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ABSTRACT 

The development and expansion of local currency bond market (LCBM) by government and 

non-government issuers has been one of the main agenda items for policymakers in the last 

several years. While progress is being made in the growth of bond markets – maturities are 

increasing and investor bases are becoming more diversified, much remains to be learned about 

the determinants of such growth. With this topic in mind, this research is focused on the 

development and aspects of the LCBM in selected countries from Latin America, namely 

Argentina, Brazil, Colombia, Mexico and Peru. The main reasons to focus on these countries 

are: first, because they figure among the biggest economies in Latin America, and second, 

because they have the most available data from the same sources, which guarantee consistence.  

The research consists in a time series analysis of the development of government and non-

government LCBM in each country in the last 20 years, where it is possible to see how these 

markets behaved and grew over time. Furthermore, this study contains an analysis of how did 

the maturity and yield-to-maturity (YTM) behaved over the years, as well as how the local 

currencies are evaluated against the US dollar in order to analyze this kind of asset as an 

investment opportunity.  

 

 

KEY WORDS: Local currency bond market, Latin America, empirical study, financial 

markets 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

RESUMO 

O desenvolvimento e expansão do mercado de títulos públicos e privados em moeda local tem 

sido um dos principais itens da agenda dos formuladores de políticas nos últimos anos. 

Enquanto estão sendo feitos progressos no crescimento dos mercados de títulos - os 

vencimentos estão aumentando e as bases de investidores estão se diversificando, ainda resta 

muito a aprender sobre os determinantes desse crescimento. Com isso em mente, esta pesquisa 

está focada no desenvolvimento e aspectos do mercado de títulos em moeda local em alguns 

países da América Latina, sendo eles Argentina, Brasil, Colômbia, México e Peru. Os 

principais motivos para escolha destes países são: primeiro, porque eles figuram entre as 

maiores economias da América Latina, e segundo, porque eles têm mais dados disponíveis nas 

mesmas fontes, o que garante consistência. 

A pesquisa consiste em uma análise de séries temporais do desenvolvimento do mercado de 

títulos públicos e privados em moeda local cada país nos últimos 20 anos, onde é possível ver 

como esses mercados se comportaram e cresceram ao longo do tempo. Além disso, este estudo 

contém uma análise de como o vencimento e o ‘yield-to-maturity’ se comportaram ao longo 

dos anos, bem como a avaliação das moedas locais em relação ao dólar americano, a fim de 

analisar esse tipo de ativo como uma oportunidade de investimento. 

 

 

PALAVRAS CHAVE: Mercado de títulos em moeda local, América Latina, estudo empírico, 

mercados financeiros 
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1. Introduction 

 

The development of local currency bond markets (LCBMs) by government and non-

government issuers has been one of the main topics in the agenda of policy makers in the last 

several years. According to the IMF, deepening of the local currency bond’s financial market 

in a country has several macroeconomic benefits. Some of these are:  

(1) increasing a country’s ability to withstand volatile capital flows,  

(2) reducing the reliance on foreign borrowing and the risks linked to currency mismatches, 

(3) contributing to the reduction of current account,  

(4) mitigating the need for overly large precautionary reserve holdings, and  

(5) allowing balance sheets to adjust more smoothly, therefore improving the capacity of 

macroeconomic policies to respond to shocks. 

(6) reducing borrowing costs for companies 

(7) increasing options for medium-sized companies’ financing their investments 

(8) increasing portfolio options for investors/savers 

(9) increasing liquidity in local financial markets 

 

Furthermore, efficient local currency bond markets can facilitate the absorption of large and 

volatile capital flows and aid global rebalancing by providing domestic channels to deploy 

large emerging markets savings. (IMF, OECD and World Bank working paper, 2013).  

Because of these benefits, local currency bonds are very relevant in the current global financial 

scenario. Accordingly, in 2011, the G20 launched an initiative to prepare an action plan for the 

development of LCBMs. Each year, the IMF and the World Bank produce a joint note to take 

stock of recent developments related to the G20 LCBM Action Plan to guide the global LCBM 

policy agenda, help create innovative products such as covered bonds and infrastructure bonds. 

While much progress has been made in the extension of maturities, diversification of the 

investor base and growth of LCBMs in many developing countries, much less is known about 

the factors that correlate with such progress. What influences and drives the sequencing of 

development across products (government bonds, derivatives, corporate bonds, etc.) and 

correlates with implementation of reforms is also less understood. Gaining a greater 

understanding of these factors will help further refine policy interventions, improve and 

support more effective development of capital markets.  
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More specifically, this research aims to understand how the LCBM developed in Latin 

American countries over the years and how it influenced the economic stability of those 

countries. According to conventional wisdom, LCBMs can enhance financial stability in 

developing economies. In particular, developing LCBMs of varying maturities can mitigate the 

double mismatch of currency mismatch and maturity mismatch – i.e. borrowing short term in 

foreign currency and lending long term in domestic currency.  

A BIS paper on financial stability states that such markets also help economic efficiency by 

generating market-determined interest rates that reflect the opportunity costs of funds at 

different maturities. In economies lacking well-developed local currency debt markets, long-

term interest rates may not be competitively determined and thus may not reflect the true cost 

of funds. Banks will find it hard to price long-term lending, and borrowers will lack a market 

reference with which to judge borrowing costs. The absence of such markets can lead 

borrowers to take risky financing decisions that create balance sheet vulnerabilities, increasing 

the risk of default.  

This research addresses a study to compare some major Latin American countries and its Local 

Currency Bond Markets (LCBM) in terms of evolution in the last 20 years. The main data of 

this research was obtained from BIS, World Bank and IMF databases. This research is going 

to analyze the evolution of the local currency bond market for both government and non-

government bonds and see how those markets behave throughout the years.  

