of the 91-day treasury
bill was 3.25 percent in July 2006, and the yield of the 364-day treasury bill 4.04
percent. Without trading data on longer-term bonds, however, it is difficult to es-
tablish a yield curve.

The benchmark short-term interest rate since 1998 has been the auction-based
364-day treasury bill rate. The medium-term benchmark is the return on the
5-year Development Bonds, and the long-term benchmark the return on the
10-year Development Bonds. But lack of a reliable issuance calendar, minimal vol-
umes in the primary market, and negligible liquidity in the secondary market all
contribute to the lack of a liquid sovereign benchmark.

Public Debt Management

Nepal Rastra Bank lacks a coherent cash management strategy to guide decisions
on the volume and maturity of each issuance of government debt securities. A
committee of Nepal Rastra Bank and Ministry of Finance representatives develops
the issuance calendar for short- and long-term debt securities at the beginning of
each fiscal year. Decisions on volume and maturity are made throughout the year
on the basis of immediate financing needs. For treasury bills the Public Debt
Management Department often decides on issuance on the basis of monthly fore-
casts of excess liquidity in the market and requests from commercial bankers. For
long-term instruments the volume of the issue is determined on the basis of the
projected fiscal deficit for the year and divided into four quarters.

Recently, as political instability continued to impede long-term projects, no
capital expenditure was planned, and the government ran a budget surplus that
reached a peak of Nrs 18 billion in May 2007. As a result, the Public Debt Manage-
ment Department decided to cancel the issuance calendar and repay principal on
maturing outstanding securities rather than roll these debts over.

To strengthen debt management, Nepal will need to initiate reforms aimed at
establishing proper governance arrangements, internal processes, resources, and
staff capacity. Putting these into place would allow the government to develop a
medium-term debt management strategy with yearly updates, based on a sound
analysis of cost and risk and taking into account macroeconomic and market con-
straints. It would also provide the means to execute the strategy efficiently while
ensuring prudent management of operational risk. In addition, a risk manage-
ment system should be developed to monitor and evaluate risks inherent in the
structure of government debt.
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An additional source of concern is the mix of domestic and external debt. Ac-
cording to the most recent data available, Nepal’s public debt amounted to an es-
timated 61 percent of GDP at the end of fiscal 2004. Nearly 75 percent of this,
roughly $3.25 billion, is external debt, 90 percent of which is owed to multilateral
institutions and has a high degree of concessionality. While concessionality lowers
the government’s cost of borrowing, effective management of exchange risk re-
mains a challenge. Achieving an optimal mix of domestic and external debt would
reduce that risk, and developing the local currency bond market could help the
government reduce the cost of domestic debt.

The fragmentation of public debt issues also merits attention. The prolifera-
tion of primary issues of treasury bills, Development Bonds, Special Bonds, and
savings certificates not only pushes up the issuance cost; this fragmentation of is-
sues also leads to illiquidity and hinders the development of the secondary mar-
ket. Consolidating these securities and introducing the practice of reopening is-
sues would improve liquidity in the secondary market. The proposed listing of
government debt securities on the stock exchange, along with electronic trading,
would provide a further boost to the development of the bond market.

Separating public debt management from the conduct of monetary policy
would also be beneficial. Doing so would establish clear accountability and re-
sponsibility for debt management.

Corporate Bond Market

The corporate bond market in Nepal amounts to a mere 0.21 percent of GDP.
Only nine issues have taken place in the past 10 years (table 4.6). The issues were
mainly by banks, to meet Tier 2 capital requirements, and were for the most part

Table 4.6 Corporate Debenture Issues, Nepal, Fiscal 1997-07

Issue amount
(Nrs millions)
Fiscal Public Private Maturity Coupon rate

Issuer year offering placement (years) (%)
Shree Ram Sugar Mills 1997 93 0 4 14
Himalayan Bank 2002 100 260 7 8.50
Nepal Investment Bank 2003 100 200 1 7.50
Everest Bank 2004 50 250 7 6
Bank of Kathmandu 2005 50 150 7 6
Nepal Investment Bank 2006 80 170 7 6
Nepal Industrial and
Commercial Bank 2006 50 150 7 6
Nepal SBI Bank 2006 150 50 7 6
Nepal Investment Bank 2007 50 20 7 6.25

Source: Nepal Stock Exchange.
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Table 4.7 Cost of Bond Issuance, Nepal, 2007

Share of issue

Item (%) Nrs

Securities and exchange commission registration 0.225 450,000
Publication of prospectus 0.013 26,000
Printing of prospectus and applications 0.001 2,266
Printing of certificates; postissue expenses; postage 0.003 6,000
Listing fee 0.075 150,000
Annual stock exchange fee 0.025 50,000
Issue manager or underwriter 0.100 200,000
Trustee fee 0.025 50,000
Credit rating; bankers; legal and audit 0.040 80,000
Broker commission 0.200 400,000
Total cost 0.707 1,414,266

Source: Country authorities and market information.
Note: The size of the bond issue is assumed to be Nrs 200 million.

privately placed with other banks. Debt issues are unsecured, with maturities
ranging from four to seven years and semiannual interest payments.

The conspicuous absence of corporate debentures from the Nepalese capital
market can be attributed to several factors. First, the first two debenture issues in
Nepal, by two major corporate entities in the late 1980s and the 1990s, ended in
default (on both interest and principal repayments), eroding the confidence of
Nepalese investors. Second, lack of corporate governance standards, poor trans-
parency in companies’ financial statements, and lack of a credit rating system
make investing in corporate debt a leap in the dark—one that investors have un-
derstandably avoided making. Third, on the issuer side, the conflict and instability
have put business expansion, and thus long-term financing needs, on hold. Short-
term financing needs are met through the banking system.

Two debenture issues are in the pipeline, a salt trading company and a state-
owned hydropower project. As agreed with some donor agencies, the government
has refrained from providing explicit guarantees to lenders for borrowings by en-
terprises that it owns. In lieu of such guarantees, however, these state-owned enter-
prises plan to offer investors seniority over existing cash flows from other projects.

One constraint on the development of the corporate bond market is the cost of
bond issuance. In Nepal this cost hovers around 0.70 percent of the issue size
(table 4.7). There is room for reducing the cost.

Demand Side: The Investor Base

The major investors in the government debt securities market are commer-
cial banks and Nepal Rastra Bank (figure 4.1). Holding more than 80 percent of
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Figure 4.1 Distribution of Holdings of Government Bonds and Treasury
Bills, Nepal, 2002-06
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Sources: Nepal Rastra Bank; World Bank staff calculations.
Note: Data are for the end of the fiscal year, July 15.

outstanding treasury bills, commercial banks are the dominant players in the trea-
sury bill market, which they use for short-term liquidity management. Nepal Ras-
tra Bank absorbs an additional 15 percent, while other investors account for a
meager 4 percent. At the longer end of the market the investor base also includes
financial institutions, insurance companies, the Employees’ Provident Fund, and
high-net-worth individuals. These investors together account for less than a quar-
ter of all investments in government debt securities, however.

Provident Funds

The Citizen Investment Trust, an entity supervised by the Ministry of Finance and
responsible for operating all nongovernment retirement schemes, invests more
than 60 percent of its assets in fixed deposits with banks. It invests less than 30
percent in government debt securities, and places the other 10 percent in the eq-
uity and corporate debt securities market (table 4.8). The decisions of its invest-
ment committee are approved by a government-nominated board that is not al-
lowed to undertake any investment in securities not covered by a government
guarantee. Because these guarantees are no longer issued for corporate debt, the
entity’s investments in fixed-income instruments will increasingly gravitate to-
ward government paper.

The Employees’ Provident Fund, a funded and contributory scheme for gov-
ernment and semigovernment employees with 415,000 members, also limits its
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Table 4.8 Investment Portfolio of Citizen Investment Trust, Nepal,
2002-06
(Nrs millions)

Type of investment 2002 2003 2004 2005 2006
Government debt securities 766 1,496 1,707 1,705 1,474
Fixed deposits 229 223 1,006 1,763 3222
Shares and debentures 61 138 154 148 494
Total 1,056 1,858 2,866 3,616 5,190

Source: Citizen Investment Trust.
Note: Data are for the end of the fiscal year, July 15.

Table 4.9 Investment Portfolio of Employees’ Provident Fund, Nepal,
2002-07
(Nrs millions)

Type of investment 2002 2003 2004 2005 2006 2007
Government debt securities 3,493 3914 5,198 5,089 4,229 4,337
Pokhara Awaas® 6 1 n 7 5 6
Shares 231 231 255 3N 391 405
Fixed deposits 14,917 15,256 16,096 15,630 18,520 19,325
Total 18,647 19,402 21,560 21,036 23,145 24,073

Source: Nepal Rastra Bank.
Note: Data are for the end of the fiscal year (July 15) except for 2007, for which the data are for January.
a. Shares in a real estate development company.

participation in the country’s capital market. The fund holds more than 80 per-
cent of its investment portfolio (totaling about Nrs 24 billion) in fixed deposits
with banks. It invests only 18 percent in government debt securities and less than
2 percent in the equity market (table 4.9). The fund’s investment decisions are
guided by its policy of providing its members with the greatest possible return at
the lowest possible risk, and it benefits from a government guarantee of a mini-
mum return of 3 percent on members’ investments. Under the prevailing market
conditions, fixed deposits with banks provide the highest rate of return and are
thus an obvious choice for the fund’s investment managers.

Mutual Funds

Mutual funds are conspicuously absent from the Nepalese market. NIDC Capital
Markets attempted to establish one in 1994, but it shut down the fund in 2004 in
the face of restrictions on the scope and size of its investments, an obligation to
pay a minimum 5 percent dividend, a ban on foreign investments, an investment
ceiling of 10 percent of the fund in any company, and unclear tax and regulatory
regimes.
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Banks have been deterred from creating trusts by the ban they face on investing
in other banks’ equity. While this restriction has the welcome effect of avoiding
excessive concentration of ownership in the country’s financial system, it drasti-
cally reduces the range of viable investment opportunities for banks in this seg-
ment of the market.

Another constraint is the lack of a trust act that would enable Nepal Rastra
Bank to issue operating licenses. Some positive steps have recently been taken in
this direction, however. In May 2007 the Ministry of Finance set up a working
group to formulate guidelines for the introduction of mutual funds in Nepal. The
consultations of the working group led to a detailed report that included a pro-
posed regulatory act for mutual funds. The report suggests that regulation of the
mutual fund industry could fall under the jurisdiction of the Securities Board of
Nepal. In view of the low interest rates in the country, it also suggests allowing the
funds to invest up to 50 percent of their assets abroad, a suggestion that found
favor in the mid-July 2007 budget speech by the minister of finance.

Foreign Investors

Foreign investors are not allowed to participate directly in the domestic bond
market. However, they may establish a presence in the country’s financial system
by entering into a joint venture agreement with a Nepalese entity.

Market Infrastructure

Nepal lacks several of the elements critical for a well-functioning bond market, in-
cluding a scripless securities settlement system and a credit rating industry.

Issuance Procedures

There is no primary dealer system in the Nepalese market. As noted, treasury bills
are sold on an auction basis. While the bidding is normally open to any interested
party, commercial banks and financial institutions dominate the market.

Auctions have a two-tier structure. Bidders are classified as competitive—
commercial banks for treasury bills; commercial banks, development banks, and
finance companies for long-term bonds—or noncompetitive. In any auction at
least 15 percent of the issue is allocated to noncompetitive bidders.

The process for both treasury bills and bonds is entirely paper based. For trea-
sury bills bidders use a standard form provided by Nepal Rastra Bank and submit
their offer by placing the form in a tender box along with 2.5 percent of the bid
price as earnest money. The box is opened at the end of the day, and the bid forms
verified and registered in record-keeping books.

For long-term instruments the sale is announced in a national daily newspaper,
and potential buyers fill out an application form. If an issue is oversubscribed,
bonds are allocated pro rata at the same rate. Certificates are then prepared for
each investor and distributed accordingly.
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Secondary Market

In fiscal 2004 Nepal Rastra Bank initiated a secondary market for treasury bills.
Commercial banks and financial institutions are licensed to function as market
makers, offering two-way quotes. Treasury bills represent the most liquid segment
of the market—they are issued in the form of promissory notes, and ownership
can be transferred simply by endorsement—though lack of coordination in data
recording makes estimating trading volumes difficult.

In 2007 the Public Debt Management Department designated 51 market mak-
ers for the retail sale of citizens savings certificates. These entities are obligated to
buy back securities sold prematurely by the holders (in exchange for a fee for the
premature sale).

Trading in Development Bonds is almost nil, as investors tend to hold these
bonds until maturity. The bonds have been listed on the Nepal Stock Exchange
(NEPSE), and the trading that has taken place has been conducted at par through
three market makers, appointed by NEPSE in consultation with Nepal Rastra
Bank and the Securities Board of Nepal.

Clearing and Settlement System

The clearing and settlement system is by any standards inadequate to support a
well-functioning bond market. All bonds and debentures listed and traded through
NEPSE are cleared through the exchange’s clearing unit, which uses domestically
developed spreadsheet-based software. Processing information on transactions
takes 10-15 days on average, and there are no electronic links for sharing informa-
tion with Nepal Rastra Bank departments for the purposes of debt management.

All debt instruments are issued in paper form. That not only adds to the time
and cost of transactions; it also makes the securities vulnerable to theft, forgery,
and destruction. Introducing a scripless security system is essential for efficient
clearing and settlement of traded securities and recording of information.

Introducing an electronic book-entry system is vital to the development of the
primary and secondary markets for government debt securities. There has been
little progress on this front, however. Nepal Rastra Bank is developing a transi-
tional system with the aim of moving to a paperless (dematerialized) treasury bill
market, but this effort remains at the first stage.

Moreover, the benefits of having a dematerialized treasury bill market will not
be fully realized until a modern, automated payment system is in place for inter-
bank payments. To complete these payments today, banks must physically deliver
checks at a dedicated branch of the central bank. The ability to complete purchase
and sale transactions without physical exchange of paper will not be enough for
developing the secondary treasury bill market as long as the cash leg of the trans-
action continues to rely on paper instructions. Developing automated payment
and settlement systems remains essential.

Nepal Rastra Bank recently acquired a debt recording and management soft-
ware system (CS-DRSM 2000+) from the Commonwealth Secretariat, which was
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expected to be implemented in late 2007. The system would expedite the record-
ing of transactions and facilitate the provision of information for debt manage-
ment. But no concrete steps toward implementing the system have been taken yet
because the system needs to be tailored to the needs of domestic debt manage-
ment in Nepal. Meanwhile, Nepal Rastra Bank is also considering a comprehen-
sive upgrade of information technology as part of the ongoing financial sector re-
form project.

Credit Rating Industry

No credit rating agency operates in Nepal. As a result, debt instruments are issued
without being rated, limiting the ability of investors to make informed investment
decisions.

Under the present circumstances in Nepal it is unlikely that a credit rating
agency will be established. Lack of accounting and auditing standards, poor disclo-
sure requirements, and lack of corporate governance guidelines make credit rating
a difficult endeavor. Moreover, at this stage of market development prospective
credit rating agencies may not find enough business to make the venture commer-
cially viable.

Legal and Regulatory Framework

Recent laws provide a legal and regulatory framework for oversight of the Nepalese
debt securities market, though resources for oversight appear to fall short of what
is needed. Substantial weaknesses remaining in corporate governance and ac-
counting and auditing standards undermine investor confidence. In addition, the
tax system lacks harmonization across instruments and asset classes.

Oversight of the Financial Market

Nepal Rastra Bank is responsible for overall supervision of the financial market in
Nepal, while its Public Debt Management Department is responsible for oversight
of domestic government debt and the issuance of debt instruments.

The Domestic Debt Act, 2002 provides the framework for the issuance and ser-
vicing of the government’s domestic debt securities. The Ministry of Finance has
responsibility for managing foreign debt, while the Public Debt Management De-
partment implements the domestic debt strategy. Nepal Rastra Bank’s holdings of
government securities cannot exceed 10 percent of the government’s revenue in
the previous year, with three exceptions: securities purchased at the time of pri-
mary issuance to maintain the desired market liquidity, securities purchased in
the secondary market as part of open market operations, and securities purchased
before enactment of the Domestic Debt Act in 2002.

