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ABSTRACT 

 

Focusing on five major emerging markets (EM), I investigate the interactions between credit 

default swap (CDS), foreign exchange (FX), local currency government bond (LCB), and  

national stock markets over the period 4/2/2007 to 8/27/2009. Empirical analysis indicates that 

the LCB markets, along with the FX markets, were very dominant in the price discovery process 

during a common distressed period. This finding is surprising and in sharp contrast with the 

literature on corporate studies. The analysis also shows that the markets were more efficient 

during the distressed period.  
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1 - Introd uction  

Which market provides the most accurate and timely assessment of macroeconomic risks? 

Does the flow of information have a general trend among emerging financial markets? What is 

the role of the rapidly growing Local Currency Bond (LCB) markets in the price discovery 

process? The speed with which various markets incorporate the news into the price of traded 

securities has been the focus of some recent studies (Blanco et al., 2005; Forte et al., 2009). 

However, very few authors studied emerging markets, very few brought the foreign exchange 

(FX) and LCB markets into the picture, and very few focused on the recent mortgage crisis 

period. 

Sovereign risk, defined as the ability and willingness of a government to pay back its debt, 

has a direct impact on macroeconomic risks via governmentôs interaction with private sector and 

via socio-political channels. This risk has also become an important tool for hedging and 

speculation, and consequently the trading of this risk has increased rapidly during the last decade 

as EMs gained a larger share in the world economy (Oakley, 2010; Doll, 2010). 

 Economic and political news have an immediate effect on the market price of sovereign risk. 

Since this risk now is traded in various secondary markets (Broner, 2010), it is important to 

analyze all the financial markets that are exposed to sovereign risk. The Arbitrage Pricing 

Theory (Cornuejols, 2007) suggests that all the derivatives of an underlying asset have an 

intertemporal (linear or non-linear) relationship among each other. From this point of view, 

sovereign risk can be defined as the underlying asset, and all the secondary markets; stock, bond, 

currency, and CDS markets can be considered as the derivatives on this asset.   

Accordingly, I examine how various emerging financial markets interact with each other in 

delivering news over the 2007-2009 global mortgage crisis period. Specifically, I test the power 
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of credit default swap (CDS), FX, LCB, and stock markets in identifying macroeconomic risks. 

My analysis fills some of the missing gaps in the literature, and provides a snapshot for the major 

emerging markets, namely Brazil, China, Indonesia, Mexico, and Turkey.
2
 Understanding the 

connections and lead-lag relations among these financial markets can be very crucial for trading, 

investment, and risk management purposes (Campbell et al., 2010; Jorion, 2010). 

Besides various noticeable findings, I have three novel contributions. First, I show that LCB 

markets are very active in the price discovery process, especially when the market fear is high. 

This finding is in contrast with the corporate studies which favor the leading role of CDS and 

stock markets over bond markets. Second, I find that FX markets have an important presence in 

the price discovery process. FX markets have been rarely compared with other financial markets, 

especially in the context of price discovery across emerging markets (EM). Third, I prove that 

the markets are more integrated (or efficient) during a common distressed period.  

 I use local currency denominated government bonds rather than US Dollar (USD) or Euro 

(EUR) denominated bonds in my analysis. Most of the corporate studies use USD or EUR 

denominated bonds (Blanco et al, 2005; Zhu, 2006; Forte et al., 2009). About the EM studies, 

some authors use JP Morganôs EMBI+ or EMBIG spreads (Chan-Lau et al., 2004), and some use 

USD denominated bond yields provided by JP Morgan (Adler et al., 2010) or extracted from 

Bloomberg (Ammer et al., 2007).
3
 

                                                           
 
2
 G-20 Countries that are classified as emerging markets by MSCI Barra (June, 2009) except Russia, India, and 

South Africa. The quality and availability of data for these three countries was not sufficient to be included in the 

analysis.  

3
 Adler and Song (2010) are not clear about whether their bond data is dollar denominated or not. I assume that JP 

Morgan provided the authors with USD denominated bond yields. 
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 The use of LCB markets is very new in literature and the advantage is that these markets are 

larger and more liquid (Peiris, 2010) compared to foreign currency denominated bond (FCB) 

markets.
4
 In addition, using JP Morganôs EMBI+ or EMBIG data has some shortcomings such as 

the variation in maturity structure over time, and unclear composition of instruments that go into 

index calculation (i.e. Brady Bonds, collateral enhancements, loans).
5
 

 Currency markets are the largest and the most active financial markets, and the easiest and 

cheapest to trade.
6
 Liquidity of these markets can also be attributed to the 24-hour-trading day. 