The hypothesis is that this market grew over the years, especially after the global financial 

crisis in 2008. The reason to believe that is because governments felt more vulnerable over the 

crisis and started to develop its local currency bond market to issue more debt in its own 

currency. Other than that, investors were seeking to diversify its investments other than USD 

and Euro based assets. According to a working paper from IMF, World Bank and OECD 

written in 2013, diversifying the financial sector to include an active LCBM can play an 

important role in mitigating the impact of financial crises on the domestic economy, and 

facilitating absorption of capital flows. During the global financial crisis, domestic bond 

issuance became a complement to external issuance and bank financing in a number of 

countries, thus insulating the real economy from financial stress.  

Furthermore, another hypothesis that will be empirically tested in this paper is that for most 

countries, the development of government local currency bond market precedes that of non-

government LCBM. This is coherent with the theory that governments develop their bond 

market through its own issuance to enhance liquidity and market depth and establish a yield 

curve that could serve as a reference for private sector issuers. As a consequence, private sector 



 15 

issuers and investors will be more comfortable in participating in the bond market. This 

hypothesis is corroborated by the IMF, OECD and World Bank working paper (IMF et al. 

(2013) on LCBMs, where it is stated that the government bond market is the cornerstone of 

domestic financial markets. It shapes the structure of the corporate segment and leads the 

development of the fixed-income market more broadly.  

Another aspect analyzed and tested in this research is the debt parameter improvement caused 

by the development of the local currency bond markets. More specifically, the hypothesis is 

that when countries LCBMs development reaches a higher level, they benefit from issuing 

bonds with longer maturity while managing to lower the borrowing cost, which signals a more 

developed financial market environment with lower risk and higher stability. This takes the 

analysis to its final part: analyzing the local currency bond markets of the selected countries as 

an investment opportunity for foreign investors. Increasing the average maturity of issuance 

can place greater reliance on nonresident investors to purchase domestic debt. This can be good 

for both the foreign investors and the issuer countries’ financial market.  

This master thesis is organized in 5 chapters, including this one as the first. Chapter 2 is the 

literature review, composed by the main studies on local currency bond markets’ development 

not only in Latin America but also on the other countries from the emerging market world. 

Chapter 3 introduces the methodology and breaks down the data used in this research. Chapter 

4 brings the empirical results and main analysis on the data gathered, while Chapter 5 restates 

the main findings and conclusion.  
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2. Literature Review 

There is a large body of existing research literature which have examined cross-country 

comparisons between economies at different stages of growth to find the determinants of the 

development of local currency bond markets. The existing research literature has mostly 

employed regression techniques for cross country analysis and qualitative comparative case 

studies for country-specific market development. 

Broadly, the literature highlights the importance of macroeconomic performance and 

institutional strength for local currency bond market development. Countries with better 

macroeconomic performance and stable institutions tend to develop larger local currency bond 

markets. They also create conditions for growth of local currency corporate debt and bonds 

with longer maturities.  

On determinants of LCBMs, Bae (2012) examined a number of variables including 

macroeconomic, institutional, and capital controls for markets in 43 countries over 1990-2009 

and suggested that the degree of economic development as measured by GDP per capita is the 

most significant factor. Bae also found that fiscal balance, interest rates, bank-provided 

domestic credit, and a well-developed government bond market matter for the development of 

corporate bond markets.  

Baldacci and Kumar (2010) analyzed a panel of 31 advanced and emerging economies over 

the period 1980-2007 and find that higher deficits and public debt lead to a significant increase 

in long-term interest rates. The magnitude of the increase was found to be dependent on initial 

fiscal, institutional and other structural conditions, as well as spillovers from global financial 

markets.  

Eichengreen and Luengnaruemitchai (2004) analyzed determinants of bond market 

development for a sample of 41 developing and developed countries over 1990–2001, with a 

focus on Asia. They found that economic size, trade openness, English legal origin, distance 

from equator, investment profile, and capital account openness have a positive and significant 

effect on the development of sovereign bond markets, while concentration of banking sector, 

bureaucratic quality, interest rate spread, exchange rate volatility, and the fiscal balance have 

a negative impact. Eichengreen et al (2008) extended the analysis of 2004 to Latin America. 

Their empirical results confirmed earlier findings.  

Peiris (2010) analyses a panel of 10 emerging market economies and finds that both domestic 

and external macroeconomic factors have a significant influence on long-term local currency 

government bond yields in emerging market economies. These factors are fiscal balance, 

changes in policy interest rates, inflationary expectations, and foreign participation in domestic 
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bond markets. Miyajima et al (2012) show that domestic factors, including expectations of the 

short-term interest rates and the fiscal balance, tend to dictate dynamics of emerging local 

currency government yield. 

For LCBM development in lower income countries, Adelegan and Radzewicz-Bak (2009) 

investigated the determinants of local domestic sovereign and corporate debt market 

development for 23 sub-Saharan African (SSA) countries over 1990-2008. They found that for 

sovereign debt, exchange rate variability, investment profile, absence of capital controls, and 

fiscal balance are all positive and significant factors.  

Berensman, Dafe and Volz (2015) use a dataset for 27 sub-Saharan African countries and their 

findings support earlier research on SSA and other regions, showing that LCBM development 

is related to country size, larger banking systems, greater trade openness and better regulatory 

frameworks, and the rule of law. They also find that foreign investor participation broadens the 

investor base and can give a boost to LCBM development, but it may also increase volatility 

of international capital flows. 