The government debt securities market is also regulated by the Government
Securities Trading Management Bylaws, 2005 and the Banks and Financial Insti-
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tutions Act, 2006. Their joint stipulations deal mainly with capital requirements,
qualifications, and licensing of market makers and brokers.

The issuance of corporate debt is governed by the Company Act, 2006, which re-
placed the Company Ordinance, 2005. The act prohibits unlisted companies from
publicly issuing debt. It also includes corporate governance guidelines, though en-
forcement of these has been lacking.

The Securities Exchange Act, 2006 regulates the securities market in Nepal. It
names the Securities Board of Nepal as the apex regulatory body for the country’s
capital market, to function in coordination with NEPSE, Nepal Rastra Bank, the
Insurance Board, and the Company Registrar’s Office. But while the Securities
Board bears the ultimate responsibility for oversight of the capital market, its re-
sources appear to be inadequate for that role.

Corporate Governance Standards

Lack of corporate governance standards remains one of the biggest obstacles to
developing the corporate bond market. Most private businesses in the country are
family owned, with boards consisting mainly of family members. Adding to the
problem are the inadequate accounting and auditing standards, which make eval-
uating the financial health of these companies a difficult exercise. And in the event
of default, the judicial system is unable to guarantee quick and efficient bank-
ruptcy procedures. The Banks and Financial Institutions Act established mini-
mum corporate governance guidelines, but so far these have been applied only to
the banking sector.

Accounting Standards

Nepal has yet to develop a coherent set of accounting standards. While the Insti-
tute of Chartered Accountants of Nepal has developed a number of local stan-
dards, these are rarely followed, and manipulation of financial statements is wide-
spread in the corporate sector. The lack of accounting standards, by undermining
transparency and making it impossible to monitor publicly listed companies, has
been a major impediment to the development of the corporate bond market.

Tax Regime

The tax regime provides for different treatment of different classes of investors
and assets. Capital gains are taxed at 10 percent for individuals and 15 percent for
institutions. Tax treatment also varies for different types of government securities
(some being taxable, and some tax exempt). Each bond certificate sets out specific
tax provisions.

All interest income from corporate bonds and taxable government bonds is
taxed at 6 percent if the bondholder is an individual and at 15 percent if the holder
is an institutional investor. This differential tax rate rules out cross-trading between
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institutions and the retail public, further limiting the possibilities for secondary
market activity.

Recommended Actions

Just as efforts are under way to resolve the domestic conflict in Nepal, so too
should efforts be under way to prepare the country for the long-term projects it
will need to undertake once political conditions permit. Developing the bond
market will need to be part of this. Doing so will require addressing many issues;
outlined here are those warranting immediate consideration.

Supply Side

Further Improving the Money Market. One priority should be to establish the
well-functioning money market that must normally be in place before a govern-
ment bond market—with both an efficient primary market and a liquid sec-
ondary market—can be fully developed. Nepal Rastra Bank’s liquidity manage-
ment efforts, while noteworthy, have been hampered by the lack of a sound
framework for cash and debt management.

Developing a Reliable Issuance Calendar and Improving Cash Management.
Nepal’s poorly functioning and illiquid market in domestic government debt secu-
rities makes building a sovereign yield curve difficult. To help create a benchmark,
Nepal Rastra Bank should devote serious attention to developing an issuance cal-
endar that specifies the volumes of issues. As part of this, cash management prac-
tices will need to be revised and a cash management strategy developed.

Demand Side

Broadening the Investor Base. Developing collective investment schemes deserves
high priority. The country’s existing schemes—the Employees’ Provident Fund
and Citizen Investment Trust—are negligible in size, and they invest most of their
funds in fixed deposits for lack of better investment opportunities. In addition,
with no mutual funds, the country lacks a vehicle for small investors to pool funds
and thus participate in the debt securities market.

The proposal to promote a mutual fund industry in the country should be
given serious consideration: mutual funds would provide both an engine for
deepening and broadening the investor base and a stable source of domestic de-
mand for the local debt securities market. In addition, qualified foreign institu-
tional investors should be invited to participate in the debt securities market to
provide access to additional sources of capital.
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Market Infrastructure

Establishing a Primary Dealer System. While Nepal Rastra Bank appoints market
makers to facilitate the trade of government debt securities, primary dealers are
also needed. These roles should be entrusted to established financial institutions
with adequate capital and infrastructure. Primary dealers would have the exclu-
sive right to deal with Nepal Rastra Bank as counterparty in the primary and sec-
ondary markets for government securities. In return, they would be expected to
subscribe to a minimum amount of government securities during auctions while
acting as market makers by providing two-way quotes in the secondary market.

Introducing a Scripless Securities Settlement System. Physical delivery of paper
certificates not only is time consuming and inefficient; it also entails risks of loss,
theft, damage, forgery, and delivery errors. Developing a scripless securities settle-
ment system will be crucial in efforts to upgrade the Nepalese bond market.

Legal and Regulatory Framework

Enhancing Corporate Governance. The weak corporate governance and equally
weak disclosure system are major obstacles in developing the country’s corporate
bond market. While steps have been taken toward improving governance stan-
dards, transparency remains minimal. Effective steps should be taken to strengthen
governance standards across the entire financial system.

Strengthening Regulatory and Supervisory Oversight. The Securities Board of
Nepal should be vested with the necessary powers to enforce the rules it frames on
corporate governance, disclosure, and accounting standards.

Developing Accounting Standards. The Institute of Chartered Accountants of
Nepal needs to devote attention to developing a comprehensive set of accounting
standards, and the Securities Board of Nepal should be made responsible for en-
forcing those standards.

Implementing a Clear Tax System. The differences in tax treatment among asset
classes should be eliminated. In reviewing the Income Tax Act, the Ministry of Fi-
nance should pay particular attention to creating a level playing field for all mar-
ket participants.
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Pakistan

Pakistan’s bond market remains at an early stage of development, depriving the
economy of an important avenue for the efficient allocation of capital. As in other
South Asian countries, government debt securities dominate. Yet the government
bond market lacks depth, breadth, and liquidity. Among the impediments to its
development are national savings instruments offering more attractive terms than
market-based instruments that are otherwise comparable. The corporate bond
market remains tiny.

A recent proposal by the Pakistani government sets out several strategies aimed
at both ensuring effective public debt management—borrowing at the lowest cost
while keeping risks in check—and developing an efficient government debt secu-
rities market.

Introduction

Pakistan posted an impressive economic performance in 2002-07. Real GDP
growth averaged a robust 7 percent a year. The growth momentum in 2006—07 was
broad based, with strong performance in all three major sectors—agriculture, in-
dustry, and services. Aided by the lifting of sanctions, foreign investment inflows,
including those deriving from privatization, hit record highs. Inflation declined
marginally. The current account deficit rose to nearly 4 percent of GDP, but govern-
ment borrowing from international markets on favorable terms more than covered
the larger deficit, resulting in a balance of payments surplus of more than $1 billion.

The momentum is expected to continue, though moderated by the effects of
tighter monetary policy, high international oil prices, and slow export growth.
Moving forward, the key challenges will be containing inflation and the current
account deficit, as well as maintaining political stability, sound macroeconomic
management, and structural reforms.

125
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Table 5.1 Financial Market Profile, Pakistan, 2002-06

(US$ millions)

Segment 2002 2003 2004 2005 2006
Domestic debt securities market 28,403.0 30,905.0 31,495.0 33,964.0 33,361.9
Equity market capitalization 10,199.7 16,629.3 29,149.8 45,906.1 45,4147
Banking assets 26,984.3 33,296.4 36,958.3 44,915.1 50,697.6
Total 65,587.1 80,830.7 97,603.2 124,785.2 129,474.3

Sources: BIS 2007; World Bank, World Development Indicators database; International Monetary Fund,
International Financial Statistics database; World Bank staff calculations.

Despite concerns about recent political instability, market players remain con-
fident about the country’s growth prospects. Financial sector performance has
been strong. Following sector reforms launched by the government in the late
1990s as part of wide-ranging structural reforms, the banking industry has under-
gone enormous structural changes and posted significant improvements. The
stock market has had remarkable growth, with market capitalization rising from
about $10 billion in 2002 to more than $45 billion by the end of 2006. By contrast,
the debt securities market saw little growth and accounted for less than half the
total securities market capitalization at the end of the period (table 5.1).

Banking Sector Reforms

Reforms in the banking sector have been extensive. The central bank, the State
Bank of Pakistan, liberalized foreign investment in banks and encouraged consol-
idation in the industry in the late 1990s. There has been a shift in the ownership
structure: local private banks have emerged as the leading players, accounting for
nearly 81 percent of banking system assets in 2007. More than 14 banks have for-
eign shareholders, and a few are either fully or partially foreign owned. Today the
banking sector consists of 20 private sector commercial banks, 6 foreign banks, 6
microfinance banks, 5 Islamic banks, 5 specialized banks, and 4 public sector
commercial banks (State Bank of Pakistan 2008).

Banking sector reforms have also strengthened the regulatory and supervisory
framework, including corporate governance standards. Other major reform ini-
tiatives have included developing a road map for implementing the Basel II Capi-
tal Accord, improving financial information systems, and raising the minimum
capital requirement to $100 million for banks and development finance institu-
tions effective December 31, 2009 (see annex 5.1).

The impact of all these reforms has been far reaching. Banking assets (at 27
percent of GDP in 2002 and 35 percent in 2006) have kept pace with the country’s
economic growth. The equity market has also benefited from the positive impact
of the reforms: banks now constitute almost 25 percent of market capitalization at
the Karachi Stock Exchange. And the banking sector’s performance has improved
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across a range of indicators, including nonperforming loans, capital adequacy,
and return on assets.

Thanks to these improvements, Pakistan’s banking sector maintained its rank-
ing among the top half in a group of 44 emerging market economies on indicators
of capital adequacy and asset quality (IMF 2006). Moreover, it moved close to the
top of the ranking on profitability—up from a position near the bottom in 2001.

Development of the Debt Securities Market

While Pakistan’s financial system has grown in depth and breadth, there continues
to be excessive reliance on the banking system. Developing the long-term bond
market, particularly the corporate bond market, and further strengthening the eq-
uity market will go a long way toward achieving stability in the financial markets.

Compared with other emerging markets in Asia, Pakistan’s debt securities mar-
ket remains small in both relative and absolute terms. At the end of fiscal 2006
it amounted to a mere 26 percent of GDP, substantially smaller than regional
counterparts at similar income levels (see table 1.3 in chapter 1). As in other South
Asian countries, the slow growth of the domestic bond market in Pakistan can be
attributed to the heavy reliance on the banking sector for funding needs. It can also
be traced to the nationalization policies of the 1970s and 1980s, when the govern-
ment met its borrowing needs through captive sources of funding. An auction-
based market for treasury bills was established only in 1991, and long-term gov-
ernment debt securities did not appear until 1992. The corporate bond market
followed a few years later, in 1995.

Beyond the small size of the market, the dominance of government debt
raises concerns about the depth of Pakistan’s financial markets and about the abil-
ity of the bond market to contribute to the economy’s financial strength and
development.

Supply Side: Debt Instruments and Issuers

Government debt securities accounted for more than 97 percent of those out-
standing at the end of fiscal 2006 (table 5.2). Debt instruments issued by corpora-
tions and financial institutions accounted for a mere 1.7 percent and 1.2 percent.
Issuance of corporate debt securities has recently picked up because of liquidity
pressures, but the corporate bond market remains negligible in size compared
with the government debt securities market.

The modest growth of the Pakistani bond market can be traced to several con-
straints on the supply side. Perhaps the greatest one has been the lack of a govern-
ment debt management strategy geared toward developing the bond market as a
whole rather than using debt instruments as an immediate source of government
financing. Nonmarketable debt instruments issued through the government-
subsidized national savings schemes accounted for 37 percent of domestic gov-
ernment debt at the end of fiscal 2006. The national savings instruments have had
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Table 5.2 Composition of Debt Securities
Market, Pakistan, 2006

Amount Share of total
Issuer (US$ millions) (%)
Government 32,410.0 97.1
Financial institutions 392.5 1.2
Corporations 559.4 1.7
Total 33,361.9 100.0

Sources: For government, BIS 2007; for financial institutions and corpora-
tions, national authorities and World Bank staff calculations.
Note: Data are for the end of the fiscal year, June 30.

a heavily distorting effect on the market. In addition, the government debt securi-
ties market lacks depth and liquidity, and the bond market lacks a credible sover-
eign benchmark.

Money Market

The money market in Pakistan consists mainly of the treasury bill market, over-
night interbank call money market, and repurchase agreement (repo) market. The
State Bank uses the six-month treasury bill auction rate as the policy signal rate. It
also uses this rate as one of its main instruments for open market operations,
apart from adjustments in bank reserve requirements to control aggregate money
supply.

The interbank call money market is not yet well established, primarily because
of the lack of credit information on counterparties. The repo market is very active,
however, and meets more than 60 percent of the liquidity requirements of the
interbank money market (table 5.3).

The State Bank continued its tight monetary policy during fiscal 2007, taking
care to both maintain price stability and support attainment of the economic
growth target. Robust growth in deposit mobilization and larger central bank
purchases of U.S. dollars from the interbank market added to the rupee liquidity
in the banking system. Excess liquidity in the interbank market, primarily from
external and government sectors, led to some temporary dips in the interbank
overnight repo rate—with large deviations from the discount rate—though for
short durations. The overnight repo market saw less volatility than in fiscal 2006,
and the three-day State Bank repo rate rose by 50 basis points to reach 9.5 percent.

In the second half of fiscal 2007 the State Bank sterilized rupee liquidity through
auctions while still effectively using open market operations to manage interbank
liquidity (table 5.4). Thanks to banks’ greater interest in longer-term treasury bills,
the State Bank was able to sterilize liquidity for a longer period.

To contain inflationary pressures and restrain the easing of monetary condi-
tions, in August 2006 the State Bank raised the reserve requirements for banks and
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Table 5.3 Trading Volume in Repo Market, Pakistan, Fiscal 2006-07

Volume Share of total
(PRs billions) (%)

2006 2007 2006 2007
By market
Outright 1,104.20 1,532.40 10.4 11.6
Repo 7,442.49 8,563.63 70.0 65.1
Call 1,151.53 1,810.60 10.8 13.8
Clean 926.90 1,257.40 8.7 9.6
Total 10,625.12 13,164.03 100.0 100.0
By category
Collateralized 8,546.69 10,096.03 80.4 76.7
Uncollateralized 2,078.43 3,068.00 19.6 233
Total 10,625.12 13,164.03 100.0 100.0

Source: State Bank of Pakistan, Domestic Market and Monetary Management Department.
Note: The trading volume in each market represents the lending volume.

Table 5.4 Net Outflow through Treasury Bill Auctions and Open Market
Operations, Pakistan, Fiscal 2007
(PRs billions except where otherwise specified)

Auctions Open market operations
Maturity Net Number of Net Net
Period (days) acceptance operations absorption outflow
July—Dec. 2006 4037 -28.6 43 539.5 510.9
Jan.—June 2007 2419 2714 26 3245 595.9
Fiscal 2007 645.6 242.7 69 864.0 1,106.8

Source: State Bank of Pakistan, Domestic Market and Monetary Management Department.

hiked the policy rate by 50 basis points to 9.50 percent. In August 2007 it raised
the rate by another 50 basis points, to 10 percent. As a result, treasury bill yields
rose (in both the primary and the secondary market), and other rates also re-
sponded with an upward movement in the first quarter of fiscal 2008. At the same
time the State Bank continued to drain excess liquidity from the interbank market
and kept the overnight rates close to the discount rate through most of fiscal 2007.
Weighted average lending rates showed a rising trend. Tight liquidity conditions
in the interbank market moderated speculative demand for credit.

Government Debt Issuance

The Pakistani government issues domestic debt securities in a range of maturities.
But it has yet to take the role of a price taker. Auctions are driven by price rather



130 South Asian Bond Markets

Table 5.5 Results of Treasury Bill Auctions,
Pakistan, Fiscal 2002-07

Offer Accepted
Fiscal year Auctions (PRs billions) (PRs billions)
2002 26 615.3 317.2
2003 26 1,551.0 642.7
2004 26 1,021.8 514.5
2005 26 1,616.6 1,051.3
2006 26 1,124.4 738.1
2007 26 1,094.8 888.3
Source: State Bank of Pakistan, Domestic Market and Monetary Management

Department.

than by volume: the government decides the cutoff yield for the securities rather
than accepting the market-determined price. Moreover, auctions of long-term se-
curities remain irregular.

