Developments in the Eurokiwi bond market
Kelly Eckhold, Financial Markets Department

The last few years have seen a marked increase in the volume of offshore issues of New
Zealand dollar-denominated bonds (otherwise known as ‘Eurokiwi’ béndsptal of $18
billion of these bonds has been issued since 1996 compared with a mere $1.5 billion in the five
years previously, and about $8 billion in 1985-87 when Eurokiwi issues first came to promi-
nence?

This article explains both the reasons for the upsurge in Eurokiwi bond issues and their impact
on the New Zealand financial markets and economy. It shows how, in effect, the Eurokiwi
market has allowed the substantial borrowing needs of ordinary New Zealanders to be met (by
small overseas investors) more cheaply than would have otherwise been possible.

Some observations are also made on possible future developments in the Eurokiwi market.

1 The development of the Figure 1

Simply defined, a Eurokiwi bond is a New Zea- ;""" Soiion
land dollar bond, issued typically by a non-New
Zealand borrower, to investors based outside'® | m Eurokiwi bond issuance
New Zealand. The bonds are usually listed on g |
a foreign stock exchange and are often able to
be sold in small ‘retail’ parcels (as low as $1,000
in many cases). The Eurokiwi market is not , |
unique. There are Euro bond markets in many
currencies, including, for example, the Austral-
ian and Canadian dollars. 0l
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Eurokiwi issues have been bunched in two diS+ote:  The 1998 figure is calculated by annualising the amount
tinct periods: 1985 to 1987; and 1996 to the of issuance to the end of May.
present (see figure 1).

One indicator of the extent of the expansion of

the Eurokiwi market is its size compared with Table 1

that of the New Zealand government bond mar-Bonds outstanding ($NZbn)

ket. Table 1 shows that the levels of Eurokiwi

and government bonds outstanding are nowS at

similar whereas in 1995 the Eurokiwi market 31 March — Eurokiwis Government bonds*

was only around a tenth of the size of the gov—iggg 13 182
ernment bond markét. 1997 77 18.4
1998 16.0 18.3

' The term ‘Eurokiwi’ is used here to refer to a number of
different types of offshore New Zealand dollar-denominated )
issues including both so-called eurobonds and global issues: ~ Excludes holdings by the Reserve Bank.

2 Note also that around $3.6 billion of so-called Samurai NZ
dollar bonds were also issued in 1996 and 1997 to Japanese
retail investors. They have a more complex structure than
Eurokiwi issues, and as none have been issued since early
1997, they are not dealt with as such in this article. However,®  Nevertheless, the volume of secondary market trading in
the general principles behind Samurai issues are the same  Eurokiwi bonds is still very small in comparison to the $1.2
as for Eurokiwis. billion daily turnover in the government bond market.
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How do Eurokiwis work? change the proceeds (in a back-to-back arrange-
The Eurokiwi bond market stems from two key ment known as a cross-currency swap).
factors:
What is happening here is that the World Bank
+ a high demand for credit in New Zealand and the New Zealand bank each borrow in the
which has pushed up New Zealand interesimarket in which they have@mparative ad-

rates; vantage, and share the net berfetiven if, as
_ generally will be the case, the New Zealand
at a time when bank can access US dollars only at a margin

_ in oth _ blv | above the World Bank’s cost of borrowing
interest rates in other countries, notably in USDs, so long as this margin is less than the
Europe and Japan, have been low and h | K eni " the off
falling. advantage the World Bank enjoys in the off-
shore NZD market, there exists an opportunity

In these circumstances, investors in the Iowfor both to ‘gain from trade’. The end result is

interest rate market tend to look for higheryield-that each ends up with the currency they need,

ing investments, such as New Zealand doIIar’andha:)a Iowe:jalrll-up fundmg Coﬁt than |f.thedy'
investments. This offshore demand for Neweac orrowed the currencies they require di-