The broad conclusions of previous research efforts are that countries with large economies, 

historically lower inflation rates and less volatile exchange rates have better developed 

sovereign and corporate bond markets and issue fewer bonds in foreign currency. Furthermore, 

investor-friendly legislative and regulatory factors also play an important role. 

Currency and maturity mismatches are widely viewed as a main source of financial 

vulnerability in developing economies. Eichengreen and Hausman (1999) emphasized most 

emerging economies suffer from “original sin” that refers to the case where the domestic 

currency cannot be used to borrow abroad or to borrow long term. Later, Eichengreen et al. 

(2005) focused more on the problem of currency mismatch. If a country’s financial liabilities 

are denominated in a foreign currency such as the US dollars but its financial assets are 

denominated in domestic currency, then a sudden depreciation of the domestic currency 

damages its balance sheet, destabilizing the financial system and economy. If the maturity of 

financial liabilities is shorter than that of assets, the likelihood of a crisis further increases. In 

short, borrowing short-term in a foreign currency and lending long-term in domestic currency 

is a recipe for instability and even crisis.  

The literature points to other benefits of LCBM development in developing economies. For 

example, Caballero et al. (2008) argued that the chronic excess demand for U.S. assets which 

contributed to global imbalances is due to financial underdevelopment in emerging markets. 

IMF (2016) emphasizes the increasingly important role of LCBMs as a source of long-term 

funding for long-term investments such as infrastructure and housing.  
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A recent study led by Aberdeen Standard Investments, one of the world’s largest investments 

companies, shows that the average yield to maturity of the emerging countries is 6.1%, which 

is comfortably higher than the comparative yield of developed market equivalents, as it is 

possible to see in the chart below.  

 

Bonds Yields: Emerging and Developed Markets 

 

Figure 2.1: bond yields in emerging and developed markets. Source: Bloomberg, 2019. 

 

At the same time, the average credit rating of instruments in the index is BBB. This means 

emerging market debt offers investors both strong relative yield and investment grade credit 

quality. More specifically to the case of this research, the credit rating of the countries analyzed 

here can be found in the table below, according to Moody’s. 
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Country Credit Rating Grade 

Brazil Ba2 Non-investment grade/ 

speculative 

Colombia Baa2 Lower medium grade 

Argentina Caa2 Substantial risk 

Mexico A3 Upper medium grade 

Peru A3 Upper medium grade 

Figure 2.2: Moody’s long-term credit rating as of 2019.  

Source: Moody’s, 2019. 

 

 The fundamentals of emerging market economies have improved strongly over the past 30 

years. In many cases, authorities have tightened regulatory and financial controls and adopted 

orthodox monetary policies allied to fiscal reform. Fundamentals are further supported by 

strong demographic changes, including a growing middle class. By contrast, authorities in 

advanced economies have spent much of the past decade propping up their markets. 

Government spending has added enormously to their debt burdens. These countries are 

suffering from weakening demographics. This will act as a drag on future growth.  (IMF, World 

Economic Outlook, 2019).  

It is in emerging markets that investors are more likely to find growth. The International 

Monetary Fund published a forecast that developing economies will increase their share of 

global gross domestic product to 63% by 2023, based on purchasing power parity (IMF World 

Economic Outlook, 2019). 

Burger, Warnock and Warnock (2012) concluded that supported by policies and laws that 

helped to improve macroeconomic stability and creditor rights, many local currency bond 

markets have grown substantially over the past decade and have also provided USD-based 

investors with attractive returns. They also state that local currency bonds in emerging market 

economies were not a serious asset class for a global investor a decade ago, which means that 

this market is growing fast and becoming a refugee in the actual economic scenario.   

Tovar (2005) emphasizes that to some extent, governments from Latin America have had little 

choice but to explore new financing alternatives as a result of financial stress. In the past, 

countries that gradually overcame difficulties in issuing local currency debt did so after 

significant shocks that encouraged them to bear the high startup costs if issuing in local 

currency. The same author states that the crises during late 1900s and early 2000s forced 
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governments to search for alternative sources of financing and also gave impetus to domestic 

structural improvements that attracted investors.  

Considering all the relevant literature for this topic, it is possible to identify a gap on this 

literature considering Latin America. There are plenty of literature on LCBMs from Asia and 

even Sub-Saharan Africa, but little on Latin American countries specifically, especially 

regarding evolution and investments opportunities. This research tends to fill this gap with an 

empirical analysis on the 5 biggest economies on Latin America, providing a time series 

analysis of the LCBM evolution and some specific aspects of this market, both for government 

and non-government issuers.  
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3. Methodology 

 

The first step of this project is to build a time series of the size of LCBMs for each of the 

countries. With that, it is possible to compare the evolution of LCBMs over the last 20 years 

for both government and non-government bonds. The size of local currency bond markets was 

collected from the Bank of International Settlements (BIS) database. The five countries 

analyzed in this paper are Argentina, Brazil, Colombia, Mexico and Peru. The reason to select 

those countries is because they are among the biggest economies inside Latin America and also 

because their data is largely available at BIS, so it will be possible to keep constancy in the 

analysis since they come from the same database. Although Chile is also a big economy inside 

Latin America and has the highest GDP per capita in the region, its data is not completely 

available in the sources used in this paper (BIS, IMF, Wold Bank). For that reason, Chile was 

left out of the research, in order to keep it consistent.  

The size of LCBMs is calculated by adding the amount outstanding of Domestic Debt 

Securities (DDS) and International Debt Securities (IDS) that are denominated in local 

currency. The data is presented in millions of USD in order to standardize the numbers for 

comparison and was obtained in a quarterly basis. In order to normalize the data for comparison 

among the countries, the analyses will be based on the amount of local currency bond issuance 

outstanding over GDP, since it is the most intuitive and widely used metric across the literature. 