Currency markets can also help international investors in diversifying their portfolios, thus 

achieving mean-variance efficiency (Campbell et al., 2010). 

In addition to the LCB and FX markets, I include the national stock markets and the newly 

developing sovereign CDS markets to provide a comprehensive analysis of emerging financial 

markets.
7
 The CDSs are the insurance policies on bonds, and the annual or semiannual premium 

payments for protecting the bond investments are called CDS spreads or premiums.
8
  

The remainder of this paper is as follows. The second section provides a brief literature 

review. Section 3 describes the data. Section 4 lays out the econometric methodology and 

elaborates on the empirical findings. The last section concludes the discussion.   

 

                                                           
 
4
 Andritzky (2006) notes that sovereign local debt is about three times the external debt. As of December 2008, the 

size of LCB markets was around $6.2 Trillion, whereas the size of FCB was around $1.1 Trillion (Peiris, 2010).  

5
 Ammer and Cai (2007). 

6
 Ickes (2006). 

7
 Due to lack of daily data and discontinuities, I did not include foreign currency bond (FCB) markets in my 

analysis. 

8
 Blanco et al. (2005) and Longstaff et al. (2005) give very good introductions to CDS markets. 
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2 - Literature Review 

 Majority of the literature on price discovery in CDS and bond markets have focused on the 

corporate sector. Blanco et al. (2005) and Zhu (2006) confirm that the two markets are 

cointegrated and CDS markets lead bond markets. They also argue that the discrepancies 

between the two markets can occur due to contract specifications such as the presence of a 

Cheapest-to-Deliver (CTD) option, measurement errors (Adler, 2010), repo costs, the changing 

credit and liquidity conditions, and moral hazards.
9
  

Based on a daily data of North American and European firms, Forte et al. (2009) examine 

the interaction of stocks, bonds, and CDSs in their analysis. Different from earlier studies, the 

authors use a structural credit model to extract implied credit spreads from stock market 

information. They find that the stock market implied spreads lead both bond and CDS markets, 

and additionally CDS markets lead bond markets. They also show that the results of price 

discovery estimations are time-variant.  

Similarly, Norden et al. (2009) analyze the relationship between stock, bond, and CDS 

markets with varying frequencies such as monthly, weekly, and daily data. Their analysis covers 

58 firms for the 2000-2002 period. The authorsô major finding is that stock markets lead the 

other two, and CDS markets lead bond markets. 

 Hull et al. (2004) assess the impact of credit rating announcements on CDS and bond 

spreads, and vice versa. They find that reviews for downgrades contain significant information, 

but downgrades themselves do not. They also find that rating actions are predicted by CDS 

markets. Norden et al. (2004) also perform a similar exercise by including stock markets in their 

                                                           
 
9
 There is no point of buying a CDS if you believe that the (underlying) bond issuer will always be bailed out. In 

bailout scenarios, CDS buyers lose the value of their insurance (Cochrane, 2010). 
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analysis. They find that CDS and stock markets predict all types of rating actions. Similarly, 

Ismailescu et al. (2010) argue that positive rating actions have spillover effects on other 

emerging markets, and negative rating actions are mostly anticipated by CDS markets. 

 In addition, Zhang et al. (2010) look at the lead-lag relation between CDS and currency 

markets. This study brings currency markets into the picture, but it ignores stock and bond 

markets. The authors find some evidence on the predictive power of the US corporate CDS 

markets on major exchange rate parities such as AUD/USD, EUR/USD, and JPY/USD. Francis 

et al. (2006) look at the linkages between currency and stock markets. They find that there are 

strong spillover effects from the currency market volatility to the stock market volatility. 

However, the price discovery analysis does not yield a dominant role for equity or currency 

markets.  

 The literature on price discovery among major emerging markets employs time-series 

methodologies similar to the corporate studies mentioned above, but the markets are generally 

found not to be cointegrated. Chan-Lau et al. (2004) find some mixed results in their analysis on 

equity prices (MSCI), CDS premiums, and EMBI+ bond spreads for eight EMs over the 2001-

2003 period.  

