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Introduction

1. In recent years, there has been growing academic and political interest in the GDP-indexed bond. In its basic form, this instrument works through a stipulation in the bond contract that payments (of principal, interest, or both) would be tied to the borrower’s ability to pay, by indexing the borrowing country’s debt payments to the country’s gross domestic product (GDP). The literature suggests that there are a number of expected benefits for various actors from using this financing tool, including stabilizing public spending and the debt-to-GDP ratio over time and providing “fiscal space” for countercyclical policy during downturns for governments; providing diversification benefits  for investors; and generating positive externalities internationally by diminishing the likelihood of financial crises, contagion and the need for costly international bail-outs.

2. Growing interest in this financing tool and in its potential benefits spurred this brainstorming meeting, organized jointly by the Financing for Development Office (FfD) of the United Nations Department of Economic and Social Affairs (UN DESA) and the Office of Development Studies of the United Nations Development Programme (UNDP) on 25 October 2005. The main purpose of this meeting was to bring experts together to discuss the possible concerns that both issuers and investors might have and see ways to overcome them. Ways forward for implementation were then discussed. Meeting participants included some of the key proponents of this tool, as well those representing the perspectives of potential issuers and investors respectively. 

3. Following the discussion during the meeting, this report will proceed in five parts. The first part sets the stage and discusses the main features as well as the rationale behind the use of GDP-indexed bonds. Parts 2 and 3 then elaborate on addressing a number of investor and issuer concerns in the use of this financing tool. Part 4 then draws insights from the recent experience of Argentina in using GDP-indexed warrants. The concluding section then draws on the entire discussion and outlines possible next steps that emerged from the meeting.

1. Setting the Stage
4. The speakers in this session were Professor Stephany Griffith-Jones, Senior Consultant, UN DESA and Fellow at Institute of Development Studies, University of Sussex;  Professor John Williamson, Senior Fellow, Institute of International Economics; Professor Robert J. Shiller, Professor of Economics, Yale University; Mr. Eduardo Borensztein from InterAmerican Development Bank and IMF; Mr. Kemal Dervis, Administrator, UNDP; Mr. Jose Antonio Ocampo, UN UnderSecretary General for Economic and Social Affairs; and Mr. Daniel Schydlowsky, Head, COFIDE, Peru. Mr. Oscar de Rojas, Director, Financing for Development Office, UN DESA provided the opening remarks. 
5. Professor Griffith-Jones presented the draft discussion paper for the meeting titled “GDP-indexed bonds: making it happen” (prepared by Stephany Griffith-Jones and Krishnan Sharma). She began by outlining the potential benefits of these instruments. These include the likelihood that they would help stabilize government spending and limit the pro-cyclicality of fiscal policies; reduce the likelihood of defaults and debt crises; and allow investors to have an equity-like exposure to a country.  In addition, Griffith-Jones stressed the “public goods” aspect of GDP-indexed bonds, in that they generate systemic benefits over and above those accruing to individual investors and countries
. The speaker also touched on some of the key obstacles that these instruments face, including GDP reporting issues, insufficient market liquidity and the difficulties involved in pricing. However, she felt that these problems were surmountable. For instance, GDP reporting is fairly standardized nowadays and there is also methodological coordination between the UN, World Bank and IMF. This would leave little room for manipulation and misreporting. Moreover, the issues of market liquidity could be resolved through coordination among several countries to issue simultaneously (for example, the Rio Group), with support from IMF and World Bank.  

6. Professor Griffith-Jones also indicated that this would be a good time to introduce a new instrument. For a start, this is a period of great appetite for investing in emerging markets and the derivatives market would provide relevant antecedents. In addition, the Argentinean warrant could also be very positive for the creation of this market.  Finally, Griffith-Jones also posed the question of the types of investors that may be interested in GDP-indexed bonds. The challenge would be to move beyond hedge funds and engage longer-term investors. 