The GDP data was retrieved from the World Bank database in millions of USD per year. Once 

this was done, the size of the LCBM over GDP for both government and non-government 

LCBM will be plotted in a graph in order to see the evolution of both markets over the last 20 

years, as well as the trend they have shown over this period of time. Furthermore, a correlation 

analysis will be performed through a correlation matrix among all the countries for both 

government and non-government LCBM. This matrix will allow a deeper analysis of how the 

development of the LCBMs is related among the countries.  

A second analysis proposed by this project is to compare the evolution of local currency 

government bonds with local currency non-government bonds. This analysis will help to test 

the hypothesis that the development of government LCBM typically precedes non-government 

LCBM, which is called here as the “spillover effect”. This hypothesis appears on Bae, 2012, 

where he raises the possibility that the size of government LCBM matters on the development 

of non-government LCBMs. For this analysis, a simple regression will be made to compare 

both variables and see the correlation between them. Since the comparison is based on the 

LCBM size for each country individually, it was possible to use the quarterly data in order to 
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have a longer period for analysis and in consequence, more observations. This regression will 

consist in pairing the government LCBM size for each quarter with the non-government LCBM 

size of the following quarter, both in millions of USD. When doing that, it is possible to test if 

the development of government LCBM really precedes the non-government LCBM. The 

regression model for this analysis will be the following: 

 

Non-government LCBMn = a*Government LCBMn-1 + b 

 

In the equation above, n represents the quarter and a and b represents the coefficients of the 

equation. 

Furthermore, the size of both government and non-government LCBM over GDP for each 

country will be plotted in a bar graph in order to compare the evolution of both markets in each 

individual country. This will allow a more in depth analysis of how those markets behaved 

along the years and what is the size of those markets in relation to GDP. Since now the GDP 

data is involved, this graph will only bring data in annual terms.  

Another hypothesis is that when countries develop Local Currency Bond Markets, there is an 

improvement in market conditions that leads to an evolution of the volume-weighted-average 

of maturity at issuance and yield-to-maturity for the countries’ government LCB. In a nutshell, 

the idea is that when countries LCBMs development reaches a higher level, they benefit from 

issuing bonds with longer maturity while managing to lower the borrowing cost. The data 

source for this analysis was the World Bank global bonds database. From this database, it was 

possible to obtain the maturity in years of the local currency bonds as well as the yield to 

maturity in a percentual basis, both for government bonds.  

With this data, it was possible to run a regression of the maturity and returns to check the 

formulated hypothesis, as well as a graphic analysis to see the trend of this variables. The 

regressions inputs were the mean maturity and mean YTM for all countries as the dependent 

variables and the mean of government LCBMs as the independent variable. This way it was 

possible to see how the evolution of maturity and YTM could be explained by the evolution of 

governments LCBMs. The 2 models used for this analysis are the following:  

 

AvgMaturityn = a*AvgLCBM/GDPn  + b 

 

AvgYTMn = a*AvgLCBM/GDPn  + b 
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On both equations, n represents the year and a and b represents the coefficients. It is important 

to highlight that this analysis is for all countries in general, that’s why it uses the mean of each 

variable among all countries.  

The last part of this paper consists in the analysis of the LCBMs from the selected countries as 

an investment opportunity for foreign investors. For this analysis, it is crucial to take into 

consideration the exchange rate between the local currencies and the US dollar, more 

specifically how each currency is valued against the US dollar. To tackle this aspect, this paper 

will use the price level ratio of PPP conversion factor to market exchange rate from the World 

Bank International Comparison Program database and the Big Mac index as a form of 

illustration.  

According to the World Bank, purchasing power parity conversion factor is the number of units 

of a country's currency required to buy the same amount of goods and services in the domestic 

market as a U.S. dollar would buy in the United States. The ratio of PPP conversion factor to 

market exchange rate is the result obtained by dividing the PPP conversion factor by the market 

exchange rate. The ratio, also referred to as the national price level, makes it possible to 

compare the cost of the bundle of goods that make up gross domestic product (GDP) across 

countries. It tells how many dollars are needed to buy a dollar's worth of goods in the country 

as compared to the United States. The data is presented in an annual basis, so the most recent 

numbers are from 2018.  

The Big Mac index was also considered a good method of currency comparison. According to 

The Economist magazine, the Big Mac index was invented by The Economist in 1986 as a 

guide to whether currencies are at their “correct” level. It is based on the theory of purchasing-

power-parity (PPP), the notion that in the long run exchange rates should move towards the 

rate that would equalize the prices of an identical basket of goods and services in any two 

countries.  In the figure below, it is possible to see how this index works: 
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Figure 3.1: The Big Mac index methodology.  

Source: The Economist website, accessed on:  www.economist.com/news/2019/07/10/the-big-mac-

index 

 

Although the Big Mac index was never intended as a precise gauge of currency misalignment, 

it has become a global standard, included in several economic textbooks and the subject of 

dozens of academic studies.  

Although both parameters represents the same idea, they have different methodologies, so the 

numbers are not exactly the same, even though they are consistent. For that reason, both 

parameters will be presented in the analysis to show the currency devaluation, with the Big 

Mac index charts to illustrate it clearer.  

 

http://www.economist.com/news/2019/07/10/the-big-mac-index
http://www.economist.com/news/2019/07/10/the-big-mac-index
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4. Analysis 

 

4.1. General Approach 

 

This analysis should be initiated by looking at the evolution of Local Currency Bond Markets at 

the targeted countries overtime, for both government and non-government bonds. This data was 

obtained from BIS database and then cleaned to obtain the specific numbers for each country. The 

raw data was filtered using a pivot table, then the data from the table was used to do the specific 

analysis by country and type of bond, as per table below.  