Ammer et al. (2007) show that bond and CDS spreads are cointegrated across a higher 

number of emerging markets (7 out of 9) over the 2001-2005 period. They show that the CDS 

markets lead in 4 out of 7 countries, and the bond spreads lead among the remaining 3 countries. 

Compared to Chan-Lau et al. (2004), their results show a higher level of market integration, and 

a more dominant role of the CDS markets. 

 Concerning the determinants of credit spreads, Longstaff et al. (2008) argue that US equity 

and bond markets, and global risk premia explain more than 50% of the variation in sovereign 
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credit spreads. The authors arrive at these conclusions by employing a principal component 

analysis methodology. Blanco et al. (2005) find that macroeconomic variables such as interest 

rates, term structure, and equity market returns have a larger impact on bond spreads compared 

to CDS spreads. 

Bali and Cakici (2010) argue that global stock markets are not fully integrated, and that 

national stock market returns can better be explained by country specific factors rather than 

global factors. Bekaert et al. (2002) investigate the effect of liberalization of emerging equity 

markets on capital flows by formulating ñstructural breaksò.  They find that liberalization has a 

positive effect on equity returns.  

In my analysis, I demonstrate the crucial role played by LCB and FX markets in the price 

discovery process during a highly volatile period. These findings are in sharp contrast with the 

previous studies which show that stock and the CDS markets generally lead bond markets 

(Blanco et al., 2009; Zhu, 2006; Norden et al., 2009; Forte et al., 2009).  I also cover a more 

recent period and have very different results compared to the literature on EMs. Lastly, I  show 

that price discovery and causality results might change across different time periods, a similar 

finding to Forte et al. (2009).  

3 - Data Description 

 A brief report on the performance of emerging financial markets during the period examined 

can be found in Table 1. During the highly volatile period (9/26/2008 to 4/7/2009), the flight to 

safe currencies (Kohler, 2010; McCauley, 2009) is accompanied with a sharp drop in the local 

stock markets. However, over the entire period (4/2/2007 to 8/27/2009), the depreciations look 

less worrisome, and the stock and the bond markets achieve notable recoveries, except Mexico 

and the US market. 
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Descriptive statistics of the complete dataset (daily observations) can be found in Table 2, 

and Figures 1 to 4 provide time-series graphs for each variable. Detailed information about each 

financial market and specific country is as follows. 

 3.1. Bond Markets  

 5 Year government (generic) bond yield information is acquired from Bloomberg as of 

January 15, 2010. The generic yield is calculated if there are at least 5 data contributors and by 

truncating the extreme values, and finally averaging the remaining quotes.
10

 All of the yield 

information is in local currency denomination. However, there are exceptions for the bond data 

of Turkey and China (see Table 2). The benchmark rate used to calculate the bond spreads is the 

5 year US Government generic bond yield (USD). Further information about the bond spreads is 

in Table 1. 

 3.2. CDS Markets  

 5 Year CDS premiums (quarterly, USD denominated) are acquired from Bloomberg as of 

January 15, 2010.
 11

These premiums are for senior claims and they assume a recovery rate of 

25%.
12

  

 3.3. Stock Markets          

 Stock Market information is acquired from Bloomberg (in USD). The indices used in the 

analysis are Brazil Bovespa Index (IBOV), China Shangai Stock Exchange Composite Index 

(SHCOMP), Indonesia Jakarta Composite Index (JCI), Mexico Bolsa Index (MEXBOL), and 

                                                           
 
10

 www.fimmda.org 

11
 Doc Clause: CR Cum (With) Restructuring, or Old Restructuring. 

12
 Specific Bloomberg tickers are as follows: 1 - BRAZIL CDS USD SR 5Y Corp, 2 - CHINA GOVERNMENT 

CDS, 3 - INDON CDS USD SR 5Y Corp, 4 - MEX CDS USD SR 5Y Corp, 5 - TURKEY CDS USD SR 5Y Corp.  
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Turkey Istanbul Stock Exchange (ISE100). Detailed information about stock markets is in 

Appendix A. 