Zealand dollar (NZD) investments creates thereC“y'
potential for borrowers to borrow NZDs more
cheaply than if they were constrained to the
New Zealand market alone. In other words,
foreigners effectively expand the supply of
NzD funding available. Their strong appetite
for the yields available on NZD investments, . . . ..
The incentives to issue Eurokiwis

relative to those available in their home coun- ) .
. Bank lending has grown strongly in New Zea-
try currency, and other currencies, enable )
. " . land in recent years — the annual rate of growth
borrowers to issue NZD securities at particu-. ) . .
larly competitive pricin in the resident measure of private sector credit
y P P g has ranged between 8 and 16 percent between

1994 and early 1998. Most of the lending has
However, New Zealand corporates and bank% ,
i een to households, not to firms or the govern-
do not have ready access to this offshore source . .
. . : . ent. A number of factors explain this
of NZD funding: they are simply insufficient- . . h .
; expansion of household lending, including a
ly well known in those overseas markets. But RN SR
surge in immigration and a general rise in in-

organisations like, for example, the World .
- . comes as the economy moved out of recession
Bank, and major internationally known banks . . : )
. in the early-mid 1990s. The ensuing housing
and corporations, do have that access because

. market boom was reflected in a rise in hous-
they are well known as credit-worthy names. . .
ing-related mortgage borrowing demand as

&Iew Zealanders sought to own (and/or build)
more, and more expensive, houses.

The box describes in greater detail the invest-
ment flows involved in a typical Eurokiwi
structure.

These organisations, of course, have no nee
for NZD funding. But what an organisation

like the World Bank can do is raise NZDs and _. . .
on-lend the proceeds, typically to a New Zea_Flgure 2 shows the upsurge in lending to house-
' holds. Annual lending growth by New Zealand

land bank. In return, the New Zealand bank_. S .

. . financial institutions has typically been greater
raises and on-lends the currency required by[han 11 percent since 1994. peaking at over 15
the World Bank. In essence, each borrows the P ' P 9

currency reauired by the other. and the eX_percent in the middle of 1996. Meanwhile,
y req y ’ y growth in nominal GDP (ie the economy over-

4 Typically the structure will be put together by aninternational *  The concept of ‘comparative advantage’ here is no different
investment bank, which identifies the opportunity and brings from that which underpins international trade in goods and
together the various parties to make the structure work. services.
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Investment flows associated with a typical Eurokiwi bond deal

The diagram below shows the investment flows  ultimately have to buy New Zealand dol

associated with a typical Eurokiwi issue. There lars to invest in the World Bank securitie
are four main groups of participants: as they are not natural holders of New Ze
land dollars.

Ordinary New Zealanders wishing to bor-
row New Zealand dollars at a fixed rate from Who ends up with what?
their bank (call this bank XYZ bank) via a The four main participants end up with the fo
fixed rate mortgage (eg a 3 year fixed ratelowing:
mortgage).
Ordinary New Zealanders

A New Zealand bank (XYZ bank) which This group ends up with fixed rate mortgage

lends New Zealand dollars via a fixed rate in New Zealand dollars at interest rates low
mortgage to their New Zealand customers.than would have been available in the abser|
In turn, XYZ bank needs to borrow New of the Eurokiwi market.

Zealand dollars at a fixed rate, which they

do in the interest rate swaps market (in thisXYZ Bank

case for 3 years). XYZ bank does this be-XYZ Bank has lent funds to households at tf

cause they wish to minimise their exposurefixed mortgage rate and has raised those fur

2S

ce

e
ds

to interest rate risk by borrowing funds of at the wholesale interest swap rate. Thus X

around the same maturity as the mortgagegnakes a gross profit equivalent to the margi