 

 

Table 1A: Specific data for Brazil divided by type of bond and type of currency. Sources: BIS, 

World Bank, 2019.   

 

With this initial analysis it is possible to get a sense of what is the trend of this market in general 

and how it developed in each country. The criteria used to measure the evolution of the LCBM 

was the size of LCBM as a percentage of GDP since it’s the most intuitive and widely available 

metric across the countries. In the figures below, it is possible to see the evolution of LCBMs 

across time in the 21st century, both for government (figure 4.1.1) and non-government (figure 

4.2.1) bonds. In order to better analyze the evolution of those markets, the same graph was 

displayed without Brazil, since its LCBM is much bigger than the other countries (figures 4.1.2 

and 4.2.2). 
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Figure 4.1.1: Evolution of Government LCBM as a percentage of GDP. Souce: BIS Database. 

 

 

Figure 4.1.2: Evolution of Government LCBM as a percentage of GDP disregarding Brazil’s data. 

Souce: BIS Database. 
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Figure 4.2.1: Evolution of Non-government LCBM as percentage of GDP. Source: BIS Database. 

 

 

Figure 4.2.2: Evolution of Non-government LCBM as percentage of GDP disregarding Brazil’s 

data. Source: BIS Database. 
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On both of the graphs above, it is possible to see that the general trend of the LCBM is growing 

over time. On both graphs, the dotted black line indicates the trend line of the mean growth among 

all countries, which has an upward slope, even if Brazil is excluded from the pool. Regarding this 

growth trend, it is important to analyze the correlation of the government and non-government 

LCBMs between the countries, as per tables below. 

 

  Brazil Argentina Colombia Mexico Peru 

Brazil 1     

Argentina 0,4984426 1    

Colombia 0,53296329 0,81845111 1   

Mexico 0,56111148 0,80557531 0,88637212 1  

Peru 0,54460908 0,84978182 0,92280532 0,86313489 1 

Table 2A: Correlation of Government LCBMs between the countries 

 

  Brazil Argentina Colombia Mexico Peru 

Brazil 1     

Argentina 0,62560537 1    

Colombia 0,81189826 0,45890507 1   

Mexico 0,90692158 0,52892397 0,82399187 1  

Peru 0,78410433 0,44928305 0,7409755 0,77136148 1 

Table 2B: Correlation of non-government LCBM between the countries 

 

Although is not possible to prove causality between the growth of LCBMs among the countries, it 

is possible to see that some countries have a high correlation among themselves, especially in the 

government LCBMs, such as Peru and Colombia for example. Other sets of countries, such as 

Mexico and Brazil, have a low correlation on the government LCBMs and a high correlation in 

the non-government LCBM.  This can be visually noticed in the graphs from the previous section. 

When looking at table 2A, it is also interesting to notice that Brazil has a medium-low correlation 

with all of the other countries regarding government LCBM development, but the other countries 

have a high correlation among themselves.    
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4.2. Comparison between Government & Non-Government LCBM development 

One of the objectives of this research was to study behavior of government and non-government 

LCBMs for the countries in question. The hypothesis was that in general, the development of 

government LCBM precedes that of non-government LCBM. This is coherent with the theory that 

governments develop their bond market through its own issuance to enhance liquidity and market 

depth and establish a yield curve that could serve as a reference for private sector issuers. As a 

consequence, private sector issuers and investors will be more comfortable in participating in the 

bond market. 

However, this empirical study shows that for the selected countries analyzed in this research, it 

seems that there is no pattern between government and non-government LCBs. In fact, it is 

possible to see different kinds of developments among these countries, from non-government 

LCBMs that never developed (such as Colombia) to non-government LCBM that was actually 

bigger the government LCBM (such as Peru). On the graphs below, it is possible to see how these 

markets developed in the last 19 years for each country analyzed in this study, as well as linear 

regressions analysis results for both markets in each country. For the regressions, the non-

government LCBM is the dependent variable while the government LCBM is the independent 

variable, and both are already divided by the country’s GDP. All regressions were run with a 95% 

confidence interval. 
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Figure 4.3.1: Government and non-government LCBM in Brazil. Data calculated as local currency bond 

outstanding as a % of GDP. Source: BIS Database. 
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Table 3A: Regression results for Brazil’s non-government LCBM as the dependent variable and 

government LCBM as the independent variable 

 

When analyzing the data above, it is possible to see that the two variables have a correlation of 0.95 which 

can be considered high. The model shows that the government LCBM variable explains something around 

90% of the variation of the non-government LCBM, as is it possible to see in the R-squared of the 

regression. Looking at the graph, it is possible to see that the decline in the government LCBM coincides 

with the recession period that Brazil faced between 2012 and 2015. In the case of Brazil, there is evidence 

to conclude from the regression results that the government LCBM development really preceded the non-

government LCBM development. The p-value of the coefficient also corroborates with this conclusion, 

since it’s smaller than 0.05.  

