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Anatoly Belzetsky

Shaping and Functioning of the Corporate
Bonds Market in Conditions of
Transition Economy

The corporate bonds market is a tool to finance the real sector of economy. Now there are no uni-
form recipes which would promote prompt development of the effective corporate bonds market in
transition economy. However, sufficient number of empirical facts connected with shaping and de-
velopment of the national corporate bonds markets in countries of Europe, Asia and Latin America
have been collected. Based on theoretical generalization of empirical facts and taking into account
the need to respect economic interests of key players of the market the present paper formulates
the law of conservation of economic gain on the primary corporate bonds market. The paper sug-
gests a model of functioning of the corporate bonds market and analyses the major factors influen-
cing on its formation in conditions of transition economy. Recommendations on formation and de-
velopment of the market of corporate bonds in the Republic of Belarus are developed.

Developed national corporate bonds market promotes increase in stability of financial system of the
country, reduces the country’s dependence on external sources of financing and on fluctuations of
the international capital flows, reduces dependence of enterprises and the whole economy on bank
crises. Last decades in the world saw the tendency of growth of importance of securities markets in
general and the corporate bonds market in particular. This tendency has extended to the Western
Europe, Japan, the Southeast Asia countries and Latin America. In conditions of growing global
importance of the corporate bonds markets they are actively shaped in countries with transition
economy, including the Republic of Belarus. Successful shaping of the corporate bonds market in
conditions of transition economy requires studying tendencies and laws of its development, analyz-
ing factors that promote and interfere with its formation.

Market Development Factors

Organizations like the International Monetary Fund — IMF (Corporate Finance, 2005), the Inter-
national Organization of Securities Commissions — IOSCO (The Development of Corporate Bond
Market, 2002) and the Bank for International Settlements — BIS (The Development of Bond Mar-
kets, 2002) have conducted the most comprehensive research of the fundamental factors determin-
ing the corporate bonds markets development dynamics in the developed and developing countries.
These researches resulted in findings that a country with well functioning corporate bonds market
shall have: 1) a reliable regulatory structure; 2) a developed market infrastructure; 3) an adequate
corporate management and the standard reporting standards; 4) a well functioning state bonds
market; 5) a developed credit culture; 6) a well-regulated bank system; 7) wide investors’ basis; 8)
well functioning derivative tools market. Numerous examples show that a subset of these condi-
tions probably, 1 — 5 is required to shape the corporate bonds market.

Despite of wide use of the factorial approach to drafting strategy of the corporate bonds markets
development in different countries it seems that many researchers exaggerate its importance too
much, which frequently does not give a desirable result. The reality is such that in many cases the
corporate bonds markets in conditions of transition economy develop under own scripts not always
fitting into the factorial approach strategy. It is explained by an alternative character of transition
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economy development, which follows from its most nature where elements of old and new condi-
tions are mixed, as well as from variety of the factors influencing development during this period.
We shall consider some examples.

Distinctive feature of the corporate bonds market in Russia is that its shaping has started during
the second half of 1999 when the state bonds market did not function and there was no reference
interest rates structure. It is explained by the 1998 default, resulting in undermining trust to the
state bonds. There were no strong institutional investors and the credit culture in the country (at
the same time it is necessary to note that in many developing countries the corporate bonds mar-
kets are shaped at absence or weak development of institutional investors, i.e. at absence of the ma-
jor factor of demand for corporate bonds). The Russian corporate bonds market is one of the few
developing national markets, which has been significantly influenced by foreign investors though
traditionally it is considered that foreign investors, as a rule, do not show interest in the national
corporate bonds market, especially at initial stages of its formation.

Finally, banking system played an essential role in shaping the Russian corporate bonds market
though it is considered that banks are not key investors in corporate bonds. Investments of the
Russian commercial banks in cor-
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Let’s consider another example. Traditionally it is considered that certain macroeconomic stability
should be achieved in the country for shaping the corporate bonds market, i.e. budget deficit should be
under control with low inflation. Data on 35 countries (BIS, 1999; IMF, 1997) testify to negative correla-
tion between development of the bond markets (market volume in percentage to gross national product)
and rates of inflation, however absolute value of the correlation factor equal to -0,45, is far from being
high and does not allow to refer to steady negative interrelation between these factors. At the same time,
experience of certain countries, in particular, Brazil, Iceland, Israel, indicates that the corporate bonds
market can be developed even in conditions of very high economic instability. In this case various forms
of bonded debts can be used, in particular, bonds with variable interest rate, inflation or currency-
indexed bonds and the bonds nominated in foreign currency.

The considered examples prove that each country follows its own way to developed corporate bonds
market. Probably, fundamental factors determining development of markets represent target refer-
ence points for these countries, however, changes and trajectory of transition to the developed cor-
porate bonds market for each of these countries differ and are determined by initial country condi-
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tions, national specific features and external economic factors. Besides, the factorial approach is too
the general and not always answers current questions of the transition period, for example, what
factors are determining and what problems need to be solved first of all. There is also a problem of
completeness of fundamental factors and its theoretical decision is not found yet. In this respect
generalization of empirical facts and disclosure of laws of functioning of corporate bonds market in
conditions of transition economy represents is an important problem.

