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The development of Asian bond markets*
Barry Eichengreen

1. The problem

The 1997-98 crisis in Asia prompted considerable rethinking of the role of financial markets
in the region’s economic development. Banks had long been at the centre of Asian financial
systems. For a set of late-developing economies with urgent needs for financial
intermediation, banking systems were easier to get up and running. Governments could
supply the equity capital and in some cases the managerial talent. Close cooperation
between banks and governments allowed the authorities to influence the flow of funds -
ideally, to ensure that finance flowed towards sectors that were the locus of productivity
spillovers and generators of export revenues. Large corporations in need of funding for
expensive investment projects that might require a lengthy incubation period could be
confident of a stable source of external finance.

Up to the mid-1990s this bank-centred financial system was one of the foundation stones of
East Asian economic growth. The crisis that followed then revealed that this form of financial
organisation also had serious weaknesses. The short maturity of bank loans meant that
when confidence was disturbed, as happened in 1997-98, what had once been a set of
patient lenders might not be so patient any more. Seeing their funding decline, banks might
call in their loans, subjecting their borrowers to a painful credit crunch. Moreover, with the
opening of capital accounts, banks might be in a favoured position to access foreign funds,
not least because of the perception that their obligations were guaranteed by the public
sector. They aggressively extended their intermediation role by borrowing offshore and
onlending the proceeds to domestic customers. Generally, the tenor of these foreign credits
was even shorter than that of the banks’ own loans, exposing them to a maturity mismatch
that might cause serious problems if confidence was shaken. Since most foreign funds were
denominated in dollars, euros or yen, the banks were exposed to either a dangerous
currency risk if they onlent in local currency or an equally serious credit risk if they onlent in
those same foreign currencies. Meanwhile, deregulation allowed banks to take on additional
risks using techniques with which supervisors found it difficult to keep pace. And insofar as
the banks had allowed themselves to be utilised as instrumentalities of the government’'s
industrial policies, they anticipated help from the official sector in the event of difficulties.
Thus, the moral hazard inevitably associated with the existence of a financial safety net
appears to have been particularly pervasive in the Asian case.

This episode of financial turmoil led to the restructuring of banking systems and to efforts at
upgrading their supervision and regulation. But it also created an awareness of the need for
better diversified debt markets and specifically for bond markets to supplement the
availability of bank finance. Bank and bond finance have different advantages. Bonds and
securitised finance generally are thought to have better risk-sharing characteristics. Risks
can be more efficiently diversified when they are spread across a large number of individual
security holders. This spreading of risks and the existence of liquid secondary markets in
standardised securities encourages creditors to make long-term commitments and allows
debtors to borrow for extended periods of time.

1 Revised, November 2004.
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Banks, in contrast, have a comparative advantage in the information-impacted segment of
the economy. They invest in building dedicated monitoring technologies. (This is one way of
thinking about what distinguishes banks from other financial market participants.)
Consequently they are well placed to identify and lend to small, recently established
enterprises about which public information is scarce. In addition, by pooling the deposits of
households and firms with non-synchronised demands for liquidity, they are able to provide
maturity transformation services for small savers reluctant to lock up their funds for extended
periods. As concentrated stakeholders, they contribute to effective corporate governance and
are prepared to incur the costs of litigation when legal recourse is required.

The point is not that banks or bond markets are better; there is little systematic evidence of
the unconditional superiority of one financial form over the other. Rather, there is a growing
body of evidence that countries benefit from well diversified financial systems with a role for
both well regulated banks and well functioning securites markets.? Banks have a
comparative advantage in providing external finance to smaller, younger firms operating in
information-impacted segments of the economy, while securities markets, including debt
markets, do the job more efficiently for large, well established companies. Similarly, banks
and securities markets are subject to different risks. Hence, in financial structure, as in other
areas, diversification may help an economy attain a superior position on the frontier of
feasible risk-return trade-offs. That is, the existence of a well diversified financial system, with
a role for both banks and securities markets, should be conducive both to an efficient
allocation of resources compatible with sustainable medium-term economic growth and to
financial stability - and specifically to minimisation of the risk of late 1990s-style financial
crises.

2. The policy response

It is in this context that recent efforts to foster the development of Asian bond markets should
be understood. These efforts have focused on the development of a more robust and
efficient market infrastructure at the national and regional levels. Among the prominent
initiatives in this area is the Asian Bond Market Initiative (ABMI) of the ASEAN+3 countries.?
As endorsed by ASEAN+3 finance ministers at their August 2003 meeting in Manila, the
ABMI takes as its goal the development of more robust and efficient primary and secondary
markets. To this end ASEAN+3 has established working groups concerned with the creation
of standardised debt instruments, the establishment of rating agencies, the provision of
technical assistance, foreign exchange transactions and settlement issues, credit guarantee
mechanisms, and the role of multilateral development banks, foreign government agencies
and Asian multinational corporations in issuing in local markets and local currencies.

2 see Demirglic-Kunt and Levine (1996, 2001).

¥ The members of ASEAN are Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, the Philippines,

Singapore, Thailand and Vietnam; the “plus 3" countries are Japan, Korea and China. Another initiative
deserving of mention is the APEC Regional Bond Market Initiative agreed to by the APEC Finance Ministers’
Process (FMP). The FMP was established following the 1997 financial crisis to provide a forum for the
exchange of views and information on regional financial developments and to cooperatively pursue
programmes for the promotion of financial sector development and liberalisation. In 2002 APEC finance
ministers then agreed to a second policy initiative on the development of securitisation and credit guarantee
markets, which aims at using high-level policy dialogues and expert panels to identify impediments to the
development of these markets. For details see www.apec.org, and in particular www.apec.org/
apec/ministerial_statements/sector_ministerial/finance/2003_finance/annex.html.
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These working groups can be seen as mechanisms for sharing information and providing
technical assistance about best practice in fostering and regulating bond markets. They can
be seen as working towards the establishment of benchmarks for the development of market
infrastructure against which national policy and practice can be assessed. Private sector
practice has shown such benchmarks to be an effective focal point for reform.* The working
groups may thus function as a source of peer pressure for governments to move more
quickly in the direction of creating active and liquid bond markets than they might otherwise,
something that is desirable insofar as the official sector often enjoys privileged access to
bank finance and therefore faces a moral hazard of its own.

Other initiatives seek to remove the obstacles to the development of a pan-Asian bond
market. They seek to encourage Asian investors to build regional bond portfolios by
removing obstacles to cross-border capital flows and by harmonising the regulations,
withholding tax provisions, accounting practices, rating conventions and clearing and
settlement systems that pose obstacles to foreign participation in regional bond markets.
These initiatives respond to the perception that the small size of Asian bond markets is part
of what limits their liquidity, efficiency and growth. To be attractive for investors, a bond
market must operate at a certain minimum efficient scale. Otherwise market participants will
not be able to acquire or dispose of their holdings without moving prices.® Small markets with
a limited number of participants may also create scope for strategic behaviour by competitors
and counterparties to deter entry and participation by other investors.® There may exist
significant scale efficiency effects in clearing and settlement, payment system data
processing, trading operations, firm-specific information processing activities (such as
listing), and even regulation.” In addition, a small market may not be able to develop liquidity
in the full range of marketable instruments, including the derivative instruments needed by
investors to hedge market risk, which in turn may deter participation.® For all these reasons,
small countries may find it difficult to develop deep and liquid bond markets. Securing foreign
participation through the removal of impediments to cross-border issuance and investment is
in turn a potential way around this problem.

The most prominent initiative in this area the Asian Bond Fund created by the Executives’
Meeting of East Asia-Pacific Central Banks (EMEAP).? Launched in June 2003, the Asian
Bond Fund (ABF) had an initial size of US$1 billion. It invests in a basket of US dollar-
denominated bonds issued by Asian sovereign and quasi-sovereign issuers in EMEAP
countries other than Japan, Australia and New Zealand. It is managed by the Bank for
International Settlements and supervised by an EMEAP Oversight Committee. A second
Asian Bond Fund, under discussion at the time of writing, is to include investments in bond
denominated in regional currencies issued by sovereigns, quasi-sovereigns and creditworthy

The use of benchmarking to generate peer pressure for reform is a widespread private sector practice. It is
also used by the European Union as part of its method of “open cooperation”. See Wyplosz (2004).

McCauley and Remolona (2000) provide evidence on the relationship between market size and liquidity, as
measured by inter alia bid-ask spreads and market turnover.

Mohanty (2001) cites a number of real-world instances where such behaviour has been evident in small and
even medium-sized markets.

For evidence on this see Hancock et al (1999), Saloner and Shepard (1995), Malkamaki (1999) and Bossone
et al (2001).

8 See Turner and Van't dack (1996).

EMEAP is a forum of central banks and monetary authorities in the East Asia-Pacific region with 11 members:
Australia, China, Hong Kong SAR, Indonesia, Japan, Korea, Malaysia, New Zealand, the Philippines,
Singapore and Thailand.
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companies.’® By encouraging the reinvestment of central bank reserves in the qualifying
bond markets and securities of the region, the ABF initiative can be seen as helping to
augment the installed base of local securities holdings and thus overcome the problem of
inadequate scale. More generally this initiative can be seen as one of a set of measures
designed to foster the development of a deep and liquid bond market at the regional level.

3. Dilemmas

There is an almost instinctual tendency on the part of economists to applaud such efforts,
given the compelling nature of the arguments for developing more active bond markets to
round out Asia’s bank-dominated financial systems. But there is also a dilemma. In reality
what we are talking about is capital account convertibility, and capital account convertibility in
advance of the development of regional financial markets. This, of course, is the opposite of
what most of us thought that we had learned from the Asian crisis about the right time at
which to liberalise the capital account. One of the key lessons of the Asian crisis is that it is
important to have strong, diversified and well developed domestic financial markets,
including by implication bond markets, before liberalising the capital account. If financial
markets are underdeveloped, market discipline will be weak, and banks and firms will be
prone to overborrow. Capital account liberalisation will then cause funds to flow in through
the banking system. Cheap funding will encourage the banks to expand their loan portfolios,
resulting in a decline in the average quality of loan projects. Maturity mismatches will be
accentuated if banks use this short-term finance to fund long-term loans, and currency
mismatches will result either for the banks (if they lend in local currency) or their customers
(if their loans are denominated in foreign currency but the borrowers are active in the
production of non-traded goods - as in the case of construction firms). If the flow of foreign
capital then turns around, the whole financial edifice can come crashing down. The Asian
crisis is a stark reminder of the havoc that can be wreaked by this combination of
circumstances.

Thus, macroeconomists will insist that governments should not proceed with capital account
liberalisation unless they have first made progress in developing local bond markets. And
market participants will insist that countries cannot have local bond market development
unless they first have open capital accounts. Lee Hsien Loong, Deputy Prime Minister of
Singapore and head of that country’s Monetary Authority, put the point well in an address
given in 2002: “There is a trade-off between tightening up the capital account, and
developing the bond markets. Measures to restrict offshore foreign currency trading have
been effective, in so far as reducing or eliminating offshore markets is concerned. But these
safeguards come at a cost - they also hinder the development of capital markets, especially
the bond markets. Size and liquidity are essential attributes for a market to attract
international interest. Already in size and liquidity, we clearly lag behind our counterparts in
the West. If Asian markets are fragmented and unable to grow, they risk being ignored by
global investors.”**

Thus, Asia would seem to be in a classic Catch-22 situation. Without removing capital
controls, attempting to foster domestic bond markets can be an uphill fight. Yet trying to win it
by removing restrictions on the ability of residents and foreigners to invest across borders

1% The stated purpose of ABF2 is to encourage the development of index bond funds in regional markets and

to act as a catalyst for the improvement of domestic bond markets and for greater harmonisation of bond
market infrastructure and legal, regulatory and tax arrangements across the region. For details, see
www.emeap.org/press/15apr04.htm.

| owe this quote to Dwor-Frecaut (2003).
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could be a risky strategy. It is widely recognised that these trade-offs are implicit in efforts to
build domestic bond markets by removing capital controls.*? What is less well understood is
that even seemingly benign steps like harmonising regulations and taxation, or creating an
Asian rating agency (or a common standard for national rating agencies), or using central
bank reserves to jump-start private cross-border investment are the equivalent of capital
account liberalisation in the sense that they too would work to encourage cross-border
capital flows. This is their intent, and it would certainly be their effect. And these measures
create risks - as well as conflicting with the conventional wisdom regarding sequencing -
insofar as they encourage capital mobility first and only produce stronger markets later.

The positive message is that governments should proceed with all due speed to strengthen
market infrastructure at the national level: more efficient clearing and settlement systems,
more efficient information provision and assessment (through inter alia the establishment of
disclosure requirements for issuers and the creation of rating agencies), stronger creditor
rights and the development of benchmark assets and yield curves. Even small countries can
make progress in this direction, although they may have to forgo some of the cost savings
associated with the scale efficiency effects enumerated above. They can also overcome
some of the disadvantages of small market capitalisation by consolidating the public debt
and overfunding their fiscal needs.™® One reading of European experience from the 1950s to
the 1980s is that, through the dedicated pursuit of such measures, reasonably robust and
liquid markets in debt securities can be created.* At that point it becomes safe to remove
residual capital controls, as Europe did in the 1990s, and to encourage market participants to
build pan-regional portfolios.

This perspective suggests that Asian countries, especially lower-income Asian countries with
a less developed financial infrastructure, should proceed cautiously with capital account
liberalisation. It suggests that a relatively small Asian Bond Fund (recall that an ABF-I funded
to the tune of US$1 billion compares with regional bond markets with a market capitalisation
of some US$1.5 trillion) is appropriate in that it does not put the cart before the horse. That
is, it does not commit Asian central banks to large amounts of cross-border portfolio
investment before a stronger market infrastructure is in place. It suggests that efforts to foster
the development of bond markets should focus, in the first instance, on measures to
strengthen the market infrastructure at the national level and not on measures to harmonise
and integrate those market structures, thereby encouraging cross-border capital flows, per
se. Measures to harmonise and integrate institutions and regulations should come later, once
those stronger market structures are in place.

The other issue raised by Europe’s experience in creating a regional bond market is the role
of the exchange rate. In Europe, the elimination of currency risk by the creation of the euro
strongly stimulated the development of regional bond markets. This is evident in the dramatic
increase in corporate bond issuance, speculative grade issuance in particular, following the
irrevocable locking of exchange rates in 1999, and in the adoption of the 10-year German
government bond as the benchmark issue for the region.*® This experience suggests that an

2 The econometric results in Eichengreen and Luengnaruemitchai (in this volume) are consistent with this

emphasis, in that they find a number of alternative measures of capital controls to be negatively associated
with domestic bond market capitalisation in a panel of data for 41 countries.

13 See McCauley (2003).

4 Wyplosz (2001) advances this position.

5 In the first year of the euro, the value of euro-denominated corporate bond issues more than tripled, and the

share of corporate bond issues accounted for by speculative (sub-investment grade) issues rose from 4% to
15%. Corporations were able to place unpredecentedly large issues on European markets; see Detken and
Hartmann (2000). These extraordinary early growth rates have now tailed off a bit, but the rate of growth of
issuance of debt securities by non-financial corporations continues to outrun the growth of their other sources
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exchange rate regime that minimises currency risk can lend strong stimulus to the
development of regional bond markets by encouraging investors to build pan-regional
portfolios, thereby enhancing market liquidity and in turn inducing additional issuance and
investment. The paper by Barry Eichengreen and Pipat Luengnaruemitchai in this volume
provides further support for this association between exchange rate stability and bond market
capitalisation.

For Asia, these facts again create something of a dilemma. Another widely drawn lesson of
the Asian crisis is that countries should gravitate towards more flexible exchange rate
regimes in order to limit crisis risk and be able to better tailor domestic money and credit
conditions to local needs. Moreover, the presumption that Asian countries will continue to
move down the road towards capital account convertibility reinforces the argument for
greater exchange rate flexibility, insofar as moving to managed flexibility is an essential
precondition for full capital account liberalisation.® Hence, the exchange rate regime
consistent with financial stability in the short run may not be conducive to bond market
development in the longer run.

The severity of this problem is not entirely clear. The observation that countries with more
stable exchange rates have better capitalised bond markets is based on an all-else-equal
comparison. In practice, everything else may not be equal. In particular, macroeconomic
policies that minimise currency risk by holding exchange rates stable may heighten credit risk
by encouraging banks, firms and governments to borrow more freely, thereby exposing them
to financial distress when cyclical conditions deteriorate. Robert McCauley and Guorong
Jiang (2004) find a closer conformance of bond yields across countries with flexible
exchange rates. One interpretation is that credit risk is even more important than currency
risk in driving a wedge between national markets and that in countries where the bulk of debt
is domestic currency denominated these two forms of risk are negatively correlated. If this is
right, then greater exchange rate flexibility may not in the end be an impediment to bond
market development.

The other solution, also suggested by European experience, is monetary unification to
reconcile the desire for exchange rate stability with the reality of capital account convertibility,
along with stronger financial market institutions and regulation to prevent overborrowing and
avoid unnecessary credit risk. From this point of view the Chiang Mai Initiative for swap lines
and other financial supports, ongoing discussions of a collective currency peg and initiatives
to foster the development of bond markets are of a piece. That is to say, these various efforts
to further economic and financial development and cooperation at the regional level are
complementary to one another. The problem is that the time horizon relevant to these
different initiatives is not the same. While furthering the development of bond markets is an
urgent task that should be advanced now in order to foster growth and buttress financial
stability, monetary unification is a long-run objective that presupposes a significantly more
extensive political commitment.*’

The other question in this context is whether Asia is the right level at which to pursue these
objectives. A positive answer is generally presupposed in discussions of exchange rate
stabilisation and monetary unification. There is both the European precedent and the fact of
rapidly growing intraregional trade and foreign investment linkages, heavily centred on

of finance. This enhanced access of euro-denominated corporate debt markets helped to finance a wave of
mergers and acquisitions which in turn promises to strengthen Europe’s corporate sector.

6 see for example Fischer (2003).

7 Thisis something that is acknowledged even by the proponents. Thus Mallet (2004), in describing discussions

at the 2004 Asian Development Bank meetings for achieving currency union in Asia, reports that “economists
and bankers say a common east Asian currency would take two or three decades.”
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China. But it is not clear that a positive answer is appropriate in discussions of bond market
development. There already exist well developed global securities markets into which Asian
countries can link, as emphasised by Robert McCauley and Yung Chul Park in their
contribution to this volume. Many of the large issuers and large investors - multilateral
institutions, foreign government agencies and multinational corporations alike - whose
participation in local markets is desired are headquartered outside Asia. Harmonising
institutions and policies across Asian countries is not the most obvious way of encouraging
their participation; better would be to harmonise institutions and regulations with those
prevailing in global markets. Even if the answer to the question of whether Asian countries
should attempt to integrate into global or regional bond markets is not obvious, that question
should at least be asked.

4. The papers that follow

The papers that follow shed additional light on a number of these issues. In keeping with the
thematic structure of this introduction, | review these papers in a somewhat different order
than they appear below.

Atsushi Takeuchi's paper sets the stage by describing the rationale for the development of
deeper and more liquid bond markets, the progress that has been made to date and the
obstacles going forward. As the author notes, the size of local bond markets in Asia, as
measured by the volume of issuance, has more than doubled since 1998. However,
secondary markets remain relatively illiquid, and foreign participation, in particular, is
disappointing. Takeuchi highlights capital controls, taxation, the difficulty of cross-border
clearing and settlement, and the limited availability of hedging instruments as obstacles to
greater participation by nonresidents.

Barry Eichengreen and Pipat Luengnaruemitchai further set the stage by using multiple
regression and cross-country comparisons to analyse the obstacles to the development of
Asian bond markets. While a variety of alternative explanations have been offered in the
past, Eichengreen and Luengnaruemitchai show that bond market undercapitalisation in Asia
is in fact a phenomenon with multiple causes. To some extent the problem is one of
minimum efficient scale: smaller countries find it more difficult to develop well capitalised
bond markets (even when capitalisation is measured relative to GDP). But market size is not
the entire problem. In addition, corruption and low bureaucratic quality, which are signs of
unreliable securities market regulation, and the failure of countries to follow internationally
recognised accounting and disclosure standards have slowed the development of debt
markets. Macroeconomic policy, for its part, appears to have played both a supporting and
impeding role. On the one hand, Asia’s strong fiscal balances, while admirable on other
grounds, have not been conducive to the growth of government bond markets. At the same
time, there is little evidence that the small size of public debt markets is a serious obstacle to
corporate bond market development. And the stability of exchange rates in the region
appears, if anything, to have encouraged bond market development.

Robert McCauley, in his paper, builds on the observation that small countries find it difficult to
achieve the minimum efficient scale required for a deep and efficient bond market. He notes
that the sterilisation operations engaged in by Asian central banks in the process of
accumulating international reserves have provided an opportunity to get a larger installed
base of public debt securities into the market. The problem is that the market has been
segmented into government debt and central bank debt. McCauley therefore recommends
consolidating this debt into a uniform set of securities by “overfunding” the fiscal deficit
(issuing more government debt securities than needed to fund the deficit, and purchasing
central bank bills in return). Finance ministries may be reluctant to permit the de facto
issuance of additional government debt as a device for mopping up excess liquidity; among
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other things, doing so is likely to undermine their control of the public debt market. But they
still may wish to consider this alternative if they attach priority to the creation of a liquid
domestic market in public debt.

Kee-Hong Bae, Warren Bailey and Young-Sup Yun look more closely at the issue of foreign
participation, analysing data gathered by the IMF for 165 countries on the holdings of local
bonds by foreign investors. They find that measures of property rights protection similar to
those analysed by Eichengreen and Luengnaruemitchai - corruption, risk of expropriation of
private property and the risk that contracts may be repudiated - are the most influential
determinants of foreign participation. By comparison, they find little evidence of a role for
macroeconomic variables like inflation, interest rates and the volatility of growth. This
reinforces the message that countries seeking to develop their bond markets, and specifically
to encourage foreign participation, should focus on building investment-friendly institutions.
Atsushi Taneuchi, in a companion paper, examines these same issues and in addition
characterises the obstacles to non-resident issuance. Compared to Bae, Bailey and Yun, he
puts more emphasis on statutory restrictions such as capital controls, the opacity and lack of
uniformity of withholding tax regimes, and the absence of adequate instruments for hedging
interest rate and currency exposures.

Martin Hohensee and Kyungjik Lee pursue the problem of hedging instruments, both those
traded on futures exchanges and over-the-counter interest rate derivatives such as interest
rate swaps and options. They show that Hong Kong and Singapore, two of the leading bond
markets in the region, also have the most advanced derivatives markets - a fact that is surely
not coincidental. It is impossible to imagine the development of the relevant hedging markets
absent the growth of the underlying bond market, for without trading in the underlying bonds
there would be nothing on which to base the swaps and options in question. The growth of
hedging markets in Hong Kong and Singapore thus reflects the success of these centres in
growing their local bond markets. But it also reflects a transparent and flexible regulatory
regime, which provides market participants the opportunity and the incentive to engage in
derivative transactions. While other Asian countries have launched their own derivatives
markets, these remain relatively illiquid. This suggests that markets in the relevant hedging
instruments tend to develop as a natural by-product of bond market development, although
their growth can also be fostered by putting in place a transparent, market-friendly regulatory
regime.

The case for developing local bond markets is strongest to the extent that the resulting
issues are long in tenor and denominated in local currency, thereby helping to relieve the
double mismatch problem. David Fernandez and Simon Klassen focus on the currency
mismatch aspect, analysing the choice of currency by East Asian bond issuers. In contrast to
Eichengreen and Luengnaruemitchai, they argue for the existence of strong spillovers
between the sovereign and corporate segments of the market. They conclude that sovereign
issuance has played a catalytic role in the genesis of regional bond markets, this despite the
constraints resulting from the traditionally strong fiscal stance of Asian governments. Since
the Asian crisis, however, sovereign issuance has soared, and corporate issues have
followed in its train. Indeed, as the authors emphasise, corporate issuance has been the
most rapidly growing segment of Asian bond markets in the last five years. The constraint on
the further growth of the corporate market, they suggest, is not so much inadequate supply
as inadequate demand - or at least a mismatch in the structure of supply and demand. High-
grade corporates have either ample retained earnings or easy access to equity finance;
hence much of the potential supply of corporate bonds is from sub-investment grade credits.
The demand, from institutional investors in particular, is however for investment grade debt
securities (given restrictive covenants, regulations, etc). One potential solution to this
problem is the development of structured products that allow investors to unpack credit risk
from other characteristics of debt securities. While the market in structured products is
growing as well, Fernandez and Klassen suggest that Asian financial institutions, which are
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potential suppliers of such products, need to develop further their expertise and involvement
in this area.

Another potential way of addressing this supply-demand imbalance is the provision of credit
guarantees. Gyutaeg Oh and Jaeha Park argue that the most important constraint on the
development of local currency bond markets is not weakness of creditor rights, imperfections
in the rating function or the absence of a pan-Asian clearing and settlement system, but the
absence of credit guarantees. The underlying constraint to bond market development in the
region, they argue, is the mismatch between the credit quality of potential issuers (which is
often speculative grade) and the credit quality required by provident funds, insurance
companies and other institutions (which, as noted, are often required or prefer to limit their
holdings to investment grade securities). Guarantees against credit and political risk could
bridge this gap, Oh and Park argue: they would guarantee a high rating for issuers, facilitate
the securitisation of outstanding debts, broaden the investor base and improve marketability
by limiting the danger of downgrades. To this end the authors propose the creation of either
public-private partnerships or multilateral institutions to provide guarantees for qualifying
Asian issuers. The question here is why, if there is a demand for such insurance, private
agencies have not sprung up to screen potential customers and provide this service at a
price. And if the answer is that there exist distortions preventing the market from doing this
job, then there is still the danger that the public provision of guarantees will only reintroduce
in another guise the moral hazard problem that arose in the 1990s as a result of the
commercial banks’ implicit guarantees.

One model for Asian countries seeking to develop their bond markets is Japan, which has a
large and highly liquid debt market. Fumiaki Nishi and Alexander Vergus consider the history,
structure and prospects of this market. They show that government debt dominates the
Japanese market, not surprisingly given the large budget deficits run by the government in
the 1990s in the effort to jump-start a deflation-ridden economy.® Their conclusion is that the
Japanese corporate bond market has developed relatively slowly due to the long-standing
dominance of Japanese banks over the country’s corporate finance. In this sense Japan is
not a reassuring precedent for other Asian countries, which similarly inherit financial systems
heavily dominated by commercial banks.

Japan also provides lessons, as Nishi and Vergus shows, for Asian countries seeking to
encourage foreign participation in their local bond markets. The first yen-denominated bond
publicly offered by a non-resident issuer in the domestic market was issued by the Asian
Development Bank in 1970. This was followed by sovereign issues by Singapore in 1976 and
the Korea Development Bank in 1978. As controls on non-resident issuance in yen were
gradually relaxed, a variety of foreign corporate issuers followed, creating the so-called
“Samurai market”.'® However, the development of the Samurai market has been relatively
slow, a disappointing record that the authors attribute the onerous regulations and
registration requirements imposed by the Japanese authorities - and that might be best
avoided by other Asian governments.

The remaining papers consider challenges for the development of market infrastructure, a
task that emerges from these analyses as a key step for countries seeking to foster local
bond markets. Kate Kisselev and Frank Packer consider the rating function, focusing on the

8 In fact, large-scale government bond issuance started already in the second half of the 1980s, and Nishi and

Vergus trace the development of the Tokyo market back to this period.

¥ There may be a more general lesson here for Asia’s less developed countries - and for the Asian

Development Bank. Non-resident issuance often starts with the international financial institutions. In addition
to creating a local currency benchmark asset and stimulating liquidity, such issuance provides an instrument
that local issuers tapping foreign currency bond markets can use to swap out of their foreign currency
exposures, limiting the currency mismatch problem.
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rating of local currency bonds. Transparent and efficient ratings are essential to creating a
broad and diversified customer base for local currency bonds. But, as Kisselev and Packer
show, local currency sovereign bonds often receive very different ratings than the foreign
currency issues of the same governments. Rating agencies tend to give higher ratings to
local currency issues on the grounds that the sovereign may find it easier to raise domestic
currency denominated resources in times of stress. (In extremis they can always print
money.) Corruption appears to be important for explaining these rating gaps: the greater
perceived corruption, the smaller the rating advantage to local currency bonds. In addition,
countries with higher investment rates, and therefore, presumably, superior growth
prospects, receive more favourable ratings for their domestic currency bonds, relative to their
foreign currency counterparts. There are also important differences between S&P and
Moody’s in how they calibrate this rating gap, suggesting that the market still has some way
to go in arriving at a standard methodology for rating local currency bonds.

One response to dissatisfaction with the global rating agencies is to develop local
counterparts. The performance of local rating agencies, one or more of which now exists in
most Asian countries, is analysed by Daekeun Park and Changyong Rhee. Park and Rhee
argue for standardising the rating systems used by these agencies and creating a pan-Asian
settlement system as a way of fostering the development of a pan-regional bond market.
Their case for local agencies is based on local knowledge and on the observation that global
agencies like S&P, Moody’'s and Fitch do not find it worthwhile to provide ratings for the
multitude of small local issuers that comprise the most rapidly growing segment of Asian
borrowing. Unfortunately, local agencies in different countries follow incompatible practices,
assigning government bonds the highest credit ratings and rating other entities’ ratings below
that sovereign ceiling. Since sovereign creditworthiness differs across countries, this renders
ratings of corporate creditworthiness incomparable. Harmonising practices and abandoning
the sovereign ceiling would help, but this is easier said than done.?