 

 

Figure 4.3.2: Government and non-government LCBM in Argentina. Data calculated as local currency bond 

outstanding as a % of GDP. Source: BIS Database 
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Regression Statistics     

Multiple R 0.75577456     

R Square 0.571195186     

Adjusted R Square 0.565321148     

Standard Error 9241.343461     

Observations 75     

      

ANOVA      

  df SS MS F Significance F 

Regression 1 8304585665 8304585665 97.2406261 4.60925E-15 

Residual 73 6234377315 85402429   

Total 74 14538962980       

      

      

  Coefficients 
Standard 

Error t Stat P-value Lower 95% 

Intercept 6492.723443 1461.880804 4.44134941 0.00003119 3579.199202 

Govt LCBM 0.262478983 0.026617708 9.86106618 0.00000000 0.209429967 
 

Table 3B: Regression results for Argentina’s non-government LCBM as the dependent variable and 

government LCBM as the independent variable 

 

In the Argentinian case, the correlation between the 2 markets is 0.75, which can be considered 

medium-high, and the government LCBM explains about 57% of the variation of the non-

government LCBM, as it is possible to see when looking at the R-squared. Furthermore, the p-

value for the coefficient of the independent variable is smaller than 0,05, which means that it is 

significant considering the parameters of the regression. With that in mind, Argentina can also be 

considered a case in which there is evidence to believe that the hypothesis that the government 

LCBM precedes the non-government LCBM development is proved right.  

Argentina is an atypical case, where the non-government LCBM started to develop faster than the 

government one, even though this development was really shy and small (less than 5% of GDP). 

Until 2008, Argentina had close to zero government LCB outstanding, and it started to develop 

this market in 2009. This is probably related to the fact that in 2001, Argentina had the largest 

default of government bonds in history, losing access to international financial markets for several 
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years. Argentina is a particular case, since its recently going through a currency crisis due to 

inflationary problems and it has always been fighting with its large amount of debt in dollars.  

 

 

 

Figure 4.3.3: Government and non-government LCBM in Colombia. Data calculated as local currency bond 

outstanding as a % of GDP. Source: BIS Database. 
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Regression Statistics     

Multiple R 0.926788489     

R Square 0.858936903     

Adjusted R Square 0.857004532     

Standard Error 648.8567762     

Observations 75     

      

ANOVA      

  df SS MS F Significance F 

Regression 1 187140763.2 187140763.2 444.4989172 9.00439E-33 

Residual 73 30734103.47 421015.116   

Total 74 217874866.7       

 
      

 

 

  

  Coefficients 
Standard 

Error t Stat P-value Lower 95% 

Intercept -135.8462713 114.7102919 -1.184255302 0.240153629 -364.4635534 

Govt LCBM 0.038250476 0.001814268 21.08314296 0.000000000 0.034634645 
 Table 3C: Regression results for Colombia’s non-government LCBM as the dependent variable and 

government LCBM as the independent variable 

 

 

In the Colombian case, the correlation among the variables is high (0,92), but as it is possible to 

see in the graph, the non-government LCBM barely developed among the last 19 years, being 

stuck between 0% and 2% of GDP. One of the reasons for that is explored in a paper from 2007 

written by Aguilar, Cárdenas, Melendez and Salazar. In this paper, the authors explore the interplay 

between the public debt and the corporate bond market that is a complex and relevant issue. At 

least for the case of Colombia, the evidence suggests that crowding out effects dominate: the larger 

the treasury bond market, the lower the probability that a firm will decide to look for financing in 

the market. This conclusion is at odds with the alternative view of these two markets as 

complements. However, the regression shows evidence that the hypothesis being tested can be 

proved right, since the p-value statistics is smaller than 0.05. 
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Figure 4.3.4: Government and non-government LCBM in Mexico. Data calculated as local currency bond 

outstanding as a % of GDP. Source: BIS Database.  
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Table 3D: Regression results for Mexico’s non-government LCBM as the dependent variable and 

government LCBM as the independent variable 

 

 

Mexico LCBMs have the highest correlation compared to the other countries, in the amount of 

0,97. The p-value statistics is also significant for the coefficient of the independent variable. When 

looking at the graph, it is possible to see that the local currency bond issuance started in 2005. This 

is related to the fact that in 2005 the Mexican peso became a reasonable stable currency that a wide 

range of investors started to look to for yield pick-up. According to a Euromoney article from 

2005, highly rated European financial institutions started to sell Mexican peso issued bonds with 

maturities as long as 10 years to buy-and-hold investors.  

 

 

Figure 4.3.5: Government and non-government LCBM in Peru. Data calculated as local currency bond 

outstanding as a % of GDP. Source: BIS Database. 
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Regression Statistics     

Multiple R 0.86943134     

R Square 0.755910856     

Adjusted R Square 0.752567169     

Standard Error 4207.013981     

Observations 75     

      

ANOVA      

  df SS MS F Significance F 

Regression 1 4001224212 4001224212 226.0710636 4.71221E-24 

Residual 73 1292024564 17698966.64   

Total 74 5293248777       

      

  Coefficients 
Standard 

Error t Stat P-value Lower 95% 

Intercept 2805.760981 672.9206321 4.169527351 0.000082960 1464.632095 

Govt LCBM 0.655901611 0.043623068 15.03565973 0.000000000 0.568960961 
 

Table 3E: Regression results for Peru’s non-government LCBM as the dependent variable and government 

LCBM as the dependent variable. 

 

 

In the case of Peru, the correlation is high (0,86) and the r-squared is 0,75, which means that the 

government LCBM explains 75% of the variation of the non-government LCBM. The p-value is 

also significant in the terms of this regression. However, it is possible to see in the graph (figure 

4.3.5) that Peru was the only country among the 5 that had the non-government LCBM bigger than 

the government LCBM until 2012. The sudden increase of government securities is due to a 

government initiative to foster de-dollarization of the country’s economy.  