3.4. FX Markets  

 The valuation is in terms of the number of U.S. dollars per local currency unit and the data is 

acquired from Bloomberg.
13

  

 To measure the currency marketsô reaction to highly uncertain and distressed periods, daily 

values of the VIX index (new methodology) are acquired from Chicago Board Options Exchange 

(CBOE).
 14

A common time frame of 4/2/2007 to 8/27/2009 provides a comparably large number 

of observations across a number of countries, and it also includes the peaks of market fear 

(Figure 5).   

 4 - Time-Series Analysis 

 This section constitutes the majority of the findings. In Table 2, the average LCB spread 

(7.8%) exceed the average CDS spread (2%) substantially (also for each of the countries in the 

sample).
15

Although comparing a foreign currency denominated bond or JPMorganôs EMBIG 

(US Dollar denominated government bonds) spreads with CDS spreads would be a better ñapples 

to applesò comparison, majority of the literature cannot find a parity relationship between these 

two markets either. In addition, we include stock and currency markets in our analysis. Due to 

potential scaling issues, we use the log transformation for all the variables used in our analysis 

(Forte et al., 2009). 

                                                           
 
13

 Specific Bloomberg tickers are as follows. 1 - Real: BRLUSD Curncy, 2 - Yuan: CNYUSD Curncy, 3 - Rupiah: 

IDRUSD Curncy, 4 - Peso: MXNUSD Curncy, 5 - Lira: TRYUSD Curncy 

14
 http://www.cboe.com/micro/vix/historical.aspx 

15
 The results do not change even if one uses 5 year US Swap Rates as the risk-free benchmark. 
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My empirical analysis borrows from the literature on the relationship between CDS, bond, 

and stock markets. In general, a straightforward three-step procedure is used (Enders, 2004; 

Blanco et al., 2005, Forte et al., 2009). The first step checks the stationarity via Augmented 

Dickey-Fuller (ADF) tests. If the variables in question are non-stationary then we can move on. 

The second step performs Johansen Cointegration tests to examine whether there is a long-run 

equilibrium relationship between the two markets. If the markets are cointegrated, then a Vector 

Error Correction Model (VECM) is appropriate to check for the price discovery mechanism as 

the third and final step. If the variables in question are not cointegrated, VECM is not a valid 

approach; instead one can perform Granger Causality tests using the first differences. Our 

econometric analysis is very similar to the analysis done by Forte et al. (2009), in which the 

authors look at the pairwise cointegration relations, and succeeding VECM analysis.
16

 

Table 3 shows that during a highly distressed time interval, LCB markets are the dominant 

markets across all emerging markets, and in 3 out of 5 markets FX markets have a very dominant 

role in the price discovery process. These findings are in sharp contrast with the corporate studies 

pointing towards the leading role of the stock and CDS markets. With a very few exceptions, 

CDS markets follow the other markets in almost all cases, which is also very surprising.  

Panels A through E of Table 4 elaborate on the details of the time-series analysis for each 

country and for two time periods (full vs. distressed). The first section of the panels performs 

pairwise cointegration tests and reports the trace statistics. For the cases in which the null 

hypothesis (zero cointegrating rank) is rejected, the markets are said to be cointegrated. The 

                                                           
 
16

 The authors also use a general approach considering the three series (stock implied spread, bond spread, CDS 

spread) simultaneously, and use different model specifications. For the sake of brevity, we only focus on the 

pairwise relations. 
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second section reports the VECM results for the cointegrated markets. The adjustment 

parameters ɚ1 and ɚ2, and their significance levels (t-statistics) are reported in this section.  

To interpret the VECM results, we also report the Gonzalo-Granger (GG) and Hasbrouck 

Measures (Blanco et al., 2005). A GG measure that is more than 0.5 implies a leading role for the 

first market in the VECM specification, and a value less than 0.5 implies a leading role for the 

second one. The Hasbrouck measure provides lower and upper bounds for the contribution of the 

first market to the price discovery process. However, the lower and upper bounds found in our 

analysis fluctuate across a wide range, therefore it is not easy to interpret the results using this 

measure. Finally, the third section examines the Granger Causality relations among the markets 

that are not cointegrated via a Vector Auto Regressive (VAR) model. In this analysis, the first 

differences of the log of the variables are used. The null hypothesis is that the second market 

does not Granger cause the first market. Therefore rejection of the null hypothesis means that the 

second market Granger causes the first market. 