7. Professor Williamson emphasized the differences between a “Shiller-type bond” and a “Borenzstein- bond”, and preferred the latter
. Shiller’s proposed security would have a less powerful countercyclical effect than the instrument advocated by Borensztein.  In both cases, though, there will be obstacles relating to the introduction of a new instrument (.e.g., liquidity, difficulties in pricing) that could lead to an initially high novelty premium.  It is important to focus on how we can overcome these constraints and the speaker pointed out that the initial skepticism of market players could be overcome once GDP-indexed bonds were seen as a separate asset class that provided diversification opportunities.  Finally, Professor Williamson emphasized issues relating to the “political business cycle”, including the possibility that the short-term horizon of elected governments may make some of them impervious to the longer-term benefits of these securities. 

8. Professor Robert Shiller stressed that GDP-indexed bonds would be difficult to price. Current pricing models are not very developed and, until this issue is resolved, the question which market player would be interested in these instruments would be academic.  He pointed out that the simpler the structure of the instrument, the easier it would be to price. Nevertheless, Professor Shiller indicated that according to current theory (such as the Capital Asset Pricing Model) GDP indexed bonds would be beneficial as they offered the potential of “ultimate” market portfolio diversification. He also reminded participants that the introduction of Treasury Inflation-Protected Securities (TIPS) was viewed skeptically by market participants when they were first introduced in 1997, but this has been overcome and thus far the U.S. Treasury had issued approximately $100 billion of TIPS, and the initial problem of their under-pricing has been overcome. Thus market participants can change their minds about an instrument once it is demonstrated in the market.

9. Mr. Eduardo Borensztein focused his presentation on the question of how a market for GDP-indexed bonds could be developed.  While arguing that investors would be likely to be interested in emerging market risk once such an instrument would be available, he expressed concern about the likely reluctance on the part of governments to issue these types of bonds. The challenge would be to convince governments of the benefits of these instruments outside of restructuring operations such as the Argentine case or the Brady operations. Mr. Borensztein advocated the drafting of a set of principles and good practices.  In addition, he called for more research on the potential benefit of these instruments, which should help to sway governments.  Nevertheless, a critical question concerns how to start this market. One option would be for developed countries to initiate issuance and thereby provide a “demonstration effect” for developing countries. Examples of developed countries with an interest in issuing these instruments could include those where pensions are indexed against GDP growth, such as Italy.  Mr. Borenzstein also suggested that countries like Mexico could index-link their bonds to US GDP, as their growth is highly correlated with US growth.  Finally, he pointed out that multilateral development banks could also index-link to GDP their loans for projects in sectors such as infrastructure. 
10. Mr. Kemal Dervis pointed out that, during his spell as Minister for Economic Affairs and the Treasury in Turkey, his push for GDP-indexed bonds was met with resistance by market players. He stressed that many emerging market economies were still suffering from very high debt levels. While GDP-indexed bonds would not entirely solve the problems relating to high indebtedness, it could help in freeing up additional fiscal resources during bad economic times. However, Mr. Dervis stressed the need for a critical mass of issuing countries and the important coordinating role of Regional Development Banks and the World Bank in getting this instrument started. He also raised the issue of possible asymmetry in market expectations of upside gains and downside losses of GDP-indexed bonds and how this may affect the price of the security and by implication the cost to the issuing country.  

11. Mr. Jose Antonio Ocampo stressed the importance of GDP-indexed bonds as a counter-cyclical policy instrument. He pointed out that financial markets have been pushing developing countries into pro-cyclical policies. Mr. Ocampo promoted the idea of Multilateral Development Banks (MDBs) as market makers for GDP-indexed bonds. This could be seen in a broader context, where MDBs would reinvent themselves. They would continue to lend to low-income countries and to middle-income countries in crises situations; beyond that, they should go into new ways of doing business, including as market-makers for new instruments, as the market does not always develop instruments by itself. In particular, Mr. Ocampo suggested that these institutions could develop a portfolio of loans, the repayments on which could be indexed to the growth-rate of the debtor country. This portfolio could in turn be securitized and sold on the capital markets. However, in order play a role as a market-maker, the MDBs would need to change their philosophy and become less risk averse. Mr. Ocampo also touched on the issue of GDP reporting and suggested that this may not be a major problem due to improved coordination and cooperation in data dissemination. 