Park and Rhee also consider whether the underprovision of clearing, settlement and
depository services is an obstacle to the development of regional bond markets. They
compare the advantages of clearing and settling cross-border transactions using local
agents, global custodians and cross-border settlement systems operated by international
central securities depositories (ICSDs) like Euroclear and Clearstream. Local custodians
must be hired in each relevant market, and the quality of their services varies. Global
custodians essentially do little more than arrange local custodians for their clients. ICSDs
avoid this duplication and quality variation but have limited coverage in Asia, partly because
of regulatory restrictions on financial transactions in various Asian countries. In addition, time
zone differences mean that Euroclear and Clearstream do not provide real-time clearing for
many Asian transactions. Park and Rhee argue for the creation of an Asian clearing and
settlement system to rectify these problems. The question is whether creating a new system
is really necessary or whether existing networks like Euroclear would provide an expanding
range of services if Asian countries simply relaxed regulatory restrictions on financial
transactions and the volume of bond market turnover increased.

Frank Braeckevelt also finds much to criticise in these areas, describing Asia’s clearing and
settlement infrastructure as opaque and fragmented. But he does not find that infrastructure
is the principal barrier to the development of efficient bond markets in Asia; despite their
fragmentation, existing clearing and settlement systems operate relatively well. Rather, the
principal barriers to the development of regional bond markets, Braeckevelt concludes, are
capital controls that limit the participation of foreign investors, along with factors limiting
market liquidity such as the absence of incentives for Asian institutions to actively manage

2 n any case, it is not clear that local rating agencies provide a meaningful alternative to global agencies, since
in practice they are often affiliated with those global agencies, which are also among their major shareholders.
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their portfolios. This is consistent with the view that clearing and settlement issues, rather
than requiring the development of an Asian clearing system, could be resolved by relaxing
regulatory restrictions and encouraging additional market liquidity and turnover.

Finally, the paper by Bernhard Eschweiler analyses the role played by supervision and
regulation in the development of Asian bond markets. Eschweiler finds that supervision and
regulation in the region increasingly resemble global practices, in both structure and content.
At the same time, there is considerable variation within Asia in the quality of regulation, Hong
Kong and Singapore being the only countries that are fully compliant with global standards
and best practices. Where other Asian countries tend to fall down is not so much in the
design of regulation as in its enforcement, reflecting weaknesses in legal systems and
creditor rights. Eschweiler concludes that the fastest route to developing bond markets in
Asia is not through efforts to harmonise market rules and regulations but rather through the
adoption and implementation of global best practices at the national level.

Given this variety of viewpoints and conclusions, it will be evident that there is less than
complete consensus on the priority actions that should be taken to effectively foster the
development of bond markets in Asia. If there is one thing on which observers agree, it is
Eichengreen and Luengnaruemitchai’s point that the slow growth of Asian bond markets is a
problem with multiple dimensions whose solution requires multiple interventions:
strengthening creditor rights, building stronger market infrastructure, improving regulatory
design and enforcement, and removing the capital controls and tax measures that limit
foreign issuance and investor participation - while adapting macroeconomic policies,
including the exchange rate regime, to the reality of financial integration. The small scale of
many Asian economies and financial markets also remains a barrier to the development of
deep and liquid local markets at the national level; on this too there is agreement, although
there is no consensus, at least yet, on whether this means that priority should be attached to
harmonising bond market rules, integrating clearing and settlement systems, and creating
pan-Asian standards for rating agencies so that market growth can proceed at the regional
rather than the national level. Clearly, there is no shortage of positive steps that can be taken
to promote the development of Asian bond markets. The key task going forward is to identify
which such measures should be priorities.
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For the advent of a promising and sound
Asian bond market

Tae-Shin Kwon

Introduction

Good morning, distinguished guests, ladies and gentlemen! Let me first thank the President
of Korea University, Dr Yoon Dae Euh, for the invitation to participate in this very important
conference, and also the organisers for their efforts in hosting this occasion. It is my great
honour to have this opportunity to address such a distinguished group of experts and
practitioners from government, academia, financial markets and international organisations.

What policies should we adopt to further develop the Asian bond market? All Asian countries
already share a common understanding of the significance of developing a regional bond
market and have embarked on efforts towards this end. Now it is appropriate for us to
evaluate past performance and elaborate future direction. In this context, | believe strongly
that this conference is very timely and meaningful.

Why is a regional bond market so important?

There has been wide recognition that the Asian financial crisis broke out due to two major
reasons: first, excessive reliance on bank-intermediated financing, and second, foreign short-
term financing leading to mismatches in currency and maturity. Regrettably, many borrowers
in this region still have only limited access to long-term local currency financing. For this
reason, how to develop the local currency bond markets has recently become one of the
hottest policy issues in the region.

Another reason for developing the Asian bond market is the need to recycle accumulated
capital directly back into the region. Although Asian countries have replenished their foreign
exchange reserves substantially since the financial crisis, most of the funds have been
invested in the developed markets, including the United States and Europe, and only later
flowed back into the region in the form of foreign currency denominated loans, purchases of
equities, and foreign direct investments. This situation needs to change.

It is sad to note that there is hardly any demand for local currency bonds from cross-border
investors. In this regard, we have to create investment products that are of interest to
regional investors. All things considered, regional borrowers will remain dependent on the
international financial markets to a large extent until the Asian bond market is well
established.

Therefore, the policymakers and economists in the region have reached a consensus on the
need to promote the regional bond market in order to obtain the following benefits. The first
and most important is that an advanced bond market would allow Asian countries to prevent
the recurrence of financial crises as well as facilitating the recycling of regional savings. The
Asian financial crisis taught this region a hard lesson: that the development of a strong and
deep Asian bond market is an essential element in ensuring that long-term, local currency
funds are available for investment in the region. In addition, bond market development would
help to narrow the gap between capital markets in advanced and emerging market
economies, and also to achieve better balanced capital markets within the region. The more
advanced emerging economy bond markets become, the more efficient regional capital
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markets will be as a whole. And this, in turn, will raise the efficiency and growth potential of
the region’s economies.

I'd like to make clear that deeper and better balanced capital markets provide a shared
benefit to all economies, serving as more reliable and stable sources of financing. Moreover,
they bring additional benefits for both issuers and investors, such as transparent accounting
practices, well educated financial experts and various types of financial instruments. Such
improvements would undoubtedly bring about a virtuous circle of prosperity all over the
continent.

What has been done so far?

Against this background, each of the Asian economies has made tremendous efforts with a
view to promoting bond markets at both national and regional level. For instance, the Korean
government has undertaken significant financial sector reforms at unprecedented speed
since the Asian crisis, and introduced a series of important measures for the advancement of
the country’s capital market. Notably, Korea has successfully developed its securitisation and
credit guarantee market through asset-backed security (ABS) schemes.

We have also launched a regional financial cooperation project - the Asian Bond Market
Initiative - aimed at developing the bond market through various forums such as APEC,
ASEAN+3 and EMEAP. Under these regional groups, a humber of concrete steps are being
taken to complement individual country efforts to develop the bond market. For example,
APEC and ASEAN+3 are focusing on the supply side of the bond market. That is to say, they
are mainly studying ways to provide high grade bonds for investors. In the meantime,
EMEAP is attending to the demand side by establishing an Asian Bond Fund with members’
foreign reserves for the purpose of securing regional demand for bonds.

These regional initiatives are historic and unprecedented. Through these forums, the region’s
policymakers have maintained regular dialogue and discussion for the last couple of years. In
addition, a number of seminars and symposiums like today’s conference have been
organised to foster the exchange of views and knowledge to be shared among academics,
think tanks and the private sector.

Over the course of studies and discussions, Asian countries have reached an agreement that
establishing bond market infrastructures, such as a credit guarantee mechanism and
settlement and credit rating systems, is essential for regional bond markets to prosper. As a
result, six working groups have been established and are currently addressing these issues
on a voluntary basis under the Asian Bond Market Initiative. There has already been
substantial progress in the drive to set up this bond market infrastructure. | believe that we
will see tangible outcomes in the near future.

Future challenges

Despite much endeavour and many achievements to date, we have yet to overcome many
challenges. We have stored up a vast number of ideas and suggestions from numerous
studies and meetings on this issue. It is now time for individual countries to take practical
steps in a more comprehensive and well organised manner. At this moment, we need to pay
more attention to how to create an attractive financial market for domestic and overseas
investors alike.

To this end, first of all, financial reform and liberalisation initiatives need to maintain their
momentum in each economy. In addition, we must create highly competitive financial
institutions within the region to prepare for any unexpected financial market vulnerability. By
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doing so, we can strengthen our financial markets and also afford regional market
participants more opportunities to invest in fully qualified bonds equivalent to those issued by
western countries.

Second, we should seek advancement and harmony simultaneously in the regulatory and
supervisory systems of Asian economies by developing advanced transaction regulations
and a more transparent accounting and disclosure system. This, in turn, would enable
investors to minimise liquidity and credit risk.

It is true that one size does not fit all. However, there are many common denominators that
exist in well functioning regulatory and supervisory systems. In this context, we should
endeavour to harmonise regulations for the protection of investors’ interests, which will lead
to a more active regional bond market.

Third, we should accelerate the already extensive efforts to develop market infrastructure.
Solid market infrastructure is the basis for a promising and sound bond market. Therefore,
we should focus more on setting up efficient settlement and credit rating systems,
strengthening institutional investors and improving risk management techniques.

Meanwhile, the so-called credit quality gap between advanced and emerging market
economies is also a major impediment to the development of regional bond markets. To
bridge this gap, we should make better use of securitisation and credit guarantees, which |
know is one of this conference’s primary subjects. From our experience, | am sure that the
combination of securitisation and credit enhancement mechanisms will serve as a model for
the Asian bond market and reduce the gap between borrowers’ credit standing and investors’
requirements.

Korea is keen to contribute to the further development of local currency bond markets in the
region by drawing on the experience gained in developing the country’s bond market and
ABS market after the financial crisis. Finally, we should offer further technical assistance and
advice to emerging market economies in the region. Although many technical assistance
programmes are available, our hard-earned experience can be put at the service of these
economies more efficiently.

It would be in every regional country’s interest to lessen the trials and errors of emerging
market economies in the process of strengthening their bond markets, and at the same time
the developed economies would be able to secure new markets.

Conclusion

The question of whether bond market development will be in vain or will become a stepping
stone for sustainable economic growth wholly depends on our future attitude. Building on the
efforts and progress made so far, member economies have to continuously cooperate with
each other to secure our common goal of developing sound and efficient bond markets in the
region. | can assure you that the Korean government will spare no effort in achieving our
goal, the advent of a promising and sound Asian bond market.
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Asian financial cooperation as seen from Europe

Gunter D Baer

It is a great pleasure for me to attend this conference, jointly organised by Korea University
and the BIS. We at the BIS have organised conferences with monetary institutions in the
region, including the State Administration of Foreign Exchange in Beijing and the Bank of
Thailand in Bangkok, but this is the first with an academic institution in the region. We take
this opportunity to salute Korea University on its 100th anniversary and to wish it well in its
next century. As Seoul aspires to become a hub for Northeast Asia, Korea's world-class
centres of learning will come into their own.

We meet in this splendid academic environment to discuss a practical and topical subject.
The work to be reported and commented on here is certainly of great relevance to a matter
that is enjoying high priority on the agenda of Asian policymakers, namely promoting the
development of Asian bond markets.

In fact, | am convinced that steps to promote the Asian bond market have the potential to
make a contribution to monetary and financial cooperation in Asia that goes beyond simply
deepening and enhancing the efficiency of today’s bond markets. Let me explain what | have
in mind by looking at Asian monetary cooperation through the European rear-view mirror. In
doing so, | will first make some broad-brush comparisons between Asian and European
developments and then present some observations on the forces that, in my mind, have
driven the process of cooperation in Europe - leaving it to you to decide whether a similar
development could be expected in Asia.

At the risk of oversimplifying, there are at least two developments that are prompting closer
monetary cooperation in Asia even as they did in Europe. The first is a marked increase in
trade integration across the region, accompanied by the emergence of poles of economic
growth independent of US demand and by a growing awareness of vulnerability to exchange
rate changes.

In Europe, this process was partly the result and partly the cause of closer monetary
cooperation. And | am proud to say that the BIS, in offering technical and meeting-related
support, played an important role in this process. Without going into detail, let me illustrate
this with a couple of examples. Between 1950 and 1958 the European Payments Union used
the BIS as an agent to permit the multilateralisation of bilateral surpluses and deficits in
Europe, thus preparing the ground for a return to current account convertibility. In the Treaty
of Rome of 1958 the European Community established the Monetary Committee, composed
of very senior central bank and finance ministry officials. And in 1964 the European central
banks set up the Committee of Governors as their central forum for cooperation. This
Committee met for 30 years at the BIS - until a new European institution was established in
Frankfurt.

In Asia the response to growing regional integration broadly paralleled the European
development. Regional central bank forums were launched, such as SEANZA (in 1957) and
SEACEN (formally in 1982), to promote joint training and research. EMEAP started in 1991,
operating first at Deputy Governor and later at Governor level, and soon established working
groups in three financial areas of particular concern to central banks. In fact, these groups
complemented those which had been in existence at the BIS for many years.

The second common trend in the development of monetary cooperation in Asia and Europe
was the impact of crises on the building of institutional arrangements. In Europe, the shock of
the collapse of the Bretton Woods system and the beginning of generalised floating
prompted the creation of the so-called narrow margins arrangement, better known as the
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“snake”, supported by the European Monetary Cooperation Fund (EMCF), which settled
intervention balances and provided short-term balance of payments support. Incidentally, this
Fund existed more on paper - all operations were performed by the BIS acting as agent. Still,
the record of these early efforts at monetary and exchange rate stability was pretty
chequered, as inflation differentials necessitated parity changes and/or forced countries to
opt out of the system.

The shock of the foreign exchange and banking crisis in Asia in 1997-98 also initiated steps
towards building firmer institutional structures - though not necessarily of the kind set up in
Europe. The main strategy for building defences against currency crises was to increase the
availability of reserves, either through swap lines as agreed by ASEAN+3 under the Chiang
Mai Initiative, or simply by bolstering reserves as a kind of self-insurance. A different and, in
its multilateral character, potentially far-reaching institutional measure was EMEAP’s
launching last June of the Asian Bond Fund (ABF) in dollar-denominated instruments, aimed
at promoting the development of a regional bond market. It was recognised that a dollar-
denominated fund was the art of the possible rather than the desideratum. Accordingly,
active discussions are now under way to add a second ABF in domestic currency. An
extremely significant and multipronged approach to improving the underlying financial
structure is being pursued in parallel by ASEAN+3.

These developments in monetary cooperation pertain mainly to the past, with Asia lagging
behind Europe, where such cooperation led in 1999 to the creation of a single currency and a
common central bank. Naturally, this gives rise to the speculative question of whether
developments in Asia will take the same turn, that is, follow the European path. Since we at
the BIS do not speculate, | can neatly sidestep this question. However, having been closely
involved for many years in the process of European monetary cooperation, | can highlight
some of the forces that were instrumental in reaching the goal of monetary unification. Then |
shall leave it to you to infer what this could mean for future monetary cooperation in Asia.

Let me start with two more principal observations. The first is that the move towards
monetary union in Europe was foremost a political process. Without the political will and
impetus, monetary and financial integration at today’s level could not have happened.

Having said this, my second principal observation is that the political objective of monetary
union would also not have been achieved without the active part played by the financial
authorities and, in particular, the central banks. Just to remind you, the breakthrough in
moving to monetary union was based on a blueprint of how to realise monetary union (the
Delors Report of 1989) presented by a group of central bank Governors.

But, in addition to these points, | would identify at least three lessons to be drawn from the
process of monetary cooperation in Europe.

First, financing arrangements such as short-term swaps or medium-term balance of
payments loans (as granted by the EMCF and the European Community during the first
phase of the exchange rate mechanism) have frequently been cited as an important
prerequisite for the success of the exchange rate arrangements. | doubt that their
contribution in terms of providing financial resources was really decisive, but | recognise that
these mechanisms were sometimes of enormous psychological and tactical importance for
coming to an agreement in the negotiations.

Second, institutional aspects matter. European experience, however, suggests that big
institutional structures are not necessary for success - at least not until the moment that
responsibility for policy is transferred to a new, common institution. In fact, the process of
European central bank cooperation relied for decades on a very small permanent secretariat,
working independently under the roof of the BIS.

Third, there is nothing better than an operational framework to promote and focus monetary
cooperation. Such a framework could be a swap arrangement requiring accounting and
settlement services, or it could be an ABF or some form of exchange rate mechanism. What

BIS Papers No 30 17



matters is that any such arrangement makes it necessary to meet, to exchange views and to
take decisions in common. This in turn builds knowledge and mutual trust, which provide the
basis for getting through difficult moments in more ambitious cooperative undertakings.

Let me conclude with these observations and, as | said earlier, | leave it to you to judge to
what extent they are relevant for the process of Asian monetary cooperation. In one respect,
however, | am certain the discussions held here between researchers and policymakers form
part of the grand tradition of promoting monetary cooperation. On that note, | wish you all a
challenging and fruitful exchange of views at this conference.

18 BIS Papers No 30



Developing the bond market(s) of
East Asia: global, regional or national?

Robert N McCauley and Yung-Chul Park®

The various initiatives to develop Asian bond markets tend to draw on a shared analysis of
the Asian crisis of 1997-98. It is generally agreed that the mismatch between foreign
currency debt and domestic currency cash flows, on the one hand, and short-term debt and
long-term investments, on the other, left Asian firms and banks vulnerable to changing
evaluations of creditworthiness and to exchange rate depreciation. More controversial is a
related argument, which gained force as East Asia, excluding Japan, moved into a
substantial current account surplus after the crisis. Asia is thought to be missing an
opportunity if its savings flow into global capital markets only to be reinvested in some
measure in the region at higher yields and at the discretion of global investors.” The
development of a regional bond market or domestic bond markets is promoted to make
financial structures more resilient, to diversify sources of financing and to increase the asset
menu for investment in Asia.

Discussion of means to promote bond market development in East Asia can lose clarity
owing to the very different images of the desired outcome held by the participants. In
particular, some participants envision the creation of a regional market in which borrowers
from around the region obtain funding in regional currencies from regional investors. Others
envision improvement to the markets in which predominantly domestic borrowers meet
predominantly domestic investors. For the sake of completeness and of drawing distinctions
as boldly as possible, it is also worthwhile to consider a third image, namely that of
globalised financial markets in which East Asian borrowers and investors participate as
relatively small players.

This paper first defines terms and proceeds to sketch out these three alternative paths:
global, regional and national. It then considers where markets currently stand, recognising
that reality cuts across the neat ideal types sketched. Next, policies proposed to develop
bond markets are lined up with the different images. Finally, we conclude with our own views
on the preferred image.

1 The authors are grateful to Clifford Dammers, Guorong Jiang, Malcolm Knight, Francis Lau, Bob Rankin and

Philip Wooldridge for drawing various points to our attention and to Christian Dembierment, Denis Pétre and
Swapan-Kumar Pradhan for statistical assistance. Any errors remain those of the authors. Views expressed
are those of the authors and not the Bank for International Settlements.

This is not the place to analyse these widely shared presumptions in depth. Suffice it to say that Korea’'s
sizeable bond market before the crisis did not prevent a crisis. Moreover, it is not clear, at least at the
aggregate level, that Korea suffered a currency mismatch problem. Bond market development can only keep
East Asian savings in East Asia on a net basis if it increases domestic investment or consumption, leading to
higher absorption and narrow current account surpluses. Gross flows are another matter. For development of
the currency mismatch question, the prospects for narrower current accounts and two-way capital flows,
respectively, see Cho and McCauley (2003), Park (2004) and McCauley (2003a).
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1. Defining terms

Asian bonds are defined by residence of issuer. They are interest bearing obligations of
Asian governments, financial institutions or corporations, wherever marketed and in whatever
currency of denomination.

Bond markets can be classified according to residence of issuer, targeted investors and
currency of denomination. For instance, the BIS international securities data cover everything
but issues by residents targeted at resident investors denominated in domestic currency
(Table 1). Issues by non-residents targeted at resident investors and denominated in
domestic currency are part of the foreign bond markets, which go by various colourful names
(yankee for United States; samurai for Japan; bulldog for the United Kingdom). Offshore (or
“euro” in the old sense) markets involve targeting investors with bonds not denominated in
their domestic currency.

Table 1
Classification of BIS securities statistics
Issues by residents Issues by non-residents

In domestic currency

Targeted at resident Domestic International (foreign: yankee,

investors samurai, bulldog)

Targeted at non-resident International (offshore or International (offshore or

investors euromarket) euromarket)
In foreign currency International International

Source: BIS (2003a), p 14.

Our approach to defining global, regional and national or domestic markets relies primarily on
the “whao’s who” of issuers and investors and to a lesser extent on currency of denomination.
Thus, global markets require broad international participation on the sell and the buy side,
but can, conceptually at least, operate in as few as one or as many as all of the world’'s
currencies. A regional bond market would be defined primarily as one that brings together
issuers and investors from a region, and secondarily as one that uses the currencies of the
region. Finally, domestic bond markets feature mostly domestic issuers and investors,
although foreign investors may play a more or less important role, while the currency of
choice is the local currency.

We fine-tune our definitions of global, regional and national or domestic markets to East Asia and
play down the distinction between onshore and offshore markets. Global bond markets would
mostly feature dollar or euro bonds underwritten in London, placed in Asia and Europe and
housed in Euroclear or Clearstream, as well as truly global bonds, which are also
SEC-registered, offered simultaneously offshore and in the United States and housed in both the
offshore depositories and the US Depository Trust Company.® Yen issues by Asian borrowers
are taken to be examples of regional bonds whether they are legally sold offshore (relative to
Japan) as euroyen bonds, onshore as samurai bonds or onshore as private placements. Issues
by Asian borrowers non-resident in Hong Kong SAR or Singapore denominated in Hong Kong or
Singapore dollars (foreign bonds rather than offshore bonds) are also termed regional bonds. It
should be clear, therefore, that we consider that there are potentially several regional bond
markets in East Asia. Further, one can imagine domestic regulations or withholding taxes

¥ As well as the near-global bonds, underwritten offshore and placed in the United States under the SEC Rule

144a.
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favouring Thai or Korean borrowers selling Thai baht or Korean won bonds in Tokyo or Hong
Kong. Such an offshore market would also count as a regional bond market, owing to issuers
and investors sharing East Asian residence and the use of a regional currency.

2. Global bond markets

East Asian issuers and investors could integrate themselves into global bond markets. Global
markets require cosmopolitan participation of issuers and investors, but could function with one
or many currencies. At one extreme, global markets might operate with only one currency, or
only with major currencies like dollar, euro and yen. At the other extreme, global markets might
be very accepting of different currencies.

Global bond market integration with few currencies

The extreme of one or few currencies would maximise the liquidity of bonds issued by East
Asian issuers and the liquidity of bonds bought by East Asian investors. With well developed
derivatives markets, issuers could swap the proceeds of their bond issues back into domestic
currencies; similarly, investors could contract asset swaps to transform bonds denominated in
major currencies into domestic currency assets.

The example of Canada is more to the point than that of any emerging market. When the
issuers from an emerging market borrow in major currencies, the presumption is often made
that they have no choice. That is, it is assumed that international investors, and perhaps
domestic investors as well, will not buy bonds denominated in the home currency. Controversy
attaches to whether this is a result, as it were, of natal curse (“original sin”) or is rather the
reaction of investors to a history of variable inflation and less subtle violations of creditors’
rights. With Canada, by contrast, there is obviously a choice, although that choice has
increasingly favoured the greenback rather than the loony.

Canadian corporations’ bond issues show an evolution to this first version of globalised
markets. In the mid-1970s, Canadian firms denominated 80% of their bonds in the home
currency. This proportion declined over the next 10 years, but recovered as Canadian firms
sold Canadian dollar bonds in the eurobond market (moving from the domestic bond market to
the global bond market in the second sense). This offshore demand for Canadian dollar bonds
was associated with the higher interest rates on Canadian dollar bonds than on US dollar
bonds at the time. As Canadian interest rates converged to US interest rate levels in the
1990s, the offshore demand dropped off and the Canadian dollar share started to fall again. By
2001, Canadian firms used the US dollar as much as the Canadian dollar to denominate their
bonds.

It might be thought that the Canadian corporate sector’s use of the US dollar to denominate its
bonds merely reflects the general level of the Canadian economy’s integration with the US
economy, and thus the general use of the US dollar by Canadian households and firms. It is
important to recognise, however, that the predominant role of the US dollar in the bond market
stands out as an exception (Murray and Powell (2002)). Canadian holdings of dollars amount
to no more than 10% of Canadian holdings of cash or money, and no more than 20% of bank
loans or institutional portfolios. Canadian companies denominate their bonds, but not their
bank loans, in US dollars because that way their bonds can find a wider market and thus fetch
higher prices. To some extent, this wider market depends on differences on the buy and sell
side in the readiness to use the derivatives markets. Thus, some managers of US dollar
portfolios are not prepared to swap Canadian dollars into US dollars,* while the large Canadian

4 In the bank loan market, the major investors, namely banks, are in the swap business, while the smaller firms

that rely on bank loans are less ready to manage a swap book.
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firms that sell US dollar bonds could all be presumed to be prepared to swap out of the US
dollar liabilities into Canadian dollar liabilities to achieve a desired currency mix of liabilities. In
addition, the tilt towards the US dollar bond market by Canadian firms would enable their
bonds to gain value from the greater depth, breadth and liquidity of US dollar markets,
including the superior interest rate hedging and dealer financing capacities in the US dollar.

Graph 1
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The Canadian corporate sector’s integration into the global dollar bond market is matched in
East Asia by firms in Hong Kong and Singapore. In part, this reflects the importance of
multinational firms headquartered in the two city economies, such as Hutchison Whampoa,
which in 2003 built up a single dollar bond to the size of $4 billion. Relying on a different
source of data, Fernandez and Klassen (2004) find that Philippine firms denominate the bulk
of their bonds in the dollar.

Graph 3
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Source: BIS Quarterly Review, Tables 12C and 16B, data for September 2003.

One can see aspects of this global vision at work in the market for East Asian dollar bonds.
Thus it is widely thought that one of the largest holders of the Republic of Korea’s 2013 dollar
bond is an insurance company connected to one of the largest chaebol in Korea. It is thought
to have bought the dollar paper and to have swapped the dollar cash flows for Korean won
cash flows, thereby matching its liabilities to its policyholders.

Proponents of the global image of bond market development for East Asia would readily
acknowledge that cross-currency hedging markets need to develop further. Only then could it
be assumed that firms can sell dollar bonds and hedge into domestic currency liabilities, and
institutional investors can buy dollar bonds and hedge into domestic currency assets. In the
face of capital controls, non-resident equity investors and multinational firms have
contributed to the development of non-deliverable forward foreign exchange markets in the
region (Ma et al (2004)). More to the point are the longer-term cross-currency swap markets,
which allow the hedging of whole streams of cash flows stretching over years. These tend to
have been small at the time of the last comprehensive measurement, in April 2001, although
they have generally grown since (Table 2).

Table 2

Cross-currency swap markets: daily
turnover in millions of US dollars

AU | CN | HK IN ID | JP | KR | MY | NZ PH SG TW | TH | CA | EU

2001|510 O | 285 1 13 11969| 46 | 0 |101 2 18 21 | 11 | 361 |2,190
2003 | na | O |30-50(250-300| O | na |100| O | na |“Volatile” | “Volatile”|20-30 15-20| na | na

Sources: Hohensee and Lee (2006) for 2003; BIS (2002), pp 78-81 for 2001.
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Global bond market integration with many currencies

There is another, more inclusive image of global bond markets. Instead of a duopoly or
oligopoly of currencies, the international bond market can be conceived of as an open
competition among currencies. Currencies from East Asia and the Pacific could be, and to
some extent are, integrated into this global bond marketplace. The euro has surpassed the
dollar in this market and, taken together, the two currencies represent about 85% of
outstanding international bonds - close to a duopoly in practice (Graph 4). Sterling represents
the next biggest currency sector, with 7% of outstanding bonds. Taken together, currencies
of East Asia and the Pacific (broken out on the right-hand side) amount to $650 billion in
international bonds, about 6% of the total of over $11 trillion. Of these, the Japanese yen
represents the largest part (about three quarters of the regional total), with 4% of outstanding
international bonds. The Australian dollar, Hong Kong dollar, Singapore dollar and New
Zealand dollar bonds follow. There is a small New Taiwan dollar segment as well, while a
few equity-linked capital issues for Thai banks were denominated in Thai baht and sold to
international investors. All in all, five or six of the EMEAP economies have a presence in the
international bond market.