Market Functioning Formalized Model

The corporate bonds market (hereinafter the primary corporate bonds market is meant), as well as
any other market, has a complex structure. Basic elements of this structure are participants of the
market (subjects), corporate bonds (object), the information and legal environment and market
functioning organizational and economic mechanism.

Participants of corporate bonds market are natural and legal persons entering certain economic
relations on the occasion of issue, placement, circulation and retirement of bonds, and also serving
their circulation and settling accounts on them. The following participants of securities market are
distinguished: issuers; investors; professional intermediaries and the state (See Fig. 2).

Key function of the corporate bonds market is mobilization and redistribution of temporarily free
monetary resources to develop real sector of economy. The corporate bonds market carries out its
functions only when its participants receive economic gains from the participation thereat. Partici-
pants of the market pursue their economic interests and economic relations are manifested through
these interests, forming motive force, priorities and reference points, highways and mechanisms of
market functioning. Thus, the main condition of functioning of the corporate bonds market is in
combination of economic interests of its participants which forms necessary institutional precondi-
tion of growth of its efficiency.

Fundamental factors significantly influence economic interests of key market participants, chang-
ing their economic behavior in the scales leading to radical changes in the market as a system.

Tools necessary to coordinate economic interests of participants of corporate bonds market are lo-
cated in sphere of active use of socially focused market relations in combination with state regula-
tion and self-regulation.

Economic relations between participants of corporate bonds market determine its development
owing to what preconditions of building a model of its functioning are created. Such model should
be built from the point of view market performing its basic functions and analysis of behavior of its
basic participants, ensuring performance of these functions, pursuing their economic interests and
being influenced by fundamental factors. The model as well, should consider combination and ex-
tent of coordination of economic interests of participants of the market.

Economic Interests of Key Participants of the Market

The major condition of functioning of corporate bonds market is respect of economic interests of all
its key participants - issuers, investors, intermediaries and the state - professional participants of
market of securities.

Economic interests of bonds issuer is in his aspiration to receive a long term loan possibly with
lower interest rate. For the issuer attracting investments by issuing corporate bonds has the follow-
ing advantages: provides publicity to the company; forms its credit history; promotes depreciation



of debt servicing and increases loan volumes with subsequent references to the financial market;
improves image of the company for an investor.

Figure 2: Corporate bond market functioning model formalizing diagram
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CORPORATE BOND MARKET FUNCTION-
ING MODEL

Bond is quite rigid promissory note: issuing bonds, the issuer bears certain risks and there is always
a probability that the bonded debt will not be successful, that is the fact of bonds issue yet does not
guarantee their placement on conditions developed by the issuer. Therefore the issuer aspires to
receive a loan under lower interest rate and to compensate risks related to placement of bonds.

The investor is interested in investing under probably higher interest with the minimal risk. From
the investor’'s point of view appeal of corporate bonds is explained that they allow the investor to
form and operatively manage bonds portfolio, diversifying investment risks; to restore current li-
quidity, carrying out REPO operations and sale transactions with bonds buy back obligation; to
participate in financing borrowers irrespective of the size of investor’s own capital. Bonds are at-
tractive to the investor with the right of premature retirement, high level collateral and liquid sec-
ondary market.

Economic interests of the state on corporate bonds market are in, on the one hand, maximizing tax
revenues during issue, circulation and retirement of corporate bonds, and from another hand, in
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providing an opportunity for normal investment process in real sector of economy that will pro-
mote to increase in tax revenues as well.

Professional participants of securities market render services during issue, placement, circulation
and retirement of bonds and are interested in corporate bonds market development and also in re-
ceiving of incomes of their activity.

Measurement of Economic Gain of Participants of the Market

To measure economic gain of key participants of the corporate bonds market we shall take advan-
tage of concept “yield”. Yield of investor Y, is a rate of corporate bond interest yield, which the
investor shall receive as a result of possessing this bond. Yield of issuer Yi, represents profitability
in the form of risk premium, which the issuer should receive, placing issue of corporate bonds ra-
ther than attracting a bank credit. Yield of taxation Yr is a part of corporate bond yield, which the
state will withdraw in the form of tax on the yield income. Here the yield income is understood as
any interest declared (established) in advance on the corporate bond, including in the form of dis-
count or coupon payments.

The concept “yield of taxation” is introduced in order to compare interests of the state and other
participants of the market on a uniform basis as comparing yield income tax rate with yield of, for
example, the issuer or the investor is incorrect.

Intermediaries yield Y, corresponds to a part of corporate bond yield that the issuer spends for
issuing, placing, circulation and retirement of bonds in the form of payment of commissions to pro-
fessional intermediaries.