12. Mr. Daniel Schydlowsky suggested another version of a GDP-indexed bond with fixed interest rate payments and a varying payment schedule. He argued that there are in fact three variants of a GDP indexed bonds to be discussed - a Shiller type bond, a Borensztein type bond with varying coupon rates and, finally, a bond where the repayment rate changes. The latter proposal could be easily introduced by MDBs or regional development banks. 

13. Following the speeches, there was a short discussion. During this, the point was made that the choice of currency in which this instrument is issued needs to be given thought but should not affect the benefits brought about by the counter-cyclical effect on policy.  With regard to the issue of market expectations of symmetrical or asymmetrical gains/losses, it was argued that this need not be an overwhelming issue as long as the risk can be properly diversified. 

2. Addressing Investor Concerns

14. This session was moderated by Ms. Shari Spiegel from CIPA and IPD at Columbia University. The panel was composed of two speakers: Ira Handler, Investment Manager of Hedge Fund Management, Stichting Pensioenfonds ABP (the second largest pension fund in the world) and James Barrineau, Senior Vice President, Alliance Bernstein (a very large fund with experience in a variety of emerging market instruments). Ms. Spiegel launched the panel by raising the issue of the pricing of GDP-indexed bonds, as the empirical experience had shown that GDP forecasts were often unsatisfactory. 

15. Ira Handler claimed that the premium that investors would expect to purchase these bonds would depend upon price discovery and the bid-offer spread. He pointed out that there are derivatives that could support the price discovery process and that Multilateral Development Banks can undertake transactions in derivative form that facilitates price creation. He suggested an adequate way as being to swap a nominal bond and GDP-indexed bonds, even for small amounts (less than $20 M). This would give the price for at least small amounts of bond issuance, thus providing a first benchmark for countries willing to issue bigger amounts.  Nevertheless, Mr. Handler pointed out that valuation may remain problematic due to factors such as the volatility and the possible skewed shape of GDP growth rates, and the fact that the overall payoff will be a function of the path-dependency of growth. He also argued that pension funds will invest in these instruments only if the premium is high enough.  Pension funds like Stichling Pensioenfonds tend to look for assets that rise when economic conditions worsen. Moreover, their most fundamental risk is that of duration mismatch and, in his view, it was not clear what the duration of GDP-indexed bonds would be vis-à-vis plain vanilla bonds. 

16. James Barrineau agreed that these instruments could be difficult to price and stressed the way forward was to establish “comparables” i.e. there need to be a range of exactly comparable GDP-linked bonds issued by different emerging economies. This will enable investors to make comparisons, undertake arbitrage and facilitate price discovery.  Markets like to price comparability. It would be particularly valuable if countries with very good ratings, such as Mexico or Chile, were the first to issue these types of bonds in good times. Bonds with Collective Action Clauses (CACs) started in highly-rated emerging countries like Mexico, helping set a precedent. This would also be good for indexed-linked bonds. Mr. Barrineau also pointed out that paying investors less when growth falls could increase volatility by offering opportunities for investors to “short” countries. Later, some participants disagreed on this latter point, thinking this would be unlikely.
17. The discussion was focused around the following issues:

· Potential benefits for investors. Some participants pointed to the diversification benefits provided by this instrument. For instance, investors in countries/regions with low growth rates would have an opportunity to diversify and have a stake in countries/regions with higher growth rates. However, it was stressed that for this to hold true the instrument needs to be issued in a variety of markets and regions across which growth rates are not correlated.  It was also suggested that GDP-indexed bonds may be of interest to pension funds in countries where pensions were indexed to growth, such as Italy or Germany. An investor also suggested a potential interest among pension funds in some developing countries, such as Mexico or Chile.  In fact, issuing these securities in local currency may enhance interest among developing country pension funds. However, a market participant argued that, in the short-term at least, pension funds would require additional expected returns to switch from existing instruments that may provide a better expected risk-adjusted return.  