The international bond markets have shown a willingness to accept peripheral or “exotic”
currencies, especially when these offer higher yields to compensate for lack of familiarity,
greater perceived exchange rate risk and often lower liquidity. Thus, higher coupon
payments have characterised the so-called dollar bloc currencies (the Canadian, Australian
and New Zealand dollars) when these have sold well. The process of monetary unification in
Europe led to “convergence plays” on the Finnish markka, Irish pound, Portuguese escudo,
Spanish peseta, Italian lira and, most recently, the Greek drachma. This same thinking now
warms investors to Polish zloty and Czech koruna bonds (Table 3). In contrast, investors
interested in Hungarian forint bonds have had to enter the domestic market and buy
government bonds.

Table 3

Minor currency bonds outstanding in the
international bond market, end-2003

Billions of US dollars

Argentine peso 0.9 Singapore dollar 9.4
Czech koruna 8.0 South African rand 9.3
Hong Kong dollar 45.6 New Taiwan dollar 4.0
Polish zloty 5.2 Thai baht 1.7
Source: BIS.

Outside Europe, foreign investors have had their choice between buying South African rand
bonds in the international bond market and buying the government bonds in the domestic
market. Chile and Mexico have not allowed their bonds denominated in their respective
pesos to be sold in international markets.

A common element in the dollar bloc, peripheral European and other issues is a higher
coupon than that available on bonds denominated in major currencies. One could argue, in
fact, that, although all of the currency sectors listed in Table 3 satisfy the BIS definition of
international bonds, the relatively low-coupon Hong Kong dollar, Singapore dollar and New
Taiwan dollar bonds have not been widely marketed outside the three economies. If wider
demand in the international bond market does indeed depend on attractive coupons, then the
higher-coupon, moderate-inflation currencies of East Asia may have the best shot at
international portfolios. In particular, the Korean won, Philippine peso and Indonesian rupiah
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in East Asia, and Indian rupee bonds in South Asia, could meet with the greatest demand.
The acceptance of such bonds to investors in global offshore markets has not been tested to
date owing to the unwillingness of domestic authorities to permit them.

Graph 4
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3. Regional bond market

In a regional bond market, governments, banks and companies in the region would tap
institutional investors, banks, mutual funds and individuals in the region. There is a strong
feeling in East Asia that the region has never achieved what Europe had before the euro. As
Donald Tsang, Hong Kong’s then Financial Secretary, asked rhetorically, “How is that we in
Asia have never been able to replicate the eurobond market success in this part of the world?”
(Tsang (1998)). We interpret the reference to have been to European issuers’ selling bonds
denominated in European currencies largely to European buyers. This section first gives an
example of an East Asian issuer tapping regional portfolios in a regional currency. Then the
truth of Tsang's observation is demonstrated in terms of currency sectors. This section then
considers whether there are important regional elements in the international dollar bond market
and, more narrowly, in the international market for Australian dollar bonds.

KAL bond issue

An example of an Asian firm tapping a regional bond market is provided by the Korean Air
Lines issue in 2003. Given Korea’s proximity to Japan and the flow of tourists from Japan to
Korea, Korean Air has a regular flow of yen receipts from travel agents in Japan. By pooling
these cash flows, and adding a credit enhancement from the Korea Development Bank, a
yen-denominated bond could be issued that met the quality demands of Japanese investors.

Regional issuers in regional currencies: Europe versus Asia

It is well known that the introduction of the euro has helped to encourage European issuance
in the new currency, and led to rapid growth of the euro bond market. Part of this growth has
been in the international bond segment, and has led the euro sector to overtake the dollar
sector (Graph 4 above). The relevance of all these observations for East Asia is at best
distant, since few foresee the introduction of a common currency in East Asia for a
generation.
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Of greater relevance is the record of the international bond market before the introduction of
the euro. Scrolling back 10 years, what role did the Deutsche mark, its surrogates (like the
Dutch guilder, Danish krone or ECU), and its immediate competitors like the French franc
and others, play in the meeting the international financing needs of European governments,
banks and corporations?

Looking at the left-hand panel of Graph 5, it is clear that the euro’s predecessor currencies
played a predominant role in the international bond offerings of European (defined here as
current EU) borrowers. To be sure, dollar issues figure importantly, but since at least five years
before the euro, its predecessor currencies have accounted for more issuance than the dollar.
The regional element is even larger when the share of sterling bonds is taken into account.

The right-hand panel tells a very different story. Issuance by East Asian governments, banks
and corporations in the international bond market is overwhelmingly dollar-denominated.
Regulation, buy-side characteristics and exchange rate management have all played roles in
preventing Asia’s currencies from posing tougher competition to the dollar.

To begin with, the authorities in important Asian countries have not been prepared to accept
non-resident issues targeted at resident investors or offshore issues in their currencies. In
the case of Singapore, foreign issuers have been allowed to sell Singapore dollar bonds, but
only to swap the proceeds into foreign currency. Thus, a multinational company with
operations in Indonesia, the Philippines and Thailand that found the Singapore dollar an
attractive currency to borrow in, both because of its movement with regional currencies and
because of the low interest rate, might be able to access the Singapore dollar bond market,
but not hold liabilities in the Singapore dollar at the end of the day. Regulation in the form of
Japanese-language registration requirements has also made especially opportunistic
issuance in the yen difficult.

Graph 5
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Nishi and Vergus (2004) emphasise the risk appetite of Japanese investors, and this factor,
unlike regulation which has only eased over time, can explain why East Asian issuance in
yen has not regained the levels reached before the Asian crisis (while that in the dollar has).
Japanese investors are increasingly prepared to run currency risk, otherwise there would not
be such an active market for Australian dollar paper there. When it comes to credit risk,
however, Japanese investors’ own recent domestic financial history has not well prepared
them to accept it. Moreover, they feel burned by their experience with domestic high-yield
issuers like Mycal and more so with foreign high-yield, high-risk issuers like Argentina. Thus,
while a below investment grade issuer like the Republic of the Philippines, or even
investment grade Federation of Malaysia, have tapped the dollar and euro segments of the
international bond market, they have not sold much in the way of yen bonds. The yen bond
market is also limited by the risk appetites of Japanese institutional investors. With rare
exceptions like the leasing group Orix, Japanese institutional investors, like Japanese
households, have been more willing to take on currency risk than credit risk in external
investments. To be fair, as argued by Remolona and Schrijvers (2003), starting with a
low-risk portfolio, yield enhancement through acceptance of credit risk is inherently a trickier
proposition than yield enhancement through acceptance of foreign exchange risk. Because
of the fat left tail of the distribution of returns on risky bonds, diversification requires very
broad portfolios (which are particularly hard for a bond-picking household to assemble).

Exchange rate management may also play a role in the limited development of an Asian
regional bond market. Regional currencies have tracked the yen only to a limited extent, at
least until recently. This means that from the perspective of issuers worried about the
possibility of their liabilities blowing up, selling yen bonds may have posed greater exchange
rate risk than selling dollar bonds. The contrast with Europe would be that after the onset of
generalised floating in 1973, a number of European currencies shared much of the Deutsche
mark’s movements against the dollar, thereby reducing the risk of governments’ and
corporations’ mark borrowing. Nevertheless, Schmidt (2004) has argued that the yen
markets have missed an opportunity in recent years insofar as regional currencies, especially
the Korean won, have shared much of the yen’'s movements against the dollar.

Exchange rate management also bears on the attractiveness of the Hong Kong dollar as a
currency to denominate bonds. Typically, there is a premium of long-term Hong Kong dollar
yields over US dollar yields, in part reflecting currency risk and in part reflecting liquidity. To
pay more for a Hong Kong dollar bond than a US dollar bond thus requires a view on the
Hong Kong dollar. Thus, most international issuance of Hong Kong dollar bonds has been
either opportunistic (that is, driven by profitable opportunities to swap the proceeds) or for
funding assets in Hong Kong.

Regional elements in international bond markets

There may be important regional elements in the global bond markets as they concern East
Asia and the Pacific.” One regional element in the international bond market is the placement
of international Australian dollar bonds in Japan among retail investors. Another, broader
regional element may be a regional bias in the investor base for US dollar bonds sold by
East Asian borrowers.

> Above, it was argued that the Canadian corporate sector had integrated its bonds into global capital markets,

progressively eschewing the Canadian dollar in favour of issuing bonds into the broader, deeper and more
liquid US dollar market. This was taken to be a case of embracing the global bond market. From another
perspective, this is a case of regionalism in bond markets, since many US buy-side investors’ portfolio
guidelines or restrictions would treat Canadian issuers the same as US issuers. What is on one view a strong
case of globalisation, might therefore on another view seem to be a case of regionalism within global markets.
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Uridashi market

As explained in the paper in this conference by Nishi and Vergus (2004), Japanese securites
houses market Australian dollar bonds formally issued as international bonds to Japanese
households. Since the household buyers are averse to credit risk, if not currency risk, the
issuers of the bonds are mostly very high-quality governments or agencies from outside
Australia. They are opportunistic issuers looking only for cheap funding when measured
against US dollar Libor or Euribor. Through the swap market, their liabilities ultimately are
taken on by Australian banks or firms financing assets in Australia. While complicated, the
essence of the transactions is the willingness of Japanese households to take on the
currency risk of the Australian dollar in exchange for a decent coupon. And what is clear is
that these bonds require an ongoing investment in providing information to Japanese
households by the Japanese securities firms.

Is it possible to imagine this same marketing being applied to the sale of, say, Korean won
bonds to Japanese households? While Korea does not possess Australia’'s aura of a
vacation and honeymoon destination, it has had another advantage in recent years. As noted
above, the won has shared a considerable, albeit varying, part of the yen's movements
against the dollar. A Japanese investor in a won bond would have experienced less volatility
in the value of their holdings compared to an investment in a US dollar bond. Were such a
co-movement to persist it would favour the development of Japanese demand for won
bonds. Indeed, the relative stability of the won in terms of yen led Korean companies,
reportedly small and medium-sized enterprises with little in the way of yen cash flows, to
build up $7 billion in yen debt from Korean banks in 2002.°

A regional bias in investment in US dollar bonds issued by Asian borrowers?

A question has arisen whether Asian buyers figure disproportionately among investors in US
dollar bonds issued by East Asian governments and corporations. Market participants have
coined the term “Asian bid” to describe this asserted clientele, which is used to explain the
spreads of such bonds or their stability (Fernandez and Li (2002), Woods (2002), Schmidt
(2004)). McCauley et al (2002) consulted the trade press for reports of the placement of
dollar- and euro-denominated bonds of East Asian issuers and reported that almost half were
placed in Asia. Eichengreen and Park (2003) question whether there is anything more to the
Asian bid than home country investors’ buying dollar bonds.

There is agreement that there is home bias. For instance, Korean banks and institutional
investors are reported to be important holders of the Republic’'s and Korean Development
Bank’s dollar bonds; Philippine banks match their US dollar deposits with the shorter-dated
Philippine government dollar bonds; and Chinese banks are reported to be important holders
of Chinese dollar bonds.

The question is whether, in addition to home bias, there is substantial regional bias.
Eichengreen and Park show that during the period covered by McCauley et al, Japanese
holdings of Asian bonds (presumably mostly dollar-denominated) actually fell in dollar
amounts. They ask, if not Japanese investors, then who are the Asian investors with a
regional taste in bond buying? Moreover, they argue that Asian investors do not plausibly
have any informational advantage in buying Asian bonds and that, given the similarity of
economic structure and business cycles, Asian investors cannot sensibly diversify by buying
Asian dollar bonds.

The issue will not be resolved here. The Box reviews the evidence from the BIS banking data
and from the IMF'’s portfolio capital survey in 2002. Substantial holdings of Asian bonds in

¢ See Financial Supervisory Service (2002).
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Hong Kong or Singapore leave open the question of the ultimate beneficial owner (eg an
Indonesian bank branch there holding an Indonesian bond or a French-owned insurer there
holding a Korean bond). There remains room for diverging interpretations of the data on
cross-border holdings of Asian bonds in Asia.

Regional bond market: a summary

To conclude, although Asia enjoys more than one financial centre featuring the issuance of
bonds by non-resident borrowers, the yen, the Hong Kong dollar and the Singapore dollar
have not to date attracted a large share of the offshore issuance from the region. Unlike the
EU countries in the years before the introduction of the euro, the international dollar market
still captures most of the offshore issuance of bonds by regional borrowers.

A variety of factors seem to be responsible for the relatively small role of existing regional
bond markets in the international fund-raising of regional borrowers. Regulation used to limit
access to the yen market by lower-rated borrowers and still imposes some costs. At this
point, however, it is probably the aversion of Japanese investors to credit risk which poses
the larger hurdle to regional issuance. Regulation does limit the ability of all foreign issuers to
arrange Singapore dollar liabilities, while the currency board system in Hong Kong makes
Hong Kong dollar funding generally unattractive to international borrowers.

While there may be important regional currents in the flow of funds in the US and Australian
dollar global bond markets, our overall result is that the regional bond markets to date have
only offered limited funding options. Thus, we turn to the national markets, without having
found a very solid alternative to them in the existing regional markets.

Box
Cross-border holdings of Asian bonds: banks and all investors
Robert N McCauley and Patrick McGuire

While there is broad agreement among policymakers in East Asia that further financial integration in
the region would be desirable, no such consensus has emerged regarding the proper understanding
of the current extent of such integration. Market-based analysts highlight the importance of the
“Asian bid” - that is, a disproportionate representation of regional buyers - in the primary and
secondary market for dollar bonds issued by East Asian governments, banks and firms.* This view
has been challenged, however, by reference to official Japanese data on holdings of bonds by
Japanese residents, which suggest low and declining holdings of the obligations of Asian issuers.

This box consults two sources of evidence to shed light on the extent of the regional bias in holdings
of international bonds issued by East Asian borrowers. First, the BIS international banking data
report banks’ cross-border claims that take the form of bonds, providing country detail and a time
series perspective. Banks are natural buyers of bonds, especially those of relatively short maturity
or those bearing floating interest rates, but represent just one investor segment. Second, the IMF
portfolio survey of securities holdings provides broader coverage of the investor base, capturing
institutional investors as well as banks, but represents only a snapshot at end-2002. The IMF data
are in principle universal, while the BIS reporting area does not include all the important Asian
economies.

BIS international banking data

Even as a means to profile a single segment of investor demand, the BIS data are limited by the
reporting area, which does not include some important economies in East Asia (BIS (2003b)). In

! See Schmidt, 2004.
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Box (cont)

Cross-border holdings of Asian bonds: banks and all investors

particular, while Hong Kong SAR, Japan and Singapore are long-time reporters, Australia and
Taiwan (China) have joined only recently. Yet to participate are China, Korea, Malaysia and
Thailand. Thus, Asian holdings of Asian bonds as measured by the BIS data will be smaller than the
actual amount insofar as banks in these latter countries hold bonds issued by their neighbours. The
data include both international bonds and domestic securities held offshore, for instance a Hong
Kong bank’s holdings of a Korean treasury bond (which are, judging by Korean flow of funds data,
very small).”

The BIS banking data do suggest a regional bias in holdings of Asian bonds by Asian banks. This
conclusion emerges from two findings. First, as of the fourth quarter of 2003 BIS area banks held an
estimated $66 billion in bonds issued by borrowers from Asia excluding Japan.3 In terms of country
composition, the largest holdings are vis-a-vis Singapore and Korea (as suggested by the BIS data
on international bonds issued by Asia excluding Japan). Second, an estimated two thirds of these
bonds are held in Asia, including Hong Kong, Japan, Singapore and Taiwan (see the graph below).
About half the rest are held by banks in the United Kingdom.* Holdings of Asian bonds by reporting
banks in Asia were squeezed by the combination of regional banks’ loss of access to international
interbank markets during the period of the Japan premium and the Asian crisis, but have risen since
late 1999.

Estimated holdings of Asian bonds by BIS area banks

In billions of US dollars

Asia
United Kingdom
= = = . Rest of the world
40
20
0

1996 1997 1998 1999 2000 2001 2002 2003

IMF portfolio survey

The IMF survey of cross-border portfolio holdings of bonds provides a matrix of holdings for East
Asia and allows these holdings to be put into a global context (Bae et al (2006)). It shows holdings
of long-term debt securities at the end of 2002 and includes both foreign currency and local
currency bonds. These data need to be interpreted with some care because the decomposition by
country is often not complete.

% The data also include some holdings of short-term paper, such as certificates of deposit, that are not relevant
to the question under discussion.

3 Asia excluding Japan includes Hong Kong, Singapore and Macao, typically classified as offshore centres by
the BIS.

* The country composition of Hong Kong banks’ bond holdings is estimated using the composition of loans,
and bond holdings are estimated for Japan and Singapore from country by country data on non-loan claims.
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Box (cont)

Cross-border holdings of Asian bonds: banks and all investors

The data indicate an uneven but in aggregate high degree of regional bias in bond holdings across
Asia excluding Japan. Asia excluding Japan holds over half (51.3%) the bonds issued by borrowers
in that area (last row of the table). In the first column of the table, for instance, investors in Hong
Kong put 12.8% of their international bond portfolio into Asian bonds, and, given the size of their
aggregate portfolio, they account for a high share (7%) of international holdings of such bonds.
Excluding Japanese bonds, Hong Kong holds 16% of global holdings of Asian bonds. Singapore puts
a higher fraction of its overall international bond portfolio in Asian bonds, but, given its portfolio size,
accounts for a smaller share (13.9%) of global holdings of Asia excluding Japan’s bonds. These
portfolio data support the hypothesis of a regional bias.

It turns out that the largest foreign investor in the region, Japan, does not show an Asian bias. While
Japan’s holdings of Asian bonds amount to more than Hong Kong'’s or Singapore’s holdings (last row
of the table), they are very small from the Japanese perspective. Of the grand total of $7.7 trillion in
cross-border bond investment captured by the survey, Asian bonds amount to about $225 billion
(about 3%), of which Japanese bonds account for around two thirds ($160 billion). Global holdings of
bonds from Asia excluding Japan thus amount to approximately 1% of holdings. Japan’s holdings of
bonds from Asia excluding Japan are also around 1%, which is about par. Despite the scale of the
Japanese portfolio and the country’s proximity, therefore, Japan has no disproportionate holdings of
Asian bonds. In contrast, with double digit percentage weights on Asian bonds, investors in Hong
Kong, Indonesia, Korea, Macao (where the currency board vis-a-vis the Hong Kong dollar must play
a role), Malaysia and Singapore do favour regional bonds. Given the scale of holdings, the regional
bias derives mostly from the behaviour of portfolio managers in Hong Kong and Singapore. The
result of a neutral Japanese weight, on the one hand, and regional bias elsewhere in the region, on
the other, is the high fractions of internationally held bonds of Asia excluding Japan to be found in
Asia (Table A, last column).

Table A
Cross-border investment in bonds, end-2002
In millions of US dollars

vested in: Investment from: Ir%tril _Tota_l Asial
HK | ID | JP KR | MO | MY | PH | SG | TH | asia |'nAsia|share
China 1,232 578 38 15 2 416 - 2,281 3,430| 67
Hong Kong SAR .| 57| 1,137| 455 | 521 | 40 58 | 1,653 20 3,941 | 7,208 | 55
India 159 47 8 1 241 - 456 788 | 58
Indonesia 49 78 1 4 869 - 1,001 2,462 | 41
Japan 5,351 - 29 21 5] 3,828 - 9,234 159,937 6
Korea 4,202 ...| 5,348 23 51 15| 2,586 - 12,225 | 25,015 | 49
Macao SAR - - 0 1 0
Malaysia 2,085 3| 1,823| 332 3 9| 1,830 - 6,085 | 8,844 | 69
Philippines 5| 1,389 81 4 595 - 2,074 | 7,805 | 27
Singapore 1,842 23 680 144 31 41 23 - 2,784 6,451 | 43
Taiwan, China 674 46 13 7 333 - 1,073 1,372 | 78
Thailand 447 550 24 1 542 - 1,564 1,895 | 83

Total in Asia 15,833 | 88| 11,759 (1,228 | 635 | 139 | 123 12,893 20 42,718 | 225,208 | 19
Total investment {123,528 | 703 |1,135,519 | 9,608 | 2,637 | 471 |1,553 |52,830 (1,344 |1,328,193 |7,733,214 | 17
Asia share’ 12.8 | 12.5 10| 12.8 | 24.1 295 7.9 2441 15 3.2 2.9

Share of inv in
Asia® 7.0| 0.0 5.2 0.5 03| 0.1 0.1 57| 0.0 19.0

Share of inv in
Asia excl JP? 16.1| 0.1 18.0 1.8 09| 0.2 0.2 13.9| 0.0 51.3

Y In per cent.
Source: IMF.
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Box (cont)

Cross-border holdings of Asian bonds: banks and all investors

It can still be asked: who are the beneficial owners of the bonds held in the financial centres of Hong
Kong and Singapore? To the extent that they are held at branches of banks headquartered outside
the region, one could question whether there really is a regional bias. Whether institutional investors
like insurance companies and pension funds would hold bonds in these centres to fund liabilities to
retirees and policyholders outside the region is another issue.

Based on the data reviewed, it can be said that a disproportionate share of cross-border holdings of
bonds issued by East Asian borrowers is held in bank and institutional portfolios located in East
Asia. Whether the ultimate beneficial ownership of these securities, in some sense, is likewise
concentrated in Asia remains an open question.

4. National bond markets

A third image for bond market development is the improvement of the working of the existing
national bond markets. This image calls for many markets, not one global or regional market,
to be developed.

In the wake of the Asian crisis, and given deliberate attempts in places to increase issuance,
these markets have reached substantial size, aggregating $1.2 trillion across East Asia
excluding Japan (Jiang and McCauley (2004)). Even if one accepts HSBC’s definition of an
investable universe of bonds, one still is confronted with an aggregate size of $270 billion,
and this does not (yet) include China and Indonesia. This is considerably larger than the
stock of dollar-denominated Asian bonds and even a larger multiple of outstanding
yen-denominated Asian bonds. While these markets could no doubt be larger (Eichengreen
and Luengnaruemitchai (2004)), the size of the local bond markets alone should give one
pause when considering proposals that would ignore the development of national markets in
favour of regional markets.

This hesitation only increases when one considers that these national markets suffer to
varying degrees from a lack of liquidity and a lack of investor diversity. One finding that holds
across G10 government bond markets is that size matters for liquidity (McCauley and
Remolona (2000)). That is, the larger the outstanding bonds, the higher the transactions
volume and the narrower the bid-ask spread. This result holds across the local economies as
well, although it appears to be weaker partly because of the developmental efforts of Hong
Kong and Singapore (Graph 6). To be sure, other factors, such as the concentration of
issuance in particular issues and the breadth of financing markets, make a difference. The
implication of the importance of size for liquidity, however, is that global or regional issuance,
particularly by the benchmark issuer, the government, comes at an opportunity cost. Every
billion dollars of bonds sold abroad are bonds that will not contribute to the liquidity of the
domestic market.

The lack of investor diversity is also related to liquidity. Lack of a diverse investor base tends
to make a bond market one-sided, with all the players at times attempting to adjust their
portfolios in the same direction. In particular, a predominance of buy-and-hold investors can
leave the secondary markets quite inactive. Even if the market has more active accounts,
they may, like the Korean investment trust companies or the Thai bond mutual funds, be hit
simultaneously with liquidity pressure, leading liquidity to dry up and prices to gap. It appears
that a lack of diversity, as measured by the Herfindahl index of the concentration of bond
holding, is related to the bid-ask measure of liquidity (Graph 6).
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Graph 6
Liquidity in East Asian bond markets

Size, trading, issue size and concentration
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One way of diversifying the investor bases in national bond markets is to open them up to
foreign investors, but efforts to develop a regional market could actually hold back such an
opening. In Korea, for instance, while about 40% of the equity market is foreign-owned, only
0.4% of the government bond market is foreign-held. Why this is so is not clear: Takeuchi
(2004) considers the impediments to foreign investment in national bond markets and
McCauley (2004) considers the costs and benefits of doing so. It is sometimes proposed that
an easy way to get around these impediments might be to issue bonds offshore in a regional
bond market. But this would not really bring foreign investors into the domestic bond market.
The next time that investment trust companies or bond mutual funds suffered heavy
withdrawals, there would still be no bid from foreign investors who could see a buying
opportunity in the temporary liquidity pressure on selected institutions.
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5. Images of bond market development and policies

This section considers the mapping between images of bond market development and
policies that have been proposed to accelerate bond market development in Asia. Different
intentions imply different policies.

Policies for the global bond market

Recall that we sketched out two versions of global bond market development, one with a
narrow range of currencies and another with a wide range. Somewhat different policy
considerations apply for each.

The first version of global bond market development, which emphasises the network
externalities of a currency oligopoly of dollar and euro, would at first blush seem
unacceptable to many observers in the region, because it would apparently not respond to a
central lesson of the Asian crisis. That is, while reliance on dollar or euro bond funding would
perhaps minimise liquidity risks, it would involve firms in the region mismatching projects
generating local currency cash flows with debt requiring foreign currency payments. In short,
integration into the dollar and euro bond markets might address the maturity mismatch
problem but would seem to leave the currency mismatch problem dangerously unaddressed.

Proponents of this version of the global bond market development path might respond,
however, that derivatives markets could transform dollar assets and liabilities into local
currency exposures. After all, the Canadian example is not really a case of mismatch of
currency obligations and receipts. Well developed currency swap markets allow Canadian
firms to transform their US dollar obligations back into Canadian dollars. Against this, it might
be argued that such hedging markets are developed to varying extents in the region (BIS
(2002), Hohensee and Lee (2004)). Those who embrace this image of global bond market
development, therefore, would need to consider the means for governments to encourage, or
at least allow, the development of cross-currency swaps.

Some would argue that even this global approach needs healthy national bond markets.
Recently, the Australian Treasury considered whether to repay all of the Commonwealth’s
bonds denominated in Australian dollars. As noted above, Australian firms and banks enjoy
access to Australian dollar fixed and floating rate finance through the global (and regional)
bond market, both directly and through currency swaps. Should the central price discovery
mechanism in the Australian dollar bond market, the nexus of cash government bonds,
repurchase markets and 10-year futures be allowed to wither? The overwhelming answer
during the government’s consultation was no. To market participants, it was not clear that the
currency and interest rate swap markets could function successfully, in both normal and
stressed markets, as the central price discovery mechanism, that is, in the absence of a base
of pricing of government bonds. In the end, Australia (2003) decided to retain its domestic
government bond market, even if there were no funding need.’

Regarding the many-currency version of global bond market development, its implied policy
agenda would be regulatory change that would permit the issuance of bonds denominated in
Asian currencies in London, New York or Tokyo. As discussed in Eschweiler (2004), this
would be quite a programme. Like the first image of global bond market development, this
second version, it might be argued, requires national bond market development as a base for
the pricing of bonds denominated in local currency, even if they are to be sold abroad.

" See McCauley (2002) for a discussion (now moot) of whether global fixed income markets could function

without US Treasury debt.
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Policies for aregional bond market

Policies to promote regional bond market development include those on the sell side, those
on the buy side and infrastructure. Consider each in turn.

Just as integration of new, Asian currency sectors into the global bond market would require
the authorities to permit offshore use of their currencies, so, too, any widening of regional
bond markets from the status quo of the yen would require regulatory change. The European
experience suggests that the regional development occurred on a wider base than the
Deutsche mark alone, over which the German authorities continued to exercise control.
Hybrid currencies like the ECU served as ways around that control.

On the buy side as well, a genuinely regional market would require investment from a
number of countries. Many large portfolios in the region, national pension or provident funds,
for instance, have barely started their external diversification. When they are permitted to
diversify externally, the global dollar and euro markets are among the natural first steps. In
Thailand recently, the Bank of Thailand has authorised external investment of selected
portfolios. In these authorisations, it is reported, some amounts are earmarked for investment
in regional bonds. Thus, there are opportunities in the process of opening up fixed income
portfolios to external investment for channelling funds into regional markets. Analytically, the
guestion is whether such regional allocations come at the expense of global investment, or
are in addition to them, as policymakers accelerate the opening in the pursuit of regional
bond market development.

Many observers take three policy initiatives for infrastructure to advance regional bond
market development as a package. In particular, they see a regional credit guarantee
agency, a regional bond rating facility and a regional clearing and settlement capacity all as
pieces of infrastructure needed for regional bond market development (Oh and Park (2006),
Park and Rhee (2006)).

From our perspective, the regional credit guarantee agency is less specific to a particular
image of bond market development. A regional credit guarantee agency could support the
credit of borrowers from the region in accessing global, regional or domestic markets. For
example, the Electricity Generating Authority of Thailand obtained World Bank guarantees
for the principal and the next interest payment of a 10-year bond (Schmidt (2004, pp 49-50)).
The bond was denominated in dollars and sold in the global market. To take another
example, the Korean Air Lines deal described above used a Korean Development Bank
credit enhancement to access the regional market in Tokyo. To take still another example,
the Hong Kong Mortgage Corporation (a wholly owned subsidiary of the Hong Kong
Monetary Authority), promotes mortgage securitisation in the territory with guarantees.
Substitute a regional credit rating agency for the World Bank, the official Korean guarantor or
the Hong Kong Mortgage Corporation, and it is apparent that a regional credit guarantee
agency could serve any of the three images of bond market development.

