Excerpt from FS Series #6: Developing corporate bond markets in emerging economies
E1. Case Study I: Kazakhstan
As of July 2009, outstanding domestic corporate bond issuance stood at $11.7 billion (Kazakhstan Stock Exchange, 2009). The appearance and dynamic growth of the debt securities market in Kazakhstan must be attributed, in large measure, to a USAID-sponsored initiative emphasizing the development of debt securities rather than equities, and to the NBK, which lobbied and maneuvered for the development of private pension funds. Without the private pension fund system, there would have been neither domestic institutional money to invest in fixed income nor the professional money managers to invest it.

Background

In the late 1990s, the concentration of the country’s capital stock in a few strategically important, capital-intensive industrial enterprises was not conducive to rapid privatization. The investment picture in Kazakhstan was made worse, at least temporarily, by the August 1998 treasury default in Russia. In 1999, Kazakhstan was again forced to devalue to bring the tenge-ruble exchange rate back into equilibrium; as a result, commercial bank deposits and the money supply shrank. Shell-shocked by Russia’s default, foreign investors fled markets in Kazakhstan in droves. This, coupled with the Asian crisis, aptly illustrated the destabilizing capability of underdeveloped debt markets. Asian domestic debt markets were slow to develop due to the predominance of banking systems, fiscal surpluses, and the lack of disintermediation. The disruption in capital flows eventually engulfed the region, having negative consequences for the economic, political, and social order in many countries. It also served as another reason for the flight of foreign capital investment from Kazakhstan. Through a quirk of geography, Kazakhstan was situated between two seismic financial meltdowns. Foreign investors did not differentiate. 

With the value of bank deposits almost halved by devaluation and the loss of foreign funds, the largest stock of capital in Kazakhstan became “mattress money,” which is not for investment. Pension funds, on the other hand, are (Lucterhand and Moody, 2002).
Pension Funds and Risk
The mandates and objectives of private pension funds, insurance companies, and investment funds differ, often markedly, from those of commercial banks. Pension funds and insurance companies tend to have longer investment horizons and greater need for risk diversification and, therefore, on the whole, they exhibit a broader appetite for the risks corporate debt entails. From the developmental point of view, however, regardless of the future benefits private pension funds and insurance companies might provide, their greatest benefits to an emerging economy are the initial ones: breaking the commercial banking system’s monopoly on debt and lowering the cost of corporate (and eventually personal) borrowing. Kazakhstan has privatized its pension fund system. More specifically, legislation enabling the creation and operation of private accumulation pension funds and mandating workers’ contributions to them was adopted by Kazakhstan’s parliament in 1997. Modeled on the Chilean experience, the system in Kazakhstan that appeared in 1998 consisted of a government-funded and -operated solidarity (i.e., pay-as-you-go) system, a government-operated accumulation pension fund (that was privatized in 2003), and 15 private pension funds serving approximately 5.4 million contributors. The government solidarity system will continue to pay pensions prorated to time of service prior to 1998. 
USAID was not the first to realize that pension fund accumulations represented a new source of private investment funds or that, at projected rates of growth, they would soon rival mattress money as the largest stock of capital in Kazakhstan. However, it was perhaps the first to understand that pension funds are primarily fixed-income investors. The first priority of accumulation pension funds is capital preservation; therefore, pension funds must largely forego speculative capital gains in favor of predictable future income streams. Fixed income instruments were the only investments asset managers in Kazakhstan should consider (Lucterhand and Moody, 2002).
Fixed-Income Conference

In April 1999, a little more than a year after the appearance of Kazakhstan’s private pension funds, USAID sponsored a fixed-income conference in Almaty. The conference generated enormous interest, and attendance was greater than expected. Guest speakers from England, Russia, the United States, and Europe addressed a range of issues related to both public and corporate finance, including the principles of fixed-income portfolio management.
One objective of the conference was to introduce potential corporate issuers to the alternatives to commercial bank loans and acquaint them with the processes and procedures of issuance. Another obvious objective was to demonstrate to pension fund asset managers that corporate bonds could easily be as well-underwritten as bank loans. The conference helped USAID focus its attention on the organizational structure needed to promote the development of a debt securities market in Kazakhstan. The organizational structure was similar to that of an investment bank. The primary functions were corporate finance, new product development, and advocacy of legal structural reform (Lucterhand and Moody, 2002).

In fact, USAID had since 1996 been working with the Kazakhstan Stock Exchange (KASE), the National Securities Commission (NSC), and the NBK to develop the legal basis for corporate bond issuance and the prudential norms, regulations, and exchange listing requirements that would govern issuers and investors. While far from perfect, the law “On the Securities Market,” adopted in 1997, proved an adequate legal platform for the corporate issues that eventually came to market. After the fixed-income conference, Pragma’s corporate finance consultants began working with potential corporate issuers, helping them prepare the usloviya vypuska (bond indentures) and investment memoranda required by the NSC and KASE.
Bonds and Banks

Predictably, Kazakhstan’s early corporate issues were very similar in size, structure, and term to commercial bank working capital loans (i.e., small amounts, unsecured, and short-term). Like the interest rates on commercial bank loans, the coupon yields these early bonds carried were initially relatively high, although they were, on average, eight full percentage points lower than comparable commercial bank loans. In fact, the spread between corporate bond yields and rates on commercial bank loans was so wide that local commercial banks became corporate bond issuers early on, refinancing their loan portfolios at the domestic investment rate.