· Finding a “niche for this instrument”. A number of participants also noted that GDP-indexed bonds are neither pure equity instruments nor pure debt instruments. The main concern here would then be that these instruments might not find a market niche, and that, in the words of one participant, it would be “neither fish nor fowl.” One participant thus suggested thinking more creatively about who the “consumers” of GDP-indexed bonds might be. It was pointed out that an entirely new set of investors—breaking from the traditional mold of bond and equity investors, and hedge funds—might be interested in this type of investment. An alternative approach suggested is to make these bonds an equity instrument, à la Shiller.
· Providing a “sweetener” to attract investors. Given possible skepticism among investors, a suggestion was made for a sweetener instrument that would only vary on the upside – i.e. pay only higher returns when growth is greater than expected. The benefit for the issuing country would be that spreads would be lower than on plain vanilla bonds. For the investor, it would have the advantage of an equity-like instrument in upside periods. Several participants agreed that this idea could be further explored, but stressed that even such a design may have some difficulties in pricing. The implication for the premium that is likely to be required by investors therefore remains unclear.  

· The role of MDBs in generating a market. There was discussion of the proposal by Mr. Ocampo for MDBs to create a market by indexing the repayments on their loans to GDP rates and then securitizing these loans and selling them on the financial markets. While an investor felt that this may not be enough by itself to jump-start a market, another participant suggested that an investment bank could play this role as well as the MDBs.  It was also stressed that the MDBs would need to pass on the credit risk to investors or else they would assume huge liabilities. It is important that a large number of developing countries are included in such an initiative, so as to increase the benefits of diversification. Therefore, the World Bank might be best suited for such an initiative. On the other hand, it was noted that this would be a radically different approach to the conditionality adopted by MDBs and that countries would receive support during downturns.   It was pointed out that the MDBs need to be consulted about this, with the suggestion made that it could be valuable to hold seminars at these institutions on GDP-linked bonds and their possible role in helping catalyze them.
3. Addressing Issuer Concerns
18. This session on addressing issuer concerns was moderated by Ms. Inge Kaul from the Office of Development Studies of UNDP. The panel was composed of two speakers: Mr. Daniel Schydlowsky, head of COFIDE in Peru and Ms. Kristin Forbes, Associate Professor of International Management at MIT. Ms. Kaul launched the session with the suggestion to focus the discussion separately on two sets of potential issuer concerns—the first would be those concerns that issuers might have with GDP-indexed bonds supposing that they existed already; and the second would be those concerns that would have to do with introducing this new type of bond in the markets. Approaching the discussion in this way enabled the discussants to separate those concerns that would tend to apply specifically to GDP-indexed bonds from those concerns linked to the introduction of any innovation in the international financial markets.
19. Daniel Schydlowsky noted that the key benefit from this instrument would be the indexation of the borrower’s payments to the economic cycle, thus enabling it to act as an automatic stabilizer for the country issuing the GDP-indexed bond. He also noted that multilateral development banks are best suited to introduce these instruments in the markets, given their large portfolios. The World Bank, with its large portfolio, seems to be particularly well-suited for this task.  Moreover, there could be variability both in amortization and coupon payments. Mr. Schydlowsky suggested that COFIDE, the institution that he heads, could issue a small amount – e.g. for US$ 15 million – of GDP-linked bonds and see if they can be placed. This would be a concrete step to develop this market.    
20. Kristin Forbes focused on three issues: the countries that would benefit from this instrument, the key concerns and, finally, the possible solutions. Those emerging market economies experiencing volatile growth, high-level of debts and difficulties in hedging it (such as Brazil and Turkey) should be major candidates for his type of instrument. Among the key concerns of the issuing countries was the “signaling problem”. Countries expressing their interest in issuing a GDP-indexed bond might indicate expectations of low growth to the markets. On the other hand, countries with sound growth prospects like Chile and Mexico, could avoid this signaling effect but would benefit less from the instrument. Moreover, first movers, i.e., those countries that would issue the indexed bonds first would face higher costs as it took time for markets to become liquid. The IFIs and other international organizations could play a critical role in mobilizing a critical mass, promoting the benefits of the proposal, helping with technical issues and offering guarantees. Maybe an investment bank could help in drafting a first simple contract and try to convince senior treasury officials (not debt managers as they might have short-term horizons) of the long-term benefits of GDP-indexed bonds. 