The introduced notions about the yield, measuring economic gain of key participants of the market
have interrelations, which can be presented in the form of interest rates structure.

Interest Rates Structure

The long-term analysis of interest rates in the developed and developing markets of promissory
notes has shown that corporate bonds in these markets occupy the niche, and their yield is within
the limits of, the alternative tools limited by profitability (See Fig. 3).

Figure 3: Structure of interest rates on the primary corporate bonds market
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Ys — yield spread; Yss.c — state securities yield; Yz — premium risk; Y7 — yield corresponding to
income tax; Y — intermediaries yield; Y; — yield of issuer; Y1, — investor yield (the bond hold-



er); Yep — corporate bonds market yield; Y;, — bonded debt cost reduced to bond yield; Igc — bank
credit interest rate.

The lower bound of corporate bonds yield is limited to state securities yield Yss.c, which by their
temporary structure (terms of payment of interest and term of circulation) are the closest to the
temporary structure of payments of the bonded debt. For the investor yield of corporate bonds
should be above yield of the state securities by the size of risk premium Yz to make sure that he/she
finds it favorable to buy corporate rather than the state bonds.

The upper bound of corporate bonds yield is determined by the bank credit interest rate Izc. In the
course of placement of bonds the issuer incurs risk non-placement of bonds on the offered condi-
tions, measured by yield Y,.. For the issuer the cost of bonded debt Y; should be more attractive in
comparison with the bank credit interest rate to make sure that he/she finds it favorable to place
bonded debt rather than to take bank credits.

Participants of the market find the corporate bond yield level acceptable when the issuer, in order
to interest investors, offers premium Yz to the state securities yield. At the same time he borrows at
lower rates compared with available sources of bank crediting for value Y. Therefore in the func-
tioning market corporate bonds yield should be inside of these bounds and this can be expressed by
the following inequality:

YSSec < YIss < YCB < YL < IBC- (1)

The inequality (1) says that in order to respect economic interests of all participants of the corpo-
rate bonds market yield Yz cannot be below state securities yield Yssec, and cost of bonded debt Y,
cannot be above the bank credit interest rate Izc. In addition, the bonded debt cost Y;. always will be
above corporate bond yield Y¢s as the bonded debt is connected with additional charges on issue,
placement, circulation and retirement of corporate bonds. Finally, investor yield Yz will be below
the corporate bond yield by the value, related to tax payments. In case the corporate bonds income
tax is not levied by the state, then Y = Yes.

In inequality (1) economic interests of all key participants of bond market are taken into account:
investor’s (Yssec <Yiw), intermediaries’ (Ycp < Y1), issuer’s (Y1 < Igc) and the state (Yiss < Yeg). In case
the corporate bonds yield will be outside of the designated bounds the market will not function. If
lower bound of inequality (1) is disrupted that is when Yssec> Yin, the investors will find it more fa-
vorable to buy more profitable, reliable and liquid state securities. If upper bound of inequality (1)
is disrupted that is when Y7, > Igc, then the issuer will find more favorable to take the bank credit
rather than place the bonded debt.

Thus, the bank credit is considered an alternative to the bonded debt, and the state securities — an
alternative to corporate bonds. Therefore corporate bonds yield is limited from above by the bank
credit interest rate, and from below by the state securities yield with corresponding parameters and
terms of circulation.

The inequality (1) is not strict as there may be an option when the investor finds it so important to
diversify a portfolio that he can refuse the risk premium, that is the investor will be happy with this
option, when Yssee = Ycp. On the other hand, there is a chance when the issuer is ready to place
bonds with the cost of the bonded debtloan equal to the bank credit interest rate, that is Y1, = Isc.
Such cases take place quite often at the very first placement of bonds when the issuer enters on the
corporate bonds market for the first time in order to make a public credit history.
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Thus, for normal (from economic point of view) functioning of the corporate bonds market it is ne-
cessary that corporate bonds yield is more profitable than the state securities with corresponding
parameters and terms of circulation by the value corresponding to the corporate bonds risk pre-
mium, and the bonded debt cost is less than bank credit interest rate. Therefore interests of the
state and the investor shift corporate bonds yield to an increase whereas interests of the issuer shift
this yield to the opposite side and diminish it.

The Law of Gonservation of Economic Gain

It follows from the corporate bonds market functioning model that the maximum probable bonds
yield is equal to the bank credit interest rate, whereas the minimum - to the state securities yield. A
difference between these yields shall be referred to as corporate bonds yield spread Y.