fixed rate New Zealand dollar bonds in its the benefits have accrued to borrowers fr
own name to foreign investors. This entity banks. (Banks’ profit margins on fixed rat
invests the New Zealand dollars raised withlending, if anything, have narrowed, not wi
the (XYZ) bank at the interest rate swapsened.)
rate and in exchange XYZ bank lends US
dollars to the World Bank for the term of Note also that XYZ bank cannot just borro
the bond issue (ie 3 years) at the prevailingUS dollars to fund its fixed rate New Zealan
US short-term interest rate. The combina-dollar mortgage portfolio. To do so would lea
tion of the New Zealand dollar interest rate XYZ exposed to the risk of the value of th
swap and the floating rate US dollar loan is New Zealand dollar falling over the term of th
known as a cross-currency swap. mortgages. This is arisk that XYZ bank —a
banks generally — are unwilling to take. But
A group of retail foreign investors who are the credit demands of the households are to
willing to buy the New Zealand dollar bonds met, someone has to be willing to take this
issued by the World Bank (these investorschange rate risk. The Eurokiwi structure leav
are often colloquially referred to as Belgian the currency risk with the Belgian dentist, wh
dentists). In essence, while they may be in-by investing, exhibits a willingness to acce
vesting in a relatively unfamiliar currency, the currency risk (in return for the high intere
they are attracted by the yields available onrate).
New Zealand dollar investments, and take
comfort in dealing with a familiar name and
familiar credit risk. This group of investors
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World Bank example, if the World Bank wanted to obtain
The World Bank ends up with US dollars on Deutschemarks instead of US dollars, then all
which it pays a floating rate of interest, plus athat would need to happen is that it would bpr-
locked-in profit equivalent to the spread be-row floating rate Deutschemarks from XYZ
tween the swap rate at which it lent New bank rather than US dollars.
Zealand dollars to XYZ Bank and the rate at

which it sold its bonds to the Belgian dentists Belgian Dentists

(the latter usually being close to the New Zea-These investors end up owning New Zealand
land government bond rate). This locked-in dollar denominated bonds which return a fixed
profitis, in effect, the ‘fee’ that the World Bank rate of interest close to the New Zealand gpv-
receives for using its name to help raise fixedernment bond rate. They also have an exposure
rate New Zealand dollars on behalf of the XYZ to the New Zealand dollar exchange rate. | If
bank. Or as the World Bank sees things, it get¢he currency depreciates relative to their ovn
access to US dollars at an all-up cost lower thargurrency over the life of the bond then their
it would otherwise be able to borrow at. Note return is reduced. If it rises then their return is
that this whole process can be repeated witrenhanced.
any other currency, not just US dollars. For

Ordinary New Zealandefs

T

NZD for Fixed
a fixed term mortgage

interest
rate
v USD for a fixed term  [US antney
< marke
O Z [Tl I >
A : A USD floating
; : interest rate
: FX market
UsSD !
for a 1
NzDfor et
a fixed termFixed USD floating EX*  NZD
interest interest rate
at NZ :
swap rate
' Fixed NZD interest
at the Eurokiwi rate . M
World Bank | " g gelgl_an
< entists

NZD for a fixed term

* This could be either Belgian francs or any other foreign currency that Belgian investors have to invest.
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Figure 2 For banks the counterpart to the growth in fixed

Annual household credit growth rate mortgage lending has been an increased
% % fixed rate funding requirement. As local retail
19 [+ depositors are generally quite reluctant to in-
141 "% vest for longer terms, especially when longer
124 12 term rates are lower than short-term rates, much
101 - 10 of this borrowing has been undertaken in the
g | | g interest rate swaps market (which is, in essence,

simply a wholesale market for borrowing and

6 ) 6
, T Householdredigrown lending at fixed interest rates). The swaps mar-
, , ket itself has grown strongly in recent years with

the growth rate having accelerated since 1995
(see figure 3). The total amount of NZD inter-
est rate swaps outstanding has almost doubled
all) has averaged only around 5 percent pesince early 1997.

annum.

Jul-92 Jul-93 Jul-94 Jul-95 Jul-96 Jul-97

Figure 3

Much of this lending has been done at fixedInterest rate swaps outstanding
rates of interest. Since 1994, the relatively firm

stance of monetary policy in New Zealand (it- 50, " Soiliong
self partially responding to the strength of credit
growth) has translated into a steeply downward*° — Swaps outstanding
sloping yield curve — that is, on average, float-
ing or, in other words, short-term, interest rates |
have been significantly higher than long-term, |
or fixed’, interest rates. Since banks set retalil
lending rates at a margin over relevant whole- |
sale rates (ie the rates at which they themselves
can borrow the funds to on-lend), retail fixed © ——————————————————0
mortgage rates have tended to be Significantly Jul-89 Jul-90 Jul-91 Jul-92 Jul-93 Jul-94 Jul-95 Jul-96 Jul-97
lower than retail floating mortgage rates.