In addition to issuing domestic debt securities, the government accessed the
international capital market in fiscal 2006 for the first time, through an issuance of
euro bonds with tenors of 10 years ($500 million) and 30 years ($300 million). Be-
sides meeting the government’s funding needs, this issuance may help in estab-
lishing a long-term sovereign benchmark and facilitating access to global markets
for local corporations.

Treasury Bills. The State Bank conducts treasury bill auctions every two weeks.
These instruments have maturities of 3, 6, and 12 months, with the 6-month yield
being the benchmark short-term rate. The primary market for treasury bills, par-
ticularly for short-term bills, has remained robust, and the acceptance ratio has
been improving (table 5.5).

In fiscal 2007 the government set the cutoff acceptance yields in the range of
8.64-8.69 percent for 3-month treasury bills, 8.81-8.90 percent for 6-month bills,
and 9.00-9.05 percent for 12-month bills. In August 2007, however, the govern-
ment moved the rates up to 9.09 percent, 9.14 percent, and 9.16 percent. The
choice of the 6-month treasury bill rate as the target for the State Bank’s open
market operations intensifies the short-term rate volatility caused by the govern-
ment’s unpredictable liquidity needs.

Pakistan Investment Bonds. The State Bank auctions Pakistan Investment Bonds,
longer-term instruments with maturities ranging from 3 to 20 years, on an ad hoc
basis. Although initial issues met with success, issuance of these bonds has been
erratic: the government remained reluctant to issue these instruments during
most of fiscal 2005 and 2006. More recently, however, there have been some fresh
issues (figure 5.1; table 5.6).
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Figure 5.1 Issuance of Pakistan Investment Bonds, Fiscal 2001-07
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Source: Pakistan, Ministry of Finance 2007.
a. Data are for end-November 2006.

Table 5.6 Results of Pakistan Investment Bond Auctions, Fiscal 2001-07

Amount
Bids (PRs billions) Acceptance
Auctions As % of As % of
Fiscal year held Offer Accepted Offer Accepted offer target
2001 6 261 182 58.8 46.1 784 94.1
2002 13 1,374 486 238.4 107.7 45.2 115.8
2003 7 1,595 323 2120 748 353 113.4
2004 7 1,273 626 221.3 107.7 48.6 85.4
2005 3 126 17 8.0 0.8 9.6 8.6
2006 1 182 133 171 1.2 65.8 112.4
2007 5 898 430 199.0 87.9 39.0 90.4

Source: State Bank of Pakistan, Domestic Market and Monetary Management Department.

Pakistan Investment Bonds are allocated on the basis of cutoff yields decided
by the government rather than by market-determined prices. When the market
has demanded higher yields than the government was willing to pay, auctions
have been canceled. This was the case for all Pakistan Investment Bond auctions
initiated between 2004 and 2006. The supply constraints in these long-term in-
struments restricted their liquidity and, because trading activity was so limited,
led to a situation in which long-term yields did not reflect market conditions. The
limited issues also create constraints for financial institutions in managing gaps
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between their long-term assets and liabilities. Moreover, they deprive the market
of a current benchmark as well as hamper the emergence of credible benchmark
rates for long-term financing.

In May 2006 the government again began issuing Pakistan Investment Bonds
at regular intervals. It also reopened the earlier issues to increase the supply of
on-the-run issues. The State Bank held five auctions in fiscal 2007 by reopening
previous issues as well as making new issues, including 30-year bonds.

Sovereign Yield Curve

The government’s resumption of regular bond issues and the issuance of 30-year
bonds represent a major breakthrough toward extending the yield curve and de-
veloping a benchmark. But even as these steps offer promise for developing the
bond market, another government decision may hamper its development: a rever-
sal of an earlier decision to ban institutional investments in the national savings
schemes (see following section).

Rising short-term interest rates have placed upward pressure on the shorter
end of the yield curve, which has thus assumed an increasingly flatter shape in re-
cent years. In addition, the practice of basing auctions on yields rather than on
announced volumes undermines the government’s credibility as a borrower. For
these reasons, Pakistan lacks a sovereign benchmark that would provide guidance
to market players.

National Savings Schemes

The national savings schemes are perhaps the single biggest impediment to devel-
oping the bond market in Pakistan. These schemes offer long-term, government-
subsidized instruments with both high yields and an inherent cost-free put op-
tion—investors are able to resell the instruments before maturity without
incurring penalties. The schemes are run by the Central Directorate of National
Savings, a department of the Ministry of Finance, which is responsible for the sale
of the products to the retail public through a network of 376 branches across the
country.

The national savings schemes are useful for accessing retail sources of funding.
But they work to the detriment of government debt management because they
provide an on-tap source of financing over which the government has no effective
control. Moreover, because of the higher yields and the inherent cost-free put
option that the national savings products offer, market-based instruments that are
otherwise comparable, such as Pakistan Investment Bonds, immediately become a
less attractive investment option. This again hinders the establishment of a long-
term benchmark.

At the end of June 2006 the outstanding balance of national savings instru-
ments totaled PRs 934 billion, equivalent to 37 percent of domestic government
debt (table 5.7). The balance showed an increasing trend by April 2007, reflecting
a change in policy. In March 2000 the government had taken the positive step of
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Table 5.7 Outstanding Balance of National Savings Schemes, Pakistan,
Fiscal 2002-06
(PRs millions)

Type of instrument 2002 2003 2004 2005 2006

Accounts 56,755 73,821 82,296 105,668 119,372
Certificates 686,742 778,688 742,320 670,232 649,354
Prize Bonds 103,130 129,970 152,812 164,057 165,496
Total 846,627 982,479 984,428 939,957 934,222

Source: State Bank of Pakistan.
Note: Data are for the end of the fiscal year, June 30.

banning institutional investors from accessing national savings instruments for
purposes of portfolio management. But it reversed that decision in October 2006,
without previous consultation with market participants.

Some unlisted state-owned enterprise bonds (carrying the guarantee of the
federal government) also offer very high returns. Offloading these bonds to the
capital market would provide an immediate impetus to its development by creat-
ing competition for the national savings instruments. More critically, it would also
save important revenue for the government. In addition, a number of revenue
bonds could be floated on the exchanges, increasing their depth.

Composition of Domestic Government Debt

Domestic government debt falls into three main categories: floating debt (short-
term debt such as treasury bills), permanent debt (long-term borrowings such as
Pakistan Investment Bonds), and unfunded debt (instruments offered through
the government’s national savings schemes, including long-term bonds and de-
posit facilities; table 5.8).

The structure of domestic government debt has shifted since fiscal 1999. Float-
ing (short-term) debt has been increasing as a share of the total, while permanent
(long-term) debt and unfunded debt have been decreasing (figure 5.2). A rise in

Table 5.8 Composition of Domestic Government Debt, Pakistan,
Fiscal 2002-06
(PRs millions)

Type of debt 2002 2003 2004 2005 2006

Permanent 367,989 427,908 536,800 500,874 499,775
Floating 557,807 516,268 543,443 778,163 940,233
Unfunded 792,138 909,500 899,215 854,044 859,161
Total 1,717,934 1,853,676 1,979,458 2,133,081 2,299,169

Source: State Bank of Pakistan.
Note: Data are for the end of the fiscal year, June 30.
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Figure 5.2 Structure of Domestic Government Debt, Pakistan,
Fiscal 2002-06
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the stock of treasury bills was the primary reason for the increase in overall do-
mestic government debt in fiscal 2005-06.

Reliance on short-term debt increased for two main reasons. First, there was
limited issuance of long-term debt (Pakistan Investment Bonds) between 2004
and 2006 because of unstable interest rates. Second, net investment in national
savings instruments was lower than expected in fiscal 2004-06. As noted, however,
growth in the outstanding balance for these instruments showed an upward trend
in fiscal 2007 because of the reversal of the government’s earlier decision prohibit-
ing institutional investment in them.

Public Debt Management

In recent years total government debt in Pakistan has steadily declined as a per-
centage of GDP, evidence of improved potential for debt repayment (see annex
5.2). The government’s debt management practices, however, leave room for im-
provement. An effective cash management system is lacking. Financing needs are
approximated quarterly, and no formal forecasts are produced. In the absence of
effective forecasting the Budget Wing of the Ministry of Finance keeps a surplus
amount in the treasury account hosted by the State Bank. When deficits occur, the
State Bank issues short-term paper and credits the treasury account with the cor-
responding amount. The lack of predictability makes the task of building a credi-
ble and efficient sovereign benchmark difficult.

Responsibility for decision making in debt management lies with three differ-
ent agencies: the State Bank for short- and long-term government securities, the
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Central Directorate of National Savings for the national savings schemes, and the
Economic Affairs Division for foreign currency borrowing. To strengthen coordi-
nation among these three entities, the government in 2003 set up the Debt Policy
Coordination Office to prepare a debt reduction strategy and maintain records of
government debt and guarantees. Before any auction of government debt securi-
ties the Debt Policy Coordination Office, the Ministry of Finance’s Budget Wing,
and the State Bank’s Exchange and Debt Management Department meet to dis-
cuss the volume and maturity of each issue.

The government of Pakistan recently proposed strategies to achieve the twin
objectives of ensuring effective public debt management—borrowing at the min-
imum cost while keeping risks in check—and developing an efficient local cur-
rency sovereign debt securities market (Pakistan, Ministry of Finance 2007). Key
strategies include these:

+ Having the Debt Policy Coordination Office publish a quarterly analytical re-
port on debt

+ Reducing the share of floating debt to reduce the interest rate risk

+ Following a regular calendar for Pakistan Investment Bond auctions (probably
quarterly) with targets

+ Limiting the number of tenors in Pakistan Investment Bond issues to create an
adequate size to promote secondary market trading

+ Revamping the primary dealer system for Pakistan Investment Bond auctions
+ Reconsidering the held-to-maturity category for sovereign bonds

+  Reducing the stock of treasury bills at a measured pace by issuing Pakistan In-
vestment Bonds

+ Making national savings instruments more market based
+ Developing a comprehensive external borrowing strategy

+ Tapping the global capital market through regular issuance of bonds (conven-
tional and Islamic) to ensure a steady supply of sovereign paper and establish a
benchmark for Pakistan

+ Developing a framework for assessing the revaluation of debt arising from
changes in exchange rates
+ Closely monitoring external debt on a floating rate basis

+ Developing a framework to assess the risks arising from developments in
global capital markets

Corporate Bond Market

Corporate bonds first appeared in Pakistan in 1995, though the Companies Ordi-
nance had allowed the issuance of corporate debt since 1984. The debut issue of
the securities, known as term finance certificates, was by Packages Limited for PRs
250 million." The catalysts for this first issue were the establishment of Pakistan’s



136 South Asian Bond Markets

Table 5.9 New Equity and Corporate Debt Issuance, Pakistan,

Fiscal 2000-06

Equities Term finance certificates
Amount
Companies Paid-up capital Issues subscribed

Fiscal year listed (PRs millions) floated (PRs millions)
2000 3 2,035.03 3 862.87
2001 3 2,884.70 5 5,694.94
2002 4 6,318.25 16 11,366.83
2003 6 4,562.56 6 4,590.20
2004 17 66,837.04 5 5,371.24
2005 19 30,090.28 8 10,849.77
2006 9 14,789.76 3 3,413.56

Source: Karachi Stock Exchange.

first credit rating agency and the reduction of the stamp duty from 1 percent to
0.15 percent.

The corporate debt securities market failed to take off until 2000, however,
when the first issues of Pakistan Investment Bonds started providing a long-term
indication of rates and the government decided to ban institutional investors
from participation in the national savings schemes (table 5.9). The ban gave rise
to an enormous pool of funds suddenly made available to the corporate sector.

At the end of June 2006 outstanding corporate debt amounted to about $952
million, or 0.8 percent of GDP. Activity in the corporate bond market dropped
substantially in October 2006, when the ban on institutional investment in na-
tional savings schemes was lifted. The corporate bond market has continued to
grow, however: the excess liquidity in the market has increased the demand for in-
vestment opportunities, and a booming mutual fund industry provides a strong
investor base for term finance certificates. The growing issuance of these debt se-
curities has led to an increase in secondary market activity. Most transactions
occur in the over-the-counter (OTC) market and are not registered with the
Karachi Stock Exchange, hampering estimates of the volumes traded.

Market Trends. The largest issue of term finance certificates was by Pakistan In-
ternational Airlines for PRs 15.4 billion, in February 2003. Excluding that jumbo
issue, the average size is PRs 660 million. The coupon rates on term finance certifi-
cates followed a declining trend from 1995 until January 2006, when there was a
reversal in the trend. The rates track trends in other important rates, including the
discount rate and the Karachi interbank offered rate (KIBOR). The returns closely
follow those on Defense Savings Certificates, which compete for the same funds at
the retail level (Hameed 2006).
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As the amount of term finance certificates has continued to grow, there has
been an apparent shift in the type of firms tapping the market for these securities,
with nonbank financial institutions (including leasing firms) playing an increas-
ingly large role. While nonfinancial term finance certificates have remained stag-
nant since the middle of 2004, financial ones have grown as a share of both the
number and the amount of issues, mainly because banks tap this market to raise
their Tier 2 capital.

An additional departure from previous trends has been a shift from fixed to
floating rates. Until 1999 all term finance certificates were issued at fixed interest
rates. Starting in 2001, however, most were issued at floating rates because of the
rising trend in interest rates and the need to hedge against interest rate volatility.

The underlying benchmark rates for floating-rate term finance certificates have
also changed over time. Beginning in 2003 most of these were linked to the
weighted average yield of the five-year Pakistan Investment Bond, while others were
tied to the cutoff yield of the last auction or an average of previous auctions. Issuers
expected that a robust secondary market for Pakistan Investment Bonds would en-
sure that the yields on these bonds reflected long-term market rates. The secondary
market for the bonds has not developed enough to serve this purpose, however, and
as a result the markets have shifted to using the six-month KIBOR as the bench-
mark. Most new term finance certificates issued in 2005 and 2006 were linked to
that rate.

The corporate debt securities market saw a few new issues in fiscal 2007,
amounting to PRs 14.2 billion (table 5.10). Both the number of issues and the
amount mobilized exceeded levels in the previous year. Most of the issues were
from the financial sector.

Impediments to Developing the Market. There are a number of impediments to
developing the corporate bond market in Pakistan. A major one is the lack of a
credible benchmark for long-term paper. Because the interest rate on government
paper is not entirely market determined, it does not serve as a benchmark for pric-
ing corporate issues. In addition, the limited volume of sovereign paper in the sec-
ondary market undermines its benchmarking role. Lacking credible benchmarks,
the corporate bond market, as mentioned, has moved to issuing long-term paper
on floating rates linked to KIBOR.

Crowding out by government borrowing is another impediment. The corpo-
rate bond market and the government compete for the same pool of savings. The
government taps retail savings through the national savings schemes, while it ac-
cesses institutional investment funds through Pakistan Investment Bonds and
treasury bills. Sovereign papers, shorn of credit risk, have an obvious advantage.
The national savings instruments have a particularly strong advantage, scoring
not only on credit risk but also on pricing with their built-in put option.

The high cost of issuance is a serious deterrent to accessing the corporate bond
market. Preliminary data suggest that this cost, which includes listing charges,
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Table 5.10 New Issues of Term Finance Certificates, Pakistan,
Fiscal 2007

Tenor Amount
Company Issue date Coupon rate (years) | (PRs millions)
Mobilink 2 May 31,2006 | 6-month KIBOR + 2.85%° 7 3,000
First International Investment | July 11, 2006 6-month KIBOR + 2.25%° 5 500
Bank
UBL3 Aug. 9, 2006 12.11% (KIBOR + 1.7%) 5 2,000
JS & Co.3 Nov. 21,2006 | 6-month KIBOR + 2.50% 5 1,000
6.00% floor, 16.00% cap
JS ABAMCO (A & B) Jan. 17,2007 | 6-month KIBOR + 2.00% 7 700
6.00% floor, 16.00% cap
Bank Al-Habib Limited (I1) Feb. 7, 2007 12.61% (KIBOR + 1.95%) 8 1,500
Escort Investment Bank Mar. 15,2007 | 6-month KIBOR + 2.50% 5 500
8.00% floor, 17.00% cap
Orix Leasing Pakistan May 25,2007 | 6-month KIBOR + 1.50% 5 2,500
Total 14,200

Source: State Bank of Pakistan.
a. No floor and cap.