For the case of Brazil for instance (Panel A), there is only one pair in which we can observe 

a cointegration relation for the full period (Stock and FX). However, when we restrict the 

analysis to the distressed period, the picture changes dramatically, and all the pairs are found to 

be cointegrated. We have similar observations for the remaining four countries. These findings 

support the hypothesis of increased market efficiency during distressed periods.  

The second section of Panel A reports the VECM results. Even though we only have to 

perform one pairwise analysis for the full period, there are six pairs to be examined for the 

distressed period. Accordingly, we can talk about the lead of the FX market over the stock 

market for the full period, and the lead of the bond market over all the other three markets in the 

distressed period. We can also talk about the lead of FX market over CDS and stock markets, 
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and the lead of stock market over CDS market for the distressed period. The findings are similar, 

but not exactly the same for the remaining 4 countries. For instance, CDS markets lead stock and 

FX markets in Indonesia over the full period. However, the main take-away from this section is 

that the role of LCB and FX markets appears more significant during the distressed period, with 

the former dominating more, and the CDS markets follow the others in this period. 

The third section performs VAR - Granger Causality analysis for the markets that are not 

cointegrated. Since, we did not observe cointegration among 5 pairs in the full period (for 

Brazil), we only report the results associated with these markets. The only significant 

observation is the lead of the bond market over FX market for Brazil. Similar analysis is done for 

the remaining countries, and the findings can best be described as mixed. We have some 

significance of the FX markets in Mexico and Turkey, and the Stock Market in Indonesia. 

   Overall, the empirical analysis demonstrates the significant role played by the rapidly 

growing LCB markets in the price discovery process along with the FX markets. The reasons 

behind these findings might be related to size, liquidity, and trading volume of the LCB and FX 

markets. In addition, there might also be other microeconomic or behavioral factors that are not 

easily observed. 

 Peiris (2010) notes that the LCB markets are approximately 6 times larger than the foreign 

currency bond markets (end of 2008) across EMs. Considering the fact that the average size of 

FCB is on average 9.2 times the CDS markets for the five emerging markets in our analysis, a 

quick and dirty computation would tell us that the LCB markets are around 55.2 times as large as 

the CDS markets for the countries in our analysis.
17

 In addition, stock markets and the FX 
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Bloomberg Markets, May 2010. 
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markets are found to be as large as (often exceed) LCB markets.
18

 So the size of the markets 

might have an effect on the results, especially for the CDS marketsô weak role in price discovery. 

 However, size itself might solely not explain the leading role of LCB markets. The volume 

of trading activity or liquidity (bid-ask spreads) of these markets might provide further 

explanations. Burger et al. (2008) and Peiris (2010) emphasize a rapid growth in LCB markets 

and reduced levels of foreign currency debt in emerging markets due to a more creditor friendly 

legal environment and policies. These positive developments might have led to higher LCB 

trading activity.  

 There are a few studies concentrating on the role of FX markets the price discovery process 

(Francis et al., 2006; Zhang, 2010). However, these studies do not provide any economic 

explanations as to why the currency markets would be more active compared to other markets. 

Campbell et al .(2010)  on the other hand, suggests hard currencies (US Dollar, Euro, Swiss 

Franc) as an important tool of hedging for the global equity investors. Therefore, the volume of 

currency trading might be high due to its role in investments and risk management, especially 

during volatile periods.  

Although the underlying economic or behavioral reasons are not easily quantifiable, my 

analysis shows that the new information is first reflected in  the LCB and FX markets, and it 

generally flows into the stock and CDS markets with a delay. The lead of the LCB markets might 

be the result of asymmetric information, and more importantly better and more timely 

information possessed by major banks and institutional investors who have a large stake in bond 

markets. Andersen et al. (2007) also note that the real-time reaction of bond markets to major 

U.S. economic news are stronger compared to stock and FX markets across the three major 
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 Bloomberg, Burger et al. (2006),  and Authorôs Calculations. 
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economies, the US, the UK, and Germany. Their results are also very much in line with the 

findings of this study. 