According to an IMF report on Peruvian economy from 2015, instability and hyperinflation during 

the 1970-80s resulted in financial dollarization of about 80% of credits and deposits by the end of 

the 1990s. The process of de-dollarization began in the early 2000s and is still ongoing at a steady 

pace, following policy initiatives that included the development of capital markets in local 

currency and the de-dollarization of public debt (IMF, 2015).  
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In the graphs above, it is possible to see all kinds of behaviors. In Brazil and Mexico, for example, 

the government LCBM was always bigger than the non-government one, although Mexico only 

started to develop its local currency bond market in 2004.  

The Colombian non-government LCBM market never took off, while its government LCBM took 

a great improvement after 2007. Peru is the opposite case: its non-government LCBM was bigger 

than its government LCBM until for most of the period analyzed, only being consistently surpassed 

by the government LCBs after 2012. 

However, when looking at the results from the regressions, all p-values are significant, and all 

countries show a high correlation between government and non-government LCBM. Furthermore, 

all countries also show high R-squared statistics, which means that the government LCBM can 

explain a big share of the variation of non-government LCBM. With these results, we have strong 

evidence to believe that the hypothesis that the development of non-government LCBM is driven 

by the development of the government LCBM is right, at least for this group of countries.  

 

 

4.3. Debt Parameter Improvement 

One possible way to see the improvement of market conditions as countries increase its level of 

LCBM is to track the evolution overtime of the volume-weighted-average of maturity at issuance 

and yield-to-maturity for the countries’ LCBs. Even though slightly interrupted during the 

financial crisis, the overall trend for the selected countries is consistent and clear: as countries 

LCBMs development reaches a higher level, they benefit from issuing bonds with longer maturity 

while managing to lower the borrowing cost. The results are illustrated in figures 4.4 and 4.5 

below.  



 39 

 

Figure 4.4: Evolution of Maturity (in years). Source: World Bank Database.  

 

 

Figure 4.5: Evolution of YTM (%). Source: World Bank Database. 
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shows a downward trend, indicating that as countries develop LCBMs, they can lower their 

borrowing costs, which means that they have developed safer markets and lowered risks.  

To support this analysis, two simple linear regressions were run with maturity and YTM as Y and 

the government LCBM as X to check how this debt parameter improvement is related to the growth 

of the LCBM. The parameter used as the independent variable was the mean of government LCBM 

over GDP of all countries. In the tables below, it is possible to see the regression results between 

the variables analyzed in this section and the LCBMs. The regressions were run with a 95% 

confidence interval.  

 

Table 4A: Regression results for Maturity as the dependent variable and government LCBM as the 

independent variable 

Regression Statistics     

Multiple R 0.894862168     

R Square 0.8007783     

Adjusted R Square 0.789059377     

Standard Error 1.118579763     

Observations 19     

      

ANOVA      

  df SS MS F 
Significance 

F 

Regression 1 85.49849928 85.49849928 68.3320698 2.3303E-07 

Residual 17 21.27075167 1.251220686   

Total 18 106.7692509       

      

  Coefficients 
Standard 

Error t Stat P-value Lower 95% 

Intercept 4.792746275 0.584403361 8.201092929 2.59881E-07 3.55976296 

Mean Govt LCBM/GDP 21.11272178 2.554064947 8.266321419 2.33028E-07 15.7241158 

 

As it is possible to see on the tables above, those two variables have a high positive correlation 

among themselves (0,89). The dependent variable (LCBM) explains around 80% of the variation 

of Y variable (maturity), as it is possible to see in the R-squared section. Furthermore, the p-values 

are smaller than 0.05, which means that the results are significant.  
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The tables below show the results of the same linear regression and correlation analysis for YTM 

as the dependent variable and LCBM as the independent variable.  

  

Table 4B: Regression results for YTM as the dependent variable and government LCBM as the 

independent variable 

Regression Statistics     

Multiple R 0.867031842     

R Square 0.751744215     

Adjusted R Square 0.737140934     

Standard Error 0.953347579     

Observations 19     

      

ANOVA      

  df SS MS F Significance F 

Regression 1 46.78667431 46.78667431 51.47775983 1.55477E-06 

Residual 17 15.45081732 0.908871607   

Total 18 62.23749164       

      

  Coefficients 
Standard 

Error t Stat P-value Lower 95% 

Intercept 9.076029459 0.498077606 18.22211912 1.36248E-12 8.025177568 

Mean Govt LCBM/GDP -15.61802331 2.176788563 -7.174800334 1.55477E-06 -20.21064573 

 

Table 4C: Correlation matrix between YTM and LCBM 

  

Mean Govt 

LCBM/GDP Mean YTM 

Mean Govt 

LCBM/GDP 1  

Mean YTM -0.867031842 1 

 

In this case, the correlation between the two variables is negative but also high, corroborating the 

hypothesis that as the LCBM grows and develops, the debt parameters improve. In this case, the 

R-squared is around 0.75, which means that the LCBM explains 75% of the variation of YTM. 

The p-values are also smaller than 0.05, which means that the results are significant.  

With improved debt parameters and a more developed market, local currency bonds can become 

a more attractive investment. With interest rates over the developed world close to zero, emerging 
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markets bonds becomes attractive even though they show a trend of lower YTM over the years. In 

the next section of this analysis, this paper will explore the exchange rate factor in the development 

of local currency bonds as an investment opportunity.  

 

4.4.Exchange rates and Local Currency Bonds 

 

As well as being able to capture a possible fall in yields, local currency debt has another potential 

source of income, albeit volatile: the exchange rate. Indeed, the evolution of a local currency bond 

depends very much on the foreign currency, especially as the currency component has an impact 

on performance.  

