E2. Case Study II: Ukraine

In late 2004, USAID began its work to develop a fixed-income market in Ukraine. At first, USAID tried replicating its earlier success in Kazakhstan by identifying a committed senior official who could function as an engine of reform as the central bank governor had done in Kazakhstan. This was a difficult task. The political turmoil resulting from the Orange Revolution and three subsequent changes in government resulted in a revolving door of ministers at finance and economy. Only the head of the central bank remained, and he was interested in the conduct of monetary policy, not reform. USAID sponsored a trip for the former governor of the central bank of Kazakhstan to meet with his Ukrainian counterpart to discuss how the central bank might play a role in reform. However, the central bank showed no interest.
USAID decided to concentrate on several fronts simultaneously: working with municipalities to issue pilot bonds; working with banks, intermediaries, trade associations, and the securities regulator to secure passage of a mortgage-covered bond law that would facilitate issuance of a pilot mortgage-covered bond; drafting a business plan in collaboration with the Ukrainian Association of Banks to establish a credit bureau; and developing the capacity of financial leasing companies. USAID also worked to develop the primary market in mortgages by introducing a program of certification for mortgage lending officers. The certification program included detailed courses on how secondary markets work and a comparative analysis of RMBS and issuance of covered bonds. Such a certification underscored the importance of using ironclad underwriting standards when collateralizing mortgage bonds for issuance in the secondary mortgage market.

International Mortgage Conference
In March 2005, USAID sponsored a two-day international conference that focused on development of the secondary mortgage market. The conference highlighted benefits of refinancing, emphasizing the role of market participants, underwriting standards, legal and regulatory requirements, and the importance of ratings. The conference set in motion the essential elements for the regulator to consider and gave banks the opportunity to express their concerns. Most important, the conference clarified the challenges of issuance facing the industry and the agenda necessary to succeed. It also showcased that USAID was taking a lead role in the donor community’s previously splintered and disorganized approach to the subject: it was proposing a centuries-old approach to issuing mortgage bonds more commonly found in Europe and an approach to risk more appropriate to pension funds and insurance companies.

Mortgage-Covered Bonds Lead to Development of a Domestic Government Securities Market
In the corporate sector, and in response to passage of the covered bond law, USAID worked with two banks and the securities commission to issue and successfully structure and place mortgage-covered bonds. The pilots identified strengths and weaknesses in the legal and regulatory process, and with internal bank procedures. USAID worked with the banks and the securities commission to streamline the regulations and introduced amendments to the law to clarify the legal process in the event of default to the bondholders. It chose mortgage-covered bonds because of its experience introducing them in Kazakhstan and because pension funds (Pillar II expected in 2010) need secure financial instruments in which to invest. Unlike MBSs, there has never been a default in covered bonds since they were introduced in Prussia in 1769. The pilot also illustrated the difficulty in pricing such obligations in the absence of a government yield curve. During seminars for investors, different government yield curves were overlaid with yields for covered bonds from neighboring countries, including Kazakhstan, Hungary, Spain, and Germany, to dissuade a government benchmark as reference in calculating the risk premium investors would need to purchase the securities.
The difficulties in pricing these pilots helped focus USAID on the need to develop a yield curve for reference pricing of corporate debt instruments. USAID identified key individuals
 in the debt-management department and worked very closely with them and senior Ministry of Finance officials to design and promote adoption of the Concept for Development of the Government Securities Market in Ukraine. The Concept included development of a clear debt-management strategy, the use of primary dealers, pre-announced auction dates with clear and predictable amounts for sale, relevant maturities for construction of a yield curve at market rates, coordination with the National Bank on management of Treasury balances, and introduction of a repo market in government securities. It also referenced establishment of a separate debt-management office for sovereign and domestic issuance. Though the minister of finance’s resistance to using market rates to fund the budget constituted a formidable obstacle, the Concept was adopted by the Cabinet of Ministers in March 2009.
The Role of Ratings
The pilots also exposed the issuers to the rigors of the analytic process, because each of the pilots was rated by an international agency. The depth of inquiry helped the issuers understand how their portfolios might perform under various stress scenarios. While the rating process helped investors understand what they were buying, the issuers benefitted perhaps even more. By the time the analysis was complete, bank personnel thoroughly understood their mortgage portfolios, how to manage them better, and the cost/risk/gains impact to their business models.

Mandatory Ratings Can Impede Market Development

By 2002, a domestic rating agency had been formed and recognized by the securities commission as an authorized agency. This agency benefitted from having a monopoly on providing national-scale ratings due to a securities regulation that laid out capital requirements and a minimum time to have been in business. No other statistical agency could comply with these requirements. Because the securities commission required all issues to be rated in accordance with a national scale approved by the Cabinet of Ministers, only ratings from this one agency were acceptable. Though there was great resistance, USAID succeeded in getting the securities commission to accept any rating issued by one of the internationally recognized agencies. While this did open up some competition, the international ratings were expensive. USAID commissioned a white paper on how to establish a competitive domestic ratings industry in Ukraine; it argued against using mandatory ratings and requiring issuers to get ratings when markets can more effectively demonstrate the value of a rating. Regardless, the commission insisted on using mandatory ratings to protect investors. Market participants had little faith in the ratings issued by the domestic agency, recognizing that a corporation getting such a rating was only complying with the regulations for the least amount of money. Consequently, USAID conducted a tender among the three international firms to provide a rating for each of its three municipal pilots with the costs borne by the implementing partner through its project. USAID also continued to press for less stringent requirements to form a domestic statistics agency approved to issue ratings. Today, the domestic corporate and municipal bond market has grown large enough to support several rating agencies.
Too Many Credit Bureaus