Ys = Isc-Yssec. (2)

The corporate bonds yield spread is a measure of general economic gain from issuing corporate
bonds, which the key participants of the market should divide among themselves: the issuer — in
the form of the placed bonds yield Yzss discount compared to the bank credit interest; the investor —
in the form of risk premium Yz compared to the state securities yield; the state — in the form of tax
receipts Yr; intermediaries — in the form of commission Yz Therefore, it is fair to use the following
equation for corporate bonds yield spread (See Fig. 3):

Ys = Yssec + Y1 + Yint + Yiss. 3
Substituting (2) in (3) shall result in
IBC - YSSec = YR + YT + YInt + YIss- (4)

The equation (4) shows that in the functioning corporate bonds market there shall be a balance be-
tween the general market economic gain, measured by corporate bonds yield spread, on the one
hand, and the sum of economic gains of the key participants of the market, with another. None of
the corporate bonds market participants including the state, in the case most favorable for it cannot
receive economic gain that exceeds corporate bonds yield spread. An increase in economic gain of
one of the market participants can happen only when economic gain of other market participants is
reduced. In addition, at the functioning corporate bonds market the economic gain cannot disap-
pear at all, i.e. if any participant of the market for whatever reasons receives less economic gain,
this part of the half-received benefit goes to other market participants.

As the corporate bonds market occupies the niche in the market of promissory notes, and corporate
bonds yield should be within the limits of the alternative tools limited by yield in the functioning
corporate bonds market there must be a balance of economic interests when the total economic
gain of key participants of the market equals to its general economic gain. Such balance of econom-
ic interests can be referred to as the law of conservation of economic gain as it represents a steady
and naturally repeating interrelation.

In general, the law of conservation of economic gain is formulated as follows: at the functioning
primary corporate bonds market general economic gain is determined by the alterna-
tive tools limiting market niche of the primary corporate bonds market and is always
allocated between key participants of the market (the issuers, the investors, the in-
termediaries and the state). The law of conservation of economic gain says that the total eco-
nomic gain does not appear at the functioning corporate bonds market from anywhere and from
anything, and is determined by the alternative tools limiting its market niche, and does not disap-



pear to anywhere, does not generate unused surpluses, and is always shared between key partici-
pants of the market.

The equation (4) is the mathematical description of the law of conservation of economic gain. The left
part of this equation describes general economic gain of the functioning corporate bonds market, meas-
ured by yield spread and the right part reflects the total economic gain of main participants of the market.

It is important to emphasize that the law of conservation of economic gain takes place only at the func-
tioning corporate bonds market. If the law of conservation of economic gain is not observed, the market
will not function. The last is possible in case when the overestimated economic gain of one or several
main participants of the market exceeds the total economic gain of the corporate bonds market.

The best proof of violation of the law of conservation of economic gain is the existing situation at
the stock market in Belarus when the state, having established unreasonably high tax rate on cor-
porate bonds income, tries, by means of tax withdrawals, “to take away” all yield spread at the cor-
porate bonds market, leaving nothing to participants of the market. Finally it has led to absence of
the corporate bonds market as in this case there is no economic gain for other market participants -
issuers, investors and intermediaries. Exemption from income tax on bank bonds, according to the
Decree No 537, issued by the President on August 28, 2006 made an impetus to shaping of the
market of these bonds.

Developing markets of Brazil, Chile and Mexico could give another example proving the law of conserva-
tion of economic gain (See Tab. 1). In Brazil and Mexico corporate bonds income is not taxed, whereas
there are such taxes in Chile. Comparing the structure of costs of bonded debts in these countries it is
possible to notice that with absence of taxation of bond income other items of expenditures, first of all,
organizational costs increase according to the law of conservation of economic gain.

It is especially clear on an example of comparing of organizational costs for bonded debts in Brazil and
Chile for small corporations with volumes of issue of bonds not exceeding US$ 17 M and 15 M respec-
tively. For the same total cost of the bonded debt equal to 4.6% of the nominal price, absence of income
tax on corporate bonds in Brazil has led to increase in organizational costs, fee related to assigning credit
rating and market expenses. For Brazil these components are equal 65%; 14.3% and 11.8% respectively
and for Chile — 45.6%; 4.3% and 2.6%. In other words, that part of spread of corporate bonds yield that
in Brazil the state does not withdraw in the form of taxes passed to intermediaries responsible for orga-
nizing and servicing the bonded debt and for assigning credit rating.

Table 1: Structure of Costs of Corporate Bonded Debts (Zervos, 2004), % to the total cost

Volume of issue, US$ mln.
Item of expenditures Brazil Chile Mexico
17 100 15 100 18 o1
Organizational costs 65.0 | 86.6 | 45.6 | 36.6 | 50.3 | 67.7
Registration fees 88 | 39 10.8 2.7 33.2 | 23.6
Fee for assigning credit rating 14.3 | 5.8 4.3 1.3 12,7 | 7.4
Market costs 11.8 | 3.7 2.6 0.6 3.8 1.3
Taxes - - 36.7 | 58.5 - -
Total cost, % to nominal price 4.6 | 2.4 4.6 2.7 2.0 1.2

Therefore, the law of conservation of economic gain in the corporate bonds market establishes in-
terrelation between key parameters of functioning of the market, which are yield of investor, of tax-
ation, of intermediaries, of issuer and external parameters — yield of the state securities and inter-
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est rate on bank credits. However, implementation of the law of conservation of economic gain yet
is not a guarantee functioning of the market, as in the functioning market should be respect to both
balance of economic interests of its key participants and economic interests of each key participant
of the market separately. Using the language of mathematics, the law of conservation of economic
gain is a necessary rather that sufficient condition of functioning of the corporate bonds market. It
is this fact that leads to necessity of studying economic gain for each key participant of the corpo-
rate bonds market separately.