Table 5.11 Cost of Bond Issuance, Pakistan, 2007

Share of

Item issue (%) PRs

Publication of prospectus 1.021 2,041,354.88
Listing fee 0.070 140,000.00
Annual stock exchange fee 0.500 999,065.60
Issue manager or underwriter 3.800 7,600,000.00
Credit rating; bankers; legal and audit 0.750 1,500,000.00
Central depository fees 0.299 597,372.80
Broker commission 1.000 2,000,000.00
Total cost 7.439 14,877,793.28

Source: Country authorities and market information.
Note: Issue size is assumed to be PRs 200 million.

trustee fees, advisers’ fees, and rating fees, amounts to 7.4 percent of an issue of
PRs 200 million (table 5.11). A cost perceived as particularly high, the stamp duty
levied on an issue of term finance certificates (0.15 percent of the face value), was
abolished in 2007.

Bond issuers may not incur all expenses listed in the table or may not incur
them at the level shown. Most of the expenses are negotiable. Moreover, as more
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market intermediaries enter the bond market, competition will drive down the
fees. Even so, concerted efforts are needed at all levels to bring down the cost of
bond issuance. The Debt Market Committee formed by the Securities and Ex-
change Commission has recommended that the cost be brought down.

Procedural hassles add to the transaction costs. Administrative and regulatory
compliance and disclosure requirements for issuing term finance certificates are
complicated, and the turnaround time for applications excessive. For these rea-
sons corporate clients used to meeting their funding needs, including long-term
finance, through bank loans prefer to avoid the bond route.

Lack of liquidity also hampers development of the bond market. Although term
finance certificates are listed on the stock exchange in Pakistan, trading is limited.
Without a well-functioning secondary market the investors are likely to demand a
higher liquidity premium and interest rate risk premium. Low liquidity in the sec-
ondary market also stems from the small scale of issues, the variety of characteris-
tics among instruments, and the aptitude of the investor base. The small scale of
many of the local issues means that even limited trading can affect the price.

Demand Side: The Investor Base

Pakistan’s investor base remains small by all standards. Commercial banks and
other financial institutions, with short-term liabilities, do not provide a stable
source of demand for long-term instruments. By contrast, pension funds and in-
surance companies, with long-term liabilities, are the ideal institutional investors
for a sophisticated corporate debt securities market. But in Pakistan pension
funds (with assets at 1.6 percent of GDP in 2004) and the life insurance industry
(2.1 percent) lag far behind their counterparts in economies at similar stages of
development, subtracting a potentially important source of long-term funds from
the country’s capital market.

Some positive developments have taken place in the pension sector, however. In
January 2007 the Securities and Exchange Commission introduced the Voluntary
Pension System, which will be open to participation by nationals over 18 years of
age. A regulatory framework for developing the private pension industry was also
spelled out, and four asset management companies registered to operate as pen-
sion fund managers.

The most favorable recent development in strengthening the Pakistani investor
base has been the remarkable growth of the mutual fund industry, which has ben-
efited from a booming stock market, excess liquidity in the market, and a conse-
quent rise in the demand for investment channels.

Contractual Savings Institutions

By far the largest institutional investors in Pakistan are the state-owned State Life
Insurance Company and Employees’ Old-Age Benefit Institution. The State Life
Insurance Company manages PRs 110 billion in assets, 70 percent of which is
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apparently invested in Pakistan Investment Bonds. Other important investors are
the Workers Welfare Fund (a national provident fund with assets of about PRs 10
billion) and local government provident funds such as the Punjab Benevolent
Fund (with assets estimated at about PRs 6 billion) and the Sindh Government
Servants Benevolent Fund. Fauji Foundation (a holding company for army invest-
ments), the National Insurance Corporation, Karachi Port Trust, and the provi-
dent funds of major state-owned and private companies are also major investors.

Public sector retirement schemes (other than the Employees’ Old-Age Benefit
Institution) have assets totaling an estimated PRs 25 billion. These assets are be-
lieved to be invested almost entirely in government debt, mainly national savings
instruments (especially Defense Savings Certificates). The assets of private schemes
are not known because of a lack of regulation, but they are understood to total less
than PRs 50 billion.

The investment regulations for life insurance, pension, and provident funds are
relatively liberal and do not restrict investments to government debt Such funds
are allowed to invest up to 50 percent of their assets in equities, up to 50 percent in
secured debt, and up to 20 percent in real estate. But investments in unsecured
loans are restricted to 2.5 percent of assets, somewhat constraining development
of the corporate bond market.

The importance of the role of contractual savings institutions in developing
the long-term bond market cannot be overstated. According to data from the U.K.
Office for National Statistics, U.K. pension funds and insurance companies held
up to 64 percent of all U.K. gilts (treasury bonds) at the end of September 2004
and an even larger share of index-linked and long-maturity gilts.

In Pakistan lack of suitable assets, including corporate equity and bonds, has
clearly hampered the development of institutional investors. But the relative un-
derdevelopment of contractual savings has in turn inhibited the development of
equity and bond markets.

Mutual Funds

Mutual funds had an early start in Pakistan. The first were operated by the state:
the National Investment Trust was set up in 1962, followed later by ICP Mutual
Funds. But progress was slow for the next four decades. The industry suffered
from both poor management and government intervention.

Since 2002, however, the industry has seen major improvements and growth
prompted by positive changes in government policy and regulation, including pri-
vatization and measures to allow new entrants. Beyond the favorable investment
environment, the mutual fund industry also benefited from liberalization, which
has facilitated entry of the private sector and increased competition, enhancing
the quality of fund management.

At the end of June 2006 mutual funds accounted for 38.34 percent of the assets
of the nonbank financial sector in Pakistan, having seen more than fivefold growth
in their net assets, to PRs 160 billion, in the previous four years. The sector’s total
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market capitalization was PRs 162 billion. The country had 27 open-end funds and
17 closed-end funds, with broad product offerings. Equity funds accounted for the
largest share of mutual fund assets (63 percent), followed by income funds (10.6
percent), asset allocation funds (8.16 percent), money market funds (7.3 percent),
balanced funds (7.23 percent), and Islamic funds (5.62 percent).

In 2006 the Securities and Exchange Commission helped lower barriers to
entry by new fund managers by lifting the requirement that asset management
companies seek foreign collaboration in managing open-end funds. However, the
agency requires asset managers and investment advisers to obtain, from credit rat-
ing agencies in Pakistan, both ratings specific to their fund management quality
and ratings specific to the performance of the mutual funds they manage. Now
that the Voluntary Pension System rules are in place, asset managers are exploring
the opportunity to manage private pension schemes in the country.

Funds mobilized by mutual funds come mostly from institutions, not retail in-
vestors. Thus, restoring permission for institutional investors to invest in national
savings instruments has posed a major competitive threat to mutual funds. Sev-
eral measures could help the mutual fund industry scale up its operations, includ-
ing encouraging a level playing field for different investment instruments, allow-
ing the establishment of dedicated mutual funds to cater to the needs of specific
investor categories, and permitting mutual funds operational flexibility in such
areas as security lending, hedging through derivatives, short selling of securities,
and buyback of own certificates from the open market. There is also a need to
build the capacity of fund managers and improve governance standards and
accountability.

Market Infrastructure

Pakistan’s bond market infrastructure has some essential elements in place—
such as a primary dealer network for government debt securities and credit rating
agencies—but lacks others.

Primary Dealers

Government debt securities are distributed through a network of 11 primary
dealers. Only primary dealers are allowed to participate in the auctions for gov-
ernment debt securities, while all scheduled (commercial) banks are allowed to
participate in open market operations conducted by the State Bank. Each primary
dealer is required to underwrite at least 3.5 percent of an issue of Pakistan Invest-
ment Bonds and maintain a bid-ask spread of 50 basis points when acting as a
market maker. Market conditions, however, often lead to much greater quoted
spreads. In addition, primary dealers can submit up to PRs 10 million in noncom-
petitive bids for distribution through the retail account.

Both Pakistan Investment Bonds and treasury bills are fully dematerialized
(paperless) and are purchased and traded in book-entry format.
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Secondary Market

The secondary market for government debt securities remains thin and illiquid.
The market is dominated by repo trades in treasury bills, which account for as
much as 92 percent of the daily trading volume; outright trades account for only
8 percent.

Government debt securities are held primarily by banks, to meet the statutory
reserve requirements, and when held to maturity they are not required to be
marked to market. In a scenario of rising interest rates banks prefer to hold the
bonds to maturity, rather than trade them, to avoid booking losses. A central bank
policy directive in July 2004 permitted banks to shift a substantial share of the
Pakistan Investment Bonds already issued to the held-to-maturity category. This
directive, aimed at helping banks immunize their bond portfolio from mark-to-
market losses, represents a setback in the development of a secondary market for
government bonds.

For corporate bonds the dearth of supply hampers secondary market develop-
ment because investors have few options to choose from. Another impediment is
the lack of an electronic trading, clearing, and settlement system.

Clearing and Settlement
The Pakistani market has yet to implement a fully electronic means of trading,
settlement, and clearing. The payment and settlement process is expedited at the
expense of a shorter trading day, which ends at 1:00 p.m. Settlement documents
must be submitted in person to the State Bank by the cutoff time of 1:30 p.m. A
two-tier depository system is in place: financial institutions have two subsidiary
general ledger accounts for bank-owned government securities and another ac-
count for customer-owned government securities. A manual book-entry system is
used for recording.

The lack of a real-time gross settlement system undermines the efficiency of
the Pakistani bond market, and the planned implementation of such a system
later in 2008 is a welcome development.

Credit Rating Agencies
Two credit rating agencies operate in Pakistan: Pakistan Credit Rating Agency
(PACRA) and JCR-VIS Credit Rating.

PACRA was set up in 1994 as a joint venture among IBCA Limited (an interna-
tional credit rating agency), the International Finance Corporation of the World
Bank Group (no longer a shareholder), and the Lahore Stock Exchange. The first
credit rating agency in Pakistan, PACRA has completed well over a hundred rat-
ings, including major industrial corporations, financial institutions, and debt in-
struments. In addition to local ratings, PACRA has completed two international
ratings in collaboration with Fitch Ratings.

JCR-VIS Credit Rating, established in 2001, is a joint venture among four enti-
ties: Japan Credit Rating Agency (JCR), Japan’s major rating agency; Vital Infor-
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mation Services Limited (VIS), Pakistan’s only data bank and financial research
organization; the Karachi Stock Exchange; and the Islamabad Stock Exchange.

Securitization

Detailed guidelines issued by the government have led to a growing trend of asset-
backed securitization in Pakistan in recent years. In 1999 the Securities and Ex-
change Commission issued the Companies (Asset-Backed Securitization) Rules to
support the establishment of special-purpose vehicles to carry out asset-backed
securitization. Before these guidelines were in place, the country’s only significant
securitization transaction had been the securitization of net settlement receivables
by Pakistan Telecom in 1997.

In 2002, in response to requests from many financial institutions, the State Bank
issued guidelines permitting banks and development finance institutions to partic-
ipate in asset securitization through special-purpose vehicles (State Bank of Pak-
istan 2002). These guidelines limit the total exposure of a bank or development fi-
nance institution to securities issued by a special-purpose vehicle to 5 percent of its
own paid-up capital or 15 percent of the total value of the asset-backed securitiza-
tion issued by the special-purpose vehicle, whichever is less. In addition, the aggre-
gate exposure on account of asset-backed securitization is limited to 20 percent of
the total paid-up capital of the bank or development finance institution.

Legal and Regulatory Framework

The State Bank of Pakistan has overall responsibility for supervising financial mar-
kets and issuing government debt securities. The governing law is the Public Debt
Act, 1944 and the Public Debt Rules, 1946. In an effort to increase the State Bank’s
independence and improve public debt management, the Fiscal Responsibility and
Debt Limitation Act was passed in 2005, restricting government borrowing to the
annual stipulated limit. The Exchange and Debt Management Department of the
State Bank is responsible for managing the issuance and administration of govern-
ment debt.

The Securities and Exchange Commission of Pakistan, set up in 1997 as the
successor to the Corporate Law Authority, is responsible for the regulation of se-
curities, the insurance business, and companies in Pakistan. The Policy Board ad-
vises the government on matters relating to the securities industry and the regula-
tion of companies and is responsible for approving the budget and regulations of
the Securities and Exchange Commission.

Regulatory Issues

The Securities and Exchange Commission has clear responsibilities as a regulator,
and it appears to be able to operate free of external influences. The commission can
bring to bear an array of powers in governing the registration, inspection, and in-
vestigation of market intermediaries. But concerns remain on a number of issues.
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The Securities and Exchange Commission appears to lack adequate resources
to attract and retain skilled professionals to the extent required by its wide-
ranging powers. A new compensation scheme was recently introduced to bring
employees’ salaries into line with market rates; however, the salary increase entails
a tradeoff in the duration of the contract, which would be converted from perma-
nent to temporary, reducing pension benefits. As a result, the commission is still
unable to present itself as an attractive employer. Staff shortages lead to delays: al-
though self-registration procedures for debt securities are in place, the lack of suf-
ficient staff leads to long processing times, placing an additional burden on corpo-
rate debt issuance.

Moreover, the commission lacks the power to summon and investigate those
who do not fall under its explicit authority. This issue has recently been of particu-
lar concern in relation to insider trading: the commission does not have the power
to take action against people who are not insiders as defined by law, but who never-
theless have received information from insiders and used it to their advantage.

There are also deficiencies in granting equal treatment to players in different
segments of the securities market. While the law requires full, accurate, and timely
disclosure of financial information to shareholders of companies and those hold-
ing interests in collective investment schemes, there is no requirement for such
disclosure to holders of debt securities.

Finally, there are concerns relating to the three stock exchanges (Karachi, Is-
lamabad, and Lahore), which operate as self-regulatory organizations under the
general oversight of the Securities and Exchange Commission. The exchanges lack
formal plans for their monitoring, surveillance, and investigation work. In addi-
tion, they appear to have no understanding in place with the commission about
priorities for regulation and the allocation of resources.

Reform Initiatives

The Securities and Exchange Commission has in recent years launched a plethora
of reforms and regulatory initiatives. These measures, aimed at developing a fair,
efficient, and transparent regulatory framework, are designed to foster the growth
of a robust corporate sector and a broad-based capital market (see annex 5.3). The
reforms have focused in particular on strengthening risk management and im-
proving governance and transparency.

In addition, the Securities and Exchange Commission has recently taken a lead
role in developing the corporate bond market in Pakistan by establishing the Debt
Capital Market Committee. The committee, made up some of the most qualified
professionals in the Pakistani bond market, has identified the main impediments
to developing the market and proposed measures to address them (Debt Capital
Market Committee 2007).

Tax Regime

According to the Finance Act, 2006, Pakistani residents are subject to a 10 percent
withholding tax on national savings instruments and term finance certificates, but
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face no additional tax or income deductions relating to interest on these instru-
ments. Earnings from other debt instruments are taxed at the normal income tax
rates, making these a less attractive investment option. Nonresidents are subject to
a 30 percent withholding tax on all income on debt instruments. Companies are
subject to a 10 percent withholding tax on interest income. Capital gains are not
taxed, however.

Recommended Actions

At 26 percent of GDP, Pakistan’s debt securities market remains too small to meet
the growing investment needs of an expanding economy. It remains dominated by
government securities and subject to the distortions generated by the national
savings schemes. The corporate bond market, while it picked up in the second half
of fiscal 2007, accounts for a mere 0.8 percent of GDP, pointing to the corporate
sector’s continuing reliance on bank financing. Outlined below are recommended
actions for developing the domestic bond market.

Supply Side

Improving Cash Management and Creating a Credible Sovereign Benchmark.
Introducing sound cash management practices by the government, including an
issuance calendar specifying volumes, is critical for the development of the bond
market. To be viewed as a credible borrower and support development of a sover-
eign interest rate benchmark, the government needs to regularize Pakistan Invest-
ment Bond issues and assume the role of a price taker during auctions.

