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Should the dollar continue to rise, currency and funding mismatches could be exposed

couple of weeks ago, Claudio Borio told investors to wake up to the threat posed by currency mismatches. In the past few years, the
chief economist at the Bank for International Settlements observed, companies in places such as Russia, China, Brazil and India

have rapidly increased their borrowing, particularly in dollars. And though nobody fretted about this until recently, if — or when — the
dollar suddenly rises, this debt pile could trigger shocks, since much of it is serviced by revenues in domestic currencies.

“Unfortunately, there are few hard numbers about the size and location of currency mismatches,” Mr Borio pointed out. “[But] what we
do know is that these mismatches can be substantial.” Should the dollar continue to strengthen, currency and funding mismatches
could be exposed by rising debt burdens, he added.

It is more timely than even Mr Borio realised. This week the price of bonds issued by Gazprom, the
Russian energy group and one of the biggest emerging market issuers, has tumbled, pushing yields up
from 6 per cent at the start of November to nearly 10 per cent now. With Russian business now grappling
with the effects of falling oil prices and a sliding rouble, there is now profound concern about how
companies such as Gazprom will pay off their external debts.

Russian companies are calculated to have about $600bn external debt in total but western sanctions have
cut the ability of domestic banks to provide finance and of non-banks to tap global capital markets. While
Gazprom does at least earn revenue in dollars, many others do not.

On Thursday, Vladimir Putin, Russian president, tried to allay these concerns by pledging to support
companies and banks. And this has enabled the rouble to rebound from the extreme lows it touched this

week. But that does not remove the wider risk: while Russia is an extreme example of the problem that worries the BIS, it is far from
isolated.

Consider the numbers. According to BIS data, there are some $2.6tn of outstanding international debt securities from emerging market
borrowers, three quarters of which are issued in dollars. A significant slice of this is being serviced by revenues earned in domestic
currencies, the BIS believes, although it is not clear precisely how much. In addition, international banks have extended some $3.1tn
hard currency loans to emerging market borrowers, with a particularly stark increase in places such as China.

This means, somewhat remarkably, that corporate leverage in regions such as Asia is considerably higher today, relative to gross
domestic product, than it was before the 1998 Asian financial crisis, as Frederic Neumann of HSBC notes. What is even more alarming
is that these numbers might understate the risk since many emerging market companies have been using offshore vehicles to raise
funds — and those flows are not well tracked.

The BIS reckons that about half of the debt securities sold between 2009 and 2013 by emerging market entities, along with a large
chunk of loans, were channelled via offshore entities, not onshore parent companies. These offshore entities typically swap this money
from dollars into domestic currency and repatriate it to the head office.

Brazilian, Russian and Chinese firms, for example, are thought to have created some $35bn of these internal intra-company flows in the
first quarter of 2013 alone. But these flows are often recorded in the data as a “foreign direct investment flow”, not debt. The risk, then,
is that companies are exposed to currency mismatches that will only become clear at a later date.

One solution to this is that western investors need to do a better job of
scrutinising the asset-liability mismatches furtively created by emerging market companies. This might seem entirely obvious. But it
surprising how widely it has been ignored, as western investors have snapped up emerging market assets in a desperate search for yield.

Secondly, the Group of 20 leading economies needs to get more proactive about forcing companies to be more transparent about their
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offshore financing. One way to do this would be to back the efforts that organisations such as OpenCorporates, a London-based
database, are making to establish public records on how company affiliates are interlinked, even when they have completely different
names.

Another option would be to accelerate the move being promoted by the US Office for Financial Research and other western
governments to create a so-called “legal entity identifier” database for companies.

Either way, this week’s turmoil should be a wake up call. Better hope it is heeded before US interest rates do actually rise.
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