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Structured finance in
the emerging markets
by Lee Meddin, International Finance Corporation (IFC),The World Bank Group
Since 1996, the US bond market has doubled in size to US$22 trillion. Its
structured finance segment, which includes mortgage- and asset-backed
securities, has increased from 19 to 31%, substantially outpacing this already
amazing overall growth. In addition, Europe has seen a ten-fold increase in
structured finance issuance, from US$50bn to US$500bn between 1998 and
2003.The dynamism of these mature and developed markets should bode
well for their emerging counterparts. But what exactly are the prospects and
opportunities for capital market development, and what is the role of
structured finance in the emerging markets? IFC’s role in being the first
nonresident issuer in many emerging local bond markets, and active
participation in many of the first structured finance transactions in these
markets, has provided some perspective in answering these questions.

Problems of cross-border debt
financing
Over the last decade, macroeconomic crises have
affected countries as varied as Argentina,
Indonesia, Mexico, Pakistan, Russia, South Korea,
Thailand, and Turkey. Although each case featured
unique underlying causes, they all shared a general
reliance on cross-border debt financing by
emerging market borrowers. Such financing has
historically been short-term, volatile, and
denominated in foreign currency. As a result, local
borrowers in the emerging markets have often
incurred a significant asset and liability mismatch in
currency and maturity. This mismatch, coupled with
the currency devaluation that generally occurs
during an economic crisis, has often led to a
ballooning of corporate liabilities and the virtual

evaporation of new and existing financing. Effects
on the corporate and financial sectors have usually
been crippling.
As a consequence, yield and supply for debt
issues in the emerging markets have shown high
volatility. On the yield side, the Emerging Market
Bond Index+ sovereign spread has ranged from a
high of over 1000 to a low of 384 within the
relatively short period from late 2002 until early
2004. On the supply side, the volatility of available
credit is evident in net cross-border credit flows
into the emerging markets. In nonbank private
sector lending Asia/Pacific, Latin America, and
Africa/Middle East have all recently experienced
years in which redemptions have exceeded new
issuance, especially in the bond market (See Figure
1). In commercial bank lending, there have been

Figure 1: Net nonbank lending by region (US$bn)
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recent years in which payments on exishing loans
have outpaced new loans. (See Figure 2). Latin
America alone suffered a net repayment to foreign
banks of US$8.7bn in 2003. In public lending the
picture has been similar. In 2003 alone, the net
repayment to bilateral and multilateral official
creditors amounted to US$24bn. (See Figure 3).

the early 2000s, local corporate bond issuance for
all emerging markets increased nearly tenfold, (See
Figure 4) growing from 4 to 27% of total corporate
domestic and international funding.
The rapid growth has largely been the result of
financial crises over the last decade.The increased
volatility of cross-border financing has been a major
driving force. It has also been necessary to
recapitalise banking systems, finance expansionary
fiscal policies, and provide alternatives to a lack of
bank credit. In addition, the large financing needs in
the corporate sector had to be satisfied.These
features have been especially prevalent in Asia and
Latin America, where the growth has been
concentrated. In much of Central and Eastern
Europe, the domestic corporate bond markets
remain almost non-existent, as the largest
corporates can access the Eurobond market or

Local capital markets on the rise
By contrast, the trend in domestic lending has been
much more positive. Local bond markets have
become the single largest source of domestic and
international funding for emerging market
borrowers, recently accounting for the majority of
all such funds raised. Public sector domestic bond
issuance represents the largest absolute component
of these markets, but the corporate sector has seen
the largest relative growth. From the late 1990s to

Figure 2: Net commercial bank lending by region (US$bn)
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Figure 3: Net official lending by region (US$bn)
30
20
10
0
-10
-20
-30

Emerging
Markets

Latin
America
2001

Africa /
Middle East
2002

2003e

Asia

Emerging
Europe

2004f

Source: Institute of International Finance, Capital Flows to Emerging Market Economies, April 2004

2

receive relatively cheap funding directly from their
more highly rated foreign parents.
Other factors driving the growth of domestic
bond markets can be broken down into supply and
demand. On the demand side, the quick
accumulation of savings in the developing world plays
a crucial role. In both Asia and Latin America,
institutional investors hold financial assets of around
US$500bn. As the funds under management continue
to grow, it becomes increasingly important that
alternatives to high-quality assets of government and
blue-chip corporate debt become available for
domestic investments. Pension funds, for example,
are often required to concentrate the bulk of their
investments in high-quality assets.
On the supply side, domestic borrowers have
increasingly focused on prudent risk management,

including better matching of assets and liabilities.
Since their revenues and other assets are most
often local currency denominated, there has been a
push to raise financing in local currency as well. In
addition, relatively small assets denominated in local
currency are surging.They include loans to small and
medium enterprises (SMEs) as well as loans to
individuals for mortgages, automobiles, and lines of
credit.The supply of local currency assets has
increased in many countries due to relatively low
domestic nominal interest rates, better appreciation
of credit by domestic investors, and improvements
in legal and regulatory frameworks.