Reviewing the National Savings Schemes. The national savings schemes, as an
on-tap source of financing, continue to hamper the government’s debt manage-
ment. To address this issue, consideration should be given to integrating national
savings instruments into the mainstream capital market by converting them into
long-term, marketable paper. As part of this, the implicit cost-free put option
should be removed or offset by imposing a fee for early redemption. This subsi-
dized program could continue to serve a safety net function by targeting specific
sectors of the population through the distribution network. By contrast, the ban
on institutional investment should be reinstituted.

Supporting the Issuance of Term Finance Certificates. The corporate debt securi-
ties market can be developed only with the support of the government. Such
support could include regulatory and tax incentives for corporations to publicly
issue debt rather than resorting to bank financing. In addition, collective savings
schemes could be encouraged to approach corporations directly for debt issuance.

Demand Side

Fostering the Development of an Investor Base. While the mutual fund industry
has been booming recently, adequately developing the insurance and pension
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fund industries will require government efforts. A comprehensive review of these
two industries is needed to identify impediments to their development and ways
to address them.

Legal and Regulatory Framework

Improving Regulatory Resources. Lack of adequate human resources imposes a
severe constraint on the ability of the Securities and Exchange Commission to
carry out its extensive regulatory functions. Consideration should be given to
bringing its employees’ compensation into line with current market practices, in-
creasing its ability to attract and retain skilled professionals.
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Annex 5.1 Banking Sector Reforms

Bank Restructuring and Privatization Program (1990s)

Amendment to Banks (Nationalization) Act, 1974 empowering the
government to sell all or part of the share capital of nationalized commercial
banks and to allow entry of new banks

Establishment of the Privatization Commission

Merger of weaker banks with bigger ones (11 banks regrouped into 5 large
ones)

Recapitalization of banks through an equity injection in public sector banks
and writeoffs; employee layoffs in two phases; and the closing of more than
2,000 unviable branches and divestiture of strategic shareholdings in two large
banks, now with foreign investors

Privatization of four banks

Divestiture of a 26 percent equity stake in the largest bank, the National Bank
of Pakistan, through the stock market

Entry of New Banks

Twenty-eight new banks licensed in the past 16 years, of which six are microfi-
nance banks and five Islamic banks

Introduction of a comprehensive branch licensing policy allowing banks to
make independent decisions on branch housing within broad parameters

Consolidation of Banks, Leasing Companies, and Investment Banks

Statutory amendment to allow the merger of nonbank financial companies
with banks under provisions of the Banking Companies Ordinance
Amendment to Income Tax Ordinance to allow carryforward of tax losses of
both amalgamated (target) and amalgamating (surviving) institutions

Reforms to Hasten Loan Recovery and Company Restructuring

Establishment of the Committee for Revival of Sick Industrial Units and the
Corporate and Industrial Restructuring Corporation to acquire the
nonperforming loans of public sector banks and creation of a National
Accountability Bureau cell at the State Bank of Pakistan to expeditiously
process the cases of willful defaulters

Enactment of Financial Institutions (Recovery of Finances) Ordinance, 2001
to facilitate speedy recovery of loans
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Grant of Enhanced Autonomy to the State Bank of Pakistan

Empowerment of the State Bank of Pakistan to deal independently on mone-
tary management and banking sector policies

Switch to market-based indirect monetary instruments and market-based
pricing of central bank borrowing

Capacity building of central bank staff to equip them to deal with numerous
transition challenges

Dismantling of Credit Ceiling at Sector and Bank Levels

Removal of floor and caps on interest rate structure by fiscal 1998

Abolishment of concessional lending schemes (except for locally
manufactured machinery and export finance schemes)

Lifting of the cap for project financing
Flotation of global depository receipts of a few large banks

Setting of Corporate Governance Standards

Introduction of “fit and proper” criteria for boards of directors, chief
executive officers or presidents, and key executives

Prescription of Prudential Regulatory and Supervisory Framework
to Achieve International Standards

Increase in the minimum capital requirements to PRs 6 billion by the end of
December 2009

Prescription of capital requirements under the Basel II Capital Accord to
include capital charge for operational risk alongside credit and market risks
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Annex 5.2 Size and Composition of Government Debt

In fiscal 2006, for the fifth consecutive year, the ratio of total government debt to
GDP recorded a significant reduction. The ratio hit 56 percent, down sharply
from the 79.7 percent in fiscal 2002 and far exceeding the target of 60 percent set
for fiscal 2013 under the Fiscal Responsibility and Limitation Act, 2005.

The stock of public debt increased by about 6.75 percent in fiscal 2006, to PRs
4,321 billion (table A5.1). But this modest growth was more than offset by positive
trends in the economy—robust economic growth, sustained increase in export
earnings and workers’ remittances, and higher capital inflows, particularly in for-
eign direct investment due to privatization programs.

Domestic currency debt accounted for 53 percent of the total (PRs 2,299 bil-
lion), and foreign currency debt for 47 percent (PRs 2,022 billion). The ratio of
domestic public debt to GDP fell from 39 percent in fiscal 2002 to 29.8 percent in
fiscal 2006, while the ratio of external public debt to GDP fell from 40.8 percent to

Table A5.1 Government Debt, Pakistan, Fiscal 2002-07

Indicator | 202 | 203 | 204 | 205 | 2006 |2007()
Outstanding debt (PRs billions)

Domestic currency debt 1,718 1,854 1,979 2,133 2,299 2,346
Foreign currency debt 1,795 1,769 1,810 1,912 2,022 2,065
Total 3513 3,623 3,789 4,045 4,31 441
Percentage of total debt

Domestic currency debt 489 51.2 52.3 52.7 53.2 53.2
Foreign currency debt 51.1 48.8 41.7 47.3 46.8 46.8
Percentage of GDP

Domestic currency debt 39.0 384 35.1 324 29.8 26.6
Foreign currency debt 40.8 36.7 320 29.1 26.2 234
Total 79.7 75.1 67.1 61.5 56.0 50.1
Percentage of revenue

Domestic currency debt 275 257 246 237 210 189
Foreign currency debt 288 245 224 212 185 167
Total 562 503 470 449 394 356
Foreign currency debt (US$ billions) 29.9 30.6 31.2 32.1 33.6 34.1
Exchange rate (PRs to US$) 60.1 571.7 57.9 59.7 60.2 60.5
GDP (PRs billions) 4,402 4,823 5,641 6,581 1,713 8,808
Total revenue (PRs billions) 624 1 806 900 1,095 1,239

Sources: State Bank of Pakistan; Pakistan, Ministry of Finance, Budget Wing; calculations by Pakistan Debt Policy
Coordination Office staff.
Note: Data are for the end of the fiscal year, June 30, except for fiscal 2007.
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Figure A5.1 Government Debt, Pakistan, Selected Fiscal Years, 2002-07
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Source: Pakistan, Ministry of Finance 2007.
Note: Data are for the end of the fiscal year, June 30, except for fiscal 2007.

26.2 percent (figure A5.1). External debt is predominantly long and medium
term, and more than 99 percent is public or publicly guaranteed. Multilateral de-
velopment banks are the largest creditors for Pakistan’s external public debt.

In fiscal 2002—06 the burden of interest payments on the domestic budget de-
clined sharply, from 4.2 percent of GDP to 2.5 percent. Total debt service on do-
mestic debt was PRs 191.4 billion in fiscal 2006, equivalent to 2.5 percent of GDP
and 17.5 percent of total revenue. Interest payments on Defense Savings Certifi-
cates accounted for the largest share of the total, 23.6 percent, while those on Pak-
istan Investment Bonds accounted for 14.6 percent.

In fiscal 2007, for the fourth consecutive year, the share of bank debt increased
considerably. This rise was due to net government borrowing of PRs 160 billion
from commercial banks in that year. Commercial bank debt rose from 53.4 per-
cent of total bank debt in fiscal 2006 to 64.6 percent in fiscal 2007, while State
Bank debt declined from 46.4 percent to 35.4 percent.



Pakistan 151

Annex 5.3 Capital Market and Regulatory Reforms

Taken or Proposed by the Securities
and Exchange Commission of Pakistan

Market Development Reforms

Introducing trading in futures contracts

Developing an over-the-counter (OTC) market

Setting up the Central Depository Company

Establishing the National Clearing Company as a central clearinghouse
Establishing the National Commodity Exchange for trading in derivatives
Introducing the Continuous Financing System (CFS) to enhance liquidity

Risk Management Reforms

Redefining net capital balance in line with international standards
Converting carry-over trade transactions into CFS

Introducing capital adequacy standards for brokers

Strengthening margin deposits

Defining position limits for brokers in the ready, futures, and CFS markets
Eliminating group accounts

Prohibiting brokers from trading through the accounts of other brokers

Launching a universal identification number for stockbrokers to strengthen
the disclosure regime and deter wrongdoing

Implementing a T+3 settlement system in place of weekly settlement

Introducing appropriate control measures (“circuit breakers”) to avoid exces-
sive volatility

Investor Protection Reforms

Streamlining arbitration procedures

Facilitating redress of investors’ complaints
Funding investor protection funds
Standardizing account opening procedures
Arranging road shows to educate small investors

Corporate Governance Reforms

Introducing a corporate governance code

Establishing the Pakistan Institute of Corporate Governance to provide train-
ing and education for directors of listed companies

Restructuring the boards of directors of stock exchanges
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Transparency Reforms

Banning in-house badla (a carryforward system invented on the Bombay Stock
Exchange as a solution to the lack of liquidity in the secondary market)

Introducing undisclosed trading to check front running
Replacing blank selling with regulated short selling

Introducing a requirement for publicly held companies to provide quarterly
accounts to shareholders

Proposed Reforms

Introducing a new margin system based on value at risk (VAR)

Introducing a restriction on netting across markets, across clients, and across
settlement periods

Implementing a mark-to-market loss collection and profit distribution system

Implementing a VAR-based mechanism for valuation of eligible securities to be
held as security

Introducing a new capital adequacy regime and early warning reserve
Implementing a stock lending and borrowing mechanism
Introducing an exchange-traded derivatives market

Operationalizing the National Commodity Exchange for futures contracts in
commodities

Introducing index futures and options

Demutualizing and integrating the three stock exchanges to enhance trans-
parency

Developing a single, well-capitalized clearinghouse
Creating a licensing regime for market intermediaries

Finalizing a new Securities Act and Futures Trading Act to strengthen the legal
and regulatory framework

Source: Securities and Exchange Commission of Pakistan.
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Endnote

1. Designed to comply with Shari’ah, term finance certificates differ slightly from tradi-
tional corporate bonds. The key difference is that term finance certificates substitute the
words expected profit rate for interest rate.
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Sri Lanka

Sri Lanka’s bond market, like others in South Asia, is dominated by government
debt securities. Indeed, government debt virtually crowds out private sector in-
vestment. The corporate bond market, lacking both issuers and investors, lags far
behind. The corporate sector, like others in the region, relies on bank credit.

The investor base is narrow, overwhelmingly dominated by the country’s
largest social security system. Secondary market activity remains negligible. The
country has made remarkable progress in establishing a modern, efficient clearing
and settlement system, however, and much progress in improving the legal and
regulatory framework for the capital market.

Introduction

Sri Lanka’s economy has proved to be resilient, growing by more than 7 percent in
2006 and by 6 percent in the previous year despite recent shocks, including the
2004 tsunami and the continuing ethnic strife. The country’s financial system is
relatively well developed and benefits from a modern market infrastructure. Fi-
nancial system assets amounted to SL Rs 3.3 trillion (127 percent of GDP) at the
end of 2006, up 18 percent from 2005 (table 6.1).

Banks dominate the country’s financial system. With assets of more than SL Rs
2.2 trillion (79 percent of GDP) at the end of 2006, banks accounted for 67 per-
cent of financial system assets. Commercial banks alone hold about 56 percent of
financial system assets and are the main source of funds for both corporations and
individuals. The contractual savings industry, dominated by the Employees’ Prov-
ident Fund, accounts for about 24 percent of financial system assets. Other non-
bank financial institutions, with 9 percent of assets, represent the smallest seg-
ment of the financial system.

155
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Table 6.1 Structure of Financial System, Sri Lanka, 2005-06

2005 2006
SLRs Percentage | Percentage | SLRs |Percentage | Percentage

Segment billions of total of GDP billions of total of GDP
Financial system assets
Banking system 1,850.9 66.1 78.2 2,216.6 67.2 791
Contractual savings 695.7 24.9 294 784.2 238 28.0
Other nonbank 252.5 9.0 10.7 296.2 9.010.6
financial institutions
Total 2,799.1 100.0 3,297.0 100.0
Securities market capitalization
Domestic debt securities 1,265.7 53.5 1,475.5 50.8
Equity 584.0 24.7 834.8 29.8
Total 1,849.7 78.2 2,310.3 80.6

Sources: Country authorities; World Bank staff estimates and calculations.

The Central Bank of Sri Lanka, the main financial regulator, has to its credit
taken a series of well-designed measures, and proposed others, to further
strengthen and improve the efficiency of the financial system in recent years (see
annex 6.1). With a view to strengthening the legal and regulatory framework sup-
porting financial system stability, policy makers have also proposed amendments
to legislation relating to banking.

The stock market has recorded an impressive performance in recent years. The
Colombo Stock Exchange has 236 listed companies, and market capitalization
more than quadrupled between 2002 and the end of September 2007, increasing
from $1.7 billion to $7.3 billion.

The bond market plays a crucial part in the economy. Outstanding debt
amounts to 51 percent of GDP, the largest share among South Asian countries (see
table 1.3 in chapter 1). Government debt securities account for the lion’s share,
however. Bonds and debentures remain a marginal source of funds for the corpo-
rate sector.

Development of the domestic bond market has been a significant focus of at-
tention since the 1997 East Asian financial crisis (box 6.1). The domestic bond
market’s role in avoiding the currency and maturity mismatch in investment and
funding experienced in East Asia was well appreciated by Sri Lanka policy makers.
Moreover, the government’s growing funding needs made building an efficient
domestic government bond market a pressing policy priority.

The concerted measures by policy makers and financial regulators have yielded
positive results overall, contributing to the country’s strong economic performance.
Yet concerns remain. State banks still play a major role in the financial system, rais-
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Box 6.1 Chronology of Bond Market Development
in Sri Lanka

» 1937: Registered Stock and Securities » 2001: Sri Lanka Development Bonds are
Ordinance is adopted. issued.

» 1953: Local Treasury Bills Ordinance of 1923 + 2003: Twenty-year treasury bonds are
is amended (as it is again in 1992, issued.
1995,and 2004). + 2003: Fiscal Management Responsibility Act

+ 1981: First six-month treasury bill is issued; is implemented; code of conduct for
secondary market trading in treasury primary dealers is introduced.
bills is introduced. + 2004: Scripless securities settlement and

+ 1989: Treasury bills with multiple maturities central depository systems are
are issued. established.

* 1992: Accredited primary dealer system is *+ 2005: Index-linked bonds are introduced;
introduced. sovereign rating is obtained.

+ 1993: System of sales and repurchase + 2006: Risk-weighted capital adequacy sys-
agreements for treasury bills is tem for primary dealers is introduced;
introduced. domestic bond market is partially

+ 1994: Primary dealer system is reformed. opened to foreign investors.

- 1995: Noncompetitive bidding by public + 2007: International capital market is
sector institutional investors is accessed in October; licensed special-
phased out; repo system for treasury ized banks are allowed to operate as
bills is introduced; government debt dealer direct participants in the real-
securities laws are amended. time gross settlement and scripless

securities settlement systems; public

o . debt management strategy is
+ 1998: Electronic bidding system is published.

introduced.

+ 1997: First treasury bond issue takes place.

+ 2000: Dedicated primary dealer system is
introduced; callable bonds are issued. Source: Central Bank of Sri Lanka.

ing questions about systemic vulnerability. Public debt, at 99 percent of the domes-
tic bond market, crowds out private sector investment, constricts growth, and poses
risks to macroeconomic stability. The fiscal deficit reached 8.44 percent of GDP
in 2006. Inflation soared to 21.7 percent in August 2007 and remains high, though
it came down in mid-2007. High public debt, accelerating inflation, and pressures
on the current account and exchange rate all pose challenges for macroeconomic
management.