Proposals for a regional rating agency or a regional clearing capacity, by contrast, strike us
as specific to the image of regional bond market development. Global rating agencies
already exist, and are increasingly targeting domestic bond markets with ratings specific to
them (Packer (2003), Kisselev and Packer (2006)). National rating agencies also already
exist. Similarly, a regional clearing capacity would sit between the global clearing capacity of
Euroclear and Clearstream, on the one hand, and national clearing operations, on the other
(Braeckevelt (2006)).

Policies for domestic bond markets

Policies for domestic bond market development in general, or for domestic government bond
market development in particular, have been reviewed in a number of forums (APEC (1999),
CGFS (1999)).
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One aspect of developing domestic bond markets is opening them up to foreign investment.
As argued above, foreign investment makes for a more diverse base of investors, even if the
inward capital flow is not needed given current balance of payments surpluses in the region.
The reason for the low levels of inward investment in local bond markets is not clear, and
Takeuchi (2006) surveys market writings to identify the most important impediments to
foreign investment.

6. Conclusions

We recommend that emphasis be placed on the third image of bond market development for
Asia. That is, national bond markets should be developed with a view to integrating them with
global markets at some stage. Even if one embraces the image of a global bond market,
development of the national markets would probably be necessary under current
circumstances.

The impulse to regional development can contribute to national bond market development by
bringing politically acceptable peer pressure to bear. The process of discussing the
circumstances under which there could be more regional investment in domestic bond
markets may raise the political salience of policy changes that will make domestic bond
markets more friendly to foreign investors. The announcement by Thailand of an intended
waiver of withholding tax on coupon interest paid to foreigners, which took place at the time
of an international conference on Asian bond market development in Bangkok in October
2003, may be a case in point.

One might ask why peer pressure could accomplish what market pressure has failed to do.
One answer is that market pressure has not been very strong because underlying balance of
payments positions mean that most countries do not need the foreign capital. When
countries in the region were running deficits, eg in the pre-crisis period in Thailand, there
were a large current account deficit and a real funding need, but no government bonds. Now
there are government bonds, but no particular need for additional capital inflows. It might be
noted in this connection that the United States repealed its withholding tax on non-resident
holdings of bonds only once a large current account deficit opened up in the mid-1980s.
Moreover, market pressure is subject to the interpretation that market participants are
arguing their narrow interests - to gain access to new revenue sources in domestic bond
markets - rather than the national interest. This interpretation of self-interested advice in part
reflects the memory of 1997-98. In contrast, peer pressure is less subject to the interpretation
that advice to make markets more investor-friendly is self-interested. Finally, peer pressure
may be more effective when it is collective.

Care must be taken that measures taken to develop regional bond markets do not slow the
development of domestic bond markets: the Korean Air Line deal provides an example of a
very sensible regional issue using both securitisation of cash flows and guarantees to meet
the high demand for credit quality of the Japanese investor base. A less sensible example
would be further duplication of ABF1 - of course, not in the works - which could encourage
dollar issuance by borrowers in the region at the expense of domestic market growth.
Another untoward example would be the sale of government bonds offshore as part of an
effort to develop regional markets. In particular, Kingdom of Thailand baht bonds might be
underwritten and sold in Tokyo. As argued above, however, liquidity divided is liquidity lost.
Every baht bond not traded in Bangkok would be one less bond that could be repurchased
there or that could form part of a benchmark bond there, making the domestic market that
much smaller and less liquid. In addition, in political economy terms, the easy option of
offshore issuance may militate against removing domestic impediments.

Similarly, care must be taken that infrastructure development for the region proves both
consistent with eventual global integration and financially self-sustainable. We have argued
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above that a regional credit guarantee agency could serve the goal of domestic bond market
development as well as regional bond market development. The ambition to bring small and
medium-sized enterprise liabilities to the bond market must be informed by an analysis of
losses on such programmes in recent years in Japan, Korea and Hong Kong (Jiang (2004)).
Otherwise such an effort cannot be sustained. Similarly, it is easier to extend guarantees to
highly leveraged firms not enjoying investment grade ratings than it is to ensure the revolving
nature of the guarantees and capital supporting them. The view that Asia is stuck with a
mismatch between the credit ratings that investors desire and the credit ratings that its
companies are assigned is underpinned by a very partial view of corporate finances. The
example of PCCW in Hong Kong, which started as a leveraged buyout of the local telephone
company but is now managing its finances to achieve an A rating, reminds us that, within
limits, corporate credit ratings are choice variables of corporate management.

Regional initiatives for a rating agency and clearing system are structurally more risky in their
dependence on an image of regional bond market development. A regional rating agency will
ultimately have to pass the test of being at least a point of reference for investors from
outside the region. In other words, its establishment needs to anticipate the integration of
bond markets in the region into global markets. By its nature, a regional clearing system
must ultimately be hooked up with national systems on one side and global ones like
Euroclear and Clearstream on the other.

Since this conference is being held in Korea to mark the hundredth anniversary of Korea
University, perhaps we could end with a success criterion for national bond market
development for Korea: instead of two orders of magnitude difference between foreign
ownership of bonds and stocks in Korea, just one order of magnitude. That is, the Korean
bond market might better have 4% foreign ownership than its present level of 0.4%.
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Why doesn’t Asia have bigger bond markets?

Barry Eichengreen and Pipat Luengnaruemitchai®

1. Introduction

The 1997-98 financial crisis highlighted the problem of bond market underdevelopment in
Asia. The small size and slow growth of regional bond markets, many observers noted, left
corporate borrowers excessively dependent on bank finance. Given the short tenor of bank
loans, a shock to confidence left Asian economies vulnerable to a disruptive credit crunch.
Since banks denominated many of their loans in foreign currency, exchange rate
depreciation resulted in serious balance sheet damage and thrust highly leveraged
corporations into bankruptcy.

Analysts argued further that Asia’s heavy dependence on banks increased the weight of
political and economic connections in resource allocation. Banks and the companies to which
they lent were linked by family control. Banks were used by the authorities to extend
preferential credit to firms favoured on political or developmental grounds. Financial
institutions carrying out these tasks came to be seen as too big and politically important to
fail, and the guarantees they consequently enjoyed weakened market discipline over their
lending.

The lesson drawn was that Asian countries need better diversified financial systems, and
specifically deep and liquid bond markets, to supplement their banking systems. Better
diversified financial markets would reduce financial fragility and enhance the efficiency of
capital allocation. The development of bond markets would lengthen the tenor of debt and
facilitate the placement of domestic currency bonds, limiting maturity mismatches on
corporate balance sheets. Corporations would be encouraged to disclose more information
and follow internationally recognised accounting practices, strengthening corporate
governance. Borrowers would be distanced from lenders, anonymous and decentralised
bond markets being hard to influence, and markets would be better insulated from
governments, limiting moral hazard and political interference.

The problem of Asia’s underdeveloped bond markets was known to close observers, of
course, even before the 1997-98 crisis. In some cases the absence of bond markets
complicated efforts to finance large infrastructure projects, and enterprises with a high
minimum efficient scale found it hard to meet their financial needs.? In principle they could
borrow from a syndicate of banks which could securitise their loans, but securitisation was
costly and difficult in the absence of a bond market. Banks therefore found it hard to diversify
risk created by their acquisition of concentrated stakes in the large enterprises that were their
leading customers. And the development of other financial instruments was limited by the
absence of bond markets on which to base forwards, futures and more exotic derivatives

We thank Nancy Brune and Geoffrey Garrett for help with data and Robert McCauley and Ric Deverell for
helpful comments.

Infrastructure finance was a particular problem with regard to the privatisation of electricity supply,
telecommunications and transportation services in Asian countries. More generally, securing adequate finance
often required diluting corporate control by issuing equity or giving banks representation on corporate boards.
Since owners saw the dilution of control as unattractive, dynamic enterprises sometimes found it difficult to
access external finance.
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contracts.® These problems were not specific to Asia, to be sure, but they seemed to
manifest themselves there in particularly dramatic ways.

Coincident with the Asian crisis, contributions to the theoretical literature explained how
countries benefit from well diversified financial systems (see eg Boot and Thakor (1997)).
Equity finance encourages risk-taking, since holders of equity stakes share in supernormal
returns while their losses are truncated on the downside, whereas debt holders, who do not
share in exceptional profits, encourage risk aversion; a well diversified financial system
therefore facilitates risk management. Banks have a comparative advantage in providing
external finance to smaller, younger firms which typically operate in information-impacted
segments of the economy, while securities markets do the job most efficiently for large, well
established companies.

Thus, as early as 1995, before the Asian crisis, the World Bank had issued studies
recommending that Asian countries accelerate bond market development (see eg Dalla et al
(1995)). The crisis then directed additional attention to the problem. The 17 Asian
governments participating in the Asia Cooperation Dialogue at that time set up a Working
Group on Financial Cooperation to establish guidelines for the development of Asian bond
markets. APEC finance ministers agreed on a comprehensive approach to developing sound
and sustainable regional bond markets, including credit guarantees and markets in a variety
of new products (bonds denominated in a basket of Asian currencies being the most
attractive candidate). ASEAN+3 established a Study Group on Capital Market Development
and Cooperation under the leadership of Thailand, Japan, Korea and Singapore.

The most prominent of these responses was a proposal to use the international reserves of
Asian central banks to encourage the development of regional bond markets. The Asian
Bond Fund (ABF) was launched by EMEAP in June 2003, and its members committed to
investing USD 1 billion of the region’s international reserves in Asian sovereign and
quasi-sovereign dollar bonds.*

The question is whether this use of central bank reserves will have the desired effect.
Perhaps, but some critics of this use of central bank reserves will object that other factors
- improved regulation, enhanced transparency, stronger investor protection and stable
macroeconomic policies - are more important for the development of deep and liquid bond
markets.® In their view these fundamentals, and not the allocation of some small fraction of
the reserves of regional central banks to local debt securities, should be the focus of efforts
to develop Asian bond markets.

This uncertainty about what initiatives are most urgently needed to promote Asian bond
markets reflects our incomplete understanding of why those markets are underdeveloped in
the first place.® This paper therefore considers the historical, structural, institutional and

Herring and Chatusripitak (2000) observe that it may still be possible, despite the absence of these markets,
to tailor forwards, futures and derivatives contracts to the needs of individual customers, but doing so can be
costly, limiting the use of such instruments.

Some of the proposal’s initiators had envisaged utilising 1% of the international reserves of Asian central
banks, which would have amounted to USD 12 billion, purchasing domestic currency as well as dollar bonds,
and investing in corporate as well as government securities. At the time of writing, EMEAP is discussing a
second Asian bond fund that might be larger in size and would invest in high-grade domestic currency issues.

See Fernandez and Klassen (2003).

While earlier studies touched on the issue, none of them, so far as we know, has analysed it systematically.
Burger and Warnock (2003, 2004) are the studies closest in spirit to our own, but they consider only long-term
bonds (not also the short-term bonds considered here) and a subset of the potential determinants of local
market issuance. Claessens et al (2003) consider both domestic and foreign currency denominated issues,
but they limit their analysis to government bonds, putting aside the determinants of corporate bond market
growth. Eichengreen et al (2002) consider corporate as well as government issues, but they too are
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macroeconomic determinants of bond market development in a cross section of developing
and developed economies. Section 2 presents an overview of bond markets in emerging
Asia with comparisons to other regions. Sections 3 and 4 enumerate the hypotheses that
have been described to explain bond market underdevelopment. Sections 5 and 6 present
our regression analysis. Section 7 draws out the implications for the development of Asian
bond markets.

The results confirm that small size and fragmentation are part of the explanation for the
underdevelopment of Asia’'s bond markets, but only part. In addition, corruption, poor
regulatory quality and failure to compel firms to follow internationally recognised accounting
standards have slowed the development of private debt markets. Countries with competitive,
well capitalised banking systems also have larger bond markets (both public and private),
suggesting the existence of complementarities between banking and bond market
development.

This suggests that, in order to promote the development of bond markets, governments need
to encourage adherence to internationally recognised accounting standards and enhance the
reliability of regulation and contract enforcement. They should distance themselves from the
lending operations of banks in order to accentuate the complementarities between banking
and bond market development. Through this combination of policies, our results suggest,
Asian countries could acquire bond markets as liquid and well capitalised as those of other
regions.

2. Overview

Table 1 describes the stock of external finance in various economies at the end of 2001. For
emerging Asia, bond market capitalisation (the sum of corporate, financial institution and
public sector issues) was 45% of GDP; this was actually higher than the average for all
emerging markets, at 39%, if lower than that for developed economies, at 139%. Note that
we include here only domestic currency bonds issued by residents and targeted to local
investors.” At this level of aggregation, Asia is not behind Latin America or emerging central
Europe in terms of bond market development, although it is considerably behind the
developed economies, and in particular the United States.®

These regional aggregates disguise considerable variation across countries. Corporate bond
market capitalisation is 50% of GDP in Malaysia and 28% in Korea but only 5% in Thailand.®
Financial institutions are important for bond issuance in Hong Kong SAR, Korea and
Singapore, but less so in China and Malaysia. They figure hardly at all in external finance in
Thailand.

concerned with currency denomination, not market capitalisation. Domowitz et al (2000) and Hale (2003)
analyse the choice between bank and bond finance, but they analyse international bonds and bank loan
syndications, not their domestic counterparts.

For more discussion of our measure of bond market capitalisation, see Section 4 below.

The picture is not much different when we distinguish between bond issues by non-financial corporations,
financial institutions and governments. Public issues are slightly less important in emerging Asia than in other
emerging markets, reflecting the traditionally strong fiscal position of Asian governments, while issues by
corporations and financial institutions are slightly more important in emerging Asia than elsewhere.

These aggregates need to be interpreted cautiously; in some cases they may tell us less about the scale and
health of the bond market than might be naively supposed. Thus, in the Korean case, a considerable fraction
of bond market capitalisation is in the form of asset-backed securities in which the government and its
agencies have absorbed the risky junior tranche that accounts for the majority of the outstanding stock.
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Table 2 compares the relative importance of bonds, bank loans and equity markets in
domestic external finance outstanding at the end of 2001.%° In terms of the composition of
external finance, Asia relies less on bond markets than other emerging market regions; the
share of bonds is a bit more than half that of Latin America and emerging central Europe.
Again, these generalisations disguise considerable variation across countries. For well
known historical reasons, the banking sector is particularly important for external finance in
China, Korea and Thailand. The stock market is important only in Hong Kong, Malaysia and
Singapore, where the authorities have aggressively promoted it. The bond market is the least
important of the three sources of finance in virtually every country (the exception being
Thailand, where it is approximately the same size as the stock market). Bonds are least
important in total external finance in Hong Kong and most important in Malaysia and Korea.

The preceding data are for stocks; flows may offer a clearer picture of recent trends.
According to Table 3, new domestic bank loans were 10% of GDP in emerging Asia in 2001
but only 4% of GDP for the emerging markets as a whole. Domestic bond flotations, in
contrast, amounted to 12% of GDP in 2001 for emerging markets as a whole but only 8% in
Asia.

In sum, this overview confirms that emerging Asia relies less on bonds and more on banks
than other emerging markets, and very much less on bonds and very much more on banks
than developed economies. Recent data suggest that these distinctive characteristics of
Asian financial systems are not growing noticeably less pronounced; in some cases the
opposite may be true.

3. Hypotheses

Five broad hypotheses have been advanced to explain the underdevelopment of Asian bond
markets. One is the region’s history. Banks have dominated Asian financial markets for many
years. Once upon a time there may have been good reasons for their dominance.
Imperfections in the information and contracting environment gave a strong comparative
advantage to bank intermediation, while governments found banks to be convenient vehicles
for advancing their industrial policies. But although these circumstances have now changed,
banks retain their “first mover” advantage. Markets, institutions and social conventions have
adapted to the dominance of bank intermediation. Examples of that adaptation include the
importance of family connections and state involvement in financial relationships. As a result,
bonds may face an uphill battle when seeking to acquire market share.

A second hypothesis emphasises structural characteristics of the region’s economies. Small
countries presumably find it more difficult to develop bond markets insofar as liquid securities
markets have a certain minimum efficient scale. Endowment theories suggest that the
geographical environment shapes the long-standing institutions that influence financial
development. The strength of bondholder protections may depend on a country’s legal
tradition (see La Porta (1998)). Not all of these structural characteristics are impervious to
change, but even the most malleable of them may be difficult to change quickly.

A third hypothesis focuses on the developmental stage of the region’s economies. Compared
to the economies of western Europe and North America, most Asian countries have

10 Strictly speaking, total external finance (that is, financing from outside the corporation, excluding retained

earnings and depreciation) would also include credit provided by foreign sources, for which we lack
information. To avoid double-counting, we exclude bonds issued by financial institutions from this comparison.
Including them makes little difference for the comparisons with which we are concerned in this paper. The
main effect is to further increase the value of bond market capitalisation in the advanced economies.
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undergone the transition to modern economic growth relatively recently. Some are still poor.
At the core of this situation is the underdevelopment of market-supporting institutions,
including the institutions needed to support financial markets. From this perspective, Asian
financial markets are underdeveloped because of the unreliability of contract enforcement
and uncertainty of investor rights that are characteristic of less developed economies. These
are problems that economies presumably grow out of, though how quickly they do so
depends on country-specific circumstances.

A fourth hypothesis focuses on the structure and management of the financial system. This
explanation considers, inter alia, the intensity of competition among financial institutions, the
quality of prudential supervision and regulation, the existence of a well defined yield curve,
the absence of institutional investors and rating agencies, and the adequacy of trading,
settlement and clearing systems.*!

Fifth and finally are macroeconomic policies. The currency risk created by flexible exchange
rates may limit the market for domestic currency denominated securities. Domestic interest
rate volatility may make it unattractive to hold long-term debt securities. Such instability may
be a serious impediment to bond market development. Finally, controls on capital flows, such
as those limiting the ability of foreigners to purchase domestic capital and money market
securities or to repatriate their interest earnings and principal, may discourage foreign
participation in domestic markets and rob those markets of liquidity.

4, Empirical implications

We now turn from broad hypotheses to empirical implications, illustrating our points with
information for 41 economies. The data are for all economies for which the BIS reports
estimates of domestic bond market capitalisation.*? Hence, the sample is not limited to Asia.
But neither are questions about the development of bond markets limited to Asia. In
analysing the determinants of bond market development we seek to take advantage of the
information content of a wide cross section of economies. The variables that we use to
operationalise our five hypotheses are shown in Table 4.*®

Economic size. Small countries may lack the minimum efficient scale needed for deep and
liquid bond markets.* The amount of money that can be raised by issuing on the local

' Independent agencies that rate corporate issuers provide information that should help to attract a large base

of active investors into the bond market. While some Asian countries have independent rating agencies
(Malaysia, for example, has two), others do not. A large population of institutional investors is important for
creating a demand for domestic bonds (Schinasi and Smith (1998)). Conversely, heavy regulation of mutual
funds may prevent fund managers from actively participating in corporate bond markets. Finally, it has been
argued that the absence of well developed clearing, settlement and trading systems have rendered some
Asian bond markets illiquid and unattractive (Trairatvorakul (2001)).

2 The BIS compiles these data from national sources, and attempts to eliminate international debt securities

from its estimates of domestic bond market capitalisation. Capitalisation is only one measure of bond market
development, of course; turnover is another obviously relevant dimension. But only capitalisation is available
for a broad cross section of countries. Previous studies (eg McCauley and Remolona (2000)) suggest that
capitalisation and turnover on domestic bond markets are strongly if imperfectly correlated.

13 Information on data sources can be found in the appendix.

14 Eichengreen et al (2002) provide evidence that small size is similarly the most robust determinant of the

inability of emerging markets to borrow abroad in their own currencies (“original sin”). Here the obvious
explanation is that countries whose debt issuance is small have trouble getting international investors to add
securities denominated in “exotic” currencies to their investment portfolios. This will be the case when the
increase in management costs is constant but the diversification benefits decline with each additional
currency. This is probably an appropriate point at which to discuss how domestic bond market development
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market may be too small to attract multinational corporations and other potential foreign
issuers. The market may be too small to justify inclusion in the global bond market indices
constructed by the leading investment banks, in which case there will be no demand to hold
local securities in order to track the index. Markets in small issues may be characterised by
price volatility as buyers and sellers enter and exit. Similarly, it may be difficult to put on and
take off positions without being noticed. There being fixed costs of learning about the
performance characteristics of an issue, investing in small issues may not be attractive for
portfolio managers, who will consequently demand a yield premium in order to do so.*® And if
adverse selection is present, it may be that no premium will create a demand. A bivariate
scatter plot of bond market development (measured as domestic bond market capitalisation
as a share of GDP, averaged over the 1990s) and country size (GDP at purchasing power
parity (PPP), also averaged over the 1990s) shows a weakly positive relationship between
the two variables (Figure 1).'°

Natural openness. Entrenched interests will seek to prevent their advantaged position from
being undermined by market competition. Banks, for example, will attempt to prevent their
dominant market share from being eroded by competition from securities markets. But
entrenched interests will be less able to insist on policies that suppress competing sources of
supply when the economy is exposed to international competition. This is Rajan and
Zingales' (2001) explanation for why more open economies do less to suppress securities
markets. That said, Figure 2 does not suggest a particularly strong relationship between
openness, measured as the ratio of exports to GDP, and bond market development.

Legal system. Legal traditions differ in the priority they attach to protecting minority
investors. La Porta et al (1998) predict that common law systems in the British tradition,
which offer stronger investor protection than systems in the French civil law tradition, should
promote the development of financial markets. But the same legal traditions may not affect
all aspects of financial development equally. Where investor rights are weak, savers may
prefer investing through banks rather than bonds since politically well connected banks are
better able to enforce their claims (Sharma (2000)). Systems with weak investor rights may
also encourage creditors to demand assets with seniority (bonds rather than stocks).*’

Geographical/disease endowments. Endowment theories suggest that environmental
factors shape long-standing institutions influencing financial development. Authors like Beck
et al (2002) argue that countries with less favourable geographical and disease environments
should have less developed financial markets. They present evidence that endowments
(measured by settler mortality or distance from the equator) are correlated with financial

relates to original sin. In principle, domestic bond market development is a route to solving this problem. As
domestic markets gain scale and liquidity, foreign participation will be easier to attract, both because those
local currency markets will become easier to enter and exit (transaction costs will decline) and because they
will constitute a greater share of the global portfolio (diversification benefits may increase). In practice,
however, this route to “redemption” appears to work only very slowly. Data in Burger and Warnock (2004)
indicate that as of 2001 US residents held only USD 2.5 billion bonds issued by emerging markets, whereas
emerging markets had more than USD 1.6 trillion of local currency bonds outstanding (and more than
USD 2.2 trillion of total bonds outstanding). In other words, while foreign participation in local bond markets
has attracted much comment, as a quantitative phenomenon it remains inconsequential.

5 This phenomenon is familiar in the context of foreign bond issues; see Eichengreen and Mody (2000).

6 All variables are similarly measured as averages for the 1990s in the scatter plots that follow, except where

expressly noted otherwise.

" LaPortaetal (1998), when reporting a positive correlation between debt/GNP and common law legal tradition,

define debt as the sum of corporate bonds and bank loans. Beck et al (2002) consider financial intermediary
credits to the private sector divided by GDP. Thus, neither set of authors addresses the impact on bond
markets that is our concern here.
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intermediary and stock market development. Figure 3 suggests the existence of a positive
relationship between distance from the equator and bond market development.

Riskiness of the investment environment. Bonds are a way for investors to limit risk. It
follows that entities issuing bonds are generally of higher credit quality than those issuing
equity claims (Harwood (2000)). In some countries, however, there may be a dearth of high-
quality issuers with proven business models and records of financial probity. Consistent with
this idea, Figure 4 suggests that bond market capitalisation rises as investment risk declines.

Law and order. Countries with more reliable law enforcement are more attractive to
investors. Figure 5 confirms the existence of a positive relationship between the size of bond
markets and the International Country Risk Guide (ICRG) measure of law and order. To the
extent that corruption undermines law enforcement, corruption and bond market
development should be negatively correlated. Figure 6 is consistent with this hypothesis
(since, on the ICRG scale utilised here, a higher score indicates a lower level of corruption).

Weak corporate governance and transparency. If corporate governance is weak,
managers will be able to enrich themselves at the expense of holders of debt and equity
claims. If banks enjoying long-term relationships with borrowers have a comparative
advantage in detecting and correcting insider abuses, savers may prefer to invest via banks
rather than securities markets. Lenders will also prefer banks to bond markets where
transparency is low, since banks have a comparative advantage in information-impacted
markets (Diamond (1991), Hale (2003)). In support of this hypothesis, Figure 7 shows that
the quality of accounting standards is positively associated with bond market development.

Developmental stage of the economy. There are a number of reasons why economic
development and bond market development go hand in hand. Less developed countries
have volatile investment environments and heavy government involvement in commercial
activity. Often they have weak creditor rights, inadequate transparency and poor corporate
governance. GDP per capita can be thought of as capturing these aspects of
underdevelopment insofar as they are not already absorbed by our other explanatory
variables. Figure 8 is consistent with the notion that economic development and bond market
development are positively associated.®

Size of the banking system. Banks and bond markets compete in providing external
finance; in some circumstances, well developed banking systems may succeed in depriving
bonds of market share. At the same time, banks serve as dealers and market-makers, whose
presence is needed for the development of a liquid and well functioning bond market.®
Figure 9 suggests that the complementarities dominate - that, on balance, banking systems
and bond markets develop together.

Banking concentration. Benston (1994), Schinasi and Smith (1998), Smith (1998) and
Rajan and Zingales (2003) suggest that banks with market power may attempt to stifle the
development of securities markets by setting loan and deposit rates strategically or use
moral suasion to discourage public placements by firms with which they have relationships.
That said, Figure 10, which juxtaposes banking sector concentration against bond market
development, does not show a particularly strong relationship between the two variables.

Bt suggests that bond markets are less developed than levels of per capita GDP and a broader sample of

national experiences would predict in, inter alia, Hong Kong SAR, Singapore and Japan, while they are rather
better developed in Malaysia.

¥ See Harwood (2000) and Hawkins (2002). In many countries, regulators require that bond business be done

in a separately capitalised subsidiary, although such firewalls may be more apparent than real. At the same
time, dealers need a diversified and active investor base with which to buy and sell; they cannot simply trade
among themselves. Without such a base, dealing will not be profitable. One suspects, therefore, that dealers
are not so much a precondition for bond market development as a corollary.
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Absence of public sector funding needs. The development of a government securities
market “helps promote a class of dynamic, profitable fixed-income dealers” (Harwood
(2000)). In addition, an active and liquid corporate bond market requires a benchmark yield
curve on the basis of which risky credits can be conveniently priced.?° That yield curve is
typically constructed from a suite of outstanding treasury securities, requiring governments to
issue a range of maturities on a regular schedule. If a government has modest funding
requirements, there may be little need to develop an active and liquid bond market and little
regular issuance to maintain a well defined yield curve.?* Figure 11 is consistent with the
existence of a positive relationship between private and public sector bond market
capitalisation.??

Poor regulatory enforcement. Investors will be reluctant to take positions in markets
characterised by opportunistic participants and delivery risk, problems that regulation is
designed to mitigate. Elements of an adequate regulatory framework include disclosure
standards, penalties for accountants and auditors providing false information, and sanctions
for insider trading and market manipulation. Equally important is the clear and consistent
implementation of regulations. Figure 12 shows that bureaucratic quality is positively
correlated with bond market development.”

Interest rate variability. Where interest rates are variable, investors will have little appetite
for long-term fixed rate notes, since there is significant risk that the purchasing power of such
assets will be eroded. Investors’ limited appetite for long-term bonds may thus limit the
demand for securitised debt. In addition, high levels of interest rate volatility may be an
indication of inadequate market liquidity, insofar as returns are affected by the entrance or
exit of a few buyers and sellers from the market. Figure 13 illustrates the negative
relationship between nominal interest rate volatility and bond market development.

Level of interest rates. Since few firms can service debts when interest rates are high, high
rates tend to have a depressing impact on issuance. It follows, as shown in Figure 14, that
countries with high interest rates show signs of having poorly capitalised bond markets.

Exchange rate regime. It is argued (by eg Goldstein (1998)) that pegged exchange rates
encourage foreign investors to underestimate the risks of lending to banks and corporations,

%0 gSchinasi and Smith (1998) note other advantages of the existence of a benchmark issue: since they are liquid,

benchmark assets are widely used in repo markets and are typically usable as collateral for a wide range of
other financial contracts.

2 It is in principle possible for governments without ongoing funding needs to circumvent this constraint by

overfunding the fiscal deficit (issuing more debt than strictly necessary, rolling it over as it matures, and
depositing the resulting cash surplus with the central bank, which allows the central bank to retire its
sterilisation bonds, thereby unifying the public sector bond market); see McCauley (2003). Thus, despite not
running current budget deficits, the Hong Kong Monetary Authority has been able to create a liquid market in
Exchange Fund Paper (EFP), with a 10-year yield curve, even in the absence of current government budget
deficits. EFP was introduced in 1990 with the issuance of 91-day bills, followed by 182- and 364-day bills in
1990 and 1991, two- and three-year notes in 1993, five-year notes in 1994, seven-year notes in 1995 and
finally 10-year notes in 1996. The outstanding stock of EFP is more than HKD 100 billion, or more than 8% of
GDP, and more than 20% of total debt instruments. It is issued through competitive tender bids, was listed on
the stock exchange in 1999 to enhance liquidity, and can be used as collateral for trading stock options and
futures. Taiwan, China financed a significant part of its National Development Plan starting in 1991 through
bond issuance, using a US Treasury bond-type auction system (Lynch (2001)). Similarly, despite limited public
funding needs, the government of Singapore decided in 1998 to increase the issuance of government
securities, especially longer-term bonds of benchmark size, and in May 2000 it introduced a repo facility for
primary dealers.