5 - Conclusion 

 In this paper, I questioned the role played by the LCB and FX markets in the price discovery 

process for emerging financial markets over a recent period of financial downturn. The analysis 

in this paper is very unique because it involves all the four major markets that are exposed to 

sovereign risk, and it is performed across five major developing economies. A similar analysis 

does not exist in the literature, and the findings are very different and more meaningful compared 

to previous studies. The major contribution of this study is to uncover the dominant role of LCB 

and FX markets in the price discovery process, especially during a highly turbulent period, 

beginning approximately ten days after the bankruptcy of Lehman Brothers (9/15/2008) and 

lasting for the next 102 business days where the market fear (VIX) exceeds a certain level (40). 

 This study leaves several directions open for further research. First, the frequency of trading 

has increased tremendously during the last decade. Thanks to the advances in 

telecommunications technology. Therefore, a daily frequency might not be enough to capture the 

signals in financial markets. Intraday data, minute-by-minute, or even second-by-second 

observations might reveal different market interactions (Chen et al., 2010; Andersen et al., 2007). 

Second, similar to Bekaert et al. (2002), structural breaks can be identified in a more systematic 

manner for the individual cases and noticeable events, and time-series analysis can be performed 

accordingly. Third, currency derivative markets can also bring some additional insights (Carr et 

al., 2007). Fourth, balance sheet information of the emerging markets can be used to construct 

implied spreads via structural models, and these spreads can be compared with the actual spreads 
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(Forte et al., 2009). Lastly, the impact of changes in credit ratings and global factors can be 

incorporated into the study, or the dataset can be expanded in various directions. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



16 

 

References 

Adler, M., Song, J., 2010. The behavior of emerging market sovereignsô credit default swap 

premiums and bond yield spreads. International Journal of Finance and Economics. 15: 31-58. 

Ammer, J., Cai, F., 2007. Sovereign CDS and bond pricing dynamics in emerging markets: Does 

the cheapest-to-deliver option matter? Board of Governors of the Federal Reserve System, 

International Finance Discussion Papers, Number 912. Washington, DC. 

Andersen, T. G.,  Bollerslev, T., Diebold, F. X., Vega, C., 2007. Real-time price discovery in 

global stock, bond and foreign exchange markets, Journal of International Economics, Volume 

73, Issue 2, November 2007, Pages 251-277. 

Andritzky, J., 2006. Sovereign default risk valuation. Springer: Berlin. 

Bali, T.G., Cakici N., 2010. World market risk, country-specific risk and expected returns in 

international stock markets. Journal of Banking & Finance, Volume 34, Issue 6, June 2010, 

Pages 1152-1165. 

Bekaert, G., Harvey, C.R., Lumsdaine R.L., 2002.  The dynamics of emerging market equity 

flows. Journal of International Money and Finance 21, 295ï350. 

BIS 78
th
 Annual Report. 2008. Section V - Foreign exchange markets. 

Blanco, R., Brennan, S., Marsh, I. W., 2005. An empirical analysis of the dynamic relation 

between investment grade bonds and credit default swaps. The Journal of Finance 60 (5), 2255-

2281. 

Burger, J.D., Warnock, F.E., 2007. Foreign participation in local currency bond markets. Review 

of Financial Economics 16 (2007) 291-304.  

Broner, F., Martin, A., Ventura, J.,2010. Sovereign Risk and Secondary Markets. American 

Economic Review 100 (September 2010): 1523ï1555. 



17 

 

Campbell, J.Y., Mederios, K.S., and Viceira, L.M., 2010. Global currency hedging. The Journal 

of Finance, Volume LXV, No.1, February 2010. 

Carr, P., Wu, L., 2007. Theory and evidence on the dynamic interactions between sovereign 

credit default swaps and currency options. Journal of Banking & Finance, Volume 31, Issue 8, 

August 2007, Pages 2383-2403. 

Chan-Lau, J. A., Kim, Y. S., 2005. Equity prices, credit default swaps, and bond spreads in 

emerging markets, ICFAI Journal of Derivatives Markets, Vol. 2, pp. 7-26 (July).  

Chen,Y., Gau, F., 2010. News announcements and price discovery in foreign exchange spot and 

futures markets. Journal of Banking & Finance, Volume 34, Issue 7, July 2010, Pages 1628-

1636. 

Cochrane, J.H., 2010. Greek myths and euro tragedy. The Wall Street Journal. May 18, 2010.   