L 40

30

+ 20

+ 10

This strong demand for fixed rate funding has

Intense competition in the fixed rate mortgageNad the effect of putting upward pressure on
market has reinforced the shift towards lowerNZD interest rates in the swaps market. Mean-
fixed borrowing rates. This has been reflectedVNile, the rates at which Eurokiwi issuers can
in profit margins on fixed rate mortgages that °0mow in the offshore NZD market are gener-

have often been significantly narrower than on@/ly quite closely related to New Zealand
the traditional variable rate mortgages. Asdovernment bond rates. By looking at swap

many prospective mortgage borrowers appeaﬁpreads, thatis, the difference between the swap
to choose simply the lowest interest rate on of-'t€ and the rate on a government bond of the
fer, regardless of the term for which the rate jsS@Me maturity, one can get a reasonable sense
fixed, there has been a surge in the amount off the funding advantage that exists in the Eu-
mortgage lending at fixed rates. Existing float- 'OKiwi market. A widening of these spreads
ing rate borrowers switching to fixed rate loans M@kes issuing Eurokiwis more attractive to
have also underpinned the growth in fixed ratePOtential issuers of Eurokiwi bonds, since it
lending. In 1994, only 7 percent of all mort- means a wider margin between their interest

gages were at fixed rates whereas by mid-199#0st of borrowing (from offshore retail inves-
this ratio had risen to 52 percent, and will havet©rs) @nd on-lending (in a swap) to New Zealand

risen further since then. banks.
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Figure 4
Eurokiwi issuance and the 5-year
swaps spread

$hillion %
15.0 4 r 1.50
mm Annual Eurokiwi bond issuance (LHS)
12,54 —5-year swaps spread (RHS) +1.25
10.0 t 1.00
7.54 +0.75
5.0 4 + 0.50
2.54 +0.25
0.0 + 0.00
85 86 87 88 89 90 91 92 93 94 95 96 97 98
Note: The 1998 figure is an annualised amount based on

issuance to the end of May. Swaps spread data is from

The National Bank of New Zealand Ltd and Fixed
Interest Securities Ltd.

Figure 4 illustrates how the volume of Eurok-

Bond yield differentials to offshore

Figure 5 shows the difference between the real
10-year government bond yield in New Zea-
land and the average of real 10-year yields for
New Zealand'’s trading partners since 198i.
recent years, the returns available to investors
in New Zealand bonds have risen significantly
relative to those available on the bonds of oth-
er countries. The recent resurgence of the
Eurokiwi market, and the relatively high levels
of issuance seen in the mid to late 1980s were
both associated with periods when New Zea-
land interest rates have been relatively high.
Two types of rate differential matter: those
between New Zealand and the home countries
of potential investors (typically Western Euro-
pean), and the rate differential between New
Zealand and other countries where European
investors might also choose to invest.

iwi issues has tracked swap spreads. Th&lgureé S
decline in swap spreads from 1990 to 1995 and=Urokiwi issuance and the trade-
the subsequent widening in spreads after 1998veighted real 10-year bond yield
correspond broadly with the fall and rise in differential

Eurokiwi issuance.

Factors motivating the investors in
Eurokiwi bonds

The total return available to the offshore buy-
ers of Eurokiwi bonds is another key factor
behind the success of the market.

investor receives from an investment in a Eu-
rokiwi bond:

the yield that the Eurokiwi bond offers over

and above that available on comparable in-

vestments — both in the investor’s own
currency but also in other markets; and

New Zealand dollar relative to the investor’s
own currency from the date at which the Eu-
rokiwi bond is purchased to the date at which
the bond matures.

There are®?
two elements to the total return that an offshore , ¢ |

the expected movement in the value of the

$hillion %
15.0 4 r6
mm Annual Eurokiwi bond issuance (LHS)
12.5 t5
— Trade-weighted real 10-year bond
10.0 yield differential (RHS) 4

7.54

0.0 4 0

85 86 87 88 89 90 91 92 93 94 95 96 97 98

Note: The 1998 figure is an annualised figure based on the

amount of issuance in the year to the end of May.