22 Note that the variable on the vertical axis, private market capitalisation, is different from that in the other

figures.

2 Using simple tabulations, Domowitz et al (2000) similarly find that the share of domestic finance accounted for

by bonds in emerging markets rises with the quality of accounting standards.
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and that the resulting foreign competition may slow the development of domestic
intermediation. From this point of view, greater exchange rate flexibility should encourage the
development of domestic bond markets (as argued by, inter alia, World Bank (2003)). Of
course, to the extent that foreign participation is valuable for the growth and development of
domestic markets, discouraging the participation of international investors by introducing
additional risk into the market may not produce the desired result.?* In fact, countries with
fixed exchange rate regimes do not appear to have bigger bond markets (Figure 15). Figure
16, however, is consistent with the view that stable exchange rates are conducive to bond
market development.

5. Multivariate analysis

We now test the importance of these factors using a multivariate regression analysis of
annual data from 1990 to 2001. The dependent variable, as in the scatter plots, is bond
market capitalisation as a share of GDP. Recall that this measure includes only domestic
currency bonds issued by residents and targeted to local investors.?®

All equations are estimated using panel generalised least squares (GLS) with corrections for
heteroskedasticity and panel-specific autocorrelation. We start in Table 5 with preliminary
regressions exploring the importance of, alternately, historical, structural, financial,
developmental and macroeconomic factors. Definitive hypothesis tests, of course, require
considering all five categories of explanation simultaneously. We do so in the final column of
the table.

The first three columns show the effects of structural characteristics of countries. Consistent
with earlier arguments, country size and openness are positively related to bond market
development. Distance from the equator, a proxy for endowment theories, similarly enters
with its expected positive sign.?® But where previous studies have shown that English
common-law legal tradition favours equity market development and bank intermediation, the
same does not appear to be true of bond markets. It may be that stronger investor rights
encourage investors to attach less importance to seniority and to substitute equity for debt
securities.?” Overall, these results lend support to structural explanations for bond market
development.

? There is also the possibility that the correlation reflects causality running in the other direction, from the

existence of a large domestic financial market to the willingness of countries to countenance additional
exchange rate variability (Calvo and Reinhart (2002)).

% Thus, a limitation of our analysis is that we do not have information on foreign currency denominated issues or

issues by non-residents denominated in local currency targeted to resident investors. We also do not know
what share of the domestic currency issues we include are interest rate or exchange rate indexed. Note that
our measure excludes issues denominated in foreign currency, issues by non-residents, and issues by
residents targeted to non-residents, all of which are counted as international securities, as they presumably
should be.

It is not possible to use settler mortality rates in an analysis of Asian bond markets, since relatively few Asian
countries were colonised by the European powers, and settler mortality estimates (and logic) are based on
data for and the experience of one-time colonies.

26

2" However, the coefficient on this variable is significantly different from zero in only one of the two equations in

which it is included. Adding dummy variables for other legal origins does not alter these findings. For example,
when we add French legal origin, the new variable enters positively (and significantly), while English legal
origin continues to enter negatively and significantly. Since the French civil law tradition is associated with
relatively weak investor rights, the opposite signs on the two variables are consistent with the explanation in
the text.
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These regressions also include a dummy variable for Asia, which we interpret as reflecting
aspects of the region’s history not captured by other variables. The negative coefficient on
this variable supports historical explanations for the undercapitalisation of the region’s bond
markets.?®

The specification in column 4 considers proxies for the developmental stage of the economy:
the safety of the investment environment (predictability of contract enforcement, danger of
expropriation), an index of the reliability of law enforcement, and per capita GDP as a
summary measure of development. While per capita GDP has its expected positive
coefficient, investment risk and law and order (which are scaled so that higher values
indicate a more stable investment environment) enter with negative signs. We will return to
these variables below.

Columns 5 and 6 consider governance and regulation of the corporate and financial sectors.
Column 5 shows that countries which have better rankings on the ICRG’s measure of
corruption and which adhere to international accounting standards (which is likely to enhance
the effectiveness of corporate governance) have larger bond markets.? Column 6 shows that
countries ranking higher in terms of bureaucratic quality have larger bond markets, which we
interpret in terms of the efficiency and reliability of regulation. Similarly, countries with better
developed banking sectors have better developed bond markets - bank and bond market
intermediation appear to be complements rather than substitutes. On the other hand,
countries with more concentrated banking systems appear to have smaller bond markets,
consistent with arguments suggesting that banks with market power may use it to discourage
bond flotations. Again, we will return to these findings below.

Column 7 considers macroeconomic factors. While the volatility of interest rates is not
significant, their level, as measured by the interbank rate minus Libor, suggests that higher
interest rates are associated with smaller bond markets.*® The coefficient on the volatility of
changes in exchange rates is marginally significant, although it is, surprisingly, positive.
Finally, the capital controls dummy (where a value of one indicates an open capital account)
suggests that controls slow bond market development.®* As we show below, this last result is
the one that turns out to be robust.

Column 8 considers the entire range of hypotheses.®* It suggests that no single class of
factors is wholly responsible for the underdevelopment of Asian bond markets; rather, the
present state of affairs reflects a confluence of influences. Structure and inheritance matter:
the size of the economy, its openness, its location, and the origin of its legal system all

%8 Note that the coefficient predictably becomes smaller in absolute value the more other independent variables

are included in the specification.

? This is consistent with results in Burger and Warnock (2004) suggesting that countries with stronger

institutions have larger domestic bond markets.

% Domowitz et al (2000) similarly provide evidence that countries with higher rates of inflation issue less

domestic debt and more equity.

%1 A variety of alternative measures of capital controls point in the same direction. Thus, in addition to the binary

(“IMF-style”) open or closed measure, we experimented with Brune et al's (2003) measure, which ranges from
zero to nine depending on how many of the nine categories of capital account restrictions a country has in
place. We looked separately at capital account openness for inflows and outflows. We also looked separately
at controls on inflows and outflows pertaining to capital and money market securities. In virtually all cases we
obtained the same positive and statistically significant coefficient on controls when using the specification in
column 7.

82 Adding all of the explanatory variables substantially reduces the number of observations (from 475 in the full

sample to 284 in column 8). However, the observations from countries in Asia remain well represented. While
accounting for 22% of the observations in the full sample, they account for 25% of the observations in
column 8.
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influence bond market capitalisation. Factors like these may be difficult to change, although
some of them, such as the handicap of small size, may be overcome through initiatives like
the Asian Bond Fund. In addition, adherence to internationally recognised accounting
standards and the size and concentration of the banking sector are important for bond
market capitalisation. These are policy variables; our results thus suggest that countries can
accelerate the development of their bond markets by improving the quality and reliability of
regulation, requiring corporations to adhere to internationally recognised accounting
standards, and encouraging competition in financial intermediation. In addition, there is a role
for macroeconomic policy: both the level of interest rates and the presence or absence of
capital controls matter in the consolidated specification.

At first blush, a number of the results are anomalous or at least counter-intuitive. Thus, we
appear to find that interest rate volatility is good for bond market development. At the same
time, there is little evidence of a relationship between exchange rate volatility and bond
market development. We will have more to say about these counter-intuitive results below.

Note also that when we add direct measures of institutions - such as bureaucratic quality,
corruption, law and order, and the investment profile - the effect of per capita GDP washes
out. This is not inconsistent with explanations for bond market growth emphasising the
developmental stage of the economy, but it suggests that the effects of economic
development and underdevelopment operate through the aforementioned institutional
channels.

We looked further at the robustness of the positive association of bank and bond market
development, which runs contrary to some popular arguments, and which is likely to be
controversial. We also regressed non-public bond market capitalisation on bank credit to the
private sector as a share of GDP, adding the entire vector of controls.** Excluding public
sector bonds and considering only bank credit to the private sector avoids the possibility that
the positive association between the two variables is simply picking up liquidity requirements
and other policies forcing the banking sector to hold government bonds - and the greater
ability of the government to compel such behaviour in countries where the banking system is
relatively large. In this alternative specification the coefficient on bank credit continues to
enter with a positive coefficient and differs from zero at the 99% confidence level.

Finally, note that the dummy variable for Asia continues to matter statistically and
economically. Its effect is large: the coefficient of —17 suggests that Asian bond markets are
17% smaller as a share of GDP than their counterparts in countries with comparable
characteristics in other parts of the world. One interpretation of this is that the development of
bond markets continues to be held back by Asia’s history and current circumstances in ways
that are not fully captured by the other explanatory variables. We will revisit this finding
below.

An eclectic set of policy implications would seem to flow from these findings. The Asian Bond
Fund and the removal of capital account restrictions may help domestic bond market
development by relaxing the constraint of small market size, although such policies may be a
mixed blessing insofar as capital account liberalisation prior to domestic market development
poses risks as well as promising rewards. But market size is far from the entire problem. In
addition, governments seeking to promote domestic bond markets must require adherence to
international accounting standards by security issuing firms and encourage growth and
competition in banking so as to maximise the complementarities between banking system
and bond market development. They should adopt stable macroeconomic policies to make it
attractive to hold domestic currency denominated debt instruments.

3 In further regressions not reported here.
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Even if they take these steps, the results of this section suggest, Asian governments still
should not expect to succeed in developing bond markets with the depth and liquidity
characteristic of continental Europe and the English-speaking economies, due to the extent
to which the region’s markets, institutions and social conventions have adapted to the
dominance of bank intermediation. This is undoubtedly the most controversial conclusion
seeming to emerge from the present section. It is important, therefore, to subject it to further
analysis.

6. Adding fiscal policy

We subjected our results to a variety of robustness checks. We dropped influential
observations. The results were robust to these changes. We limited the sample to the period
before the Asian crisis to test for structural breaks. The results were again very similar.>*

The one sensitivity test that did make an important difference was adding fiscal policy.* We
measured this in three ways: as the public debt/GDP ratio, as the past year's budget balance
as a percentage of GDP, and as a three-year moving average of past budget balances. The
last of these alternatives is probably preferable, since the budget balance in a single year will
tend to be dominated by transient factors, while public indebtedness is likely to have a
spuriously strong coefficient given that the public debt is itself a major component of bond
market capitalisation.

The results in the first three columns of Table 6 confirm that fiscal policy is important for
overall bond market development.®® Stronger fiscal balances are negatively associated with
bond market capitalisation. The coefficient in the third column reinforces our trepidation
about using the public debt ratio in that the coefficient is almost exactly unity. We do not
consider this measure further in what follows.

Adding past budget balances has a number of other effects. We now obtain a significantly
negative coefficient on exchange rate volatility. Higher interest rates continue to be obstacles
to more rapid bond market development. An earlier anomaly, that greater interest rate
volatility is associated with faster bond market development, is now evident in only one of the
three specifications.®

Adding past budget deficits also eliminates previously significant coefficients on the
investment profile, accounting standards and bureaucratic quality, while strengthening (at
least in some cases) the effects of corruption and rule of law.®® In the case of the investment
profile, this is reassuring, since the previous result anomalously suggested that safer
investment environments are associated with less well developed bond markets.*® The now

% The main differences were that the corruption and law and order variables became significant (lower levels of

corruption and more reliable law enforcement were associated with larger bond markets), while distance from
the equator and domestic credit provided by the banking sector lost their significance.

% Asian governments have tended to run surpluses, with a few prominent exceptions, and this otherwise

admirable behaviour may have stymied the development of bond markets (for reasons explained above).

% The observations here are only about half the number in the full sample. However, Asian economies are still

well represented: they account for 21% of the reduced sample.

37 As we will see shortly, disaggregating public and private debt makes this anomaly disappear entirely.

¥ To be precise, accounting standards are significant in column 1, where the three-year average of the fiscal

balance is included, but not in column 2, where an alternative measure of fiscal policy is used.

% Table 4 shows that there is a positive correlation between the strength of fiscal policy and the quality/safety of

the investment environment, which may explain this result.
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greater importance of corruption and rule of law is also reassuring. However, the loss of
significance of bureaucratic quality and accounting standards is less reassuring; at face
value this suggests that financial transparency and the quality and reliability of regulation are
not so important after all. At a minimum, it suggests that it is hard to distinguish the effects of
transparency, regulation and fiscal policy.

But when one distinguishes public debt from private debt (debt issued by both non-financial
corporations and financial institutions), one finds that budget deficits are a significant
determinant of public debt market capitalisation (columns 6 and 7) but not private debt
market capitalisation (columns 4 and 5). In other words, while governments that run deficits
have significantly more public debt (as a matter of definition), public sector deficits do not
appear to encourage private debt issuance. That there is no net effect is unsurprising given
arguments that a history of strong fiscal policies is both good and bad for private debt
markets. (It creates a more stable investment environment, but complicates the creation of a
well defined yield curve and slows the development of a class of dynamic fixed income
dealers.) *°

Note, further, that in the regressions for private debt the coefficients on accounting standards
regain their significance even through fiscal policy is still included.** In contrast, they are
insignificant in the equations for public debt. The same is true for corruption and bureaucratic
quality. Thus, while institutional characteristics and regulatory practices like accounting
standards, corruption and bureaucratic quality matter for private debt market capitalisation,
they evidently matter less for public debt market capitalisation.*?

Another difference introduced by disaggregating public and private debt has to do with the
relationship between banking systems and bond markets. Earlier, when considering total
debt, we found evidence that both the size and concentration of the banking sector matter
(positively and negatively respectively).*® Disaggregating reveals that the size of the banking
system matters mainly for the capitalisation of private debt markets - in other words, there is
evidence of complementarities between the development of banking and the development of
private debt markets. In contrast, banking system concentration is negatively associated with
public debt. Readers familiar with Asia’'s economic and financial history will conjecture that in
countries with concentrated banking systems the government was able to use the banks as
agents for its industrial policy, channelling private savings towards favoured industries and
activities, whereas in countries with atomistic banking systems less subject to manipulation,
direct government expenditures were required for these purposes.

We also find, upon disaggregating public and private debt, that the earlier evidence of a
positive relationship between interest rate volatility and bond market development
disappears. In contrast, the level of interest rates and the stability of the exchange rate
continue to matter, as before, for both private and public debt.

Finally, analysing public and private debt separately reveals that the significance of capital
controls derives from their impact on the volume of public debt. Evidently, governments that

0" To put the point the other way, chronic deficits create an ample supply of sovereign securities from which to

construct a benchmark yield curve but at the same time crowd out private debt issues (McCauley and
Remolona (2000)). Our results suggest that these two effects roughly cancel each other out.

“ Corruption and bureaucratic quality are not significant in the regression for public debt, except in one case

where the coefficient on bureaucratic quality is marginally significant at the 90% level, and there it counter-
intuitively enters with a negative sign.

2 This explains the unstable pattern of coefficients when total debt is considered and measures of fiscal policy

are added or dropped.

3 However, the evidence that the size of the banking system is important was much weaker when we included

measures of fiscal policy.
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open the capital account are better able to fund themselves, whether by selling debt to
foreigners or owing to credibility effects. Of course, we know from the Asian crisis that to fund
government deficits in this way before putting the other prerequisites for capital account
liberalisation in place can be a risky business. And the insignificance of both capital account
openness and past deficits for private bond market capitalisation suggests that any benefits
for corporate bond market development are at best indirect.

Note that adding a measure of past fiscal policies eliminates the previously negative
coefficient on the dummy variable for Asia in the equations for total debt. This is true whether
fiscal policy is measured as the past year's deficit or as a moving average of past deficits.
Moreover, the coefficient on Asia is now positive, not negative, including in column 3, where
past fiscal policy is measured by the public debt and the coefficient is significantly different
from zero (columns 1-3). Once we control for the traditionally strong fiscal stance of Asian
countries, in other words, there is no longer support for the notion that their bond markets are
smaller than can be explained by their economic characteristics and policies.**

7. Conclusions

Asia’s underdeveloped bond markets and dependence on bank finance have attracted
concern since before the crisis of 1997-98. The result has been a host of official responses,
ranging from reports by the multilateral financial institutions on the importance of reliable
contract enforcement, strengthened prudential regulation and improved market infrastructure
to the Asian Bond Fund funded by EMEAP central banks. But it remains uncertain whether
these initiatives will succeed in surmounting the fundamental obstacles to bond market
development in the region, since there has been little systematic analysis of the nature of
those obstacles. This is a gap that the present paper seeks to fill.

We find that the slow development of local bond markets is a phenomenon with multiple
dimensions. To some extent the problem is one of minimum efficient scale: larger countries
have better capitalised bond markets when capitalisation is measured relative to GDP.* But
market size is not the entire problem. In addition, the failure of countries to adhere to
internationally recognised accounting standards has slowed the development of private debt
markets. Corruption and low bureaucratic quality, which are signs of unreliable securities
market regulation, work in the same direction. Countries with competitive, well capitalised
banking systems, on the other hand, have larger bond markets.

Macroeconomic policy appears to have played both a supporting and impeding role. On the
one hand, Asia’s strong fiscal balances, while admirable on other grounds, have not been
conducive to the growth of government bond markets. Fortunately, there is little evidence
that the small size of public debt markets is an insurmountable obstacle to corporate bond
market development. On the other hand, the stability of exchange rates in the region
appears, if anything, to have encouraged bond market development.

Over time, markets, institutions and social conventions have adapted to the status quo,
which in the case of Asia is the dominance of bank finance. Some may worry that, as a result

** Indeed, when we limit our attention to private debt (columns 4 and 5), both estimates of the Asia dummy are

significantly greater than zero. For public debt, the sign of the coefficient on the Asia dummy is sensitive to
how fiscal policy is measured, and it is never significant at the 95% confidence level.

5 In addition to being supported by our empirical results, this fact is evident in Europe’s experience, where the

advent of the euro has relaxed the constraint of market size at the national level and greatly enhanced the
liquidity of the bond markets, the corporate bond market in particular.
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of this inheritance, Asian countries will not be able to develop bond markets as efficient and
well capitalised as those of the advanced industrial countries. In this respect our results are
reassuring: they suggest that the region’s structural characteristics and macroeconomic and
financial policies account fully for differences in bond market development between Asia and
the rest of the world. Once one controls for these characteristics and policies, in other words,
there is no residual “Asia effect”.

One obstacle that the region must overcome in order to accelerate this process is the legacy
of capital controls. The evidence is strong that capital controls discourage foreign
participation in domestic bond markets and that they discourage bond market development
more generally. But we also know, not least from the Asian crisis, that capital account
liberalisation is only prudent when domestic financial markets are already deep, liquid and
robust. Here, obviously, is a dilemma. Capital account liberalisation makes sense only when
domestic market development is sufficiently advanced, but developing domestic financial
markets is harder when the capital account remains fully or partly closed. There is no easy
way of finessing this problem.*® The only solution is to work harder at strengthening market
regulation, market infrastructure and the other domestic preconditions for the development of
local bond markets before giving that process a further push by finally opening the capital
account.

Data appendix

The data set covers the period 1990-2001 at an annual frequency. Sample economies are
Argentina, Australia, Austria, Belgium, Brazil, Canada, Chile, China, the Czech Republic,
Denmark, Finland, France, Germany, Greece, Hong Kong SAR, Hungary, Iceland, India,
Ireland, Italy, Korea, Japan, Malaysia, Mexico, the Netherlands, New Zealand, Norway, Peru,
the Philippines, Poland, Portugal, Russia, Singapore, South Africa, Spain, Sweden,
Switzerland, Thailand, Turkey, the United Kingdom and the United States.

Domestic debt securities

Domestic debt securities are taken from Table 16A of the BIS domestic and international
securities statistics, which are regularly published in the annex tables of the BIS Quarterly
Review. The series are accessible at http://www.bis.org/statistics/secstats.htm.

Interbank interest rates

Interbank rates are taken from online provider Global Financial Data. Twelve-month
interbank rates are used wherever they are available. When 12-month rates are nhot
available, shorter rates are used, and where shorter rates are not available, we use the
monthly average of daily overnight interbank rates.

“ In particular, harmonising market regulations and withholding tax regimes or creating a pan-Asian payment

and settlement system with the goal of encouraging more cross-border investment in the region and thereby
producing deeper and more liquid markets would be tantamount to encouraging more capital flows and thus
equivalent to early capital account liberalisation. In other words, doing so would promote market development
but also heighten crisis risk, which is the very dilemma referred to in the text (Eichengreen (2004)).
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Exchange rates

Exchange rates are end-month (local currency per US dollar) from line AE in International
Financial Statistics.

Institutional variables

Measures of government stability, investment profile, law and order, corruption and
bureaucratic quality are from the International Country Risk Guide:

Investment profile is an assessment of factors affecting the risk to direct investment. The
risk rating assigned is the sum of three subcomponents, each with a maximum score of four
points and a minimum score of zero points. A score of four points equates to very low risk
and a score of zero points to very high risk. The subcomponents are:

o Contract viability/expropriation
) Profit repatriation
o Payment delays

Law and order are assessed separately, with each subcomponent comprising zero to three
points. The law subcomponent is an assessment of the strength and impartiality of the legal
system, while the order subcomponent is an assessment of popular observance of the law. A
higher score indicates better law and order.

Corruption is an assessment of corruption within the political system. The index ranges from
zero to six, where a higher score means a lower degree of corruption.

Bureaucratic quality is the measure of institutional strength and quality of the bureaucracy.
High points are given to countries where the bureaucracy has the strength and expertise to
govern without drastic changes in policy or interruptions in government services. In the
low-risk countries, the bureaucracy tends to be somewhat autonomous from political
pressure and to have an established mechanism for recruitment and training.

Capital control variable

Coded from the IMF’'s Annual Report on Exchange Arrangements and Exchange Restrictions
by Nancy Brune and Geoffrey Garrett; see Brune (2003).

Other variables

The following series are from the World Bank’s World Development Indicators:
GDP (constant 1995 US dollars)

GDP (current US dollars)

GDP per capita (constant 1995 US dollars)

GDP per capita, PPP (current international US dollars)
GDP, PPP (current international US dollars)

Interest rate spread (lending rate minus deposit rate)
Interest rate spread (lending rate minus Libor)
Lending interest rate (in per cent)

Credit to private sector (as a percentage of GDP)

Deposit interest rate (in per cent)
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Domestic credit provided by banking sector (as a percentage of GDP)
Market capitalisation of listed companies (as a percentage of GDP)
Market capitalisation of listed companies (current US dollars)

Overall budget deficit, including grants (as a percentage of GDP)
Real effective exchange rate index (1995 = 100)

S&P/IFC investable index (annual change, in per cent)

Stocks traded, total value (as a percentage of GDP)

Stocks traded, turnover ratio (in per cent)
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Table 1

Total outstanding external finance (end-2001)

As a percentage of GDP

Domestic Outstanding domestic debt securities
credit Stock
prg;:]dk?ggby capriT'::IriI;giion Issued by Issueq by Is.sued.by
sector cprporate public ' fm_anqal
issuers sector institutions

Emerging markets 90.21 56.87 5.76 24.96 8.28
Asia 131.91 75.56 9.27 23.52 12.00
China 140.59 45.21 0.90 25.04 8.80
Hong Kong SAR 141.98 310.81 3.07 11.78 11.90
Korea 110.37 54.97 27.84 18.32 23.20
Malaysia 156.23 135.92 50.40 36.57 7.54
Singapore 102.95 138.25 6.71 34.16 20.61
Thailand 112.03 31.67 4.96 26.17 0.35
Latin America 41.21 38.70 1.73 26.12 4.53
Argentina 37.13 71.62 2.71 9.11 2.04
Brazil 59.19 37.06 0.56 51.99 9.40
Chile 76.74 89.28 8.82 29.76 13.86
Mexico 24.69 20.49 1.52 12.10 0.68
Central Europe 42.48 16.04 1.23 29.32 0.92
Czech Republic 51.84 16.22 4.79 36.35 4.61
Hungary 49.54 19.80 1.53 35.31 0.00
Poland 37.34 14.85 0.00 25.26 0.00
Developed

economies 194.13 122.92 20.55 85.18 33.64
Australia 93.99 101.55 12.25 17.13 16.75
Canada 93.18 90.86 10.50 59.60 14.33
Japan 308.67 92.10 16.48 104.45 15.94
New Zealand 120.00 36.82 0.00 28.36 0.00
United States 160.56 137.48 23.90 83.53 43.32
Europe 121.30 156.25 8.05 44.12 28.44
Sources: World Bank, World Development Indicators (WDI); BIS.
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Table 2

Composition of external finance (end-2001)

As a percentage of total

Outstanding
Domestic credit domestic debt
provided by banking Stopk market securities (corporate
sector capitalisation issuers and public
sector)

Emerging markets 50.74 31.98 17.28
Asia 54.90 31.45 13.65
China 66.40 21.35 12.25
Hong Kong SAR 30.36 66.46 3.17
Korea 52.18 25.99 21.82
Malaysia 41.21 35.85 22.94
Singapore 36.50 49.01 14.49
Thailand 64.08 18.11 17.81
Latin America 38.24 35.91 25.85
Argentina 30.79 59.40 9.80
Brazil 39.78 2491 35.31
Chile 37.51 43.64 18.86
Mexico 41.99 34.85 23.17
Central Europe 47.69 18.01 34.30
Czech Republic 47.48 14.85 37.67
Hungary 46.66 18.65 34.69
Poland 48.21 19.18 32.61
Developed

economies 45.92 29.08 25.01
Australia 41.79 45.15 13.06
Canada 36.66 35.75 27.58
Japan 59.17 17.65 23.18
New Zealand 64.80 19.88 15.32
United States 39.60 33.91 26.50
Europe 42.32 38.72 18.96

Sources: WDI; BIS.
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Table 3

New external finance in emerging markets

As a percentage of GDP

1997 1998 1999 2000 2001
Emerging
markets 22.47 27.03 18.69 23.20 20.28
Domestic 18.05 24.47 15.77 19.56 17.33
Equities 1.00 0.92 1.26 0.67 0.54
Bonds
Private 0.30 0.33 0.30 2.59 3.25
Public 10.45 17.73 11.50 10.25 9.09
Bank loans
Private 4.55 4.49 2.25 5.29 2.72
Public 1.74 1.00 0.46 0.76 1.72
International 4.42 2.56 2.93 3.64 2.95
Equities 0.50 0.16 0.46 0.84 0.25
Bonds
Private 1.12 0.56 0.64 0.58 0.88
Public 1.12 0.81 1.01 0.86 0.83
Bank loans
Private 1.14 0.61 0.65 1.04 0.79
Public 0.54 0.42 0.18 0.32 0.20
Asia 12.63 15.88 16.77 19.72 22.20
Domestic 8.46 14.38 14.57 16.21 19.03
Equities 1.49 0.99 1.93 1.03 0.60
Bonds
Private 0.00 0.00 0.05 212 3.00
Public 0.36 2.52 2.49 2.78 5.28
Bank loans
Private 6.70 7.56 8.54 9.08 7.53
Public -0.09 3.31 1.56 1.21 2.61
International 4.16 1.50 2.20 3.51 3.16
Equities 0.55 0.24 0.76 1.32 0.43
Bonds
Private 1.04 0.20 0.45 0.62 1.21
Public 0.74 0.35 0.54 0.39 0.57
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Table 3 (cont)
New external finance in emerging markets
As a percentage of GDP

1997 1998 1999 2000 2001
Bank loans
Private 1.18 0.27 0.26 0.81 0.80
Public 0.65 0.43 0.21 0.37 0.16
Central Europe 20.88 30.19 24.52 24.30 33.47
Domestic 17.52 26.81 21.49 21.67 31.08
Equities 0.54 2.52 1.30 0.51 0.34
Bonds
Private 0.21 0.11 0.13 0.07 0.11
Public 17.69 18.03 23.07 22.35 22.85
Bank loans
Private 1.46 4.50 —1.48 0.45 4.24
Public -2.38 1.66 -1.53 -1.71 3.54
International 3.36 3.38 3.03 2.63 2.39
Equities 1.07 0.56 0.45 0.15 0.00
Bonds
Private 0.52 0.82 0.69 0.33 0.66
Public 0.52 0.96 1.05 0.50 0.78
Bank loans
Private 0.73 0.55 0.49 1.49 0.43
Public 0.52 0.50 0.35 0.17 0.52
Latin America 34.52 38.45 20.20 27.59 15.35
Domestic 29.63 34.89 16.31 23.60 12.55
Equities 0.50 0.60 0.33 0.23 0.50
Bonds
Private 0.67 0.72 0.68 3.61 4.17
Public 21.44 33.98 21.50 18.05 11.08
Bank loans
Private 2.46 1.19 -5.56 1.12 -3.47
Public 4.56 -1.59 -0.65 0.59 0.27
International 4.89 3.55 3.89 3.99 2.80
Equities 0.34 0.00 0.05 0.33 0.08
Bonds
Private 1.32 0.91 0.89 0.56 0.52
Public 1.67 1.27 1.64 1.54 1.17
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Table 3 (cont)
New external finance in emerging markets
As a percentage of GDP