21. The ensuing discussion on issuer concerns revolved around the following key points: 
· Identifying countries to issue these instruments. The concern was expressed that the countries that would benefit most from GDP-indexed bonds – namely those experiencing volatile growth and high-levels of debt – may also be the ones that may find it difficult to issue them at reasonable premiums – due to markets questioning their economic and policy fundamentals.  If GDP-indexed bonds are to be widely used, it would therefore also be useful to identify countries with greater credibility with investors that could issue these instruments.  Two such groups of countries were identified in the meeting. The first comprised developed countries that may have an interest in issuing GDP-indexed bonds, for example the EMU countries. The second group may be developing countries, like India, whose fundamentals are attractive to markets, and who are considering liberalizing restrictions on overseas capital flows in order to attract greater volumes of private finance.  For such countries, GDP-indexed bonds may be an attractive instrument that manages their risk as they gradually liberalize the capital account of the balance of payments. It may be worthwhile for such countries to pay a small additional premium, given the value of the insurance provided in the instruments.           

· Cooperation to jump-starting a market in GDP-linked bonds.  Participants discussed ways that countries, possibly with support from multilateral development banks and the private sector, could work together to create a market in these securities. Some the proposals already mentioned in section 2 were reiterated. Particular focus was given to the possibilities for a group of countries— such as the Rio Group, for example—to undertake a coordinated first issuance in coordination.
 Several participants noted how the case of jump-starting the use of collective action clauses (CACs) proceeded in a similar manner.   A suggestion was also made that Multilateral Development Banks could provide a form of partial guarantee to investors covering for initial sales of these securities. These however were not viewed favorably by an investor who argued that a guarantee could complicate the pricing of the instrument.  A possible role for investment banks in creating a market was also suggested. However, a participant cautioned that a disincentive for an investment bank is that the expertise and knowledge that it gained from such a venture would subsequently become public and benefit its competitors. There is therefore a strong need for public intervention in this area.  

· Considerations of political economy. Several participants in the meeting noted that governments issuing GDP-indexed bonds may not realize their benefits, since the life of the bond (and the period under which the benefits would manifest) may be much longer than their term in power.  Especially if the premium paid on these instruments is high, governments focused on the short-term would not find this tool of interest.  There may also be political ramifications from having to pay more to foreign creditors during good economic times. Given this, it was pointed out that it may be necessary to generate support from those areas of the government that tend to take a longer-term view and interest in the country’s macroeconomic stability and growth prospects – for example,  ministries involved in longer-term economic policy making.   

· Finding the right timing. Another point raised by several meeting participants was how to determine the perfect timing to issue GDP-indexed bonds. Essentially, the concern is that these bonds would be very costly to issue during those times when such an instrument might be most needed by a country, i.e. on the eve of a possible financial crisis. The exception, as the next section elaborates, would be within the context of debt restructuring wherein an exchange offer made by a country could be characterized as “take it or leave it”. One participant noted that the ideal time would be during the period when there would be as little uncertainty about the country’s growth prospects as possible. Another participant suggested drawing on the new extensive experience in initial public offerings (IPOs) since GDP-indexed bonds might be viewed similarly as equity-type instruments.  Finally, a participant suggested utilizing existing research on hybrid instruments and also emphasized the importance of financial boutiques, where new and creative ideas could be developed.
· Ensuring flexible payment arrangements.  While models of GDP-linked securities tend to propose adjustment of coupon payments in line with growth, a suggestion was made in the meeting for coupon payments to remain fixed and the amortization schedule to be adjusted instead. Countries would postpone part or all of their debt payments during economic downturns; and they would then make up by pre-paying during economic upswings. This would essentially preserve the basic features of the bond, while allowing for some breathing space for the borrower during bad times. Several participants noted how this particular feature has already been used in a number of contexts. For instance, adjustable amortization and “payment holidays” are used very widely in industrial countries in the area of housing mortgages. These instruments, as suggested by some participants, could also be used by sovereigns. A participant added that a historical precedent was set by the United Kingdom when it borrowed from the United States in the 1940s.  The loan was negotiated by J.M. Keynes and included “bisque clauses” that payments would be stopped when certain events occurred. However, other participants were not so keen on that type of modality.
4. Learning from the Case of Argentina