A comparison of the relative fortunes of the

Australian and New Zealand Eurobond markets

illustrates the powerful impact that changing
interest rate differentials between alternative
investment destinations can have on Eurobond
issuance. In 1995 just under $A15 billion of
Euro-Aussie bonds were issued, but there was

ReserveBank oF NEw ZeaLanp: Bulletin Vol 61 No.2

Most of the Eurokiwi issues are for terms considerably
shorter than 10 years (typically 2 to 3 years). The movements
in the yield differentials have tended to be more marked at
shorter maturities.
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a mere $NZ 50 million of Eurokiwi issuéslf 1980s was often quoted as a key reason why
the current pace of issuance persists in bottleurokiwi issuance reduced from 1988 onwards.
markets for the rest of the year then there willSo the recent depreciation of the currency could
be just over NZ$11 billion of Eurokiwi issues mean that the demand for Eurokiwi bonds could
in 1998 and A$8 billion of Euro-Aussie issues fall off quite quickly, although so far we have
despite the much larger size of the Australianseen, if anything, even stronger levels of Eu-
economy. In 1995 New Zealand 10-year bondrokiwi investment. In general, therefore, it may
yields were around 150 basis points lower tharbe that other factors — primarily the width of
comparable Australian yields. Now New Zea- interest rate differentials and swaps spreads —
land rates are around 100 basis points higheare more important than the direction of the
than those in Australia. Australian Eurobond currency?

issuance has slowed dramatically relative to

New Zealand issuance because Australian inAlso, New Zealand dollar markets are now rel-
terest rates fell relative to New Zealand interestatively mature and reasonably well recognised

rates. as an investment destination. Hence Eurokiwi
bonds may be more attractive for a given level
Figure 6 of interest rates/swaps spreads than would have

Australian and New Zealand Eurobond been the case in the mid- to late 1980s.
issuance

$hillon mm Australian issuance ($Ab) y Figure 7
16 - New Zealand issuance ($NZb) 15 PR
— NZ.- Aust. 10 year bond rate (RHS Eurokiwi issuance and the $US/$NZ
141 L 1.0 exchange rate
12
05 Sbillion $US per $NZ
104 L 0.0 15.0 7 o Annual Eurokiwi bond issuance (LH r0-70
38 | ’ — $US/$NZ exchange rate
1251 L 0.65
L-05
6 -
. 10.0 + L 0.60
N 1.0
2] 15 751 L 0.55
0 2.0
1995 1996 1997 1998 50+ 0-0
251 L 0.45
The exchange rate
It is difficult to know with certainty how the 0.0/ H0.40

L . 85 86 87 88 89 90 91 92 93 94 95 96 97 98
buyers of Eurokiwi bonds think about curren-

cy movements. Anecdotal evidence suggestsiote: The 1998 figure is an annualised amount based on the
that some investors tend to extrapolate recent amount of issuance in 1998 until the end of May.
trends into the future. So a past trend of a strong

New Zealand dollar could stimulate investment

as offshore investors ‘hop onto the bandwag-

on’. Figure 7 shows the relationship between

the value of the New Zealand dollar and the

volumes of Eurokiwi issuance since the earlyS In fact, some have argued that a fall in the exchange rate
1980s. The experience up until 1997 suggest- can, at the margin, increase Eurokiwi demand as offshore
ed that the strength of the currency was a factor gves o o e e e e b rva. st to
behind Eurokiwi issuance. Similarly, the de- invest. Perhaps the truth lies somewhere in between, with

ot : most Eurokiwi investors implicitly taking the view that for
preCIatlon of the New Zealand dollar in the late a range of relatively stable countries, currency movements
are difficult to predict and investment choices are best made
based on yield differentials. The direction of the currency
appears to be more important for Samurai bond issuance.
7 Australian data are based on Reserve Bank of Australia ~ Samurai issuance has stopped since the exchange rate started
estimates. falling in the middle of 1997.
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2 Eurokiwi bond issues: what lars in the foreign exchange market. This means

impact do they have on the that there has been higher demand for New
financial markets and the Zealand dollars than otherwise would have been

the case. This increased demand for New Zea-
economy? land dollars pushed up the value of the New
We can think about the macro-economic impactzegjand dollar exchange rate relative to where
of Eurokiwi issues under a number of headings.t would have been without the Eurokiwi bond
market.