1997 1998 1999 2000 2001

Bank loans
Private 1.15 0.98 1.21 1.27 0.84
Public 0.41 0.39 0.11 0.28 0.19

Note: Dollar amounts are from Tables 4.2 and 4.3 in the IMF’s Global Financial Stability Report: Market
Developments and Issues (March 2003). GDP data are from the World Bank’s World Development Indicators.
Emerging markets include China, Hong Kong SAR, Korea, Malaysia, Singapore, Thailand, Argentina, Brazil,
Chile, Mexico, the Czech Republic, Hungary and Poland.
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Table 4
Correlations of explanatory variables
Budget
Dummy Dis- Concen- balance
Exports | Dummy for tance | Invest- | Law GDP Account- tration | Bureau- Interest Interest Bichange (% of
GDP, . per Corrup- ; Bank . ; rate rate
PPP to GDP fo.r English | from ment and capita tion ing credits in cratic vola- rate vola- GDP)
(%) Asia legal equa- | profile | order ’ standards banking | quality . spread| ... 3-year
2 PPP tility tility .
origin tor sector moving
average
GDP, PPP 1
Exports to
GDP (%) -0.2511| 1
Dummy for
Asia —-0.1045| 0.517 1
Dummy for
English legal
origin 0.2960| 0.3069| 0.2452 1
Distance
from equator 0.0131| —-0.4452| -0.6842| —-0.3749 | 1
Investment
profile 0.1807| 0.1415| -0.1082 0.0953 |-0.0496 | 1
Law and
order 0.1658| 0.0917| —0.3004 0.2509 | 0.5557| 0.0247| 1
GDP per
capita, PPP 0.4217| -0.0032 | —0.4491 0.1586 | 0.6141 0.171] 0.7602| 1
Corruption -0.0273| -0.0552 | —0.3841| -0.0111 | 0.6711| —0.0405| 0.6468| 0.6298| 1
Accounting
standards 0.1402| 0.3326| 0.1509 0.4985 | 0.1489| —0.0344 | 0.4411| 0.4720| 0.4028 1
Bank credit 0.3339| 0.0322| 0.1145 0.1976 | 0.1700| —0.0498 | 0.4414| 0.4301| 0.2420 0.3269 | 1
Concent-
ration in
banking
sector -0.5322| 0.2670| —0.1784| -0.1083 | 0.2408| -0.0719| 0.1574| 0.1041| 0.4159 0.2559 |-0.1242 | 1
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Table 4 (cont)
Correlations of explanatory variables

Budget
Dummy Dis- Concen- balance
GDP Exports | Dummy for tance | Invest- | Law GZF Corrun- Account- Bank tration | Bureau- In:g;zst Interest EXr:altEellge (% of
PPP, to GDP for English | from ment and crfita tionp ing credits in cratic vola- rate vola- GDP)
(%) Asia legal equa- | profile | order pia, standards banking | quality . spread| ... 3-year
2 PPP tility tility .
origin tor sector moving
average
Bureaucratic
quality 0.2337| 0.0745| -0.3017 0.2666 | 0.5625| 0.1557 | 0.7582| 0.8176| 0.7016 0.5669 | 0.4373| 0.1927 1
Interest rate
volatility —0.1436| —-0.1417| 0.0729| -0.2013 |-0.3703 | —0.0713 |-0.6644 |-0.5824 | —0.4733| -0.3767 |-0.3942 |-0.0222| -0.5799 | 1
Interest rate
spread —-0.1516| —-0.2699 | —0.0111| -0.2893 |-0.2219 | —0.2787 |-0.6057 |-0.5791 | -0.295| -0.3633 |-0.389 |-0.0602| -0.5275 | 0.7165| 1
Exchange
rate volatility | —0.2516| —0.0326| —0.0347| -0.2457 | 0.1406| —0.2046 |-0.0866 |-0.0696 | 0.0998| 0.0258 | 0.1191| 0.1883| -0.0383 | 0.1795|0.2693 | 1
Budget
balance (%
of GDP)
3-year
moving
average —0.0459| 0.5713| 0.4628 0.3817 |-0.549 | 0.3514 |-0.087 |-0.1121 | —0.2364| 0.1223 |-0.0909 |-0.0481| -0.0294 | 0.0907 [-0.1719 | —0.1969 1
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Table 5

Multivariate analysis

1) (2) 3) (4) (5) (6) ) (8)
GDP, PPP (current international billions of US 0.010 0.012 0.012 0.012
dollars) (7.97) (11.72)*** | (11.98)*** (19.04)***
Exports to GDP (in per cent) 0.209 0.237 0.351 0.265
(3.53)*** | (4.19)*** | (8.25)*** (5.02)***
Dummy for Asia -32.702 | -29.669 | -10.674 —16.899
(6.33)*** | (7.23)*** | (3.81)*** (4.85)***
Dummy for English legal origin -9.492 -3.587 -18.426
(4.96)** | (1.17) (3.74)***
Distance from equator 110.339 65.177
(11.79)*** (4.10)***
Investment profile -0.371 —0.542
(1.97)* (1.71)*
Law and order -0.674 0.808
(1.47) (0.82)
GDP per capita, PPP (current international 3.179 -0.291
thousands of US dollars) (30.53)*** (1.26)
Corruption 3.383 0.023
(4.90)*** (0.03)
Accounting standards (La Porta et al (1998)) 0.630 0.775
(6.66)*** (3.47)***
Domestic credit provided by banking sector (as a 0.213 0.090
percentage of GDP) (9.17)*** (2.84)***
Concentration in banking sector -9.031 —18.909
(3.47)*** (4.60)***
Bureaucratic quality 12.327 1.554
(11.10)*** (2.17)
Standard deviation of interbank interest rates -0.222 0.605
(0.83) (2.19)**
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Multivariate analysis

Table 5 (cont)

1) (2) 3) (4) (5) (6) (7) (8)
Interest rate spread (interbank rate minus Libor) -0.713 —-0.484
(5.65)*** | (3.47)***
Standard deviation of change in log of exchange 39.393 -5.936
rates (1.87)* (0.34)
IMF capital controls dummy variable 3.226 2.641
(2.87)** | (1.85)*
Constant 45.368 46.363 -3.903 13.413 7.538 2.535 52.352 —25.739
(23.25)*** | (26.75)*** | (0.86) (5.24)*** | (1.26) (0.63) (42.46)*** | (2.75)***
Observations 475 475 421 469 395 405 400 284
Number of id 41 41 36 41 34 41 38 30

Note: Absolute value of z statistics in parentheses; * = significant at 10%; ** = significant at 5%; *** = significant at 1%.
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Table 6

Sensitivity analysis

Total Private Public
(1) (2) 3) (4) (5) (6) )
GDP, PPP (current international billions of US 0.011 0.011 0.005 0.006 0.005 0.006 0.010
dollars) (13.78)*** | (12.75)*** (3.95)*** | (13.00)*** | (13.43)*** (5.99)*** (9.09)***
Exports to GDP (in per cent) 0.176 0.159 0.113 0.130 0.106 0.131 0.236
(2.45)** (1.87)* (3.58)*** (3.59)*** (3.10)r** (3.03)*** (6.05)***
Dummy for Asia 7.484 5.217 13.259 8.805 7.743 8.673 -8.124
(1.26) (0.80) (4.94)*** (3.90)*** (3.07)*** (1.57) (1.71)*
Dummy for English legal origin -4.718 -7.270 —20.759 —-15.939 -14.394 9.714 4,957
(1.16) (1.54) (8.35)*** (7.59)*** (7.20)*** (2.77)*** (1.55)
Distance from equator 111.762 79.264 69.202 58.224 48.715 73.631 63.661
(6.02)*** (4.08)*** (8.02)*** (6.91)*** (6.18)*** (6.03)*** (6.03)***
Investment profile 0.357 0.111 0.187 -0.149 -0.087 0.260 -0.028
(1.06) (0.33) (1.31) (0.97) (0.59) (1.14) (0.11)
Law and order 2.066 —-0.097 —-0.387 0.217 0.288 1.452 1.021
(2.08)** (0.09) (1.07) (0.49) (0.65) (1.87)* (1.18)
GDP per capita, PPP (current international —-0.035 0.662 -0.372 —-0.143 —-0.203 -0.712 —0.745
thousands of US dollars) (0.09) (1.65)* (2.22)** (0.70) (1.09) (2.58)*** (2.95)***
Corruption 2.500 2.552 0.201 1.208 1.353 0.456 0.978
(2.99)*** (2.73)*** (0.57) (3.03)*** (3.58)*** (0.72) (1.34)
Accounting standards (La Porta et al (1998)) 0.330 -0.095 0.351 0.480 0.446 -0.134 0.102
(1.72)* (0.32) (4.01)*** (5.83)*** (5.56)*** (0.69) (0.60)
Domestic credit provided by banking sector (as a 0.039 0.004 0.071 0.070 0.103 0.040 0.092
percentage of GDP) (0.89) (0.08) (4.25)*** (3.52)*** (4.89)*** (1.29) (3.05)***
Concentration in banking sector -11.878 -20.028 -4.101 -2.739 -1.279 -11.415 -11.823
(2.63)*** (3.87)*** (1.68)* (1.12) (0.51) (3.30)*** (3.35)***
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Table 6 (cont)

Sensitivity analysis

Total Private Public
(1) (2) 3) (4) (5) (6) )
Bureaucratic quality -1.397 —-0.554 1.114 1.544 1.754 -1.665 -1.571
(1.06) (0.32) (2.04)** (2.68)*** (3.17)*** (1.67)* (1.28)
Standard deviation of interbank interest rates 0.509 0.295 0.159 0.084 0.110 0.218 0.191
(2.02)** (0.87) (1.55) (0.78) (2.07) (1.00) (0.81)
Interest rate spread (interbank rate minus Libor) -0.391 -0.289 -0.104 -0.116 -0.166 -0.285 -0.295
(3.25)*** (1.85)* (1.80)* (2.91)* (2.81)*** (2.81)*** (2.69)***
Standard deviation of change in log of exchange -57.932 —95.382 -17.051 —21.608 —25.153 —31.280 -38.613
rates (3.07)*** (4.21)*** (2.14)** (2.24)** (2.51)** (2.23)** (2.63)***
IMF capital controls dummy variable 5.740 4.859 -0.218 1.336 1.056 4.385 5.667
(1= if capital account is open) (3.24)x** (2.81)*** (0.29) (1.44) (1.20) (3.00)*** (4.07)x**
Fiscal balance (as a percentage of GDP) three-year -1.357 0.165 -1.204
moving average (5.92)*** (1.58) (6.83)***
Lagged overall budget balance (as a percentage of -0.871 0.078 -0.348
GDP) (5.09)*** (1.21) (2.52)**
Outstanding domestic debt securities issued by 1.094
public sector (as a percentage of GDP) (45.88)***
Constant -41.317 9.632 -36.844 -49.076 -45.686 7.940 —8.686
(3.93)*** (0.63) (7.52)*** (9.93)*** (9.84)*** (0.71) (0.91)
Observations 231 235 284 231 235 231 235
Number of id 28 29 30 28 29 28 29

Note: Absolute value of z statistics in parentheses; * = significant at 10%; ** = significant at 5%; *** = significant at 1%.




Figure 1

Bond markets and country size

y =47.0216 + 0.0132 x
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Figure 2

Bond markets and exports to GDP
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Figure 3
Bond markets and distance from equator
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Figure 4

Bond markets and investment profile
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Figure 5
Bond markets and law and order
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Figure 6
Bond markets and corruption
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Figure 7
Bond markets and accounting standards
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Figure 8
Bond markets and GDP per capita
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t-stat: (2.92) (5.33) r-squared: 0.42

150

100+

® Malaysia
° y'

Outstanding domestic debt securities (% of GDP)

50
[ J
® Singapore
Indi !
‘. ® Hong Kong SAR
Jhailang
0,
T T T T T T
0 10 20 30 40 50
GDP per capita (constant 1995 thousands of US dollars)
Source: WDI.



72

Figure 9
Bond markets and banking sector development
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Figure 10
Bond markets and bank concentration
y = 73.9533 + -30.3529 x
t-stat: (3.49) (0.91) r-squared: 0.02
o °
a [ J
o 150_
Y— [}
o
N
;)’ ®
9
g @ Japan
o 100+ PS
(]
(%)
5 [ J
g ® o ewmalaysia %9
(
Q )
D
o® [ ) ®
g 50 @ Korea ®
_g [ ] ° [} [} Y
Ccﬁ o PWIippines .. Singapore
S e ®'ndid thajjang .. ° ® China
8 °o® ® Hong Kong SAR
o ° °
5 0+
@] T T T T T
2 4 .6 .8 1

Concentration in banking sector

Source: Beck et al (1999).

BIS Papers No 30



BIS Papers No 30

Figure 11

Public and private sector bond market development
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Figure 12
Bond markets and bureaucratic quality
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Figure 13

Bond markets and interest rate volatility
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Figure 14
Bond markets and the level of interest rates
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Figure 15
Bond markets and fixed exchange rate regime
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Figure 16

Bond markets and exchange rate volatility
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Comments on Barry Eichengreen and
Pipat Luengnaruemitchai’s paper
“Why doesn’t Asia have bigger bond markets?”

Ric Deverell

| thank the Korea University and the BIS for organising this highly topical conference, and for
inviting me to participate. Thanks also to the authors for their thought-provoking presentation
and paper, which touch on many of the issues which will be discussed over the coming two
days. My comments can be loosely categorised into three sections. First, | will elaborate on
the genesis of the Asian Bond Fund, and the motivations underpinning its introduction.
Second, | will comment on the methodology adopted in the paper, and suggest some
avenues for further work. And third, | will discuss conclusions.

1. ABF origin and objectives

The Asian Bond Fund had its genesis within the EMEAP grouping of regional central banks
in mid-2002 - independent of other initiatives. The first stage was launched in the middle of
2003, and involved investment by regional central banks of USD 1 billion in a basket of US
dollar-denominated bonds issued by government and quasi-government issuers in eight of
the EMEAP economies. While this initiative demonstrates the EMEAP grouping’s
commitment to the continued development of regional bond markets, its impact on the
breadth and liquidity of domestic markets is likely to be small. The second stage, which is not
mentioned explicitly in Barry and Pipat’s paper, is likely to be far more significant. While the
final details are still being finalised, this stage will initially involve investment by central banks
in bonds denominated in domestic currencies. However, more significantly, it will put in place
the structures to allow access by private investors.

In their paper, Barry and Pipat question whether the use of central bank reserves in the
Asian Bond Fund will have the desired effect - which they suggest is to jump-start supply and
demand by increasing the size of the installed base through government and central bank
purchases of bonds.

This characterisation does not, in my view, fully capture the objectives underlying the ABF -
and ignores the ABF2 extension, which was always part of the scoped model. The idea of
ABF2 is not so much to “jump-start” demand with our own demand, but to blaze a trail that
others could follow. By establishing ABF2, we intend to show that it can be done (identifying
and removing regulatory or other impediments along the way), and provide the infrastructure
for private sector investors to utilise. This is very clear in the focus on private sector
involvement following on from the central bank investments, once we have resolved
infrastructure issues such as price dissemination services and the setting-up of indices. In
fact, we were always conscious not to make ABF so big as to risk locking up securities and
depressing turnover as a result! Something that larger investments by the government sector
might have done.
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2. The results

The paper attempts to shed light on what initiatives are “most urgently needed to promote
Asian bond markets”. In order to achieve this, it sets out five hypotheses (historical,
structural, developmental stage, structure of financial system, and macroeconomic) and
proxies each with several variables. Using these variables, a broad-based cross-country
econometric analysis is undertaken.

While this broad-brush approach is useful as part of the initial sorting process, in general the
discussion of the empirical results is presented as being more certain than the regressions
seem to support. As many of the implications drawn depend on model specification, it would
be useful to make a judgment as to the preferred model and then to discuss the results.
Alternatively, variables that are robust across model specifications could be singled out as
the most likely determinants.

Consistent with this, several of the conclusions warrant further analysis. First, the paper
sends mixed messages about the effect of exchange rate stability/volatility. On page 53, last
full paragraph, it is suggested that “On the other hand, the stability of exchange rates in the
region appears, if anything, to have encouraged bond market development”. However, on
page 50, first full paragraph, the paper suggests “...there is little evidence of a relationship
between exchange rate volatility and bond market development”. One of the things we have
been trying to achieve in emerging markets over recent years is better management of
currency mismatch. Part of the solution in our view has to be demand-oriented. That is, there
will be little interest in managing currency mismatch if everyone thinks that the exchange rate
will be stable. We should not sell currency stability as a means of promoting financial
stability.

Second, the paper does not adequately distinguish the type of bond markets that we are
seeking to promote, and as such does not explore the important issue of currency
denomination of bond markets. Presumably one of our ultimate goals is for bond markets to
facilitate borrowing in domestic currency in order to reduce currency mismatch (the so-called
problem of original sin). Understanding what allows countries to do this is one of the more
important questions the international community faces at the moment.

A third point relates to the type of bond market desired. In the paper, bond market
development is defined primarily as aggregate capitalisation. While this may be a useful
general proxy, it is not clear that bigger is always better - particularly if a large part of
capitalisation is due to large levels of government debt. It is interesting to note that, on this
metric, the Australian bond market is almost identical as a share of GDP to that seen in
developing Asia. Development may be better defined relative to some metric of secondary
market liquidity - for example, bid-offer spread or turnover (ratio of outstandings).

A fourth point relates to the relatively controversial finding that bank financing is
complementary to bond market development. Given that market-based financing dominates
in some countries, while bank-based financing dominates in others, it may also be useful to
split the samples into bank financing and market-based financing countries and examine the
relationship between banking sector and bond market development in the subsamples.

3. Conclusions

While the paper says that its intention is to help prioritise potential initiatives, its conclusions
are very general, with many factors found to be relevant. Given the general nature of the
analysis, no convincing argument is put forward that there is any particular initiative that will
be more crucial than others. This suggests that more work needs to be done to test which
reforms are more urgent.
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On the Asian bond market: comments on
Barry Eichengreen and Pipat Luengnaruemitchai’s paper
“Why doesn’t Asia have bigger bond markets?”

Junggon Oh*

The main arguments of the above paper are as follows: causes of the underdevelopment of
the Asian bond markets include small economic size, poor legal systems, risky investment
environments, weak corporate governance and insufficient transparency, low levels of
economic development, less developed banking systems, inappropriate interest rate and
exchange rate policies, and capital controls. Results of empirical tests using panel
generalised least squares (GLS) on data for 41 countries for the period of 1990-2001 support
this general hypothesis.

An important finding in this paper is to show empirically the existence of complementarities
between banking sector and bond market development. It is necessary to stress again the
importance of the banking sector in the period of transition from a bank-centred financial
system to a market-centred one after the East Asian crisis, because the sector contributes to
a decrease in information asymmetry and transaction costs through long-run close
relationships with customers, etc.

There is a hierarchy of external finance in the financial system. The share of bank credit is
the largest among external financing sources in most countries mainly because transaction
costs and information asymmetry are relatively low in the banking sector (Table 1).

Table 1
Composition of external finance
2001, in per cent

Bank credit Sto_ck _ma(ketl Outstgnding
capitalisation domestic bonds
Emerging markets 50.74 31.98 17.28
Asia 54.90 31.45 13.65
Latin America 38.24 35.91 25.85
Central Europe 47.69 18.01 34.30
Developed Countries 45.92 29.08 25.01
United States 39.60 33.91 26.50
Japan 59.17 17.65 23.18

! Stock market capitalisation is not exactly equivalent to the amount of finance obtained through the stock
market.

Source: Eichengreen and Luengnaruemitchai (2006).

1 The views expressed herein are those of the author and do not necessarily reflect those of the Bank of Korea.
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In order to develop the bond market, infrastructure development and the introduction of legal
requirements in areas such as information disclosure, accounting standards, credit ratings,
etc, are necessary in order to reduce transaction costs and information asymmetry. A
competitive banking system can also reduce information asymmetry and transaction costs
through long-run close relationships with customers and can thereby contribute to the
development of the bond market.

However, there are some points to be discussed regarding this paper: Are conclusions
specific to Asia or general to all regions? Can empirical tests for Asia only, rather than for
41 countries, obtain the same results?
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Consolidating the public debt markets of Asia

Robert N McCauley*

The large reserves of East Asian central banks have received a great deal of attention
(Aizenmann and Marion (2002)). Some observers consider that these have made regional
finances more robust and better able to weather sudden withdrawals of capital. Others have
criticised the reserves as low-yielding external assets that are accumulated at the expense of
higher-yielding domestic investment. Others worry that exchange rate management that
gives rise to the reserves might result in investment in the traded goods sector that will prove
wasteful if exchange rates subsequently appreciate.

Less attention has been paid to the financing of the reserve build-up. The financing, or
sterilisation, of the foreign exchange reserve build-up has presented an opportunity for bond
market development, but policy has not made the most of this opportunity. While the interest
bearing debts issued by central banks to finance the reserve build-up have added to the sum
of public debts outstanding, they have generally also segmented that market into government
debt per se and central bank debt. While from a macroeconomic standpoint this choice
seems innocent, from a market development standpoint it has serious drawbacks.

This paper starts by considering the alternatives faced by a central bank in financing large
holdings of foreign exchange reserves. These choices are ranked, with use of government
securities in the first position. Then the transactions needed to use government securities to
finance reserves when these are held by the central bank are outlined. Then the benefits of
this approach are adduced and the issues that must be faced are discussed. These include
the attitude of the government and the rating agencies above all, and the practical questions
of the return to be paid to the government for its deposit at the central bank, the duration of
the extra government debt and consistency with the government budgetary process.

This proposal was originally made with reference to East Asia, especially Indonesia, Korea,
Malaysia, Taiwan (China)? and Thailand (McCauley (2003)).® Recently, the People’s Bank of
China (PBOC) and the Reserve Bank of India (RBI) both reached a crossroads as they ran
out of government securities to sell to sterilise purchases of foreign exchange. While the
PBOC opted for central bank bills, the RBI persuaded the government to issue new
government debt to sterilise. The contrast between these two cases illustrates that the
greatest impediment to the use of government securities is the natural reluctance of finance
ministers to issue, and parliaments to authorise, the needed expansion of recognised
government debt.

The author is grateful to Claudio Borio, Brian Coulton, Jeong-Ho Hahm, Corrinne Ho, Hak-Ryul Kim, Kyunjik
Lee, Guonan Ma, Madhu Mohanty, Ramon Moreno, T K Ogawa, Junggun Oh and William White and
participants in seminars at the Reserve Bank of Australia, the Hong Kong Institute for Monetary Research, the
Reserve Bank of India, the Bank of Korea and the Bank of Thailand for helpful discussions. Any errors remain
those of the author. Views expressed are those of the author and not the Bank for International Settlements.

Hereinafter Taiwan.

Until very recently the government of Hong Kong SAR had not issued any government debt, and the argument
of this paper did not apply there. Similarly, it would not apply to Chile, where the central bank is the only issuer
of public debt. With the 2004-05 budget, however, the Hong Kong government will become an issuer in Hong
Kong dollars, and the opportunity for a bond market development through consolidating the Exchange Fund
paper and government debt per se will arise.
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1. The choice of sterilisation instrument

Most Asian central banks have seen their foreign exchange reserves (or foreign assets more
generally) outgrow their monetary liabilities (base money). This observation points to the
practice of sterilising foreign asset growth, typically implemented initially by selling domestic
assets like government paper. At some point, the central bank runs out of government paper
and must then mop up any additional excess liquidity by issuing its own liabilities.

Major Asian central banks reached this crossroads some time ago. Central banks in small
open economies like Singapore and Malaysia have had foreign exchange reserves well in
excess of base money for many years, and have managed money market liquidity at least in
part via the liability side of their balance sheets. The Indonesian, Korean and Taiwanese
central banks all reached similar crossroads in the 1980s. The PBOC and the RBI only just
reached it in 2003 and 2004, respectively.’

The crossroads between sale of domestic assets and issuing a central bank liability is the
first branching on the diagram below (Figure 1). While it is possible to increase the demand
for central bank liabilities by increasing reserve requirements, this alternative goes against
the international trend towards lower reserve requirements and is not considered here.> The
key choice is then between “non-market” and “market” liabilities. In the first case, the central
bank accepts a deposit from the government or quasi-government body; in the second case,
the central bank sells an interest bearing liability to market participants. This distinction is
drawn based on the issuance mechanism and the identity of the immediate claimant on the
central bank.

The burden of this paper is that taking government deposits (the non-market approach) is the
best choice because it is most conducive to the development of money and bond markets
when the government has debt outstanding. In this case, the central bank’s issuance of its
own liability to market participants creates in effect two sovereign issuers in the domestic
bond market.® This segments the bond market in a manner that works against liquidity. Thus,
the best advised approach is to use a combination of government securities and a

4 This stylised progression towards a need to issue other liabilities for liquidity management purposes can be

accelerated if the central bank holds a substantial sum of unmarketable domestic assets. Thus the Bank of
Korea, burdened with loans to particular sectors at below market interest rates, started to sell its own interest
bearing liabilities long before foreign exchange reserves reached the level of the monetary base. See Oh
(2004) in this volume for a current proposal to fiscalise directed central bank credit as a first step towards
consolidating public bond markets. Similarly, quasi-fiscal burdens caused the PBOC to reach the crossroads
well before its foreign exchange reserves attained the level of the monetary base. In particular, the PBOC's
claims on the asset management companies and other domestic assets of questionable market value meant
that it ran out of tradable domestic assets at a relatively early stage (Ma and Fung (2002)).

The RBI (2004b) notes: “In case CRR [cash reserve ratio] is not remunerated, it has the distortionary impact of
a ‘tax’ on the banking system. CRR is also discriminatory in that it has an in-built bias in favour of financial
intermediaries that are not required to maintain balances with the Reserve Bank... It is also to be noted that
the medium term objective of monetary policy is to bring down the CRR to its statutory minimum level of
3.0 per cent of NDTL [net demand and time liabilities]... Nevertheless, use of CRR as an instrument of
sterilisation, under extreme conditions of excess liquidity and when other options are exhausted, should not be
ruled out altogether by a prudent monetary authority ready to meet all eventualities.”

The RBI (2004b) reasons: “Issuance of central bank securities can fragment the debt market due to the
availability of two competing sovereign issues, one of the Central Government and the other of the Reserve
Bank. Normally, central banks issue securities at the short end of the maturity spectrum, on the premise that
the capital inflows are transient and may reverse over a short period; in the event of reversal, liquidity could be
matched by the maturing central bank paper. However, the Group felt that in the Indian context, issuance of
government securities at the short end, particularly for the cash management needs, would also be quite
significant and, therefore, market fragmentation remains a key issue.”
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government deposit at the central bank as the sterilisation instrument once the central bank
has run out of domestic assets to sell or to repo into the market.

Figure 1
Instrument choices for absorbing liquidity

(&) Sell (or reverse repo)

domestic assets CN, IN,
KR, PH, SG, TH

CN (social security?)
Non-market IN (government deposit 2004)
SG (government deposit)

TW (postal saving)

. CN (PBOC bills)
puoic ~ . D (SBls)
securities KR ('VISBS)
MY (BNM bills)
TW (NCDs)
TH (BOT bonds)

(b) Issue liabilities

Take
deposits  ID (“FASBI”)
MY (tender)
SG

Market

Private

transaction
IN (2003)
SG

Swap dollars for
domestic currency

The other alternative sterilisation instruments are ordered by their desirability in terms of
developing the domestic money and bond markets. Thus, if the central bank must issue its
own liabilities, these can contribute to market development best if they are tradable
securities. Thus public securities are to be preferred to private transactions. Among private
transactions, ones that involve only the domestic currency are probably better suited to
market development than ones that involve foreign exchange. The latter tend to channel the
development of the local money market into the foreign exchange swap market.” Indeed,
before the crisis, such swap markets were the best developed money markets in East Asia.
Thus deposit-taking from banks can be ranked above short-term foreign exchange swaps.
The issuance of any central bank liability to market participants is seen as inferior to
“overfunding”, which the next section outlines.

The RBI (2004b) put forward another argument against the use of foreign exchange swaps, namely that “forex
sold by the Reserve Bank through swaps has been used by the market for extending forex loans to customers
for meeting rupee expenditure. To the extent that such loans are not hedged, the forex finds its way back into
the reserves of the Reserve Bank attenuating the efficacy of swaps as a sterilisation instrument”.
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2. Overfunding the fiscal deficit to transform central bank debt

To unify the domestic public bond market, the government can “overfund” its own fiscal
needs in order to replace debt issued by the central bank to market participants. First, the
government sells more debt than it needs to finance any deficit and to roll over maturing
issues (overfunding). This produces a cash surplus that the government places on deposit
with the central bank, thereby draining bank reserves. The central bank is then in a position
to pay off its maturing obligations to market participants, thereby reinjecting bank reserves.
From the standpoint of the private sector, this would essentially mean a swap of claims on
the central bank for claims on the government. The case shown in Table 1 entails an
overfunding of sufficient scale to permit the central bank to buy some government securities
outright for further use in monetary operations.