22. Having discussed the potential investor and issuer concerns, as well as the various possibilities for addressing them, the participants in the meeting then turned their focus on the recent experience of Argentina with the purpose of drawing lessons from its use of GDP-indexed warrants. Paulo Vieira Da Cunha, Head of Latin American Research of HSBC Securities moderated the panel discussion, and two panelists made separate interventions: Daniel Marx, former debt negotiator of the government of Argentina; and Guillermo Mondino, Head of Emerging Market Research at Lehman Brothers. The panel commenced with a brief introduction by Mr. Da Cunha regarding the circumstances of the Argentina case—that this was a case when the instrument was not market driven, but used by Argentina to mitigate the large “hair-cut” in the debt restructuring.  It was therefore different from the intended wider use of these tools in normal times.

23. Mr. Marx first emphasized the advantages of GDP – linked bonds.  Then he spoke about the Argentine warrants, attached to the bond contracts and designed to be detachable after 180 days.  It would pay 5% of “excess GDP”, as defined by accumulated real GDP growth rates over base growth per annum after December 31, 2004.  Mr. Marx stressed that the Argentine government had “watered down” the offer, by adding conditions to the payment, as it felt the creditors had not valued the warrants sufficiently. Of particular interest was the sensitivity to selected parameters.  A rise in trend growth and/or volatility have positive effects on the warrant’s price.  Another big issue for valuation is the discount rate used.

24. Mr. Mondino argued that the offer of the warrant as a “sweetener” made little difference to the participation of creditors in the overall debt restructuring.  His investment house, Lehman Brothers, currently accounts for around 50 per cent of the market.  Mr. Mondino stressed that the servicing of the warrant may prove to be quite costly for Argentina, if growth remains above the base scenario.  He also mentioned that theoretically warrants had the same level of protection as the restructured paper in case of non-payment.  But would investors be able and willing to trigger cross-acceleration clauses?  This issue illustrates that it would be very helpful to have a clear code of good practice.

25. The ensuing discussion on the case of Argentina highlighted some very useful lessons that could be drawn from their recent experience with this instrument—several relating to the emphasis on using as simple an instrument as possible:

· Argentine debt warrants have been difficult to price, and estimates of their ex ante value have varied significantly. Various investment houses sought to value the Argentine exchange offer (which included the warrants) depending on such factors as the expected growth rate of Argentina.  A number of participants stressed the inherent difficulty in this exercise.  Initially the warrants were priced only at $2, with very low assumptions of Argentine growth.  An interesting question discussed was why were estimates initially so low? 

· These warrants have turned out to be significantly underpriced.  One participant noted how, when the warrant was traded in “wifi” (when and if) markets in July 2005, its price shot up to about $4 in a few days.  The price of the warrant on the day the meeting was convened was about $5.  A participant further noted that the market has yet to adjust fully its valuation techniques for bond yields, with the addition of these instruments. The so far published Emerging Market Bond Index (EMBI) spreads do not reflect the implications of the existence of the warrant. Meeting participants were in general agreement that the process of price discovery for financial innovations is typically very costly. In the case of Argentina, its warrants were heavily underestimated and may have been undervalued as well; thus, ex post, it would appear that this tool was very costly for Argentina—now, especially, since it has posted robust growth.  A participant noted that more investors may have participated in the debt restructuring however, due to the offer of the warrants.  So the offer of the warrant may have helped Argentina on the margin, for creditors to accept a favourable restructuring (which was very important).