The Risk Premium

The risk premium is the main component of economic gain of the investor intended to buy corpo-
rate bonds. Compared to the state securities corporate bonds should be more attractive in terms of
profitability being a higher risk level tool. Therefore “net” yield that the bond holder should receive
after paying income tax, should differ from state securities yield by size of risk premium and the
general yield that the bond holder receives, shall be equal:

YInv = YSSec + YR- (5)

The risk premium size is determined by issuer’s solvency in relation to specific issue of bonds, i.e.
ability of the issuer to pay in time the principal sum of debt and interest on it and to execute other
obligations arising from conditions of bond issue. The easiest method of assessing risk premium is
to determine its size depending on respective bond issue rating.

Corporate bonds rating is a comprehensive assessment of the issuer’s ability to fulfill obligations in
relation to a specific bond issue entirely and promptly during the period of their circulation, taking
into account the forecast of possible economic environment changes.

Table 2: National Rating Scale (beav3eyxtuil, 2005)

Rating Rating level Risk of full or partial default of Risk pre-
issuer to fulfill obligations mium, %
per annum

Investment level

AAA Very high Minimal 0.75

AA High Insignificant 1.00

A Upper medium Low 1.80

BBB Medium Relatively low 2.25
Speculative level

BB Satisfactory Moderate 3.50

B Below average Acceptable in general 6.50

CccC Low with potential to increase | Quite high 10.00

CC Low High 11.50

C Very low Exceptionally high 12.70

D Unsatisfactory Default — refusal to fulfill obligations 14.00

The corporate bonds rating should be assessed using the national rather than the international rat-
ing scale (See Tab. 2). The main advantage of the national rating scale is in greater differentiation
and more exact correlation between risk levels of issuers of corporate bonds in a specific country
compared with the international rating scale. Unlike international rating scales the national scales
reflect risks of companies-issuers in one country. Within the framework of the national rating scale
many country risk aspects are not considered as it is assumed that all country risks equally influ-



ence national issuers and they all are in identical conditions. As a result, the steadiest companies of
the country, as a rule, receive the highest possible rating on the national scale. Other companies
receive national scale rating how their parameters relate with parameters of the country’s steadiest
company. Thus, the national rating is a current conclusion on the issuer’s ability to fulfill obliga-
tions, in comparison with similar parameters of other issuers and their obligations in a specific
country.

The knowledge of corporate bonds rating allows determining the risk premium that was based on
statistical sampling of bonds within the range of a specific rating category that were listed at the
stock market (See Fig. 4).

Figure 4: Impact of corporate bond rating on risk premium
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Taxation Yield

Taxation yield is a part of corporate bond yield, connected with tax payments. This definition
shows that connection between taxation yield and the tax rate on corporate bond interest income T
is described by the following expression:

Yr=TYcs. (6)

In practice, at a stage of bonded debt development it is not always convenient to use the formula
(6), as the corporate bond yield, as a rule, is unknown. To exclude an unknown value Y¢g it is possi-
ble to use another formula, following from the interest rates structure (See Fig. 3):

Ycp =Yssee +Yr + Y1 (7)
Substitution of (7) in (6) and resolving the received equation in relation to Y7 results:

T.(YSSec+YR) (8)

Y. =
! -7

Defauttprobatitity;
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In the last expression the interest income tax rate T should be expressed as decimal fraction. If the
tax rate is expressed more naturally, in percentage, then expression (8) will look as follows

ec

100%—-T

_T'(YSS +YR) (9)

T

Example: To assess the corporate bond yield that the issuer should offer the investor at Yss.. = 10,
Yr = 2% per annum and T = 40 %. Substitution of these data in (9) results:

v _40-(10+2)

=8%:- per - annum .
" 77100 - 40 P

So that to interest the investor, expecting to obtain yield on a specific bond equal to 10 + 2 = 12%
per annum, the issuer should increase this yield by 8% per annum, i.e. according to (7) to offer the
yield equal to:

10 + 2 + 8 = 20% per annum.

The considered example evidently shows that the tax rate is a key parameter, which influences dis-
tribution of general economic gain between the state, on the one hand, and other participants of the
market (the issuer, the investor and the intermediaries), with another.

Bonded Dehts Cost

The bonded debt cost is determined by corporate bonds yield and costs, related to organization and
servicing of the loan Y;, (See fig. 3) (Beavseuxuii, 2005).