Table 1

Mechanics of overfunding and refunding

Government overfunds its deficits and places the proceeds on deposit with the central bank

Assets Liabilities

+ deposits due from central bank + government securities

Central bank shifts its liabilities from market participants to the government

Assets Liabilities
Foreign exchange reserves Monetary base
+ government securities + deposits due to government

— central bank debt to market

Singapore has recently engaged in such an operation. In order to develop its bond market,
the Singapore government more than doubled its outstanding government securities, thereby
raising the outstanding stock to 39% of GDP at end-2001, despite fiscal surpluses (see Lian
(2002, p 184)). In fiscal 2001/02 and 2002/03, deposits placed by the government with the
MAS grew by SGD 21.7 billion, mainly reflecting “the proceeds from the larger issuance of
Singapore Government Securities through the [Monetary] Authority to the public and the
Central Provident Fund Board”.? This allowed “provisions and other liabilities” to fall by
SGD 10.9 billion over the two years, “due largely to the reduction in the Authority's
borrowings from banks as part of its money market operations”. At the same time, holdings of
Singapore government securities (SGSs) by the MAS rose by SGD 118 million. “The
increase was in line with the Authority’s policy to build up its portfolio of SGSs for more active
use in repurchase transactions as part of its money market operations.” These transactions
implied the changes shown in Table 2.

8 This and the following citations are from MAS (2002, 2003, p 62 and p 84, respectively).
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Table 2

Selected changes to the Monetary Authority
of Singapore’s balance sheet, 2001/02-2002/03

In millions of Singapore dollars

Assets Liabilities

Foreign assets’ +23,967 Provisions and other liabilities -10,866
(“largely ... borrowings from banks”)

Singapore government securities +118 Deposits of Singapore government +21,699

! Includes SGD 15,986 million from the merger of the Currency Fund on 1 October 2002.

The authorities in India decided not to issue a central bank security - which would have
required a change in the RBI's legislation - in favour of overfunding from the outset.
Reflecting its assessment of the balance of the arguments laid out below, the RBI persuaded
the government and parliament to accept selling more government paper than needed to
satisfy the public sector borrowing requirement and to place the proceeds in a non-interest
bearing blocked account at the RBI. This decision took effect in April 2004, more or less just
as the RBI ran out of government securities available for draining operations.

Despite the call in RBI (2004a) for an inframarginal instrument to sterilise surplus liquidity of
an “enduring” nature, it was easy to imagine that the new Market Stabilisation Scheme would
operate marginally. That is, as the RBI intervened and acquired further foreign exchange,
additions would be made to auctions of government bills or bonds, with the proceeds placed
in a blocked account at the RBI. The contrast between the top and bottom panels of Table 3
covering selected changes in the RBI's balance sheet in the first and second quarters of
calendar 2004, respectively, is consistent with this interpretation. Foreign asset growth
slowed, but remained substantial. Whereas, in the first quarter of calendar 2004, reverse
repos and outright sales of Indian government securities did the heavy lifting, in the second
qguarter the deposits under the Scheme took over. Instead of selling government securities
outright or on a reversed basis, the RBI received deposits from the government, which in turn
was funding the deposits with additional sales of its securities.

Events during the second quarter, however, showed that the Scheme was operating
increasingly inframarginally. As capital flows reversed starting in May, the RBI began net
sales of dollars that continued to July (RBI (2004d, p 79)). As a result, there was no need for
sterilisation at the margin. Still, additions to the Scheme put the RBI in a position to allow
reverse repos to run off. In effect, the Scheme came to be used to rebuild the RBI's stock of
government securities that can be used to absorb liquidity in the future. Issuance of
government securities continued under the Scheme into the third quarter, and by the middle
of the quarter (14 August 2004) INR 464.8 billion had been raised.’

®  Because government deposits are invested in government securities held in the RBI's portfolio, the reduction

in regular deposits by the Indian government shown in the lower panel of Table 3 also released government
securities. Thus, the government deposits under the Scheme have released government securities for use for
future absorption through two channels.
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Table 3
Selected changes to the Reserve Bank of India’s balance sheet

In billions of Indian rupees

27 December 2003-27 March 2004

Assets Liabilities

Foreign assets +461.71 Reverse repos +319.10

Indian government securities -53.32 Deposits of Indian government —66.85

27 March-25 June 2004

Assets Liabilities

Foreign assets +349.71 Reverse repos -0.35
Indian government securities -4.29 Deposits of Indian government —185.77

Deposits of Indian government
under Market Stabilisation
Scheme +378.12

Source: RBI (2004¢), p 128.

3. Benefits to the bond market and monetary operations

Significant benefits could be gained from the overfunding operation described in the previous
section. The main benefit arises from the increased liquidity in the secondary market that
could be fostered by consolidating all the public debt. In some Asian economies, the increase
in the size of the government bond market could be significant, representing growth of
anything from 137 to 222%. In aggregate, the five markets considered could be $220 billion
larger. In the next section, the general advantage that size provides for liquidity is elaborated.
Measures are then offered for how much larger regional bond markets could be were central
bank debt to be transformed into government debt.

3.1 Size and liquidity in government bond markets®®

The relationship between the size and liquidity of government bond markets is complicated
by the fact that size has several dimensions. In dealer markets, liquidity is generally supplied
by market-makers, who not only provide quotes but also take positions. How far size matters
for liquidity thus hinges on the various economies of scale in market-making. The size of
individual issues matters and debt managers can attain larger sizes by concentrating
issuance in fewer maturities, holding auctions less frequently or reopening issues, and
buying back illiquid issues. In addition, the overall size of the market matters. One economy
of scale arises from market-makers’ assembling information about the future path of interest
rates. The cost of this in a $500 billion government bond market is not likely to be 10 times its

" This section draws on McCauley and Remolona (2000) and Jiang and McCauley (2004).
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cost in a $50 billion bond market. Similarly, if the extraction of information from order flows
entails economies of scale, then overall trading activity may also matter.

The evidence from G10 bond markets suggests that size does make a difference to the
liquidity of government bond markets (Graph 1), though it is not the only factor of
importance.** The larger the outstanding stock of publicly issued central government debt,
the higher the turnover in cash and futures trading. And the higher the turnover, the better
the liquidity as measured by the tightness of the bid-ask spread.*? Nevertheless, other factors
also play a role. These include: holdings by government accounts and other “buy and hold”
investors; the concentration of outstanding debt in benchmark issues; the industrial
organisation of the dealers and construction of trading platforms; taxes; arrangements for
sale and repurchase; and the efficiency of clearing and settlement systems (CGFS (1999b)).

Graph 1
Size and liquidity

Log of turnover value Bid-ask spreads (in basis points)

1

1.0 1.5 2.0 2.5 3.0 3.5 4.0 1 2 3 4 5 6

Source: H Inoue, The structure of government securities markets in G10 countries: summary of
questionnaire results, in CGFS (1999a).

Size matters for liquidity in Asia (Graph 2, upper panels). A larger market tends to be
associated with higher trading volumes (both variables are in logs), which are in turn
associated with tighter bid-ask spreads. This is similar to (although somewhat weaker than)
the relationship between size, turnover and liquidity observed in G10 government bond
markets and ascribed to economies of scale in market-making.

Using the existence of an active government bond futures market as well as bid-ask spreads
in G10 markets, McCauley and Remolona (2000) suggest that the critical size for a liquid
market is around $100-200 billion. In Asia, China and India have crossed this threshold, and
Korea and Taiwan are approaching it. Australia’s experience, however, suggests that, under
the right circumstances, liquid government bond cash and futures markets can both be
sustained at a much smaller size (Australia (2003)). Equally, though, the $100-200 billion
threshold may be too low under less favourable circumstances.

' See CGFS (1999a).

2 The bid-ask spread measures only one dimension of liquidity, since it does not capture market depth or
resilience in respect of absorbing large orders. See CGFS (1999a,b) for a discussion.
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Graph 2
Liquidity in East Asian bond markets

Size, trading, issue size and concentration
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As noted by RBI (2004c, p 416), “issuance of central bank securities can fragment the debt
market due to availability of two competing sovereign issues, one of the Central Government
and the other of the Reserve Bank”. The cost of such fragmentation can be illustrated by the
case of Korea. The Bank of Korea sells monetary stabilisation bonds of a maturity of up to
two years, while the government’s treasury bonds extend out to five or 10 years. Where the
two debt programmes overlap, for instance at the one-year or two-year maturity, the yields
are generally identical.™ In this case, at least, the fear expressed in RBI (2004c) that two
sovereign issuers could produce two separate yield curves does not seem justified. Another

13| am indebted to Kyunjik Lee for pointing out to me that the data from the Korea Money Broker Corp and

Korea Securities Dealers Association quoted by Reuters are inconsistent or otherwise erroneously suggest
minor differences in yields on the two public bonds.
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observation, however, does suggest a possible loss of liquidity from two sovereign issuers.
The yield on the very liquid three-year bond, which is served by a successful futures contract,
is often below or about the same as the yield on the two-year monetary stabilisation bond
(Graph 3). Confronted by such a strong demand for a benchmark issue, a single debt
manager might well issue more three-year bonds and fewer two-year bonds. If the single
debt manager did not want to extend the duration of the debt by selling more three-year
bonds, then a “barbell” of issuance - more one- and three-year paper and less two-year
paper - would better satisfy market demand and thereby reduce financing costs, given the
yields shown in Graph 3.

Graph 3
Yields on public obligations in Korea
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Sources: Korea Money Broker Corp; Korea Securities Dealers Association.

The case of Korea suggests that transforming central bank debt into debt of longer maturity
might be particularly advantageous in that it would allow greater issuance at longer
benchmark maturities. But it also suggests that market functioning would be improved even if
government debt simply replaced central bank debt at the shorter maturities characteristic of
the latter.

3.2 Prospective increase in the size of government bond markets in East Asia

How much of a difference would the transformation of central bank debt into government
debt make to the government bond markets in East Asia? The answer varies across the
region. The potential stock of government debt would be a third as high again as its current
level in Indonesia, half as high again as its current level in Malaysia and Thailand (Graph 4),
and more than twice its current level in Korea and Taiwan (Table 4 and Graph 5). This could
make a substantial difference to liquidity. For instance, Malaysia’s bond market is dominated
by such buy and hold investors as the provident fund (see Harun (2002)). Were the level of
government debt to rise by 50%, a significant amount of this debt might be available for
trading by more active accounts.
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Graph 4

Outstanding public debt in three Southeast Asian economies
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Table 4
Potential increase in size of government bond markets
Government_ bond market Central bank debt to market Memo: Size
size :
of combined
Domestic Domestic market as a
$ billion $ billion % of current
currency currency
Indonesia® 398.2 trillion 47.1 147.3 trillion 17.3 137
Korea® 81.5 trillion 69.0 98.9 trillion 84.0 222
Malaysia® 109.6 billion 28.8 77.9 billion 20.5 171
Taiwan, China® 2.5 trillion 73.5 2.8 trillion 82.4 212
Thailand? 1,269.5 billion 30.5 648.0 billion 15.6 151
Total 248.9 219.8 188

Note: Central bank debt: for Indonesia, Bank Indonesia certificates, August 2003; for Korea, monetary
stabilisation bonds (MSBs), August 2003; for Malaysia, Bank Negara Malaysia bills/bonds and net deposits of
banks, finance companies and merchant banks with Bank Negara Malaysia other than statutory reserves,
September 2003; for Taiwan (China), negotiable certificates of deposit (NCDs), September 2003; for Thailand,
net borrowing under repo from banks and other financial institutions, Bank of Thailand net forward sales of
baht, and Bank of Thailand bonds, August 2003.

! End-September 2003. ? End-July 2003. * End-December 2002.

Sources: CEIC; national data.
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Graph 5
Outstanding public debt in two Northeast Asian economies
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3.3 Monetary policy operations and the repo market

Three related advantages pertaining to monetary operations would arise from the
transformation of central bank liabilities into explicit government debt. Such a step would help
rebalance monetary operations, would allow the central bank to engage in reversed
transactions against government bonds and would thereby help to further develop the bond
market.

First, the central bank could have a firmer influence over short-term rates if the structural
balance in the money market could be shifted from structural surplus to deficit. At present,
redemptions of maturing central bank debt and interest payments on such debt represent
predetermined injections of bank reserves that must be offset by active draining operations.
Sufficient overfunding, and the stability of the government’s deposit with the central bank,
could leave the money market structurally short of funds and therefore dependent on regular
injections of reserves by the central bank. While it is not technically necessary for effective
policy implementation, most central bankers instinctively prefer a situation where market
participants need to come to the central bank for funding.

Second, sufficient overfunding could allow the central bank to hold a substantial stock of
government paper. This would permit it to carry out reversed transactions (repos and reverse
repos) against government securities, either to drain or to inject bank reserves. Moreover, to
the extent that the central bank can encourage the development of a repo market, not only
for its own operations but also among market participants themselves, it would lead the
banking system away from outright and towards collateralised interbank transactions. This
can enhance counterparty risk management.

Third, development of a deep and liquid repo market that benefits from central bank
operations is conducive to the increased depth and liquidity of the government bond market
more generally. Short positions become easier to fund and smaller securities firms find it
easier to finance themselves. This would contribute to a broadening of the dealer market and
more active trading.
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4. Issues to be resolved

Five practical issues need to be resolved before central bank debt can be transformed into
government debt. The first two relate to whether the policy is advisable or politically feasible,
and the other three relate to aspects of the implementation of the policy. The first challenge
is to overcome the natural reluctance of finance ministers to increase outstanding debt for
which they are explicitly responsible. Second is the question of whether the rating agencies
would take a dimmer view of the fiscal position. If these deal-breaker issues can be resolved,
then three implementation issues must be faced. What yield should the central bank pay on
the government deposit? What is the maturity profile and duration of the government
securities to be issued? Finally, how can the uncertain scale of sterilisation needs in a year
be reconciled with the budgetary process?

4.1 The reluctance of the ministry of finance

Of all the practical issues, probably the greatest impediment to the consolidation of central
bank and government debt is the unwillingness of finance ministers to increase outstanding
debt for which they are explicitly responsible.™* It is a rare finance minister who leaves office
bragging, as did Premier Zhu Ronji, of the government debt he has left as a legacy. A
finance minister may fear that a proposal to consolidate public debts would seem to make a
virtue out of more government debt, and thereby open the door to further spending or tax
cutting.

The legislature, for its part, may distrust the argument that the increase in public debt will
have as its counterpart a deposit at the central bank. This may seem an unstable bargain,
with the government then being able to draw down the deposit at will to meet some
unanticipated need without having to go to the legislature to authorise an increase in debt.*®
The discussion below of rating agencies suggests, however, that market discipline
substitutes in some measure for the legal discipline of setting debt ceilings.

In India, comfort is taken from the fact that it would require an act of parliament to authorise
the government to spend the funds placed in the blocked account at the RBI. Furthermore,
the experience of provincial governments placing funds in blocked accounts at the RBI also
supports the expectation that the bargain will prove a stable one.

The different choices of sterilisation instrument in China and India reflect the different
attitudes of the two ministries of finance. The Chinese ministry of finance has given evidence
of a strong aversion to issuing debt beyond the needs of its immediate deficits: after an initial
recapitalisation of the state-owned commercial banks with an addition to explicit government

4 Note that the strictures that have evolved against central banks’ making advances to governments (as

opposed to buying government debt in the market) do not apply to the reverse case of governments making
deposits in the central bank. These strictures attempt to keep monetary policy from becoming subservient to
the needs of the government. No such issue is raised by the government placing deposits with the central
bank. Were a government displeased with a monetary policy choice, it might threaten to withdraw its deposits.
But so long as the central bank had other tools to drain the resultant increase in bank reserves held in reserve,
this threat would not impinge on monetary policy or compromise central bank independence.

5 Adam Smith (1937), in his chapter on the public debt, observed that, in the happy case in which taxes

earmarked to service a debt proved excessive (generally owing to the reduction in interest on the debt), they
were often paid into a sinking fund intended to pay off debt. Such a “fund is almost always applied to other
purposes”, however: “During the most profound peace, various events occur which require an extraordinary
expense, and government finds it always more convenient to defray this expense by misapplying the sinking
fund than by imposing a new tax. Every new tax is immediately felt more or less by the people. It occasions
always some murmur and meets with some opposition... To borrow from the sinking fund is always an
obvious and easy expedient for getting out of the present difficulty.”
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debt, subsequent moves to recapitalise the Chinese banks have taken place off-budget.*®
The irony in the contrast between the unwillingness of the Chinese ministry of finance and
the willingness of the Indian ministry of finance is that the reported debt position of the
central Chinese government is among the healthier in Asia, whereas that of the Indian
government is among the least healthy; at the same time, the Chinese government enjoys an
investment grade rating, whereas the Indian government labours under a speculative rating.
As long as Singapore was the outstanding example of overfunding the public sector
borrowing requirement in order to sterilise foreign exchange holdings, policymakers could
conclude that this option is open only to governments with the strongest debt positions and
ratings. Contrary to this conclusion, the government of the large country with the weaker
fiscal accounts has agreed to overfund.

Perhaps another reason for the difference between the Chinese and Indian cases is the
central bank’s relationship to the market, and market participants’ involvement in the larger
political process. The RBI's consultative process allowed market participants an opportunity
to weigh in and to steer policy in a direction conducive to the development of a broad, deep
and liquid government bond market.*’

4.2 The reaction of the rating agencies

A second issue is whether rating agencies might see the larger gross stock of government
debt as a negative for the sovereign rating. This would happen if the rating agencies looked
strictly at the reported gross debt of the government.'® In contrast, they would be well
advised to put more emphasis on a net concept, recognising that the government’s deposits
with the central bank (and ultimately the foreign exchange reserves) are assets to be
accounted for.*®

® This includes the purchase of non-performing loans at par by the asset management companies (Ma and
Fung (2002)), the injection of foreign exchange reserves by the PBOC into the Bank of China and China
Construction Bank, the recent capital injection into the Bank of Commerce, and the use of PBOC bhills to buy
non-performing loans from the big banks. Also consistent with the ministry of finance’s aversion to additions to
its explicit debt was resistance to PBOC proposals to turn its claims on distressed financial institutions into
government securities.

" The RBI formed an internal review group to study the choice of sterilisation instruments. Drawn from the

departments responsible for internal debt, government accounts, monetary policy, economic research, foreign
exchange reserve management and legal affairs, it considered the various options and reviewed the
experience in a number of countries, including China, Korea, Malaysia and Thailand. The group held
discussions with market participants during the review and received written comments after the report was
posted on the RBI website in December 2003 (RBI (2004c,d)). At the time, the Indian financial press featured
well informed commentary on the issue and alternatives. With respect to the PBOC issuance of bills, by
contrast, after-the-fact commentary by market economists rarely addressed the merits of the sale of PBOC
bills or other feasible alternatives. Rather, the focus was put on whether this sterilisation tool would work and
thus whether the pegged exchange rate would hold.

8 The ratios that, say, Standard & Poor’'s examines suggest that the operation described above would not have

a significant implication for the assessment. Three out of four fiscal debt concepts in Standard & Poor’s
glossary would not seem to be affected by a change in the locus of financing of the foreign exchange
reserves. The general government debt is a broad aggregate across the public sector that would include the
central bank’s debt. The two net debt aggregates vary in netting out cash, deposits, loans and equity holdings
or, more restrictively, only cash and deposits. Either one should be unaffected both because of the breadth of
the concept of the government and because of the netting. Finally, the central government’s gross debt is
included in the gross debt concept, and this one could well be increased by the overfunding proposed. It
should be noted, however, that this narrow gross concept is last on the list, no doubt because it is the least
comparable or the most manipulable because of its non-inclusion of “non-commerical off-budget and quasi-
fiscal activities” included in the general government concept.

9 I one believes that the rating agencies take no heed of what lies behind government debt, one is led to an

absurd result in the case of Japan. Consider the case in which the ministry of finance sold the bulk of Japan’s
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Asked whether the use of government securities to sterilise foreign exchange holdings would
result in a downgrading, representatives of both Moody’s and Fitch pointed to the case of
Singapore. The additions to its government debt described above in Section 2 did not result
in downgradings. Indeed, in the discussion of this paper at the BIS/Korea University
conference, Tom Byrne of Moody’s noted that Singapore received an upgrade even as its
government debt increased. At another conference a month earlier in Seoul, Brian Coulton,
Senior Director of Fitch Ratings in Hong Kong, held that the rating agencies would not
mechanically react to overfunding.®

4.3 The return on the government deposit

The third issue is what yield the central bank should pay on the government deposit:
available models include profit-sharing, fixed returns and a zero return. The Hong Kong
Exchange Fund shares its profits with the government in proportion to most of the
government’s direct claim, although one small deposit is still serviced at interbank rates
(HKMA (2003)).?* By contrast, the Reserve Bank of Australia pays interest on the
government deposit with it in line with yields on Australian government paper.

One of the most surprising aspects of the Indian Market Stabilisation Scheme is the absence
of any direct return paid by the RBI to the government on its blocked account. The RBI
(2004c) argued against issuance of interest-paying central bank paper to finance foreign
exchange holdings precisely because such paper could result in substantial central bank
losses. Given the scale of the Indian government’s debt, the RBI reasoned, a recapitalisation
could not be presumed. If no fixed return were paid to the government, losses would be less
likely. At the same time, the RBI argued, the government owns the RBI and has a claim to all
its profits.?? In a sense, the existing profit-sharing norm was successfully appealed to.

4.4 The duration of the additional government securities

A fourth issue is the choice of duration of the government securities used to finance foreign
exchange reserves. This choice should be considered along with the choice of duration of
the international foreign exchange reserve holdings. A central bank that considers the inflows
that have built up the foreign exchange reserves as temporary and thus invests them in
short-term securities might sensibly finance the reserves with short-term instruments as well.
Conversely, a central bank that regards the reserves, or a portion of them, as stable parts of
the national balance sheet might finance with longer-term instruments.

Central banks in Asia hold down the carrying costs of foreign exchange holdings by financing
an increasingly medium-term portfolio of reserve assets with short-term liabilities. Only in the
cases of Korea and Taiwan does the sterilisation debt extend out to two years. Meanwhile

foreign exchange reserves to the Bank of Japan. In this case, government debt would fall by 10-20% of GDP.
Would the rating agencies upgrade the Japanese government under these circumstances?

?® His text (Coulton (2004, p 3)) reads: “While Korea’s government debt - including guaranteed bonds issued by

KAMCO and KDIC - is in line with its ‘A’ rating peers at 40% of GDP, the prospect of continued fiscal prudence
bodes well for a declining public debt ratio in the next few years, notwithstanding increased issuance of foreign
exchange stabilisation bonds by the Ministry of Finance and Economy (MOFE) to finance foreign exchange
market intervention” [emphasis added].

L The Bank of Thailand would require legislation to enable it to remunerate government deposits. For practice

across industrial countries, see Borio (1997, pp 60-2).

22 Notwithstanding this, it is said that a disagreement between the Korean ministry of finance and the Bank of

Korea in the early 1990s over the proper rate of return ultimately undid an arrangement whereby the Bank of
Korea issued government debt as a sterilisation instrument.
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the duration of reserve portfolios has moved out to the two- to five-year range (McCauley and
Fung (2003)). If the duration of the domestic currency financing portfolio were lengthened
and it were desired to maintain the longer duration of the reserve portfolio, the latter could be
lengthened.

The Indian authorities have tended to view the inflows that have led to the growth of foreign
exchange reserves as not very stable and have thus tended to finance the reserves with
short-term securities.?® In principle, the Indian government can sell either bills or coupon
securities to fund its blocked account at the RBI. In practice, the majority of the issuance has
taken the form of treasury bills.?* In the event, this issuance has been very well received by
the market owing to the previous scarcity of such paper. In the past, the Indian government
had prudently avoided selling much short-term paper out of concern for the rollover risk,
given the large government debt. Given the blocked account, however, such a concern for
the rollover of maturing paper seemed no longer relevant.?

4.5 Reconciliation with the budgetary policy

A final issue is how to reconcile the uncertain extent of sterilisation needs in a year with the
budgetary process or how to resolve the related tension between the time variation of
sterilisation needs and the predictable issuance aimed for by many government debt
managers. The problem calls for flexibility, the solution for predictability. Joseph Yam, Chief
Executive of the Hong Kong Monetary Authority (2003), drew attention to this tension and
offered a proposal:

Flexibility in deciding not until, say, a week before what maturity of paper is to be
issued and what amount is of course helpful, particularly when sterilisation is the
more pressing objective. But the market would like as much information on the
central bank bills programme as possible in order to plan ahead, in terms for
example of managing maturity mismatches. The thing to do may be to fix the
weekly programme and to fine-tune monetary conditions through rather more
frequent money market operations of the type carried out daily by other central
banks...

The difficulty of reconciling the budgetary cycle and unpredictable intervention was recently
illustrated in Japan, where foreign exchange reserves are financed at the margin by
government debt issues. At the turn of this year, the ministry of finance ran short of
authorised debt to finance its massive intervention. In the case of India, a certain amount of
overfunding was authorised by parliament for the current fiscal year, with an understanding
that it might not prove sufficient.

In practice, both the Singaporean and Indian policies to use government debt for sterilisation
had an inframarginal rather than marginal character. That is, in practice, government debt
issues and related deposits by the government in the central bank took weight off other
means of sterilisation. In this spirit, one can imagine using overfunding in an after-the-fact
manner. That is, other instruments, including perhaps central bank debt, might be used to
sterilise in the first instance, and subsequently government debt might be substituted the

3 RBI (2004b, p 291-2) shows that two of the biggest sources of the reserve build-up were non-resident Indian

deposits and foreign institutional investor purchases of Indian equities.

# RBI (2004e, p 131) reports that “the total amount raised under the MSS [Market Stabilisation Scheme]

amounted to Rs 46,480 crore [464.8 billion rupees] by 14 August 2004, inclusive of Rs 20,000 crore raised
through dated securities of residual maturity of up to 2.5 years”.

% If the government repaid maturing short-term debt with funds drawn from the blocked account, the RBI might

need to drain bank reserves, so that the liquidity risk is not so much absent as transferred.
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next budget year. Such an arrangement would leave the central bank able to intervene and
to sterilise without immediate assistance from the fiscal authorities, an important matter
where the central bank controls intervention policy. At the same time, the eventual
involvement of the finance ministry and parliament in the financing of the foreign exchange
reserves could help ensure that the public sector at large, and not just the central bank,
knowingly takes on the foreign exchange risk.

5. Conclusions

If these issues can be resolved, then the central bank debt that has financed large holdings
of foreign exchange reserves could be consolidated with government debt. In particular,
issuing government debt beyond the need of the public sector borrowing requirement could
finance a government deposit with the central bank. This would allow a run-off of central
bank liabilities.

The benefits from lumping central bank liabilities into government debt are likely to be
substantial. Government bond markets could increase in size to anywhere from 137 to 222%
of their current size in East Asia. Properly handled, such an increase would make these bond
markets more liquid and thereby more attractive to investors.
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Comments on McCauley’s paper
“Consolidating the public debt markets of Asia”

Junggon Oh*

The main arguments of the paper are as follows: dual mismatches of foreign borrowings,
ie currency and maturity mismatches, were important causes of the East Asian financial
crisis. Accordingly, it is necessary to develop the region’s bond markets. In particular,
unifying government bond markets and central bank debt markets may contribute to the
development of bond markets.

The benefits of unifying government bond markets and central bank debt markets are as
follows: an increase in liquidity in the secondary bond market through the development of the
repo market and thereby the development of the government bond market; and advantages
for monetary operations through greater influence on short-term rates with the help of a
reduction in the burden of redemptions of maturing debt and interest payments.

Outstanding amounts of government,
public and corporate bonds in Korea

End of period, in trillions of won

1995 1996 1997 1998 1999 2000 2001 2002 2003
Monetary
Stabilisation
Bonds 25.8 25.0 23.5 45.7 51.5 66.4 79.1 84.3 105.5
Government
bonds 23.3 25.7 28.6 41.6 61.2 71.2 82.4 98.3 135.8
(Treasury
bonds) 3.0 4.9 6.3 18.8 34.2 42.6 50.9 55.6 81.4
Corporate
bonds 61.0 76.0 90.1 122.7 119.7 133.6 154.4 180.0 187.4
Total 164.6 190.0 234.2 343.9 376.2 429.3 501.6 544.8 574.1

Looking at the table, these suggestions seem acceptable, but there are some practical
problems, which include: the difficulty of creating synergy effects from the consolidation of
two markets to reduce the liquidity premium; and the possibility of reducing the efficiency and
independence of monetary policy.

First, as relates to the difficulty of creating synergy effects from the consolidation, it should be
taken into account that the two debts have different characteristics. In particular, government
bonds have a relatively easy periodical issuance and are readily fungible, while central bank
debt is issued to offset changes in bank reserves due to autonomous factors such as flows of
government funds or changes in foreign exchange holdings.

1 Views expressed herein are those of the author and do not necessarily reflect those of the Bank of Korea.
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Second, as relates to the possibility of reducing the efficiency and independence of monetary
policy, it should be pointed out that, in fact, it is difficult to reach an agreement on the issue of
government bonds for monetary stabilisation, and the practical procedures for reaching an
agreement on the issue from the parliament are complicated.