The impact on interest rates

A rise in the demand for borrowing in New The jmpact on the current account
Zealand dollars generally requires an increasey third important macro-economic impact is
tors to supply the extra amount of credit (or inwhich makes capital more readily available will

investors who would not normally invest in the jnyestors have become available, resulting in
New Zealand dollar bonds to do so. These smaljower interest rates than otherwise and conse-
cause: otherwise would have occurred. The result is
) _ more spending directly on housing and indi-
* the amounts they have available to investgcily on other things as the result of higher
are generally too small to be directly invest- 5 ;se prices and personal wealth. A rise in
ed in the New Zealand government or ghanding, particularly at a time when the ex-
corporate bond markets. Distribution chan-hange rate is high, is generally associated with
nels for these New Zealand issued produCtsyigher demand for imported goods and ulti-
do not exist at a retail level in Europe orin mately a larger current account deficit. The
America; growth in export volumes may also decline
) . . ~ because of the higher exchange rate. Overall,
* the investors prefer to invest with entities {he result is a larger current account deficit than
they know. Thus, New Zealand corporate ,,uid otherwise have been the case.
entities or New Zealand banks would prob-
ably have to pay significantly higher interest Nevertheless, the impact on the current account
ra'ltes'than Eurokiwi ISSUETS, even if the dis- yeficit should not be overstated. A large pro-
tribution channels did exist. portion of the widening in the current account
in recent years has reflected consumption and

By enlarging the pool of investors in New Zea- j,estment decisions that would have occurred
land dollar assets, the Eurokiwi market has:;

: “irrespective of the existence of the Eurokiwi
reduced the extent to which New Zealand IN-harket, and many expenditures are not overly

terest rates have had to rise to satisfy theepgitive to relatively small changes in interest
increased borrowing demands in recent years,ie5 - Also Eurokiwi issues are not the only

capital flows influencing interest and exchange

. rates.
The impact on the exchange rate

A second important macro-economic impact of
the Eurokiwi market has been on the exchangerpq impact on the capital account

rate. As noted above, the Eurokiwi market hasrenqs in the capital account mirror those in
encouraged/allowed more offshore investors 1%he current account —
invest in the New Zealand bond market. To do
this they have needed to buy New Zealand dol

after all, if there were no
capital account flows then there could not be a
‘current account deficit. With regard to Eurok-
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iwi issues and the capital account, howevereffect, that imports will tend to increase (and/
there are two points to be noted. or exports fall). At this stage, we see a widen-
ing of the current account deficit and a
First, taken in isolation, a Eurokiwi issue will corresponding inflow of capital, in net terms.
not result in an immediate net inflow of capi- And the upward pressure on the exchange rate
tal: the inflow of funds from the offshore will tend to ease, as New Zealanders become
investor is offset by an outflow of funds from sellers of New Zealand dollars, and purchasers
someone else, being the party who sells the Newf the foreign currency they need to pay for
Zealand dollars required by the offshore inves-their imports.
tors. Unless the seller of New Zealand dollars
is a New Zealand importer, then there is noSecondly, the inflow of capital that gets record-
current account outflow, and hence no net caped in the capital account of the balance of
ital account inflow. More likely, one capital payments, and in the external debt statistics, is
account transaction will be offset by anothernot the Eurokiwi bond itself — which, after all,
capital account transaction. The corollary isis issued by non-residents to non-residents. (The
that the initial effect of Eurokiwi issues tends balance of payments and external debt data is
to be seen in financial market prices — that is,concerned only with transactions between res-
in the exchange rate and in interest rates. Othidents and non-residents). Rather, what appears
er things being equal, the extra demand for Newin the data is the foreign currency borrowing
Zealand dollars, and the extra supply of capitalraised by the New Zealand banks (see box for
from offshore investors, causes the exchangeletails) — offset, at least initially, by an increase
rate to rise and interest rates to fall. in the foreign assets, or reduced foreign liabil-
ities, of the party who sells New Zealand dollars
It is only as the effects on spending of lower to the Eurokiwi investors.
interest rates and a higher exchange rate take