Yr =Ycp + Y. (10)

Costs of organization and servicing of the loan are connected with services that professional partic-
ipants of securities market render to issuer of bonds. It is worth considering the content and cost of
these services.

Bond issue organizer services are of organizational, consulting, information nature and include
development of the bonded debt concept, financial engineering of bonds, preparing and submitting
documents to the state registration authority, drafting of the investment memorandum.

Financial adviser services include analysis of financial status of issuer, preparing prospectus and
certificate of conformity of information, disclosed by the issuer in the course of issuing bonds to
requirements of the legislation.

The payment for services at primary placement of corporate bonds depends on the way they are
placed: 1) auction; 2) direct placement by the issuer; 3) underwriting.

In case corporate bonds are placed by carrying out auctions at the Open Joint Stock Company “Belaru-
sian Currency Stock Exchange” it is necessary to note that the stock exchange charges quite insignificant
fee from transaction’s participants, which is only 0.01% from value of corporate bonds transaction (tak-
ing into the VAT). Besides, the stock exchange does not charge for procedure of corporate bonds admis-
sion to listing at stock exchange, and also for corporate bonds primary placement.

In case bonds are placed directly it is necessary to take into account that according to the legislation
bonds are sold with mediation of professional participant of securities market, which charge, on
average 0.1 — 0.2% of the volume of issue. On average, the transaction registration fee is one base
unit — minimum salary.



In case bonds are placed by underwriting, the underwriter assumes liability to place either all vo-
lume of issued bonds or its part. Advantage of such placement is the opportunity to place signifi-
cant volumes of issue, whereas the disadvantage is in necessity to pay commission, ranging from
0.5 to 1.0% of the volume of issue par value.

The payment for securing service depends on the form, used to execute bond obligations: mort-
gage, guarantee or bank guarantee. If securities or real estate of the issuer are chosen to be the sub-
ject of bond mortgage the payment for guarantee will be minimal or none. In case of guarantee or
bank guarantee payment size for guarantee will be the maximal. The bank guarantee payment can
reach 3 — 5% of the volume of issue.

Payment for depositary services depends on the bonds issue form. Bonds can be issued in the do-
cumentary form to the bearer or registered, in the form of records on accounts. In the first case
there would be charges connected with producing the certificate of bonds, in the second instance
there would be fees, paid to the authorized depositary.

The commission charged by depositaries is linked, as a rule, with base unit. So, for storage of issue of
bonds the commission is approximately one base unit; storage of the register of bond holders ranges
from two to six base units a month; for registration of one transaction — one base unit; opening of the
depot account to the client (except for opening in the unconditional order) — two base units.

Services of the paying agent include payment of interests on bonds and the principal loan amount
at their retirement and other settlements, connected with loan arrangement. Besides, the paying
agent duty includes informing bond holders and market participants about the terms and condi-
tions of payments, providing reports on payments made to issuers and the persons authorized to
receive interest payments and the sums from retirement of par value of bonds.

Market-making is a service to maintain the secondary corporate bonds market, based on the contract
concluded between market-maker and the issuer. Such bonds liquidity support promotes increase of
investment appeal of bonds and improves their assessment as object of investment. As market-making
is connected with risks the market-maker assumes in case of adverse market conditions, the market-
maker demands compensation for it. Its size may reach 0.5 — 1.0% of the issue volume par value.

Other costs include publications in press, notary official registration of papers, loan presentation
and promotion campaign. Here it is possible to include a 30 base unit fee raised by the Ministry of
Finance Securities Department. Miscellaneous costs, on average, amount to 0.1 — 0.2% of the issue
volume par value.

Table 3: Average Service Fee for Issue, Placement, Circulation and Retirement in the Shaped Cor-
porate Bonds Market

No Description of the service Fee, % to issue par value volume
1. | Issue Organizer 0.5—-1.0

2. | Financial Adviser 0.5 - 1.0

3. | Primary Placement (underwriting) 0.5-1.0

4. | Securing (guarantee) 0.3—3.0

5. | Depositary 0.05 — 0.10

6. | Paying Agent 0.1—-0.2

7- | Market-Making 0.5—-1.0

8. | Other (miscellaneous) Costs 0.1—-0.2

299

Conference
May 19-20,
2008, Minsk

“Zh



300

National Bank,
of the Republic
of Belarus

b

Average commission for the same services rendered in the Russian and Ukrainian corporate bonds
markets are provided in Table 3.

Generally the bonded debt cost is determined by degree of the corporate bonds market development
and spread of intermediaries Y;,, can be roughly presented by following values: emerging market — 3 —
5; developing market — 1 — 3; developed market — 0.5 — 1% of the issue volume par value.