Supply Side: Debt Instruments and Issuers

The government debt securities market dominates the Sri Lanka capital market,
accounting for more than 60 percent of securities market capitalization at the end
of 2006. By contrast, the corporate bond market remains largely underdeveloped,
suffering simultaneously from lack of issuers and investors. According to the most
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recent data, at the end of 2006 the corporate bond market accounted for a mere
1 percent of securities market capitalization.

Money Market

The Sri Lanka money market, especially that in repurchase agreements (repos), is
well developed even without a master repurchase agreement and netting arrange-
ments. The main participants are commercial banks, primary dealers, finance
companies, and institutional investors. The Central Bank uses repo and reverse
repo transactions to manage short-term liquidity in the financial system, selling
government debt securities to remove liquidity and purchasing them to inject
liquidity.

In recent years an important focus for the Central Bank has been to contain in-
flationary pressures. In 2006 the Central Bank further firmed up the tight mone-
tary policy stance it had adopted in 2004. It raised its policy interest rates four
times in 2006 and again in February 2007. In early 2007 the Central Bank also im-
posed restrictions on commercial banks’ use of the reverse repo facility, concerned
about the inflationary impact of frequent use by some to fund their assets. In Au-
gust 2007, however, it withdrew this restriction to avoid high volatility in money
market rates. But the Central Bank, because of concerns about systemic risk, has
cautioned banks not to continually rely on the interbank call money market.
Banks have been urged to instead revamp their asset-liability management strate-
gies and strengthen their balance sheets.

Corporate entities are permitted to raise short-term funds through commer-
cial paper. The commercial paper market is very small, however. In the first six
months of 2007 only SL Rs 12 billion was raised in that market.

Performance in the interbank foreign exchange market improved during the
first nine months of 2007 as a result of stronger export growth, larger inflows
of workers’ remittances, portfolio investments by foreign entities in the equity
market, foreign loan inflows to the government, and the sale of treasury bonds to
foreigners.

Government Debt Issuance

Sri Lanka’s domestic government bond market has grown steadily in recent years,
increasing from SL Rs 948 billion in 2002 to SL Rs 1.5 trillion in December 2006."
The key debt instruments are treasury bills and treasury bonds (table 6.2).

Dissemination of information on public debt issuance has improved. The gov-
ernment announces an annual borrowing calendar and publishes fiscal data and
information on auctions of treasury bills and bonds. Issues are fragmented, how-
ever, reflecting the lack of a cash management strategy with conscious decisions
made about issue size and maturity across the fiscal year. Moreover, while the an-
nual borrowing calendar is followed, volumes are not specified with sufficient ad-
vance notice. Issue size is mainly driven by immediate funding needs.
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Table 6.2 Features of Government Debt Instruments, Sri Lanka

Sri Lanka
Feature Treasury bills Treasury bonds Rupee Loans Development Bonds
Method of issue Auction Auction Tap system Auction
Bidding Electronic Electronic By application By application
Interest rate By market By market By government By market
determination
Method of interest At maturity Biannually Biannually Biannually
payment
Maturity period 91,182, or 2 years or more 2 years or more 2 years or more
364 days
Transferability By electronic By electronic By registration By registration
book entry book entry
Primary market Primary dealers; Primary dealers; Any individual Foreign citizens
Employees’ Employees’ or fund and entities;
Provident Fund Provident Fund nonresident
Sri Lankans

Source: CBSL 2007b.

Debt Instruments. Domestic short-term public debt is raised by issuing treasury
bills or by borrowing (through overdrafts) from the two state-owned banks.
Medium- to long-term public debt is raised by issuing treasury bonds.

The primary auctions for treasury bills have reflected a marked preference for
short maturities, and as a result 78 percent of the treasury bills issued in the first
nine months of 2007 were of 91-day tenor. The yield rates in the primary market
increased by 390-463 basis points during that same period. The trend was re-
versed toward the end of October 2007, however, thanks to the success of a five-
year international bond issue of $500 million.

The government has also issued nontradable instruments, Rupee Loans, on the
basis of administratively determined interest rates. But it is now phasing out these
instruments by replacing them upon maturity with treasury bonds, substantially
reducing the share of nonmarketable government debt instruments. Rupee Loans
now constitute only 8 percent of domestic government debt (table 6.3).

Market-oriented debt instruments—such as treasury bills, treasury bonds, and
Sri Lanka Development Bonds—now make up more than 80 percent of domestic
government debt. There has been a perceptible shift in the composition of the
government’s debt portfolio, with the share of treasury bonds doubling from 30
percent in 2000 to 60 percent in 2006.

Maturity Structure. Medium- and long-term debt instruments such as treasury
bonds and Rupee Loans are issued with an original maturity of 2-20 years. De-
spite efforts by the government to lengthen the maturity of its debt instruments,
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Table 6.3 Composition of Domestic Government Debt, Sri Lanka, 2000-06
(SL Rs millions)

2000 2001 2002 2003 2004 2005 2006
Treasury bills 134,996 170,995 210,995 219,295 243,886 234,174 257,732
Rupee Loans 263,888 292,813 287,701 248,414 164,758 140,563 116,713
Treasury bonds 204,124 229,174 347,128 483,107 643,349 751,569 885,972
Other 73,652 122,983 102,562 69,153 91,396 139,416 218,813
Total 676,660 815,965 948,386 1,019,969 | 1,143,389 | 1,265,722 | 1,479,230

Source: Central Bank of Sri Lanka.
Note: Data are for the end of the fiscal year, December 31.

investor preferences have continued to move toward the shorter end of the market
as a result of inflationary expectations, rising interest rates, and high government
budget deficits. More than 45 percent of the treasury bonds and Rupee Loans are
set to mature in 2007-08, while 40 percent of total domestic government debt
must be rolled over in 2009 (figure 6.1). The average duration of the debt stood at
1.8 years in 2007.

Private Placement of Public Debt. In today’s inflationary environment the gov-
ernment understandably finds it difficult to act as a price taker. Bids at auctions
are rejected when the rates offered are substantially higher than those that the
government is willing to accept. The practice of primary dealers pricing them-
selves out of the market reflects the mismatch in interest rate expectations be-
tween the Central Bank and market participants.

The government’s reopening of the existing bond series, with a concentration of
maturities, has added to its dilemma. A large stock of bonds, nearly SL Rs 3040 bil-
lion, is due to mature on a single day. If auctions were held for reissuance, interest
rates would soar—by as much as 400-500 basis points in a single auction. The gov-
ernment thus faces a situation of adverse market perceptions, a large stock of bonds
coming up for bid at auctions, and limited appetite from primary dealers, which are
in no position to absorb more than SL Rs 3—4 billion in fresh bond issues at a time.

In response, the government has relied on private placement for a large share of
its debt. It places about 80 percent of its medium- and long-term debt privately
with the Employees’ Provident Fund and the state-owned National Savings Bank.
The CBSL claims that the debt is priced at the latest average auction price or the
prevailing market rate.

New Products. The introduction of new debt instruments has contributed to the
already substantial fragmentation of long-term issues due to the excessive number
of treasury bond series. In 2005 the government introduced the first inflation-
index-linked bonds, with a maturity of three years. The coupon rate for the first
year was fixed at 11.2 percent, while those for the second and third years were
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Figure 6.1 Maturity Structure of Treasury Bonds and Rupee Loans,
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Source: Public Debt Department Central Bank of Sri Lanka 2007.

based on the annual moving average of the Colombo consumer price index dur-
ing the previous six months plus a margin of 1 percent.

Sovereign Yield Curve

The government’s difficulty in acting as a price taker in the face of differing mar-
ket expectations and the fragmentation of the treasury bond market pose obsta-
cles to efforts to develop a market-based sovereign yield curve. Another obstacle is
that primary dealers are not in a position to offer the two-way quotes that would
facilitate the development of benchmark securities.

The large fiscal deficits and inflationary pressures, understandable given such
external factors as the ongoing ethnic strife, have placed pressure on the short end
of the market and adversely affected demand for long-term debt securities. Even
so, from January 2006 through April 2006 the rising trend in yield rates was re-
versed by such positive factors as a resumption of peace negotiations, lower un-
certainty in the domestic market, and a downward trend in inflation as well as in
investors’ inflationary expectations. After May 2006, however, a reversal of these
positive factors along with the four increases in policy interest rates in 2006
brought a gradual increase in the yield rates (figure 6.2).

Public Debt Management

The government’s total (domestic and external) debt portfolio, at SL Rs 2.6 tril-
lion at the end of 2006, is equivalent to about 90 percent of GDP. Managing this
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Figure 6.2 Yield-to-Maturity Curves for Government Debt Securities,
Sri Lanka, Selected Dates, December 2005-June 2007
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debt portfolio effectively is critical to maintaining the stability of the economy.
Recognizing this, the Central Bank, as debt manager for the government, recently
published a comprehensive medium-term strategy for strengthening public debt
management practices (CBSL 2007b). The document sets out four strategic objec-
tives: minimize borrowing costs, prevent excessive concentration of redemptions
to facilitate timely servicing of debt obligations, maintain the risk of the portfolio
at an acceptable level, and promote efficient functioning of the debt securities
market, including by developing and improving the infrastructure of public debt
management.

The strategy identifies critical issues for the medium term and proposes policy
initiatives to address those issues in the five-year period ending 2010:

* Reduce debt financing. The government plans to curtail borrowings, through
fiscal consolidation and targets, to reduce the budget deficit from the past
decade’s average of 8.5 percent of GDP to less than 5 percent. It also plans to
gradually reduce the ratio of debt to GDP, which stood at 89 percent in 2006, to
73 percent by 2010. Other steps proposed include encouraging public-private
partnership and transferring mega infrastructure projects to the private sector
under build-operate-own and build-operate-transfer structures.

« Improve bond duration. The strategy calls for reducing the share of short-term
domestic rupee debt from 20 percent in 2006 to 10 percent by 2010 while in-
creasing the duration of domestic debt to 2.5 years. To do so, several diversified
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Table 6.4 Targets Identified by Sri Lanka’s Medium-Term Strategy

for Debt Management
(percent except where otherwise specified)

Starting value Target value
Indicator 2006 2010
Refinancing risk
Average time to maturity of domestic debt (years) 2-4 3-5
Short-term domestic rupee debt/total domestic rupee debt 20 10
Interest risk
Duration of domestic debt (years) 1-8 2-5
Floating debt/total debt 6 20
Average time taken to refixing of domestic debt (years) 2-3 3
Foreign exchange risk
Foreign investment in treasury bonds/total bond stock — 15
Foreign currency commercial debt/official reserves 68 <50
External debt/total debt 43 35
Debt sustainability
Debt/GDP 89 73
Foreign debt service payments/official reserves 23 15

Source: Central Bank of Sri Lanka.
— = Not available.

debt instruments with longer tenor, such as floating-rate bonds, inflation-
linked securities, or zero-coupon bonds, would be introduced. These instru-
ments would cater to the needs of a variety of investors and thus help broaden
the investor base.

Manage exchange risk. The government intends to reduce external debt from
43 percent of the total in 2006 to 35 percent by 2010. It also plans to reduce
the share of foreign currency commercial borrowings in the country’s foreign
exchange reserves from the currently high level of 68 percent to less than 50
percent.

Consolidate fragmented debt stocks. To tackle the problem of fragmentation, the
Central Bank proposes to introduce buyback or conversion techniques, reduce
the number of bond series, introduce a benchmark bond series, and develop a
benchmark yield curve. It has already cut the number of bond series from 92
in 2003 to 42 in 2007 and is working to further reduce that number. A buyback
program, proposed for implementation in 2008, has undergone test runs with
primary dealers.

The strategy also sets targets for risk indicators and debt sustainability (table 6.4).
Beyond these issues, the strategy document also addresses the governance
framework, acknowledging the government’s awareness of the potential bene-
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fits to the Central Bank’s credibility of separating debt management from mone-
tary policy implementation.

The Central Bank’s publication of the strategy marks a significant and com-
mendable step in formalizing public debt management in Sri Lanka. With exter-
nal debt making up 43 percent of total public debt, similarly detailed coverage of
foreign currency borrowings would also be useful. Producing a joint document
with the Treasury, which has a significant role in the management of public debt,
particularly external debt, would be helpful in compiling a comprehensive strat-
egy. A joint strategy would aid in decision making that spans both portfolios, such
as the ratio of domestic to foreign currency debt, which involves tradeoffs be-
tween cost and currency, rollover, and interest rate risks.

In addition, rather than setting targets at a single point for 2010, a range could
be considered to allow for unforeseen changes in the market environment or for
microeconomic outcomes that necessitate changes in the annual financing plan.
Including additional targets for exposure to interest rates and currency composi-
tion in foreign debt might also be useful.

Corporate Bond Market

The corporate bond market in Sri Lanka remains in its infancy, lagging substan-
tially behind the equity market. In 2005 the market capitalization of the eight
listed and outstanding corporate bonds amounted to SL Rs 13.6 billion, 2 percent
of the market capitalization of the Colombo Stock Exchange. No new listings were
made in 2006 or 2007, and the number of issues remained minimal (table 6.5).

The Colombo Stock Exchange has a main and a second board for listing. List-
ing on the first requires that the listing entity have a guarantee from a bank or
qualified multilateral institution or that the securities be investment grade or se-
cured by collateral. The second board is equivalent to a “junk” board, for which
the only listing requirement is that the company must have been in business for at
least three years.

Despite this modern infrastructure, trading volumes remain low: in 2006 there
were 321 transactions for a turnover of SL Rs 405 million, and numbers showed
a decreasing trend in 2007 (table 6.6). As a result, corporate debt instruments
are significantly illiquid compared with their government counterparts and with
equities.

Table 6.5 Corporate Debt Securities Listed on the Colombo Stock
Exchange, 2002-06

Indicator 2002 2003 2004 2005 2006
Issues 12 2 14 8 7
Issuers 5 1 4 2 2
Amount raised (SL Rs millions) 2,979 2,244 2,163 350 1,257
New listings 2 0 0 1 0

Source: Colombo Stock Exchange.
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Table 6.6 Secondary Market Activity in Corporate Bonds and Equity,
Sri Lanka, 2002-06

Indicator | 2002 | 2008 | 08 | 2005 | 2006
Corporate bonds

Annual turnover (SL Rs millions) 341 180 200 207 405
Trades 2,445 1,685 1,362 625 321
Market capitalization (SL Rs billions)* 10 10 12 — —
Equity

Annual turnover (SL Rs millions) 30,183 73,837 59,052 114,599 105,153
Trades 280,681 482,954 645,083 1,100,451 952,382
Debentures traded (thousands) 13,597 2,708 2,193 2,211 —
Market capitalization (SL Rs billions)* 162.6 262.8 382.1 584.0 834.7

Sources: Colombo Stock Exchange; Securities and Exchange Commission of Sri Lanka.
a. Data are for the end of the fiscal year, December 31.
— = Not available.

Activity in the corporate bond market continues to be subdued for a number
of reasons but mainly because of the lack of both qualified issuers and investors.
The limited size of the issuer base for corporate securities can be traced to indus-
try structures in the country. State-owned institutions, which dominate the econ-
omy, rely on banks’ attractive negotiated rates for their funding needs, depriving
the capital market of significant players. Non-state-owned enterprises of signifi-
cant size are mostly family owned and thus reluctant to go public and to face the
large transaction costs typical of small markets.

Another factor is the cost of bond issuance in Sri Lanka. At 2.744 percent of the
issue size, this cost allows room for reduction (table 6.7).

Table 6.7 Cost of Bond Issuance, Sri Lanka, 2007

Share of

Item issue (%) SLRs

Securities and exchange commission registration 0.211 422,000
Printing of prospectus and applications 0.145 290,000
Printing of certificates; postissue expenses; postage 0.728 1,455,000
Listing fee 0.025 50,000
Issue manager or underwriter 0.750 1,500,000
Trustee fee 0.100 200,000
Credit rating; bankers; legal and audit 0.550 1,100,000
Broker commission 0.250 500,000
Total cost 2.744 5,517,000

Source: Country authorities and market information.
Note: The size of the bond issue is assumed to be SL Rs 200 million.
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Demand Side: The Investor Base

The investor base for government debt securities is largely institutional and over-
whelmingly dominated by the Employees’ Provident Fund, the country’s largest
social security system. Recent initiatives have been undertaken to broaden the in-
vestor base.