Cornuejols, G.,Tutuncu, R., 2007. Optimization Methods in Finance. Cambridge University 

Press. 

Doll, B., 2010. The bullish case for U.S. equities. The Wall Street Journal. June 8, 2010.   

Forte, S., Pena, J.I., 2009. Credit spreads: An Empirical analysis on the informational content of 

stocks, bonds, and CDS. Journal of Banking and Finance 33 (2009) 2013 - 2025.  

Francis, B.B., Hasan, I., Hunter, D. M., 2006. Dynamic Relations between International Equity 

and Currency Markets: The Role of Currency Order Flow. The Journal of Business, Vol. 79, No. 

1 (January 2006), pp. 219-258. 

Hull J.C., Predescu M, White A., 2004. The relationship between credit default swap spreads, 

bond yields, and credit rating announcements. Journal of Banking & Finance 28(11): 2789 - 

2811. 

Ickes, B.W., 2006. The foreign exchange market. Lecture notes. Pennsylvania State University.  



18 

 

Ismailescu, I., Kazemi, H., 2010. The reaction of emerging market credit default swap spreads to 

sovereign credit rating changes, Journal of Banking & Finance, Volume 34, Issue 12, 

International Financial Integration, December 2010, Pages 2861-2873 

Jorion, P., 2010. Financial Risk Manager Handbook, Fifth Edition. Wiley Finance. 

Kohler, M., 2010. Exchange rates during financial crises. BIS Quarterly Review, March 2010,  

Longstaff, F.A., Mithal, S., Neisl, E., 2005. Corporate yield spreads: Default risk or liquidity? 

New evidence from the credit default swap market. The Journal of Finance, Volume 60, Issue 5, 

Pages 2213 - 2253. 

Longstaff, F.A.,  Pan, J., Pedersen, L. H., Singleton K. J., 2008. How sovereign is sovereign 

credit risk. NBER Working Paper. 

McCauley, R.N., McGuire, P., 2009. Dollar appreciation in 2008: Safe haven, carry trades, dollar 

shortage and overhedging. BIS Quarterly Review, December. 

Norden, L., Weber, M., 2009. The co-movement of credit default swap, bond and stock markets: 

An empirical analysis. European Financial Management v15, n3 (June): 529-62 

Norden, L., Weber, M., 2004. Informational efficiency of credit default swap and stock markets: 

The impact of credit rating announcements. Journal of Banking & Finance, Volume 28, Issue 11, 

November, Pages 2813-2843. 

Oakley, D., 2010. Record Volumes for Sovereign CDS. Financial Times. February 3, 2010. 

Peiris S. J., 2010. Foreign participation in emerging marketsô local currency bond markets. IMF 

Working Paper. 

Zhang, G., Yau, J., Fung, H., 2010. Do credit default swaps predict currency values? Applied 

Financial Economics, 2010, 20, 439 - 458. 



19 

 

Zhu, H., 2006. An empirical comparison of credit spreads between the bond market and the 

credit default swap market. Journal of Financial Services Research 29, 211-235. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



20 

 

Figure 1 

CDS Markets 

This figure illustrates 5 year sovereign CDS spreads (quarterly, USD denominated) for the major 

emerging markets over the period 4/2/2007 to 8/2/2009.  These premiums are for senior claims 

and they assume a recovery rate of 25%. Source: Bloomberg. 
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Figure 2 

Bond Markets 

This figure illustrates generic 5 year government bond yields (local currency) for the major 

emerging markets and the US over the period 4/2/2007 to 8/2/2009.  Source: Bloomberg. 
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Figure 3 

Stock Markets 

This figure illustrates returns on national stock market indices (in USD) for the major emerging 

markets  over the period 4/2/2007 to 8/2/2009. The indices used in the analysis are Brazil 

Bovespa Index (IBOV), China Shangai Stock Exchange Composite Index (SHCOMP), Indonesia 

Jakarta Composite Index (JCI), Turkey Istanbul Stock Exchange (ISE100), Mexico Bolsa Index 

(MEXBOL), and United States S&P 500. Source: Bloomberg. 
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Figure 4 

Foreign Exchange Markets 

This figure illustrates performance of local currencies (against USD) for the major emerging 

markets over the period 4/2/2007 to 8/2/2009. Source: Bloomberg. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 