Market Functioning Scenarios

Scenarios of the corporate bonds market functioning are based on the law of conservation of eco-
nomic gain at a level of interest rates existing in Belarus by late 2007 (Yssec = 10; Ysc = 13 — 17% per
annum). Market functioning scenarios were based on probable corporate bonds yield spread integ-
er values (Tab. 4). Thus for each scenario the preset value yield spread was distributed between the
basic participants of the market depending on position with which they occupy in the market and
degrees they influence on its functioning.

First of all (at Ys = 3% per annum) yield spread was distributed between investors and intermedia-
ries, secondly (at Ys = 4% per annum) — between investors, intermediaries and issuers and thirdly
(at Ys> 4% per annum) — between all key participants of the market.

Table 4: Corporate Bonds Market Key Characteristics for Different Scenario, % per annum

Yield spread Economic gain indicators Yield indicators
Yr Yint Yiss Y T, % Yinw Ycr Y.
3 2.0 1.0 0.0 0.0 0 12.0 12.0 13.0
4 2.0 1.0 1.0 0.0 0 12.0 12.0 13.0
5 2.0 1.0 1.0 1.0 7.7 12.0 13.0 14.0
6 2.0 1.3 1.3 1.4 10.4 12.0 13.4 14.7
7 2.0 1.7 1.7 1.6 11.8 12.0 13.6 15.3

For all scenarios the risk premium Yz was set at 2% per annum. Such premium provides economic
gain when investors buy bonds that can have any investment rating level (BBB and higher, see Tab.
2). The remained part of yield spread (Ys - Yz) was distributed evenly between other market partici-
pants, however, at a level, not smaller than their acceptable economic gain that amounted to 1% per
annum.

It is necessary to emphasize that the accepted yield spread distribution between participants of the
market is not absolutely exact. Such distribution does not consider market mechanisms of distribu-
tion of economic gain between key participants of the market and was used to simplify scenarios
analysis. Thus absolute values of economic gain parameters (Yz, Yiu, Yiss, Y1) were accepted not
smaller than their maximum acceptable values corresponding to economic interests of key partici-
pants of the market and ensure its normal functioning.

For example, for Ys = 5% per annum were accepted following values of parameters of an economic
gain: Yp = 2.0; Yint = 1.0; Yiss = 1.0; Y7 = 1.0% per annum (Tab. 4). Based on these parameters in
formulas (5), (7) and (10) yield parameters Yiw, Ycg and Yz, which values are reflected in the last
three columns (Tab. 4) were determined accordingly. The sixth column shows tax rate calculated on
the basis of taxation yield:

Y, (11)

IT=———2Z>I 100%.
Yigee T Y + 17

ec



For scenarios of market functioning with narrow yield spread there is no taxation on corporate
bonds interest income (Fig. 5). It is explained by the fact that all corporate bonds yield spread is
distributed between key participants of the market, which ensure its functioning. For those cases
when yield spread is equal to five and more percent per annum, an opportunity arises to withdraw a
part of yield spread in the form of taxing of corporate bonds incomes, causing no disruption to
normal functioning of the market. And, accordingly, the more yield spread, the higher tax rate may
be. Thus, the tax rate is at the level of 10%.

The tax rate is not determined absolutely precisely because certain arbitrariness took place in the
course of distribution corporate bonds yield spread between key participants of the market, includ-
ing the state. This arbitrariness was justified while analyzing main scenarios of functioning of the
market, but to define tax rate on corporate bonds interest income more precisely stricter approach-
€s are necessary.

Figure 5: Structure of interest rates on corporate bonds primary market
depending onyield spread Y;

5 H Yield of taxation YT

M Risk premium for issuer Ylss;

_1Yield ofintermediaries’ YInt;

3 M Premium for risk of investor YR;

Yield, perannum,in %
S

3 4 5 6 7

Yield spread, % per annum

The Optimum Tax on Corporate Bonds

Optimum means such corporate bonds taxation when the state receives maximal economic gain in
the functioning market (Feav3euyxuii,2004). In other words, with optimum taxation of bonds the
state withdraws maximum of what it can though taxes, however, there is still acceptable level of
benefit for other participants of the market and the latter continues to function.

To determine the optimum corporate bonds interest income tax rate it is worth using the law of
conservation of economic gain in the corporate bonds market. Thus, it is expedient to assume that
distribution of economic gain between non-state participants of the corporate bonds market does
not influence the optimum tax rate. Such assumption allows to abstract from market mechanisms
of distribution of the total economic gain between non-state market participants and to reduce
number of independent parameters of functioning of the market down to two. It results, on the one
hand, in consideration of economic gain of the state, and on the other hand — of the total economic
gain of other participants of the market:
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Figure 6: Impact of corporate bond income tax rate on total yield on non-state participants of
the market

Y =Yg + Yint + Yiss, (12)
Where Yis the total yield of non-state participants of the market
Substituting (8) and (12) in (4), after simple mathematical transformations we shall receive

_YS7T'YBC- (13)

In the course of making conclusion (13) it was assumed that the economic gain of non-state partici-
pants of the market is distributed evenly, i.e. Yz = Yin: = Y5 = Y3/1. The latter follows from a previous
assumption that distribution of economic gain between non-state participants of the corporate
bonds market does not influence the optimum tax rate.