Figure 8
Eurokiwi maturities
$billions $billions
2.54 -2.5
m Eurokiwi maturities
2.0 L 2.0
1.5 L 1.5
1.0 1.0
0.5 L 0.5
0.0+ A l L 0.0

Mar-97 Mar-98 Mar-99 Mar-00 Mar-01 Mar-02 Mar-03 Mar-04 Mar-05 Mar-06 Mar-07
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3 The Eurokiwi bond market: coming, then interest rates will rise. Similarly,
what lies ahead? if the level of new issuance is not enough to

At a general level this question is perhaps relaOSet the significant number of Eurokiwi ma-

tively easy to answer: Eurokiwi issuance will tut:“es schedulefd fgr rt]he ygars a}[headd— or lf
continue for as long as the conditions which OtNer groups ot ofishore investors do no

have fostered its development in New Zealanoer,TIerge —'then Z” else eqdual, the exchange rate
recently are sustained. The key feature require&v Il €xpenence downward pressure.

is high domestic interest rates relative to theA diustments that ired will likel
other markets. Generally, if credit demand re- ny acjustments fhat are required wit Tikely

mains strong here (and thus domestic imeres?ccur.ahead of the actg al ma'turilty dates of the
rates and swap spreads remain high) and mor{guroklws as the maturity profile is known well

etary policy overseas remains relatively eaS))n a:j\;lantce. i\hafnglng' perceptlonsd ?rf] tr]]ce fx-
(and thus foreign interest rates stay relativelypec ed strengih of newissuance and the tactors

low) then Eurokiwi issuance is likely to con- that drive Eurokiwi issuance will flow through

tinue. A moderating factor is the perceptionsmr:0 adjustTents " mtertehst re::]es aln(:,[i the EX-
of foreign investors about the risks of owning chanhge r.a'e soone.r ra e,r an later. For
New Zealand dollar bonds. If risk perceptionsexample’ ifinvestors increasingly expect a slow
rise for whatever reason (for example increaseé]lown in the economy, weaker credit demand,

concerns over the size of the current accounfaSIer monetary policy, and lower short-term

deficit, or the exchange rate depreciation thaﬂntereSt rates, Eurokiwi issuance will also be

has already occurred) then Eurokiwi issuanceexloecu_ad_t0 slow ar_1d the _exchange rate to fall.
would likely fall The shift in perceptions will generally come at

the same time as movements in the monetary

The analysis becomes trickier when we try topOIiCy cycle and will complement the effects

think about the impact of the maturity of the of that cycle. Past experience backs this up.
Eurokiwi bonds already on issue. As at 31The late 1980s and early 1990s, when the last

March 1998 nearly $16 billion of Eurokiwi concentration of Eurokiwi maturities occurred,

bonds were outstanding. Figure 8 depicts theCOinCide‘j with a period of exchange rate de-

distribution of future maturities. At least $500 preC|at|o][1. However, Il't was C(j:hhanges.ln the
million of Eurokiwis will mature in almost eve- stance of monetary policy, and hence interest

ry quarter until the second half of 2002. The rates, V\{hlczwere rrrllore closely Imkhed tohmovi—
amount of Eurokiwi maturities peaks in 2000 ments in the exchange rate rather than the

when over $5 billion of Eurokiwi bonds will maturity profilg i‘FseIf. In particular, the bulk
mature — an amount roughly equal o the fore.Of the depreciation of the exchange rate oc-

cast current account deficit for that year.

. "y ) . Figure 9

The |mpa9t of these maturities on the f"_]anC'alEurokiWi maturities and the SUS/$SNZ
markets will depend on the degree to which new
) exchange rate
issuance occurs over the years ahead. Inavery
short time, we have seen the proportion of ourg®"e ¢ | bonds matured (LHS)
total demand for credit which has been support- | —susisnz exhange ra
ed by this particular type of offshore investor °1
rise significantly. The increased inflow of cap- , |
ital from offshore has helped keep interest rates
relatively lower than otherwise in the face of 2/