· The complexity of the instrument compounds the pricing difficulties. This was an assessment expressed by several meeting participants, notably those from the investor side. Furthermore, even after the initial difficulties of introducing the instrument to markets, a number of participants argued that complexity could hinder broader acceptance of the instrument.  Some elements of this complexity could include having to determine the rights of bondholders—for instance, will indexation trigger cross-acceleration?
  It might also include having to consider what “games” sovereigns might play in the use of these tools, including, notably, the potential for data manipulation.  In the Argentine case for example, questions about measurement of GDP still remained.
 A participant representing the United Nations Statistics Division replied that it would prove very difficult to manipulate GDP data given the present statistical standards and the ongoing initiatives by a number of major international organizations (including IMF, UN and World Bank) to improve these standards.  He argued that just as inflation-indexed bonds improved measurement of inflation, measurement of GDP would be further improved if GDP-indexed bonds became more common.

· The instrument may not always be as countercyclical as initially conceptualized. This was noted by a participant in the case of Argentine warrants. Due to their design, payments are triggered after breaching a growth level ceiling, with the payments determined by the difference between actual and baseline growth. If the growth rate were to breach this ceiling by only a small amount, it would thus be possible for large payments to be triggered after a number of years of good (but not exceptional) growth. Thus, the design features of the instrument—e.g. at what level of growth payments are triggered, what determines the level of payments, etc.—would need to be carefully considered.

26. Thus, drawing from the entire experience of Argentina with GDP-indexed warrants so far, a key message reiterated throughout the discussion was that simplicity in the instrument would make it easier to price, and help ensure its broader adoption. Its design should also perhaps reflect an emphasis of its intended purpose—to maximize the automatic stabilizer effects. It was also stressed that GDP-indexed bonds with upside value had a lower credit risk than plain vanilla bonds.  During bad years, countries would be unlikely to pay anyway; the advantage of these instruments for investors was that countries would service again debt once they recovered.

5. The Way Forward—Next Steps 

27. Having considered a number of the potential concerns for issuers and investors, as well as how possibly to address them, the participants then turned next to what key steps could be taken in moving forward with GDP-indexed bonds. Distilling from the views and opinions that emerged, there appears to be a need for working groups to undertake consultations and report back on the following three issues:

· Research on critical issues. As strong concerns were expressed by investors at the meeting about the difficulties involved in pricing GDP-indexed bonds, the focus of this group would be on examining the criteria for pricing these instruments and developing pricing models. Research could also be undertaken on the expected benefits for different countries.      

· Examining sources of creative leadership. Suggestions were made regarding the role that multilateral development banks, governments and the private sector could play in creating a market for GDP-linked bonds.  For instance, that the developed countries, or a group of developing countries, could initiate issuance of these instruments. There were also proposals for multilateral development banks to index the repayment of their loans to GDP growth and, going a step further, securitize these loans and sell them on the capital markets.  There were also suggestions regarding the complementary role that investment banks could play in jump-starting a market for GDP-indexed bonds. This group would consider these ideas and the possibilities for public-private collaboration, including innovative forms of leadership arising from public-private partnerships. It might be interesting to draw lessons from the from the approach taken in the development of collective action clauses (CACs), wherein country and private sector groups collaborated; the G-10 and the Institute of International Finance (IIF) played an important role, notably in drafting model clauses and initiating discussions on how best to design them, as well as spurring a number of countries to take the lead in using the instrument. It may also be valuable to organize seminars in the MDBs, RDBs and/or IMF to discuss what role these institutions could play in getting GDP-linked bonds started. Furthermore, some participants emphasized the role that the UN should play in coordinating efforts to get GDP-linked bonds issued.
· Preparing a draft contract. Many of the participants advocated developing a model GDP-indexation bond contract so as to ensure standardization. The emphasis would be on simplicity. This would draw on a code of best practices and clarify how to address concerns relating to data revisions, the link between growth and interest payments and issues such as the non-callability of bonds.  It could be useful to have an example, with variants and wording options, to discuss with both potential investors and issuers.  
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5.30-6.30pm: Concrete next steps to be taken. Moderators: Inge Kaul and Stephany Griffith-Jones.