Significance of structured finance
Although the domestic markets have been growing,
supply has not been able to keep up with demand, as

Figure 4: Emerging local bond markets - corporate issuance (US$bn)
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Figure 5: Structured issuance in Latin America
8,000

(US$m)

6,000

4,000

2,000

0
1998

1999

2000
Local

2001

2002

2003

Cross Border

Source: Fitch Ratings, Structured Finance in Latin America’s Domestic Markets: 2003 Year in Review and 2004
Outlook (Presentation), April 2004

3

Figure 6: Latin American local markets: breakdown of 2003 structured issuance (by asset)
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domestic investors generally have been reluctant to
target any but blue-chip borrowers.The creditenhancing techniques of structured finance help
reduce this mismatch and are thus quickly gaining in
importance.
Asia provides a good example of the significance
of structured finance in emerging markets. Here its
volume has grown from less than US$1bn in 1998 to
US$6bn in 2003. Latin America has experienced
mixed results in terms of cross-border structured
issuance.The region has, however, experienced
phenomenal growth in local market issuance of
structured finance products. (See Figure 5). Fitch
estimates that in 2003 more than 125 structured
transactions representing US$5bn were carried out
in the region’s local markets. Mexico accounted for
approximately half of the issuance, with Brazil, Chile,
and Colombia responsible for much of the rest.
Mortgage-backed securities dominated this market,
followed by securitisations of consumer loans and
future flows. (See Figure 6).

Building blocks of local debt markets
The development of new domestic debt markets
depends on a number of factors. First, the market
requires domestic savings, as well as institutional
investors to manage these savings professionally.
Such investors range from pension funds, insurance
companies, and mutual funds, to banks. Second, there
needs to be a sufficient number of borrowers
including the sovereign, quasi-sovereigns, corporates,
financial institutions, project companies,
municipalities, small and medium sized businesses,
homeowners, and consumers.Third, a proper legal
and regulatory framework for bankruptcy, tax, and

corporate governance issues needs to be in place.
Fourth, the market requires an infrastructure of
arrangers, clearing agents, exchanges, and market
makers in order to function properly. Fifth,
professional credit rating agencies are needed to
establish standards for risk measurement in the local
market.
With these conditions in place, national scale
credit ratings offered by international and domestic
credit rating agencies begin to play a major role.The
global rating scales produced by Fitch Ratings,
Moody’s Investors Service, and Standard & Poor’s
have limited value for domestic transactions as they
rank a borrower’s willingness and ability to pay vis-àvis all other borrowers worldwide. Such scales are
not always helpful in differentiating the financial
strength of domestic borrowers.When the top
credit, such as the government, is already noninvestment grade, relatively few ratings become
available for less credit-worthy borrowers.
In contrast to global scale ratings, which are
comparable across countries, national scale ratings
are based solely on domestic analysis and are not
intended to be comparable with ratings outside a
given country. Hence, the top domestic credit in a
non-investment grade country may be rated
AAA/Aaa on a national scale, establishing a
benchmark by which the credit quality of all other
borrowers can be measured properly. This allows
for true differentiation of credit in the domestic
market.
Once the building blocks are in place to facilitate
a nascent market, benchmarks are needed to
promulgate a culture of risk and reward among
investors, and to give further meaning to the credit
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ratings and criteria that have been established.
Generally, the first benchmark to be established is
for the sovereign government.The decision by local
investors to invest in sovereign bonds is generally
not credit-driven, but based on regulatory
requirements and macroeconomic views.The next
wave of borrowers to enter the market are often
large banks and corporates, including industrial
groups that are generally deemed to be of only
marginally lower credit quality than the sovereign.
In conjunction with these domestic issuers, it’s
also at this point that multilateral entities, such as
IFC, are often granted access by the sovereign to
issue domestically in local currency.This helps to
further establish the AAA/Aaa benchmark, and also
to pave the way for other foreign borrowers to
enter the domestic market. Most recently, IFC has
opened the El Dorado market in Colombia and the
Inca Market in Peru. Given the importance of such
activities and their positive impact on domestic
market development, IFC has issued bonds in 30
different currencies, and has been the first, or among
the first, nonresident issuers in domestic markets
including Spain, Portugal, Greece, Hong Kong, and
Singapore.
It’s at this stage, after issuance by the sovereign
government, large banks and corporates, and
multilaterals that markets often stagnate, as investors
show a reluctance to invest in real credit products.
This is where the credit-enhancing techniques of
structured finance become instrumental in pushing
the market forward.