strong credit demand and held the currency up, | | 0.50
relative to where it might otherwise have been.
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curred after 1989 when the amount of Eurok-mand in New Zealand would not fall immedi-
iwi maturities was tailing off (see figure 9) but ately despite higher foreign interest rates. But
when interest rates fell the most. if the rise in foreign interest rates reflects a
stronger international economic environment
then perceptions of the likely stance of domes-
Will the financial market adjustment tic monetary policy would firm as well. Thus
be smooth? domestic interest rates may rise with foreign
The smoothness of the adjustment to financiarates, slowing the narrowing in the differentials.
market prices will depend on the nature of theSo, in this case the adjustment to Eurokiwi is-
shocks to people’s expectations of future issu-suance and hence domestic financial prices
ance and the combination of shocks that occurcould also turn out to be measured rather than
sharp.
An example of a relatively benign shock is a
downward revision to expectations of future Amarked change in offshore investors’ percep-
credit demand. A slower economy with weak- tions of the risks associated with investing in
er credit demand, lower interest rates andNew Zealand could also cause a faster adjust-
narrower swaps spreads would result. Consement. This might occur for a number of reasons
qguently, Eurokiwi demand would fall off (for example, concerns over the current account
because the market would look less attractivedeficit or the exchange rate) and could result in
to both the issuers and buyers of Eurokiwia faster drop-off in Eurokiwi demand and higher
bonds. However, because the demand for credinterest rates (as credit demand would remain
slackens, funding requirements also slackenclose to previous levels), and a lower exchange
This is an example where the Eurokiwi marketrate (as offshore demand for New Zealand dol-
moderates the impact on interest rates of chandars would decline).
es in credit demand. When credit demand is
strong, the Eurokiwi market helps reduce theOverall, it is difficult to know for sure how the
extent to which interest rates rise. But corre-Eurokiwi market will evolve in the next few
spondingly, when credit demand slackens off -years and how financial prices will adjust to
which does not happen overnight — interest rate¢hose developments. An important point is that,
do not fall as much either. The exchange ratgegardless of what happens, New Zealand banks
would still need to adjust to a lower level as are generally not directly exposed to changes
the net demand for New Zealand dollars fromin interest rates or exchange rates because they
offshore has reduced. But this adjustmentgenerally cover or ‘hedge’ all of their risks as-
should occur in a relatively orderly fashion (as sociated with Eurokiwi issues. For example,
has occurred over the last year) because expeg¢hen the banks’ fixed rate funding from the
tations of future credit demand seldom swingEurokiwis matures, the mortgages banks have
quickly in any direction — either up or down. on the other side of their balance sheet will also
be due for re-pricing. The residual exposures
A potentially faster-acting shock is arise in for- are with domestic borrowers, particularly
eign interest rates — perhaps in response to homeowners, who could face higher interest
firming in monetary policy abroad. In this case rates when their fixed rate mortgage terms ma-
the differential between domestic and offshoreture, and the foreign owners of the Eurokiwis
interest rates would narrow, diverting invest- who are exposed to movements in the exchange
ment away into different markets. The fasterrate.
the interest rate differentials narrow then the
faster that Eurokiwi issuance would drop off,
resulting in a more rapid fall in the exchange
rate and faster rise in interest rates. The rise in
interest rates would occur because credit de-
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4 Conclusion pressure on New Zealand interest rates given

In sum, the Eurokiwi bond market has enjoyedthe strength of borrowing demand, and to put
a renaissance in the past few years. Increase¢Pward pressure on the exchange rate. In es-
demand for borrowing in recent years hassence, the Eurokiwi market is a reflection of
pushed New Zealand interest rates up relativd1oW the global financial markets respond effi-
to offshore interest rates, and, in effect, hasciently to match supply and demand for funds.
spilled over to other markets. Eurokiwi issu-

ers, by accessing offshore demand for highLooking forward, the future of the Eurokiwi
yielding NZD investments, have been able tomarketis uncertain and largely depends on the
obtain cheap funding for themselves, and at th&xtent to which New Zealand interest rates re-
same time have facilitated the borrowing needdnain high relative to those available offshore.
of New Zealanders by helping local banks taplfthe rate of Eurokiwi issuance does slow, then,
a source of finance (ie small retail offshore in- all else equal, the effects will tend to be seen in
vestors) which would not normally be available. @ lower exchange rate and higher interest rates
The result has been to moderate the upwardhan otherwise.
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