Fig. 6 shows the interrelation between economic gain of the state and the total economic gain of
non-state participants of bond market. Non-state participants of the market will receive the max-
imal benefit, when the tax rate on corporate bond interest income is zero. In this case all corporate
bonds yield spread is distributed between the investor, the emitter and intermediaries. With in-
crease in the tax rate the total gain of investors, issuers and intermediaries goes down and the state
gain increases. And, at last, with tax rate equal to its limiting value, the state gets all gain from cor-
porate bonds placement (Yr=Ys), whereas the issuer, the investor and the intermediaries have no
gain from placement of bonds (Yiss=Yint=Yin-0).

The described interrelation allows solving a problem of finding the optimum corporate bonds in-
come tax rate Tr when total yield [Yx] of non-state participants of the market at which its function-
ing is possible is known. Transforming the equation (13) concerning the tax rate and substituting
[Ys] with Ys we shall receive



S (14)
T 2 °
YBC _g[ﬂz]

For earlier analyzed data and accepting [Ys] = 3%, we shall receive

— 1
T, L B ST (15)
16-(2/3)-3

Thus, for Yze = 16 %, Ys = 6% per annum and [Yz] = 3% per annum the optimum corporate bonds
income tax rate will be at a level of 20%.

Shaping the corporate bonds market in conditions of transition economy is a natural result of de-
velopment of financial system of the country. By virtue of this, there are grounds to assume that the
corporate bonds market in Belarus has good prospects for development, and its value as a source of
financing mid- and long-term investment projects will increase. In the country there are favorable
preconditions, as never before, which consist in the following:

— Increase in demand of enterprises for investments, caused by improvement of financial re-
sults of their activity;

— Significant investment potential of the population, which prefers keeping their saving in
hard currency or on deposits in banks;

— Stabilization of exchange rate;

— Decrease and stabilization of interest rates in the debt market;

— Moderate loan policy of the Ministry of Finance in the internal financial market;

— The effective infrastructure of the stock market is created consisting of the Belarusian Stock
Exchange; two-level depositary system; professional participants of securities market; state
regulating and managing bodies.

The law of conservation of economic gain is the theoretical basis of shaping and developing the cor-
porate bonds market. Key parameters determining functioning of the corporate bonds market are
the state securities yield, the bank credits interest rate, the corporate bonds risk premium, the cor-
porate bonds interest income tax rate, the yield describing costs of organizing and servicing of the
bonded debt and the issuer risk premium. The listed parameters should become the basis for ac-
tions to ensure functioning of the corporate bonds market.

At the initial stage of the corporate bonds market shaping it is necessary to exempt bonds interest
income from taxation and then, in the process of shaping and development of the market depend-
ing on the interest rates that exist in the debt market, the tax rate may be established at a level of
10 — 20%.

Developing and perfecting the state bonds secondary market, the main supplier of interest rates
reference structure is important. Yield of the state securities should be established on the basis of
demand-supply rather than by its rigid pegging to the refinancing rate. Besides, it is necessary to
create equal conditions of functioning for the state and corporate bonds markets. The taxation of
income on the state securities positively influences strengthening and development of the corporate
bonds market (beav3eukuii, 2005).
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It is necessary to minimize administrative influence on setting bank credits interest rates as their
underestimated value narrows corporate bonds yield spread, reduces the general economic gain in
the corporate bonds market and deters its development.

To reduce costs of organizing the bonded debt it is necessary to include the corporate bonds inter-
est and other costs connected with issue, placement and circulation of corporate bonds into the
structure of costs excluded from taxable profit into the documents regulating taxation.

To reduce risk component of corporate bonds it is recommended to introduce the following changes
into the current legislation (BFeawv3eykuii, 2008, 2004): 1) to provide an opportunity of issuing
bonds with variable term of retirement; 2) to allow issuing bonds with the right of premature sale
by their owners to issuer (bonds with the irrevocable offer); 3) ex facte to provide an opportunity of
adjustment of the bond par value; 4) to introduce and determine concept “bond default”; 5) to in-
clude in the decision on issue (the prospectus of issue) bonds the description of guarantees of se-
curing and for revocable bonds - the description of the rules of premature retirement. Besides, crea-
tion of national rating agency and assignment of ratings to corporate bonds is an important
direction of reducing risks in the corporate bonds market.

Thus, the problem of shaping and development of the corporate bonds market in conditions of
transition economy is rather many-faceted and touches upon economic interests of all key partici-
pants of the market. To ensure that the corporate bonds market justifies the hopes, based on the
law of conservation of economic gain it is necessary to implement complex measures aimed at per-
fection of the current legislation, shaping the mechanism of the organized corporate bonds market,
the organizations of activities with issuers and other participants of the corporate bonds market.
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