For corporate bonds the investor base consists mostly of institutional investors
and individuals of high net worth. But the Employees’ Provident Fund, by far the
biggest institutional investor, gears its asset allocation almost exclusively to gov-
ernment debt securities, though its investment policy allows up to 10 percent ex-
posure to corporate debt. In addition, investors in corporate debt generally intend
to hold the securities until maturity, contributing to the illiquidity in the sec-
ondary market.

Institutional Investors

The Employees’ Provident Fund accounts for 13 percent of financial assets and 63
percent of the SL Rs 784 billion in assets held by institutional investors in 2006. As
further evidence of its importance to the country’s financial sector, the fund ac-
counts for 32 percent of the gilt stocks (table 6.8). Commercial banks follow with
19 percent, and savings institutions with 11 percent.

Provident Funds. The Employees’ Provident Fund, which caters primarily to pri-
vate sector employees, invests 97 percent of its portfolio in government debt secu-
rities, mostly long-term bonds (table 6.9). The fund absorbs about 30 percent of
domestic government debt issuance, mostly through private placement but also in
primary auctions.

The dominance of government debt securities in the fund’s portfolio reflects
the investment environment. The fund needs to fetch the best possible returns for
members at reasonable levels of risk. But suitable investment opportunities, such
as investment-grade corporate bonds and profitable projects, are lacking. As in
other South Asian countries, domestic corporate and other business entities look
to commercial banks, licensed specialized banks, and leasing companies to fund
their business needs.

In 2007, however, the Employees’ Provident Fund took a step toward diversify-
ing its portfolio by investing in corporate bonds and a long-term power project.
Whether or not the fund intends to hold its investments until maturity, unfavor-
able market conditions have prevented it from actively participating in the sec-
ondary market. Even so, the fund has prepared to do so by dividing its portfolio
into trading and investment accounts in the first quarter of 2007.

Other provident funds also invest in government debt securities. The largest of
these, the Universities Fund, invests in government debt securities through one of
the two state-owned banks.
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Table 6.8 Total Government Debt and Domestic Government Debt
by Investor Category, Sri Lanka, 2002-06
(SL Rs millions except where otherwise specified)
Share of
total, 2006
2002 2003 2004 2005 2006 (%)
Domestic debt by
investor category
Banking sector 248,243 | 228,411 272,982 298,412 395,470 27
Central Bank 76,342 44,587 113,017 78,364| 117,624 8
Commercial banks 171,901 | 183,824 | 159,965 | 220,048| 277,846 19
Nonbank sector 700,143 | 791,558 870,407 | 967,310 1,083,760 73
Market borrowings 692,520 | 784,104 858,321 951,547 1,069,577 72
Savings institutions 116,632 | 138,939 151,158 169,590 | 166,456 "
Sinking funds 100 100 100 100 100 0
Insurance funds 26,853 24,828 27,398 20,704 21,170 1
Provident and pension funds 292,081 | 333,289 | 369,205| 423283| 480,193 32
Official funds 32,612 40,739 46,341 65825 95981 6
Private business and individuals 224,242 | 246,209 264,119 272,045| 305,677 21
Nonmarket borrowings 7,623 7,453 12,088 15,764 14,183 1
Total domestic debt 948,386 | 1,019,969 | 1,143,389 | 1,265,722 1,479,230 100
Foreign debt 721,956 | 843,882 | 996,138 | 956,621| 1,128,493
Total government debt 1,670,342 | 1,863,851 | 2,139,526 | 2,222,343 2,607,723

Sources: Central Bank of Sri Lanka; World Bank staff calculations.

Note: Data are for the end of the fiscal year, December 31.

Table 6.9 Composition of Employees’ Provident Fund Investment
Portfolio, Sri Lanka, December 2005

At cost Present value Share of total
Investment category (SL Rs millions) (SL Rs millions) (%)
Rupee Loans 56,068 55,924 13.9
Treasury bonds 335,504 332,868 82.7
Treasury bills 4,422 4,550 1.1
Corporate debt securities 4,439 4,439 1.1
Equity investments 3,110 3,147 0.7
Other investments 1,199 1,199 0.2
Total 404,742 402,127 100

Source: Employees’ Provident Fund.
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Contractual savings schemes other than the Employees’ Provident Fund are
minimal in size. This can be traced to the need for reform in the pension sector, to
pave the way for more of the nation’s savings—rvirtually all of which are absorbed
by major institutional funds—to be pooled into investment schemes and used to
foster the development of Sri Lanka’s capital market. A comprehensive review of
the pension sector has long been due—and is essential if institutional investors are
to play a more active role in developing the domestic bond market.

Insurance Sector. The insurance sector accounts for a mere 14 percent of the as-
sets held by institutional investors. The sector had relatively strong growth in
2002—07. But its development has been hampered by the public’s limited aware-
ness of and trust in insurance products. As a result, the insurance sector plays only
a small role in the bond market.

In addition, current market conditions, with most debt issuance taking place at
the short end of the market, are a poor match for the asset-liability management
needs of insurance companies. While most market participants operate at the
shorter end of the yield curve, insurance companies always access the long-term
bond auctions through primary dealers. They face no constraints in the availabil-
ity of long-term bonds: adequate stocks are held by some primary dealers and
commercial banks.

Most insurance companies maintain a certain percentage of government debt
securities in their portfolio because the securities are risk free and fairly liquid.
A restriction on their investing in certain types of corporate debt has been lifted
by the Insurance Board.

Mutual Funds. Mutual funds, also known as unit trusts, were first introduced in
Sri Lanka in 1991. The Securities and Exchange Commission of Sri Lanka has li-
censed five companies to operate mutual funds, and these companies have
launched 13 open-end funds: 3 growth funds, 3 income funds, 4 balanced funds, 1
gilt-edged fund, 1 money market fund, and 1 index fund. The funds have both in-
stitutional investors and retail (mostly individual) investors.

The performance of the mutual fund industry cannot be considered impres-
sive. At its peak the industry was able to attract only 25,000 unit holders, and the
number has been declining (table 6.10). The Securities and Exchange Commis-
sion and the mutual fund industry in 2007 signed a memorandum of understand-
ing to develop the industry.

Retail Investors

The retail investor base remains small because of a lack of awareness of govern-
ment debt securities among the general public, particularly outside the Western
Province. Primary dealers are undertaking investor awareness campaigns to popu-
larize government debt securities—though there is an inherent conflict of interest
for primary dealers’ sponsor banks, which also aim to market their own products.
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Table 6.10 Performance of Mutual Fund Industry, Sri Lanka, 2002-06

Indicator 2002 2003 2004 2005 2006

Unit holders 25,252 24,066 23,650 23,654 23,661
Units issued (thousands) 458,623 317,441 339,872 345,528 356,467
Net asset value (SL Rs millions) 4,415 3,560 4,158 4,495 4,856

Source: SEC 2007.
Note: Data are for the end of the fiscal year, December 31.

The Central Bank has also started a vigorous program to educate investors and
broaden access to the retail market. As part of this program it has opened 13 retail
outlets in 10 districts of the country.

The Securities and Exchange Commission has identified the mutual fund in-
dustry as the best conduit for broadening the retail savings base and is supporting
development and marketing initiatives by the industry. In addition, new listing
rules will enable these funds to list their units on the Colombo Stock Exchange,
increasing their accessibility to retail investors.

Foreign Investors

The rupee-denominated treasury bond market was partially opened to foreign in-
vestors on November 1, 2006, with a view to broadening the investor base and in-
creasing market competition for government debt securities. New rules allowed
foreign investors to invest in up to 5 percent of the total value of outstanding trea-
sury bonds of all maturities. In December 2007 this limit was raised to 10 percent.

In addition, foreign contractual savings institutions approved by the Securities
and Exchange Commission, businesses incorporated abroad, and foreign citizens
are allowed to buy approved government debt securities in the primary or sec-
ondary market from primary dealers and licensed commercial banks. They are
also free to sell these securities in the secondary market with no restrictions.

The interest income from treasury bonds, as well as all proceeds from the sale
of treasury bonds or upon maturity, can be fully repatriated. The 10 percent with-
holding tax applicable to all participants in the government debt securities market
is imposed upon issuance. All documents used in the issue, transfer, or redemp-
tion of treasury bonds are free from stamp duty.

The corporate bond market has not yet been opened to foreign investors.

Market Infrastructure

Sri Lanka has in place a primary dealer network for government debt securities, a
modern and efficient clearing and settlement system, and a credit rating industry.
Activity in the secondary market for government debt securities remains light,
however.
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Primary Dealers

Primary issues of marketable domestic government debt instruments are open
only to a group of dedicated primary dealers and the Employees’ Provident Fund.
There are 11 primary dealers. Seven are subsidiaries or separate units of commer-
cial banks, and the other four are dedicated primary dealer companies established
under the Company Law.

Those operated by a commercial bank must ensure organizational, financial,
and operational separation from the bank, acting as a separate business entity and
maintaining separate capital and accounts. The minimum capital adequacy ratio
prescribed for primary dealers is 8 percent, and the minimum capital SL Rs 300
million (up from SL Rs 250 million in 2006).

To promote transparency, primary dealers must have their annual financial
statements audited by an external auditor approved by the Central Bank. In addi-
tion, they must publish semiannual and annual financial statements in newspa-
pers within two months after the half year and six months after the end of the fi-
nancial year.

Primary dealers have both privileges and obligations. Their main privilege is
the exclusive right, shared with the Employees’ Provident Fund, to participate in
auctions of government debt securities. Their obligations are to subscribe to 10
percent of the amount offered at each auction and to act as market makers in the
secondary market by providing two-way quotes on selected benchmark series. But
these privileges and obligations appear to be incompatible with current market
conditions, resulting in lower activity in the primary and secondary market in
treasury bonds. Several incompatibilities are evident:

+ Primary dealers’ practice of deliberately pricing themselves out of the auctions
by bidding higher rates than the authorities will pay—motivated by their dif-
ferent expectations about return on debt securities—makes the 10 percent sub-
scription requirement irrelevant.

+ The minimal liquidity in the secondary market makes the obligation for pri-
mary dealers to provide two-way quotes unrealistic.

+ Government debt securities acquired on a regular basis for trading must be
held in the trading account and marked to market using the weighted average
yields in the secondary market as compiled by the Central Bank. The rising
trend in interest rates creates an incentive for primary dealers to limit their
trading portfolio so as to reduce mark-to-market losses.

+  With interest rates following a rising trend, the current business model of pri-
mary dealers, being focused on a single product, exposes them to market losses.

+ Short selling of securities is prohibited. Thus when primary dealers obtain se-
curities as collateral on reverse repo transactions (which do not confer owner-
ship rights), they cannot trade those securities.
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Recognizing the problems facing primary dealers, the Central Bank has pro-
posed allowing them to diversify their business to improve its viability. Accord-
ingly, the Central Bank is drafting legal amendments that would permit primary
dealers to expand their operations into the following areas:

+ Forming or investing in a mutual fund or unit trust invested entirely in govern-
ment debt securities

+ Investing in ordinary shares or debentures of related companies

+ Investing in other quoted shares or debentures or in bonds and commercial
paper

+ Trading (acting as a broker) in corporate bonds or debentures, quoted and
unquoted

+ Engaging in such services as brokering, portfolio management, project ap-
praisal, consultancy services, loan syndication services, and merger and acqui-
sition advisory services

Secondary Market for Government Debt Securities
Secondary market activity in government debt securities remains negligible,
mainly because of investors’ tendency to hold debt instruments to maturity.

In the secondary market for treasury bonds, activity dropped significantly in
2005 and 2006 compared with 2004. Secondary market trading picked up during
the first nine months of 2007, however. This, together with the decreasing demand
for treasury bonds in primary auctions, may suggest that the government deficit,
high inflation, and market uncertainty have depressed the public demand for
treasury bonds, in which trading dropped by 62 percent between 2003 and 2006
(table 6.11).

But there was a significant development in the repo market for government
debt securities in 2007, when most investors attempted to mitigate their risks by
engaging in repo transactions. Nevertheless, these transactions continue to suffer
from the lack of a master repurchase agreement (in Sri Lanka a master agreement
is used only for Central Bank repos). The repo market between banks and primary
dealers lacks activity. The Primary Dealers Association has been asked by the Cen-
tral Bank to prepare a suitable master agreement for repo transactions.

To help increase liquidity in the market and lower trading costs, consideration
should be given to creating a securities borrowing and lending facility. Securities
lending would enable market participants, especially primary dealers, to sell secu-
rities they do not own knowing that they could borrow before settlement; this
prevents settlement failures and increases arbitrage opportunities. Securities lend-
ing would also enable institutional investors to earn additional income from their
fixed-income portfolio. And it would enable primary dealers and other securities
dealers to act as market makers, helping to create a healthy secondary market. In
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Table 6.11 Secondary Market Trading of Treasury Bills and Bonds,
Sri Lanka, 2001-October 2007
(SL Rs millions)

Type of transaction Jan.-0Oct. | Jan.-Oct.
and instrument 2002 2003 2004 2005 2006 2006 2007
Outright transactions

Treasury bill

Purchased 27,092 37,408 71,048 66,591 72,636 61,832 | 194,129
Sold 214,917 | 265,757 | 311,537 | 367,635 | 414549 | 340,586 | 437,920
Total 242,009 | 303,166 | 382,585 | 434,226 | 487,185 | 402,418 | 632,049
Treasury bonds

Purchased 107,987 | 346,801 171,282 | 135859 | 130,176 | 126,827 | 181,878
Sold 185814 | 426,865 | 220,266 | 172,376 | 170,311 165,356 | 178,993
Total 293,801 | 773665 | 391,548 | 308,235 | 300,487 | 292,183 | 360,870
Repurchase transactions

Treasury bills

Repos 396,523 | 1,058,459 | 264,909 | 488,518 | 575982 | 445974 | 649,742
Reverse repos 201,931 | 24091 557,742 | 324,338 | 328,961 | 229,507 | 698,660
Total 598,454 | 1,299,371 822,651 | 812,856 | 904,943 | 675,481 | 1,348,401
Treasury bonds

Repos 1,006,379 | 1,938,581 | 2,176,654 | 1,257,020 | 1,194,443 | 1,069,040 | 740,955
Reverse repos 225,896 | 304995 | 859,897 | 1,074,628 | 783516 | 637,519 | 768,746
Total 1,232,275 | 2,243,576 | 3,036,551 | 2,331,648 | 1,977,959 | 1,706,559 | 1,509,701

Total for all transactions | 2,366,539 | 4,619,778 | 4,633,335 | 3,886,965 | 3,670,574 | 3,076,640 | 3,851,023

Source: Central Bank of Sri Lanka.
Note: Volumes traded are as reported by primary dealers.

this connection, short sales for fixed-income securities should be permitted with
proper safeguards.

Clearing and Settlement

The infrastructure for securities settlement in Sri Lanka has seen great advances in
recent years. In September 2003 the Central Bank introduced a real-time gross set-
tlement system—an interbank electronic fund transfer and settlement system for
large-value, time-critical rupee payments. A scripless securities settlement system
known as LankaSecure followed in February 2004 for government debt securities.
LankaSecure is an electronic, centralized system in which scripless securities are
traded, settled, and instantaneously recorded on a delivery-versus-payment basis.
In the initial years of operation the two systems, collectively called LankaSettle
and operated by the Central Bank, have functioned well and proved to be reliable.
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In addition, an order-driven, screen-based automated debt securities trading
system (DEX) paved the way for the Colombo Stock Exchange to begin trading
the beneficial interest in government debt securities along with its secondary mar-
ket trading of listed corporate debt. Transactions in both government and corpo-
rate debt securities are settled through the Central Depository System (Private)
Ltd., a fully owned subsidiary of the stock exchange. Fund settlement takes place
through only one bank, and each participant is therefore required to maintain an
account with the settlement bank. Facilitating fund settlement through the Cen-
tral Bank’s real-time gross settlement system would both increase the efficiency of
transactions and reduce the vulnerability of the settlement system. Another way to
reduce vulnerability would be to introduce a centralized depository, clearing, and
settlement system for unlisted corporate debt, which now requires physical deliv-
ery of bond certificates.