Role of structured finance in local
debt markets
Credit enhancement allows the debt issued by the
upper end of second-tier borrowers to meet, or
exceed, the minimum credit criteria of domestic
investors. Credit enhancement also allows first- and
second-tier borrowers to raise funds for longer
tenors than would otherwise be available.The credit
enhancement generally comes in the form of a
partial guarantee by a highly rated third party.The
objectives of the credit enhancer are to lower the
probability of default for the asset and to increase
recovery in the event of a default.The latter
objective generally has the largest bearing on the
enhanced credit rating.
A partial guarantee has several advantages over a
full guarantee. First, it creates a benchmark on the
credit curve below the usually established AAA/Aaa,
which helps catalyse the domestic capital market. In
addition, a partial guarantee allows the borrower to
establish their own credit in the market, even if on a
limited basis.This paves the way for future issuance
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without the need for credit enhancement. Finally, the
lowest possible all-in cost for the borrower is
usually achieved by limiting the amount of guarantee
to the amount needed to meet the credit criteria of
investors.
On their own, small assets denominated in local
currency, including loans to individuals and to
smaller businesses are generally of limited interest
to institutional investors. Structured finance allows
such assets to be pooled together, and highly rated
bonds to be issued, backed by the secured cash
flows of these assets. By tranching the risk of the
pooled assets in such a way that the originator of
the assets retains the first loss, the more senior risk
derived from the cash flows of the assets can often
be sold to investors. In many cases this risk is split
between mezzanine and senior investors. Investors
at the mezzanine level operate as credit enhancers,
taking on a relatively high risk in order to allow the
bulk of the assets to be funded by comparatively
low-risk notes issued to senior investors. By
structuring and assessing the risk inherent in the
asset pool, mezzanine investors can take on a
substantial level of risk, at a price, and thus enable
the entire securitisation transaction.
By participating as a credit-enhancer, IFC has
helped to mobilise over US$2.5bn equivalent in
emerging local market structured finance products
in Latin America, Eastern Europe, Middle East, Africa,
and Asia. IFC’s experience in structuring
securitisations, partial credit guarantees, and other
credit derivative products, combined with the
willingness to invest in these products at a
mezzanine level of risk, has often been the enabling
element that has allowed transactions to take place,
and markets to grow. Additionally, IFC’s relationships
with other transaction counterparts in the domestic
and international markets, including borrowers,
investors, arrangers, lawyers, rating agencies, and
regulators have proved to be an important
component in facilitating the creation of new
markets for structured finance products.
Once new structured products become
established in the local market, and institutional
investors become more comfortable with assessing
the underlying risk, IFC’s role as a credit enhancer
generally diminishes. Gradually other market
counterparts become more willing to take on this
role.

IFC’s role in structured finance
IFC, the private sector arm of the World Bank
Group, has been at the forefront of domestic capital
market development and has placed special
emphasis on creating structured products to enable

Table: IFC’s firsts in structured finance
IFC’s Firsts in Structured Finance
Asset-Backed Securities
• First nonperforming loan securitisation in Latin America (Titularizadora Colombiana)
• First future flow securitisation in Chile, and the first-ever securitisation of student tuition payments
(Universidad Diego Portales)
Mortgage-Backed Securities
• First mortgage-backed securitisation in Korea (KoMoCo)
• First mortgage-backed securitisation in South Africa (South Africa Home Loan)
• First mortgage-backed securitisation in Colombia by a secondary mortgage company (Titularizadora Colombiana)
Partial Credit Guarantees for Corporate Bonds
• First tier II capital issuance in Colombia under the new central bank guidelines (Banco Davivienda)
• First partial credit guarantee for a bond issue in Mexico by a municipality (Tlanepantla)
• First partial credit guarantee for a bond issue in South Africa by a municipality (City of Johannesburg)
• First-ever partial credit guarantee for a bond issue by a microfinance institution in Mexico (Financiera Compartamos)
• First corporate bond issue in Saudi Arabia (Saudi Orix Leasing)
• Largest and longest-tenor corporate bond issue in Thailand (TelecomAsia)
• Longest-tenor non-AAA rated corporate bond issue in India (Ballarpur Industries)
• Longest-tenor bond issuance in Russia, post ‘98 crisis (Russian Standard Bank)

these markets to grow.Through its active
participation in the structuring and credit
enhancement of transactions, IFC has been able to
help introduce new asset classes in markets around
the world.These transactions have not only enabled
IFC’s clients to secure attractive long-term local
currency financing; they have also had a catalytic
effect on the expansion of numerous domestic
markets.Through structured finance, IFC has made a
significant contribution to sustainable private sector
growth in developing countries.
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