Meanwhile, in the absence of a fully functioning credit bureau, the banking sector expanded into retail lending without a clear understanding of the risks. This lending also extended to mortgages, where it was not uncommon to see 100 percent (LTV) loans made against residential properties. More than 75 percent of loans were in dollars. When the local currency, the hryvnia, collapsed in response to the global financial crisis and the domestic political crisis, many retail borrowers were unable to repay their loans in hard currency which, in turn, put pressure on banks to increase loan loss provisions and increase capital. Even though the credit bureau law was passed in 2005, it took a long time to convince banks that sharing loan performance data to build data bases was in their best interest. In fact, suspicion was so high among banks that five credit bureaus came into being, though only three formed credible data bases. Such duplication of effort retarded collection of data in one central bureau and delayed the introduction of credit scoring and a host of other products that banks could have used to ration credit.
Besides data, the key to building a successful credit bureau is an experienced international operator who can design products, introduce credit scoring, and support their distribution. In the end, credit bureaus are businesses just like any other. Ultimately, Ukraine is likely to have two bureaus, because two of the three now share the same international operator and most will probably merge. Ukraine’s credit bureaus appeared too late to be of much value for retail and small- and medium-sized enterprise (SME) lending.
Impact of the Financial Crisis on Bond Market Development

Ukraine has been severely hit by the global economic downturn. The IMF recently estimated that Ukraine’s economy would contract by 12.2 percent in 2009. Interestingly, in the early days of the Orange Revolution, foreign ownership of banks in Ukraine increased dramatically and was thought at the time to be a good thing. Later, the depth of the crisis would affect the ability of European banking parents to capitalize their subsidiaries, shaking the confidence of many depositors. At the same time, the retail lending binge collapsed when the economy began to contract. Press coverage of troubled banks became a nightly affair. Export prices for steel and commodities plummeted. Gas wars with Russia, tension over membership in the North Atlantic Treaty Organization (NATO), and ineffectual political leadership took their toll.
The impact on the bond market was nearly immediate. Pending municipal issues with interest caps set and approved by city councils were shelved due to the rapid rise in domestic rates. Mortgage rates also soared, limiting the pool of borrowers and virtually eliminating the need for banks to refinance their mortgage portfolios for relending. Ukrainian banks were also party to lax underwriting standards that precluded many mortgages from being used as collateral for covered bonds.
In the international capital markets, credit default swaps for Ukraine reached heights that were previously unimaginable, fueled by fist fights on the floor of the Rada and overt tension between the president and prime minister. Ukraine stopped borrowing abroad; the inability to finance internationally facilitated the adoption of the Concept to Develop the Domestic Government Securities Market.
Recovery of the corporate, municipal, and government bond markets will take time and will likely remain tethered to international commodity prices, the presidential election in 2010, and economic recovery in Europe. Nevertheless, demand resulting from the introduction of Pillar II pension funds in 2010 should help to revitalize a market that started with great promise but stalled when the economy stopped growing.

Conclusions

Changes in macroeconomic conditions affected Ukraine’s market development. Just as the pilot’s follow-on municipal and mortgage bond issues were being prepared, a rapid increase in inflation hampered issuers’ ability to meet expected returns for investors who wanted yields above the rate of inflation. Had this not happened, Ukraine’s bond market would have been ready for accelerated growth. Moderate rates of inflation will accommodate development.
Committed counterparts were essential to success. Even though a champion of reform did not emerge, persistence in working with deputy ministers and commissioners at the securities regulator paid off. One direct result was adoption of the Concept to Develop the Domestic Government Securities Market. Market participants and the securities regulator were also critical in developing the mortgage-covered bonds and municipal bonds market.
Even without Pillar II pensions as institutional investors, Ukraine’s population of 47 million, its large GDP, and relatively large banking system provided sufficient investor (e.g., banks, insurance companies, and mutual funds) capacity to start the market. For smaller economies, creditworthy issuers and institutional investor (e.g., a strong banking system and Pillar II pension funds) capacity are essential for markets to develop.
A government yield curve facilitates bond market development: Pricing of Ukraine’s municipal and mortgage-covered bonds was complicated by the absence of a long-term (i.e., at least five to seven years) government yield curve, because investors needed a pricing reference to fix risk premiums. This absence added uncertainty and inefficiency (i.e., delays) to the market. Persistent interventions made the difference in getting the minister of finance to acknowledge that market pricing was essential for development of the government securities market.

Multiple components allow flexibility in allocating technical resources. Even though interventions were constant, there were delays in response time. The ability to concentrate on one component while waiting for results on another affords maximum utilization of technical expertise.

Development of bond markets takes time. (The pilot municipal and corporate issues in Ukraine occurred over five years.) It is complex and can be expensive, and the need for interventions is continuous. Therefore, time lines for implementation must be realistic.
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