To record trade information for scripless government debt securities, the
Central Bank established a central depository system in its Public Debt Depart-
ment. This depository maintains all information on trades and ownership of
scripless government debt securities, with details recorded to the level of individ-
ual investors.

Participants in the central depository system include all licensed commercial
banks, primary dealers, the Central Bank’s Domestic Operations Department, and
selected institutional investors. Licensed banks and primary dealers, known as
“dealer direct participants,” are allowed to maintain and operate accounts in the
system on behalf of themselves and their customers. Institutional investors such
as the Employees’ Provident Fund, known as “direct participants,” are permitted
to maintain accounts only in their own name.

Securitization

Securitization remains at a very early stage of development in Sri Lanka. In
2004-05 three issuers attempted securitization as an alternative form of funding.
The lack of a proper regulatory framework made these instruments costly, how-
ever, discouraging other issuers from following suit.

The transaction that comes closest to securitization is the state-sponsored
Housing Development Finance Corporation’s SL Rs 722.2 million securitized
paper. Cash collateral of 12.5 percent on the pool balance and subordinated pa-
pers of SL Rs 99.8 million resulted in a cushioning of 51.95 percent (excluding in-
terest spread). Despite this high level of cushioning, the instrument achieved a
rating of only AA—. The high cost of this transaction discouraged others from fol-
lowing suit.

Even so, securitization of vehicle leases, by transfer through mortgage or as-
signment with recourse where no true sale takes place, has been quite widespread
among leasing companies.
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To provide impetus to the development of asset-backed securities, the Securities
and Exchange Commission issued a draft securitization act for public comment in
May 2007. Among the issues addressed is the securitization of vehicle leases.

Credit Rating Industry

Two credit rating agencies, both international, operate in Sri Lanka. Fitch Ratings
was the first to enter the market. Lanka Ratings, owned by a Malaysian agency and
now renamed RAM Ratings (Lanka), followed in 2005. Pursuant to a proposal in
the 2004 budget, the Central Bank advised all banking institutions to obtain credit
ratings from independent rating agencies and publish them to further improve in-
vestor confidence in the financial system. By the end of December 2005, 20 finan-
cial institutions, including 10 banks, had obtained and published a credit rating.

Legal and Regulatory Framework

Sri Lanka has made significant progress in developing a comprehensive regulatory
framework for the capital market, though governance arrangements for the Securi-
ties and Exchange Commission remain a concern. Corporate governance arrange-
ments, which remain voluntary, also raise concerns.

Regulatory Framework

The Monetary Law Act gives the Central Bank responsibility for managing public
debt through its Public Debt Department. This department issues and services
public debt through the network of primary dealers. It also services foreign loans,
which are negotiated by the External Resources Department of the Ministry of
Finance. In addition, the department regulates the primary dealers, regulates mar-
ket development activities, maintains a database on public debt, and promotes in-
vestor awareness of government debt securities.

The Securities and Exchange Commission is responsible for regulating all as-
pects of the listed securities market outside government debt, while the Registrar
of Companies regulates the issuing process and information disclosure for corpo-
rate bonds that are publicly offered. The commission was created under the Secu-
rities and Exchange Commission Act of 1987, which gives it primary responsibil-
ity for developing the capital market. Specific mandates include protecting the
interests of investors, promoting the development and maintenance of a sound
capital market, regulating the securities market, and ensuring that market partici-
pants comply with the law.

Noteworthy progress has been made in implementing the 2003 amendments to
the Securities and Exchange Commission Act, which extend the commission’s ju-
risdiction to more market intermediaries: underwriters, clearinghouses, margin
providers, investment managers, and credit rating agencies. The amendments also
give the commission powers to summon and investigate, enhancing its effective-
ness as a regulator.
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The Securities and Exchange Commission is leading the way in implementing
the Capital Market Master Plan, a 10-year road map for developing the capital
market prepared in August 2006 with the assistance of Ernst & Young Malaysia
(SEC 2006). The commission has recruited new staff with a view to implementing
the most pressing recommendations as early as possible.

Despite these positive developments, several factors constrain the effectiveness
of the Securities and Exchange Commission as a regulator. The amendments do
not address the regulation of unlisted companies that publicly offer debt securi-
ties; these companies, while covered by the Companies Act of 2007, escape the dis-
closure requirements for listed companies. Moreover, there are several agencies
with overlapping responsibility, including in the regulation of secondary market
trading in unlisted corporate debt. New amendments to the Securities and Ex-
change Commission Act are expected to address this concern.

In addition, there is room for improvement in the governance arrangements
for the Securities and Exchange Commission, which are critical to establishing its
credibility as an independent and neutral body. The subordination of its opera-
tions to the oversight of the Ministry of Finance, which appoints the director gen-
eral and has final say on recruiting policy and salary structure, raises questions
about the commission’s ability to operate free of external influences. Moreover,
the makeup of the commission’s board creates a potential for conflicts of interest:
the board consists entirely of part-time, nonexecutive directors who also hold key
positions in industries regulated by the commission.

Corporate Governance

Corporate governance arrangements also allow room for improvement. The Se-
curities and Exchange Commission and the Institute of Chartered Accountants of
Sri Lanka jointly issued a voluntary code of corporate governance in 2002. In ad-
dition, the Colombo Stock Exchange introduced corporate governance standards
for listed companies on April 1, 2007. These standards relate to the minimum
number of nonexecutive and independent directors, the criteria for determining
independence, disclosure requirements, remuneration, and audit committees.
Because the standards are voluntary, however, only a handful of companies have
adopted them. Moreover, the unclear division of labor between the Colombo
Stock Exchange and the Securities and Exchange Commission, which carry out
separate and redundant inspections of brokerage firms, has created an unneces-
sary strain on resources.

The Colombo Stock Exchange itself operates as a self-regulatory organization,
supervised by the Securities and Exchange Commission. If the exchange should
decide to demutualize, a question pending since 1997, its regulatory framework
would need to be reviewed. Demutualization might lead to greater responsibilities
for the new self-regulatory organization, such as the supervision of broker-dealer
associations.
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Tax Regime

Sri Lanka has taken some positive steps to ensure equal tax treatment for investors
across different instruments and asset classes. For individuals a 10 percent tax
is applied to interest, whether on fixed deposits and savings accounts or on gov-
ernment and corporate debt securities. Tax is withheld at source at the time of
issuance for government debt securities, and upon realization for corporate debt
securities.

Corporations benefit from a 10 percent tax credit on interest. Investors in cor-
porate debt securities cannot obtain the tax credit, however, which discourages
the purchase of these securities in the secondary market.

Capital gains are tax free except in the case of institutions that deal with bonds
as part of their business; these incur the normal income tax levy, which ranges
from 5 percent to 30 percent. Stamp duties have been eliminated.

Recommended Actions

Sri Lanka has made clear progress in developing its bond market. Even so, a num-
ber of issues remain to be addressed if the market is to become an efficient engine
of capital allocation: The government dominates the local debt securities market.
The corporate bond market, lacking qualified issuers as well as investors, remains
in its infancy. And the financial system is characterized by excessive dependence
on banks as a funding source, raising concerns about the systemic vulnerability of
the economy.

Some of the actions needed relate to broad macroeconomic issues: fiscal
consolidation and reduction of high and volatile inflation are prerequisites for
lowering the risks in the domestic debt portfolio and providing a conducive cli-
mate for bond market development. Others are closer to the bond market and its
participants.

Supply Side

Consolidating Fragmented Debt Stocks. The excessive fragmentation of treasury
bond issues and the government’s cash management practices impede develop-
ment of a benchmark yield curve. Even with the sizable reduction in the number
of treasury bond series since 2003, there are still too many series, all of them too
small to support active trading of any issue. In addition, the bunching of maturi-
ties increases rollover risk.

The steps proposed by the Central Bank in its debt management strategy—
introducing buyback or conversion techniques, reducing the number of bond se-
ries, introducing a benchmark bond series, developing a benchmark yield curve—
will all be important in tackling this issue (CBSL 2007b).

Building a Credible Sovereign Benchmark. The issuance of benchmark debt is
constrained by the government’s cash management practices, in which cash flows
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match maturing debt and no concerted plan is devised on the distribution of ma-
turities and the size of issues. Strengthening cash management will require im-
provements in the accuracy of cash forecasting by line ministries and agencies.
Implementing such improvements goes beyond the usual responsibilities of a
debt and cash management body, falling more into the realm of budget imple-
mentation and public expenditure management. Combining numerous treasury
accounts into a single account could help improve cash forecasting.

Building a sovereign benchmark also calls for concerted efforts to reduce the
heavy reliance on private placement of treasury bonds. Moving to a market-
determined process would help build the credibility of the treasury bond market
and boost investor confidence.

Developing the money market is key to building a short-term benchmark yield
curve. Today only overnight call and repos are actively traded in the money mar-
ket. Creating a reliable short-term benchmark could encourage trading in deriva-
tives and in corporate bonds with floating-rate coupons by providing a reference
rate for these instruments.

Exploring Potential Suppliers of New Qualified Private Securities. State-owned
enterprises, though the major players in Sri Lanka’s economy, remain conspicu-
ously absent from the capital market, meeting their funding needs through banks
instead. Their participation could help boost market development. While govern-
ment policy does not contemplate full privatization, selling 5-10 percent blocks of
these companies’ shares to the public through the Colombo Stock Exchange
would be one way to increase their participation. Another possible way to draw
state-owned enterprises, as well as large family-owned ones, into the capital mar-
ket is to provide incentives for publicly issuing debt securities. Further exploring
securitization of common products such as housing loans could also help broaden
the issuer base.

Demand Side

Broadening the Investor Base. Institutional investors could play a greater role in
the development of the domestic capital market. Toward that end, the investment
policies of the Employees’ Provident Fund, which already allow investment of up
to 10 percent of assets in corporate bonds, should be revised to raise the limit on
investment in equities above the current 2 percent. Continuing to limit the fund’s
corporate debt exposure to investment-grade securities would keep the added risk
to its portfolio low and maintain the guaranteed stable returns to its participants.

The concentration of government debt securities in the Employees’ Provident
Fund could be addressed by giving its members the choice of investing their funds
through collective savings schemes (Outsourcing part of the investment funds to
private fund managers is likely to encounter strong opposition from both the
management of the Employees’ Provident Fund and the public, given a failed at-
tempt in 1993 and the requirement of guaranteed returns. But once the market
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has become reasonably developed and the right expertise is available, this option
could be tried on a pilot basis with appropriate oversight.)

Private provident funds, while major players in corporate bond markets in
other countries, have invested mainly in government debt securities in Sri Lanka.
They have minimal exposure to the corporate bond market as a result of their
conservative investment policies and their limited knowledge of corporate bonds
and bond fund management. These funds too should be encouraged to revise
their investment policies to allow greater exposure to equity and corporate bonds.

More active participation by private mutual funds also would help further the
development of the capital market in Sri Lanka. Thus the Securities and Exchange
Commission should continue its initiative to develop the country’s mutual fund
industry.

Market Infrastructure

Strengthening the Primary Dealer System. The primary dealer system needs di-
versification, both in its makeup and in its business. The system is dominated by
commercial banks that have little incentive to market government debt securities
to their clients. And the business model for primary dealers, focused only on trea-
sury bonds, appears to be unsustainable in the face of the rising trend in interest
rates.

As noted, the Central Bank has recognized the constraints facing primary deal-
ers and has proposed permitting them to diversify their operations into new activ-
ities. This step should improve the viability of their business. Another step that
would improve viability is to relax the requirement for primary dealers to act as
market makers by providing two-way quotes. Given the illiquidity of the market
and the inability of primary dealers to sell securities short, this requirement is
hardly supportable.

Legal and Regulatory Framework

Strengthening Regulatory Independence and Governance. While the Securities
and Exchange Commission has made commendable progress in advancing its role
as a regulator, questions remain about its independence from the Ministry of Fi-
nance and thus its freedom from external influences. Constraints on its indepen-
dence appear not to have been a major issue in the recent past. Still, a review of
the commission’s independence, through a transparent process, is reccommended.
Also recommended are a review of the composition of the commission’s board,
with a view to including full-time directors, and public disclosure of the proce-
dures for avoiding conflicts of interest for other members of the board.

To reduce redundancy in regulatory responsibilities, a clearer division of labor
between the Securities and Exchange Commission and the Colombo Stock Ex-
change should be determined for inspections. Finally, the Securities and Exchange
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Commission Act should be reviewed with a view to expanding the commission’s
jurisdiction to unlisted companies that publicly offer debt securities and sec-
ondary market trading of unlisted corporate debt securities.

Eliminating Differential Tax Treatment. Removing the differential tax treatment
of government debt securities and corporate bonds would help encourage in-
vestors to purchase corporate bonds and thus infuse some liquidity into the sec-
ondary market.
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Annex 6.1 Recent or Proposed Measures by the

Central Bank to Strengthen the Financial
System

Measures Implemented or Under Way

Implementing a real-time gross settlement system (2003) and a scripless secu-
rities settlement system (2004)

Introducing an enhanced capital requirement for banks to maintain financial
system stability (2005)

Forming the Working Group of Regulators for Financial Conglomerates to de-
velop a mechanism for monitoring the systemic risk of conglomerates (2005)
Enacting the Payment and Settlement Systems Act, 2005; and formulating the
Payment and Settlement Policy to Mitigate Risks and Increase Efficiency (2006)
Enacting the Prevention of Money Laundering Act, 2006; and the Financial
Transactions Reporting Act, 2006

Introducing online data reporting of trading in government debt securities
(2006)

Introducing a market risk factor in the computation of capital adequacy (2006)
Strengthening prudential norms for classification, valuation, and operation of
banks’ investment portfolios (2006)

Introducing risk-based supervision to strengthen the primary dealer system
(2006)

Introducing a phased increase in the core capital requirement for existing fi-
nance companies (2006)

Prescribing general loan loss provisions on performing advances and greater
risk weights on residential mortgage and “other” loans to cover potential credit
risk (2006)

Revising norms for single-borrower exposure in line with improved risk man-
agement of banks (2007)

Requiring broad-based ownership of banks, restricting share ownership by a
single investor generally to 15 percent, and addressing conflicts of interest that
arise due to large shareholdings (2007)

Improving access to finance and expanding outreach under microfinance pro-
grams (2007)

Implementing the Basel II Capital Accord under the standard approach (2008)
Strengthening the regulatory framework for registered leasing businesses, in-

cluding by introducing comprehensive on-site inspections of selected leasing
businesses (2008)
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Adopting internationally accepted accounting and reporting standards in the
financial sector (2008—11)

Measures Proposed

Introducing “stress testing” by banks to assess their resilience to internal and
external shocks

Changing the supervisory approach for banking institutions from compliance
based to risk focused

Replacing voluntary codes of corporate governance with mandatory rules

Introducing a uniform format for banks’ financial statements to improve dis-
closure

Setting up a SWIFT service bureau

Allowing primary dealers to diversify their activities while ensuring appropri-
ate regulatory and prudential safeguards

Introducing prudential guidelines on credit card issuance and minimum credit
card payment requirements

Proposed Amendments to Legislation Relating to Banking

Debt Recovery Law: to expedite the recovery of debt and create a creditor-
friendly environment

Asset Management Company Law: to allow speedier resolution of the nonper-
forming loans of failed banks

Credit Information Bureau Act: to widen the scope of the credit information
bureau and provide more credit information (including positive information)
Computer Crimes Law: to reduce potential risks arising from computer fraud
Finance Leasing Act: to permit well-capitalized leasing companies to mobilize
funds from the public through the issuance of debt instruments, enabling them
to broaden their funding sources and prudently expand their operations
Finance Companies Act: to introduce more stringent provisions for dealing
with unregistered businesses and individuals conducting finance business in
contravention of the laws

Business Recovery Law: to provide a procedure for resuscitating sick industries
Microfinance Institutions Act: to bring all microfinance institutions under the
regulatory framework (with licensing and supervision authority assigned to
the Monetary Board and supervisory functions delegated to agents)

Source: CBSL 2007¢ (with updates by authors).
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Endnote

1. The government bond market comprises treasury bonds, treasury bills, Rupee Loans,
and other government borrowings.
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