Annex 2. List of Participants

1. Carl Adams, Director, EStandards Foundation 

2. James Barrineau, Senior Vice President, Alliance Bernstein 

3. Eduardo Borensztein, Inter-American Development Bank, 

4. Pedro Conceicao, Deputy Director, Office of Development Studies, UNDP

5. Paulo Vieira Da Cunha, Head of Latin American Research, HSBC Securities 

6. Kemal Dervis, Administrator, UNDP and Chair of the United Nations Development Group (UNDG)

7. Kristin Forbes, Associate Professor of International Management, MIT

8. Monica Fuentes, Senior Associate, Goldman Sachs

9. Deepak Gopinath, Senior Writer, Bloomberg Markets Institute

10. Stephany Griffith-Jones, Senior Consultant, UN DESA and Professor of Economics at University of Sussex

11. Ira Handler, Investment Manager, Stichting Pensioenfonds ABP

12. Inge Kaul, Senior Advisor, Office of Development Studies, UNDP

13. Daniel Marx, Former Debt Negotiator, Argentina

14. Guillermo Mondino, Head of Emerging Market Research, Lehman Brothers

15. Pablo Morra, Latin America Economist, Goldman Sachs

16. Jose Antonio Ocampo, Under-Secretary General for Economic Affairs, United Nations

17. Oscar de Rojas, Director, Financing for Development Office, UN DESA

18. Daniel Schydlowsky, Head, COFIDE, Peru

19. Krishnan Sharma, Focal Point for Business Engagement, UN DESA

20. Robert J. Shiller, Stanley B. Resor Professor of Economics, Yale University

21. Robert Sheppard, Consultant

22. Shari Spiegel, CIPA, Columbia University

23. John Williamson, Institute of International Economics

24. Herman Smith, Statistician, Statistics Division, UN DESA

Observers

1. Ronald U. Mendoza, Policy Analyst, Office of Development Studies, UNDP

2. Daniel Platz, NGO Focal Point, Financing for Development Office, UN DESA

3. Julian Serre, Associate Expert, Financing for Development Office, UN DESA

� See for instance, Borensztein and Mauro (2004), Council of Economic Advisers (2004), IMF (2004), Schroder and others (2004), Williamson (2005) and the paper prepared for this meeting by Griffith-Jones and Sharma (2005).


� The meeting agenda and list of participants are provided in the annex to this report.


� All these benefits are explained and elaborated in the discussion paper for the meeting titled “GDP-indexed bonds: making it happen” (available in www.un.org/esa/ffd/Background%20Paper.doc).


� Under Shiller’s proposal to create “macro markets” for GDP-linked securities, creditors would have perpetual claims on a fraction of a country’s GDP. Coupons are adjusted each year in response to the cumulated growth up to that year. Borensztein’s proposal on the other hand would promote the idea of issuing a bond whose coupon payments are indexed to GDP growth. Coupons are adjusted each year in response to growth that year alone.


� Some take the view that industrialized countries should issue these instruments first, in order to create a demonstration effect and make it easier for developing countries to use these tools. See for instance, Shiller (2005).


� A cross-acceleration clause ensures that any delay in meeting payment obligations linked to an exposure immediately results in the obligation to reimburse the principal amount of this exposure as well as all other exposures. It is intended to provide more security to the lender, by providing an out-clause to the contract. See http://www.kpmg.ch/library/pdf/20030924_Circ_03_2.pdf.


� There was a similar experience with Bulgaria’s warrants, which involved some ambiguity as to which GDP data to use (i.e. nominal or real; denominated in US dollars or Bulgarian lev). See Segal (2004) for a discussion.







* This report was prepared by Stephany Griffith-Jones, Inge Kaul, Krishnan Sharma, Pedro Conceicao and Ronald Mendoza. They would like to thank Daniel Platz and Julien Serre for their excellent inputs. 

For further information on this meeting, or to send comments on this report, please contact the Financing for Development (FfD) Office of the United Nations Department of Economic and Social Affairs (UN DESA) [at Sharmak@un.org or s.griffith-jones@ids.ac.uk] or the Office of Development Studies of the United Nations Development Programme (UNDP) [at ODS@undp.org].
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