Further, all issues (i.e., both bank and non-bank corporate) were — and with few exceptions remain — indexed to the dollar. Approximately 70 percent of all financial transactions in Kazakhstan are still dollar-denominated or dollar-indexed, suggesting that the investment community overcame any aversion to corporate debt well before conquering its fear of devaluation. While de-dollarization was not an initial objective of bond market development, it did become one in due course. Lowering the cost of corporate borrowing was an objective, as was extending the yield curve. In issuing bonds, banks actually refinance at terms longer than those of their deposit base, thereby reducing potential maturity mismatches between assets and liabilities. Corporate bonds not only lower interest rates — they also make for stronger banks.
Pledge and Bankruptcy

In a little more than three years, dollar-indexed yields on corporate bonds fell by almost 50 percent and the average maturity grew from a little more than one year to about four and a half years. As teaching tools go, default is decidedly pricey; but absent default, it is hard to teach issuers and investors the value of security interest. Still, security interest exists. As of January 2003, pilot issuers KMC and Lariba Bank, a small commercial bank in Almaty, had placed about $4.5 million of MBSs with pension funds and commercial banks. More accurately termed “mortgage bonds,” both issues were secured by mortgage pools, the aggregate outstanding balances of which were 120 percent of the bonds’ face values. Both issues featured the additional credit enhancement of a “bondholder representative,” the local version of a trustee. (The term “trustee” could not be used because of certain deficiencies in Kazakhstan’s trust and pledge laws.) The Lariba issue enjoyed yet a third credit enhancement: a USAID DCA guarantee on 50 percent of the bond’s face value (Lucterhand and Moody, 2002).
Both issues got preferential price treatment from investors. The dollar-indexed Lariba issue was priced to yield 7.99 percent — 297 basis points below the trade-weighted average yield for existing unsecured three-year maturities. KMC’s inflation-indexed, floating-rate issue fared even better — 9.99 percent in tenge terms, or about 6.29 percent on a dollar-indexed basis at the time of issue — 467 basis points (4.67 percent) below existing unsecured three-year yields. The yields that investors willingly took thoroughly demonstrated the value of secured interest and credit enhancement. It appears investors generously rewarded the issuers for collateralization (though mortgage-backed, the issues were not pass-throughs or securitizations), using trustees, having detailed default provisions, Lariba’s DCA guarantee on 50 percent of the value of the bond, and other inducements. In essence, investors viewed this pilot issue as overcollaterized (by design) and accepted markedly lower yields in comparison with other securities in the market at the time that did not have these features. 
Corporate bonds are not only financial instruments; they are contracts (indentures) between legal entities and, as such, their terms and conditions must comport with the law of the land. On the matter of security interest (i.e., pledge), Kazakhstan’s Civil Code contradicted itself. The statutes on pledge granted security interest while the statutes on bankruptcy took it away. As it was written, Kazakhstan’s law did not support security interest.

Under Kazakhstani law, pledge did not survive bankruptcy unimpaired. The law neither excluded pledge from bankruptcy estate nor granted pledgeholders priority over all other creditor classes in the settlement of bankruptcy estate. In bankruptcy of a non-bank legal entity, pledgeholders’ claims were met in third order of priority; in bankruptcy of a bank, sixth order. From the creditor’s point of view, pledge must be able to survive unimpaired all possible financial and legal events, including bankruptcy of the borrower, for the lifetime of loan; an impaired pledge is, in fact, no pledge at all. As previously mentioned, anyone or anything that comes between the pledge and the pledgeholder to any degree, at any time, or for any reason during the term of the loan is impairment (Lucterhand and Moody, 2002).
The penalty for impairing pledge is lack of economic growth. The laws of virtually all developed countries either exclude pledge from bankruptcy estate or, as in the United States, give pledgeholders priority over other creditor classes. Lawgivers of developing countries must understand that pledge is the cornerstone of secured lending, and secured lending is the unshakable foundation on which widespread, robust financial intermediation is built. (Lucterhand and Moody, 2002)
In Kazakhstan, there was tension between those who believed in protecting the socially disadvantaged from the impact of bankruptcy and the reformers who understood that Kazakhstan needed programs to help the disadvantaged and weak. But they also understood that such programs should not be embedded in bankruptcy law, and their benefits should not impair pledge.

Conclusion

Privatization of pension funds proved key to development of the bond market. In particular, the risk-adverse nature of pension funds accelerated the development of fixed-income instruments such as corporate and mortgage bonds. None of this would have been possible had not a legal working group, chaired by the NBK, drafted amendments and additions to Kazakhstan’s law that redressed deficiencies in numerous statutes, including those governing the treatment of pledgeholder claims in bankruptcy proceedings. With the pledge issue, the parliament had the opportunity to either add a chapter to or end the story of the emergence of debt markets in Kazakhstan. 