With that in mind, it is possible to analyze currency evaluation through the Big Mac index. When 

comparing each of the local currencies to the US dollar, it is possible to conclude that if the 

currency is undervalued against the US dollar, it means that it might be a good opportunity for a 

foreign investors (dollar or euro based) to invest in the local currency bonds, considering that the 

dollar might get devaluated in the future. It is important to highlight here that other factors must 

be taken into consideration, such as investment grades on the bonds, the political factor, the 

portfolio diversification and so on. 

 

On figure 4.6 below taken from the interactive platform of ‘The Economist’, it is possible to see 

how each of the currencies from the countries analyzed at this research stands towards the dollar. 

On figure 4.7, it is possible to see the price level ratio of PPP conversion factor to market exchange 

rate for each of the countries compared to the US dollar, from the World Bank International 

Comparison Program database. Purchasing power parity conversion factor is the number of units 

of a country's currency required to buy the same amount of goods and services in the domestic 

market as a U.S. dollar would buy in the United States.  
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Figure 4.6: The Big Mac index for the selected Latin American countries. Source: The Economist. 

 

 

 

Figure 4.7: Price level ratio of PPP conversion factor to market exchange rate. Source: World Bank 
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As it is possible to see in the figures above, the currencies from all countries analyzed in this paper 

are undervalued compared to the dollar. Most of them are facing the worst peak of undervaluation 

in the last 20 years. However, market agents believe that the dollar is likely to face a depreciation 

in the medium term, as the United States growth is slowing, and the US Federal Reserve is at the 

end of its monetary tightening cycle. Moreover, the dollar now looks overvalued. If the scenario 

materializes and the dollar weakens, Emerging Market currencies should appreciate, which is good 

news for euro and dollar investors. This asset class offers an attractive yield in comparison to 

developed markets.  Additionally, currency returns provide a key component of the risk premium 

that investors look to capture. 

Besides that, increased international participation in local currency bond markets places greater 

responsibility on emerging market governments to maintain sound fiscal and monetary policy and 

a stable political environment, which is also another reason that makes this situation a win-win 

game.  
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5. Conclusion 

 

Based on the data analyzed, it is clear that the local currency bond market in these selected group 

of countries from Latin America has been growing. Not only growing in size, but also with asset 

quality. This empirical study showed that as countries develop its LCBM, governments are able to 

issue bonds with lower yields and longer maturities, which is a sign of development. This means 

that countries can benefit from issuing bonds with longer maturity while managing to lower the 

borrowing costs, which contributes to a more sustainable financial management. Regarding the 

comparison between the government and non-government LCBM, there is strong evidence that 

supports the hypothesis that the growth of non-government LCBM is driven by the government 

LCBM in the selected countries. Even though each country has its specific peculiarities and other 

factors that influence those markets, the results from the regressions shows evidences to support 

the hypothesis.   

Another important insight from this study was the currency devaluation factor among all countries 

analyzed. As it was possible to see in the charts from the Big Mac index and the World Bank, all 

currencies are greatly undervalued towards the US dollar, most of them are facing the highest peak 

of undervaluation in the last 20 years. Market analysts and economists from banks and other 

financial institutions are saying that the dollar is likely to depreciate in the medium term, since it 

is overvalued now. If the dollar weakens, emerging market currencies should appreciate, which is 

good for dollar investors, since now it is a good opportunity to buy that kind of bonds and hold 

them until the local currency appreciate.  

Furthermore, investing in local currency bonds is a great form of boosting the portfolio, since the 

developed economies are slowing down and have the lowest interest rates ever. Even though the 

YTM in the countries analyzed here are decreasing over the last 20 years, they are still higher than 

that of sovereign bonds issued by the developed countries, for example 0.1% in Germany, 1.2% in 

Spain, 2.5% in Italy and 2.6% in the United States. The high yield serves as a buffer against adverse 

movements in interest rates and currencies. (DESBONNETS, E. 2019). 

Finally, diversification. Many portfolios are exposed to only one or two currencies and the 

Markowitz-efficient portfolio theory is forgotten, which suggests that diversification can reduce 

the risk level of a portfolio with the same expected return. Local currency bonds play their full role 

here, as the benchmark index comprises around 20 currencies. 
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After considering all that, it is important to tackle that many risks are involved in this process, 

especially when considering Latin American countries. In Latin America, the political factor is 

really important when considering an investment. It also important to always analyze the 

fundamentals of the country’s economy and the risk of default.  

Argentina is a good (or actually bad) example of that. The country is weak in fundamentals and is 

a major issuer of dollar-denominated debt. The peso is depreciated, and inflation is at its higher, 

making the bond yields to rise and pushing spreads with the US Treasuries to 900 basis points 

(9%). Considering the main rule of investments, which is the higher the return, the higher the risk, 

it is obvious to assume that the Argentinian bonds are not a great investment opportunity, since 

the risk of default is also really high. Just as of September 2019, Argentina’s government imposed 

capital controls in its latest bid to prevent a depletion of foreign currency reserves amid a crisis of 

confidence that has fueled dollar outflows and financial market turbulence.  

This is just an example of political and fundamental factors that should be analyzed when 

considering an emerging market bond. The main objective of this paper is not to make an 

investment recommendation, it is just to show that the Local Currency Bond Market can be a win-

win opportunity for the global economy, especially in Latin America. It can represent a good 

investment opportunity to diversify its portfolios while helps the emerging economies to improve 

their financial markets and assets’ quality.  

It is difficult to quantify how much of a country’s financial stability can be explained by the 

improvement of its local currency bond market, especially in Latin America, where the political 

instability influences the whole economic spectrum. As a next step for further research, a deeper 

analysis could be made considering all variables of financial stability of a country to try to quantify 

the importance of LCBs in this mix, including also the political factor, which most of the times is 

intangible.  
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