As an alternative, it may be suggested that bonds be issued by the central bank and interest
on them be paid by the government, as in Germany, New Zealand and lIsrael, etc. In
Germany, an issue of three-, six- and nine-month government bonds up to DM 25 billion was
decided by the Bundesbank, and in New Zealand, government bonds and central bank debt
of three-month maturities for monetary operations are used together for monetary
stabilisation, with the interest on the central bank debt paid by the government. More central
bank independence is a prerequisite to the implementation of these policies.

As another alternative in Korea, a more feasible step-by-step approach may be considered,
taking the current situation into account. As a first step, quasi-fiscal burdens of the Bank of
Korea due to aggregate credit ceiling loans, and the underwriting of non-performing asset
management fund bonds etc would be transferred to the government to reduce the issuance
of Monetary Stabilisation Bonds (MSBs). As a second step, interest on MSBs would be paid
by the government. And as a third step, Monetary Stabilisation Government Bonds (MSGBS)
would be substituted for MSBs. Amounts, time and conditions of the issue of MSGBs up to a
certain amount agreed on by the parliament would be decided by the BOK.

In order to introduce these approaches, it is important to have independence and
coordination between government bonds and MSBs, and monetary, fiscal and foreign
exchange rate policies. Step-by-step substitution of the government bonds for MSBs seems
more feasible and desirable, in line with the improvement of circumstances for the
independence of the central bank and of understanding about the use of government bonds
for monetary policy operation.
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Lunch address

Huhn-Gunn Ro

As the head of the central securities depository of Korea, | accept as a great honour and
pleasure the task of conveying a congratulatory message to this international conference on
Asian bond markets, which is being held under the joint auspices of the Institute of Northeast
Asian Business and Economics of Korea University and the Bank for International
Settlements.

In addition, | would like to thank all the prominent scholars and experts in the securities and
financial fields who are gracing this conference with their attendance. It really is a privilege
for the Korea Securities Depository (KSD) to support this wonderful conference, where
outstanding papers are being presented and heated discussions are being held on the
subject of our common interest, the nurture of Asian bond markets.

Also, | would like to take this opportunity to give my special thanks to Professors Yung-Chul
Park and Young-Sup Yun of Korea University and all the researchers at the Institute of
Northeast Asian Business and Economics for having spared no effort to successfully
organise this conference.

As you are well aware, one of the convincing arguments for the root cause of the 1997 East
Asia foreign exchange crisis is that East Asia unwittingly invited the crisis. It did so by
financing long-term investments with short-term liabilities and financing projects producing
domestic currency cash flows with foreign currency debt.

| believe it is encouraging that after the financial crisis we are giving serious consideration to
developing Asian bond markets and discussing this topic in earnest within the framework of
ASEAN+3 and APEC.

The further development of Asian bond markets is expected to bring about the following
three effects. First, it will retain Asia’s savings within the region, helping Asian corporations
easily finance long-term projects with long-term liabilities. Second, it will provide more
diverse investment vehicles to Asian investors. Finally, it will lay the groundwork for
enhanced economic cooperation among Asian countries and ultimately perhaps encourage
the evolution of an Asian key currency.

However, the prospects are not necessarily rosy. There are a lot of problems which need to
be addressed in order to nurture the Asian bond market. Decisions need to be made on
areas such as the issuance methods for Asian bonds, credit enhancement measures, and
development of the depository and settlement systems within the region, to name but a few.

Under the current circumstances, it is very significant that Asian countries have reached a
consensus on the importance of tackling the recognised problems and formed a working
group comprising experts from each Asian country.

| firmly believe that more developed Asian bond markets would make a strong contribution to
bringing each Asian country’'s capital market to an international level. Increased financial
cooperation among Asian countries would be a welcome by-product of this effort.

This international conference provides a golden opportunity for us to consider the prospects
for and the tasks relating to the development of Asian bond markets and to seek the joint
prosperity of Asian countries on the firm foundation of stable financial systems.
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Determinants of bond holdings
by foreign investors

Kee-Hong Bae, Young Sup Yun'! and Warren Bailey

1. Introduction

A key theme in restructuring economies in the developing world is opening local capital
markets to foreign portfolio investments. This can be accomplished by permitting foreign
investors to enter the local capital markets directly or by allowing local assets to trade in
overseas markets. In theory, this permits firms in developing economies to draw from the
global pool of capital to undertake useful investments that generate profits and employment.
Furthermore, the scrutiny of foreign investors, foreign analysts and foreign stock listing
standards can help resolve agency problems, effectively transmitting higher quality reporting
and governance standards to firms in developing countries (Obstfeld (1998), Stulz (1999)).

There is now much theory and empirical evidence to support the notion that foreign equity
capital flows are beneficial. One way foreign equity capital flows benefit local capital markets
is by causing a fall in the cost of equity capital because of increased risk sharing between
domestic and foreign agents.? This increased risk sharing reduces systematic risk, which in
turn reduces the cost of equity capital.® There is also increasing evidence that openness to
foreign portfolio investment enhances the governance of local corporations. Doidge (2003),
for example, reports evidence that cross-listing in the United States affords greater protection
to minority shareholders. More generally, the evidence in Kaminsky and Schmukler (2002)
suggests that equity market liberalisation tends to spur the process of institutional reform, not
the other way around.

In this paper, we examine what attracts foreign investors to the local bond markets. While we
have much evidence on the dynamics of foreign equity investment, there is little evidence on
foreign bond investment.* The issue is important in that liquidity is essential in order to build
up mature bond markets and foreign investors are crucial in building liquidity. Foreign
investors hold at least 20% of government bonds in markets as diverse as Canada, Sweden
and the United States.® For emerging markets that largely lack domestic institutional
investors such as mutual funds, pension organisations, insurance companies, etc, foreign
investors are likely to be even more important. They will not only provide demand but also
bring more varied investment objectives and thus provide liquidity.

We thank the discussant and conference participants for their comments.

There is also greater liquidity following increased capital inflows. Amihud and Mendelson (1986) and Amihud
et al (1997) discuss the effect of liquidity on equity risk premiums.

The effect of increased risk sharing on equity premiums is discussed in Stapleton and Subrahmanyan (1977),
Errunza and Losqg (1985), Eun and Janakiramanan (1986), Alexander et al (1987), and Stulz (1999a,b).
Empirical evidence consistent with the risk sharing view of stock market liberalisation is provided in Henry
(2000) and Chari and Henry (2002).

See Bekaert and Harvey (2003) and the references therein.
®  See Exhibit 2 in Beckert and Pitsilis (2000).
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In this paper, we specifically ask whether differences in property rights protection matter for
foreign bond holdings, after controlling for cross-country differences in macroeconomic
variables including GNP per capita, lending rates and/or inflation rates and exchange rates.

Countries differ considerably in terms of the efficiency with which they respect property rights
and enforce contract laws. For example, Sweden provides strong protection for private
property rights, but Argentina only weak protection. Recent research indicates that the extent
to which property rights are secure among countries shows several important differences in
financial systems. More secure property rights are associated with higher values of stock
markets (La Porta et al (1997)); a higher number of listed firms (La Porta et al (1997)); higher
valuation of listed firms relative to their assets (Claessens et al (2002), La Porta et al (2002));
greater use of external finance (La Porta et al (1997, 1998, 2000)); and greater investments
from external funds (Rajan and Zingales (1998), Demirgiic-Kunt and Maksimovic (1998)).

If property rights are weakly protected in emerging markets, which is indeed the case, foreign
investors will charge higher risk premiums to compensate for the additional risk of contract
repudiation, shorten the duration of bond maturity, or will shy away from these markets
completely. Therefore, in countries with poor property rights protection, foreign investors are
likely to make smaller investments.

To examine these predictions, we use data on bond portfolio holdings in 45 countries (out of
165 countries in our total sample) for which the rule of law and property rights protection
quality can be identified. We estimate cross-country regressions in which the dependent
variables are local currency bonds held by foreign investors. The key variable of interest on
the right-hand side is an index of property rights protection. We associate countries with high
levels of corruption, higher risk of expropriation and greater uncertainty about contract
enforcement as countries with poor property rights protection. The regressions control for
other possible macroeconomic variables that may also affect the foreign bond holdings.

Our results show that in countries with better property rights protection, foreign investors buy
and hold more local bonds. Our results suggest that more secure property rights are
important in developing liquid and mature bond markets. To the extent that foreign investors
play a vital role in providing liquidity, our evidence shows that improving property rights
protection is a matter of prime importance.

The rest of the paper is organised as follows. Section 2 presents our data and variables.
Section 3 gives the summary statistics. Section 4 discusses the main empirical results, and
Section 5 concludes.

2. Data and variables

2.1 Basic bond holdings data

We obtain our basic data from the International Monetary Fund website. The most recent
data show that at end-2001 or end-2002, 67 countries made portfolio investments in foreign
equity and debt securities and 236 countries received the investments.® Since our objective

®  The data are from the Coordinated Portfolio Investment Survey (CPIS) and includes 67 investing countries

(and bonds held by international organisations and as reserve assets) and 236 countries receiving investment
(other countries classified as “confidential” and “unallocated” and international organisations). For the
purposes of the survey, long-term debt securities include bonds, debentures and notes with an original
maturity of more than one year. Short-term debt securities cover treasury bills, commercial paper and bankers’
acceptances with an original maturity of one year or less.
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is to investigate the determinants of bond holdings by foreign investors, we only examine the
long-term and short-term debt securities data. From the IMF sample of 236 countries, we
exclude 71 countries that had investments of less than US$ 1 million in either 2001 or 2002.
This restriction results in a sample of 67 investor countries investing in 165 recipient
countries (in a matrix form), both in long- and short-term debt securities. For the regression
analysis, we use data on bond portfolio holdings of 45 countries for which property rights
protection quality can be identified, out of 165 countries.

There is one point worth mentioning about our dataset. Our data source mixes bonds of
different currencies, especially local currency and US dollar. This might have the effect of
making our property rights variable less relevant in that the governing law of the bonds per
se will often be London or New York law rather than local country law. However, in a recent
paper, Siegel (2005) tests the functional convergence hypothesis, which states that foreign
firms can leapfrog their countries’ weak legal institutions by listing equities in New York and
voluntarily abiding by US securities law, and he shows that the US Securities and Exchange
Commission has rarely been effective in enforcing the law against any US-listed foreign firm.
In other words, the governing law of the country where the securities are issued or listed may
not be effective. Ideally, for our analysis we should use the local currency-denominated
bonds issued in a local country, but the data are not readily available.

2.2 Measuring property rights protection

To measure the extent to which a country respects private property rights, we focus on three
indexes from La Porta et al (1998). These three indexes measure corruption, the risk of
expropriation of private property and the risk that contracts may be repudiated.

La Porta et al (1998) describe these three indexes as follows: The “corruption index” is an
assessment of corruption in government by the International Country Risk Guide (ICRG). Low
scores indicate that “high government officials are likely to demand special payments” and
“illegal payments are generally expected throughout lower levels of government” in the form of
“bribes connected with import and export licenses, exchange controls, tax assessment, policy
protection, or loans”. The “risk of expropriation index” is the ICRG’s assessment of the risk of
“outright confiscation” or “forced nationalization”. The “index for the repudiation of contracts” is
the ICRG’s assessment of the “risk of modification in a contract taking the form of repudiation,
postponement or scaling down” due to “budget cutbacks, indigenization pressure, a change in
government or a change in government economic and social priorities”.

The range for each index is between zero and 10 with low values indicating less respect for
private property. All three ICRG indexes are averages from 1982 to 1995. Following Morck et
al (2000), we combine these three indexes into an additive index of property rights
protection. The index measures the extent to which a country’s legal systems and institutions
enforce all contracts, including government contracts.

We include the natural logarithm of GNP per capita and the level of lending rates in the
country. We include the latter in order to control for the differences in inflation rates and
sovereign risks that might also explain cross-country differences. Countries with high inflation
rates are subject to greater political risks, as there is a greater likelihood that their
governments will introduce wage and price controls or tamper with indexes. Higher inflation
rates can raise contracting costs for firms and their bank lenders. According to
Demirgiig-Kunt and Maksimovic (1999), high and/or variable rates of inflation make it costly
for investors and firms to contract. The cross-country macroeconomic data are from a
database compiled by the World Bank (and available on its website).
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3. Descriptive statistics of the basic bond holdings data

3.1 Geographical breakdown

Tables 3.1 and 3.2 show geographical breakdowns of long-term and short-term paper
investments at end-2002.” The 67 investing countries in the sample are grouped into six
regions: East Asia, Europe, North America, Latin America, Africa/Middle East/Southeast Asia
and Tax Havens.® The 165 recipient countries are grouped into the six regions above plus
Other Nations.

The total amount of long-term bond investment is more than seven times larger than that of
short-term paper investment ($6.6 trillion vs $0.88 trillion). Europe is the region that makes
the largest investment in both long- and short-term paper (48.7% and 43.4%), followed by
Tax Havens (28.6% and 21.6%), East Asia (8.0% and 12.7%) and North America (7.8% and
18.1%). Europe is also the largest recipient of bond investment (57.2% and 58.2%), followed
by North America (23.0% and 27.8%), East Asia (5.4% and 6.1%) and Tax Havens (9.6%
and 5.7%).

Focusing on East Asia, we find that as an investor, it makes only a small proportion of total
bond investment in its own regional bonds (14.3% and 27.8%). On the other hand, East Asia
receives a much larger or the largest proportion of bond investment from the region (21.6%
and 58.0%). In particular, more than half of East Asian short-term paper investment comes
from the region. This might suggest that due to the weak property rights enforced in East
Asia, foreign investors are likely to shorten the duration of bond maturity to minimise the risk
of contract repudiation. This might also suggest that there is a regional bias in bond holdings
by foreign investors, similar to the much-documented home bias found in stock investment.®

3.2 East Asian country breakdown

Tables 3.3 and 3.4 show East Asian country breakdowns of long-term and short-term paper
investments. There are three dominant countries that invest in East Asian bonds: Hong Kong
SAR, Japan and Singapore. Together they make up more than 90% of the total investment
East Asia makes in its own region. However, the profile of countries receiving bond
investment is quite different. Australia, Japan, Korea, Singapore, Malaysia and New Zealand
receive the majority of the investment. However, it is interesting to note that Australia, which
attracts the largest investment (42.7% and 53.6%) from East Asia, makes an insignificant or
zero amount of bond investment in other East Asian countries.™®

3.3 Top 10 country breakdown

Tables 3.5 and 3.6 show the top 10 countries’ bond investments in seven different regions.
Japan, the United Kingdom, the United States, France and Luxembourg appear to be the
most important buyers. As the group of largest investors, the top 10 countries invest mostly

For summary statistics, we only report results for end-2002, because those for end-2001 are similar. We use
the terms long-term and short-term bonds or paper for long-term and short-term debt securities.

We use the list of tax havens compiled by EscapeArtist Inc which can be obtained from the website
EscapeArtist.com.

For more on the regional bias issue, please also refer to McCauley and Park (2006).

1% This pattern appeared for New Zealand for end-2001 which is not reported here. Considering Australia and

New Zealand are both common law countries, one might maintain that the rule of law argument is at work
here, but it is premature to do so without further analysis.
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in Europe and North America, and East Asia receives about 4% of their total bond
investment. Japan’s investment in East Asian bonds also appears to be minimal, taking only
3-7% of its total investment.

3.4 Rule of law breakdown of bond investment

Tables 3.7 and 3.8 show rule of law breakdowns. We follow Stulz and Williamson (2003) who
classify 51 countries into four classes of rule of law: common law, civil/French, civil/German
and civil/Scandinavian.'* The results show that the largest proportion of bond investment
goes to common law countries (38% and 63%) where investor protection is deemed
strongest. The second largest proportion goes to civil/French law countries (33% and 19%)
that are generally regarded to provide weaker investor protection.

One might speculate that in the common law countries, investors would invest relatively more
in long-term bonds than in short-term paper because investor protection tends to be strong in
these countries, whereas they would invest relatively more in short-term paper in civil/French
countries where investor protection tends to be weaker. However, no such evidence is found
from the descriptive statistics. It appears that more investment is made in common law
countries in both long-term and short-term paper. In the next section, we conduct a formal
analysis on how investor rights protection affects foreign bond holdings.

1 See Table 1 of Stulz and Williamson (2003).
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Table 3.1

Geographical breakdown of long-term

bond investment, end-2002

In millions of US dollars

From East North Latin Afrlca, Tax
) Europe . : Middle
Asia America | America Havens | Subtotal
In (10)* (28) @) 7 East and (17)
Asia (3)
East Asia (14) 76,376 | 109,154 | 16,997 | 12,816 399 138,430 | 354,172
[21.56%] | [30.82%] | [4.80%] | [3.62%] | [0.12%)] | [39.09%] | [100%]
(14.43%)° | {3.39%) | {3.28%} | {2.86%)} | {9.18%} | {7.33%} | {5.36%}
Europe (42) 266,466 | 1,839,011 | 391,025 | 327,960 | 934 | 958,945 | 3,784,341
[7.04%] | [48.60%] | [10.33%] | [8.67%)] | [0.02%] | [25.34%] | [100%]
{50.35%} | {57.16%) | {75.44%} | {73.08%)} | {21.51%} | {50.75%)} | {57.28%}
North 141,327 | 789,129 | 83,098 | 92,070 | 2,061 | 411,900 | 1,519,585
America (2) [9.30%] | [51.93%] | [5.47%] | [6.06%] | [0.14%] | [27.11%] | [100%]
(26.70%} | {24.53%) | {16.03%} | {20.52%)} | {47.44%} | {21.80%)} | {23.00%}
Latin 7172 | 40,733 | 4,246 3,150 256 47,881 | 103,438
America (21) [6.93%] | [39.38%] | [4.10%] | [3.05%] | [0.25%] | [46.29%] | [100%]
(1.35%) | {1.27%} | {0.82%} | {0.70%} | {5.88%} | {2.53%} | {1.57%}
Africa, Middle 1,085 | 12,266 | 1,051 1,666 5 8,226 | 24,299
ggﬁi;;:st [4.47%] | [50.48%)] | [4.33%] | [6.85%] | [0.02%] | [33.85%] | [100%]
Asia (42) {0.21%} | {0.38%} | {0.20%} | {0.37%)} | {0.11%} | {0.44%)} | {0.37%}
Tax 31,201 | 384,443 | 21,728 | 9,553 689 187,129 | 634,743
Havens (44)
[4.92%] | [60.57%)] | [3.42%] | [1.51%] | [0.11%] | [29.48%] | [100%]
(5.89%) | {11.95%} | {4.19%} | {2.13%} | {15.87%} | {9.90%} | {9.61%}
Other 5616 | 42,357 148 1,526 . 136,945 | 186,592
Nations (73) [3.01%] | [22.70%] | [0.08%] | [0.82%] | [0.00%] | [73.39%] | [100%]
. 0 . 0 . 0 . 0 . 0 . 0 . 0
(1.06%) | {0.03%} | {0.03%} | {0.34%} | {0.00%} | {7.25%} | {2.82%}
Subtotal 520,243 | 3,217,093 | 518,293 | 448,741 | 4,344 | 1,889,456 | 6,607,170
. 0 . 0 . 0 . 0 . 0 . (1] (1]
[8.01%] | [48.69%)] | [7.84%] | [6.79%] | [0.07%] | [28.60%] | [100%]
0 0 0 0 (1] 0 0
{100%} | {100%} | {100%} | {100%} | {100%} | {100%} | {100%}

Yin () next to the region’s name is the number of countries. 2 In [ ]1is the percentage when the IN country
subtotal (far right) is 100%. ®In { }is the percentage when the FROM country subtotal (bottom) is 100%.
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Table 3.2

Geographic breakdown of short-term

paper investment, end-2002

In millions of US dollars

From East North Latin Afrlca, Tax
) Europe . . Middle
Asia America | America Havens | Subtotal
n (10)1 (28) 2 7 East and (17)
Asia (3)
East Asia (14) 31,024 | 10,285 | 3,336 - 18 8,849 | 53512
[57.98%] | [19.22%] | [6.23%] | [0.00%] | [0.03%] | [16.54%] | [100.00%]
(27.78%)° | {2.46%} | {2.09%} | {0.00%} | {2.29%} | {4.65%} | {6.07%)
Europe (42) 36,477 | 243,419 | 131,240 | 279 169 | 101,359 | 512,943
[7.11%] | [47.46%] | [25.59%] | [0.05%] | [0.03%] | [19.76%] | [100.00%]
(32.66%} | {58.25%) | {82.19%)} | {15.20%} | {21.50%} | {53.28%} | {58.15%}
North 21,595 | 133,897 | 19,475 | 1,101 244 69,186 | 245,498
America (2) [8.80%)] | [54.54%)] | [7.93%] | [0.45%)] | [0.10%] | [28.18%] | [100.00%]
. 0 . 0 . 0 . 0 . 0 . 0 . 0
{19.33%} | {32.04%) | {12.20%} | {60.00%} | {31.04%} | {36.37%} | {27.83%}
Latin 6 959 357 19 2 2,621 3,964
America (21) [0.15%] | [24.19%] | [9.01%] | [0.48%] | [0.05%] | [66.12%] | [100.00%]
. 0 . 0 . 0 . 0 . 0 . 0 . 0
0.01%} | {0.23%} | {0.22%} | {1.04%} | {0.25%} | {1.38%} | {0.45%
Africa, Middle 126 833 - 18 34 129 1,140
ggﬁi;;:st [11.05%] | [73.07%] | [0.00%] | [1.58%)] | [2.98%] | [11.32%] |[100.00%]
Asia (42) {0.11%} | {0.20%} | {0.00%} | {0.98%} | {4.33%} | {0.07%} | {0.13%}
Tax Havens (44) | 18,267 | 18,027 | 5,272 398 319 7,884 | 50,167
. 0 . 0 . 0 . 0 . 0 . 0 . 0
[36.41%] | [35.93%] | [10.51%] | [0.79%] | [0.64%] | [15.72%] | [100.00%]
. 0 . 0 . 0 . (1] . 0 . 0 . (1]
(16.35%} | {4.31%} | {3.30%} | {21.69%} | {40.59%} | {4.14%)} | {5.69%}
Other 4,200 | 10,488 5 20 - 216 14,929
Nations (73) [28.13%] | [70.25%] | [0.03%] | [0.13%] | [0.00%] | [1.45%] |[100.00%]
(3.76%} | {2.51%} | {0.00%} | {1.09%} | {0.00%} | {0.11%} | {1.69%}
Subtotal 111,695 | 417,908 | 159,685 | 1,835 786 | 190,244 | 882,153
[12.66%] | [43.37%] | [18.10%] | [0.21%] | [0.09%] | [21.57%] | [100.00%]
{100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%}

Yin () next to the region’s name is the number of countries. 2 In [ ]1is the percentage when the IN country
subtotal (far right) is 100%. ®In { }is the percentage when the FROM country subtotal (bottom) is 100%.
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Table 3.3

East Asian country breakdown of
long-term debt securities, year-end 2002*

In millions of US dollars

From . Hong . . New N . .
Australia Kong Indonesia Japan Korea Malaysia Zealand Philippines | Singapore | Thailand | Subtotal
In SAR
Australia - 11,333 1 17,092 20 26 358 10 3,761 - 32,601
[0.00%] [34.76%)] [0.00%] [62.43%)] [0.06%)] [0.08%] [1.10%)] [0.03%] [11.54%)] [0.00%)] [100.00%]
{0.00%)° {41.72%} {1.14%)} {57.01%} {1.66%} {15.78%} {50.42%} {7.52%)} {22.53%} {0.00%} {42.67%}
China - 1,232 - 578 38 - - 2 416 - 2,266
[0.00%)] [564.37%)] [0.00%] [25.50%)] [1.69%)] [0.00%)] [0.00%] [0.09%)] [18.37%)] [0.00%)] [100.00%]
{0.00%} {4.54%)} {0.00%} {1.93%} {3.18%} {0.00%} {0.00%} {1.51%} {2.49%} {0.00%} {2.97%}
Hong Kong - - 57 1,137 455 40 - 58 1,653 20 3,421
SAR [0.00%] [0.00%] [1.67%] [33.23%)] [13.30%)] [1.17%] [0.00%] [1.70%)] [48.33%)] [0.58%)] [100.00%]
{0.00%} {0.00%} {64.80%} {3.79%} {37.86%} {24.45%} {0.00%} {43.82%} {9.91%} | {100.00%} | {4.48%}
Indonesia - - - 49 78 1 - 4 869 - 1,000
[0.00%] [0.00%] [0.00%] [4.86%)] [7.77%] [0.09%)] [0.00%)] [0.40%)] [86.90%)] [0.00%)] [100.00%]
{0.00%} {0.00%} {0.00%} {0.16%} {6.46%)} {0.55%} {0.00%} {3.01%} {5.21%} {0.00%} {1.31%}
Japan - 5,351 - - 29 - 282 5 3,828 - 9,495
[0.00%] [56.36%)] [0.00%] [0.00%] [0.31%] [0.00%] [2.97%] [0.05%)] [40.31%)] [0.00%)] [100.00%]
{0.00%} {19.70%} {0.00%} {0.00%} {2.41%)} {0.00%} {39.75%} {3.74%)} {22.93%} {0.00%} {12.43%}
Korea - 4,202 - 5,348 - 51 69 15 2,586 - 12,271
[0.00%] [34.24%)] [0.00%] [43.58%)] [0.00%)] [0.42%)] [0.56%)] [0.12%)] [21.07%)] [0.00%] [100.00%]
{0.00%} {15.47%} {0.00%} {17.84%} {0.00%} {31.38%} {9.77%)} {11.12%} {15.49%} {0.00%} {16.06%}
Malaysia - 2,085 3 1,823 332 - - 9 1,830 - 6,083
[0.00%] [34.28%)] [0.05%] [29.98%)] [5.46%)] [0.00%] [0.00%] [0.15%)] [30.08%)] [0.00%] [100.00%]
{0.00%} {7.68%} {3.41%)} {6.08%} {27.65%} {0.00%} {0.00%} {6.85%} {10.96%} {0.00%} {7.96%}
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Table 3.3 (cont)

East Asian country breakdown of
long-term debt securities, year-end 2002

In millions of US dollars

Hong

n rrom Australia é?AnF? Indonesia Japan Korea Malaysia Ze'\zliellf\%d Philippines | Singapore | Thailand | Subtotal
New 251 -~ -~ 1,258 - - - - 279 - 1,788
Zealand [14.03%] [0.00%)] [0.00%] [70.36%] [0.00%)] [0.00%)] [0.00%)] [0.00%)] [15.63%] [0.00%] | [100.00%]
{99.93%} | {0.00%} {0.00%} {4.20%)} {0.00%} {0.02%)} {0.00%} {0.00%} {1.67%} {0.00%} {2.34%)}
Philippines - - 5 1,389 8l 4 - - 595 - 2,074
[0.00%] [0.00%)] [0.22%)] [66.96%)] [3.92%] [0.22%)] [0.00%] [0.00%] [28.68%)] [0.00%] | [100.00%]
{0.00%} {0.00%} {5.12%} {4.63%} [6.76%)} {2.73%} {0.00%} {0.00%} {3.56%]} {0.00%} {2.71%}
Singapore - 1,842 23 680 144 41 - 23 - - 2,753
[0.00%] [66.91%)] [0.82%)] [24.69%)] [5.23%] [1.49%)] [0.00%] [0.84%)] [0.00%] [0.00%] | [100.00%]
{0.00%} (6.78%} | {25.69%} | {2.27%} | {11.98%} | {25.05%} | {0.00%} {17.43%} {0.00%} {0.00%} {3.60%}
Taiwan, - 674 - 46 - - - 7 333 - 1,060
China [0.00%] [63.58%) [0.00%] [4.32%)] [0.00%] [0.00%)] [0.00%] [0.66%] [31.40%)] [0.00%] | [100.00%]
{0.00%} {2.48%)} {0.00%} {0.15%} {0.00%} {0.00%} {0.00%} {5.27%)} {1.99%} {0.00%} {1.39%)}
Thailand - 447 - 550 24 1 - - 542 - 1,564
[0.00%] [28.58%)] [0.00%)] [35.20%)] [1.53%] [0.04%)] [0.00%] [0.00%] [34.64%)] [0.00%] | [100.00%]
{0.00%} {1.65%} {0.00%} {1.84%} {2.00%} {0.34%} {0.00%} {0.00%} {3.25%} {0.00%} {2.05%}
Subtotal 252 27,167 89 29,951 1,203 165 710 134 16,693 21 76,376
[0.33%] [35.55%)] [0.12%)] [39.24%)] [1.57%] [0.22%)] [0.93%] [0.17%] [21.85%)] [0.03%] | [100.00%]
{100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%}

! Data for Vietham and Cambodia are not reported here. % In [ 1is the percentage when the IN country subtotal (far right) is 100%. ®In { }is the percentage when the FROM
country subtotal (bottom) is 100%.
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Table 3.4

East Asian country breakdown of
short-term debt securities, year-end 2002*

In millions of US dollars

From

Hong

n Australia KS(,)AnF? Indonesia Japan Korea Malaysia Ze'\zliellf\%d Philippines | Singapore | Thailand | Subtotal
Australia - 9,795 - 1,657 - - - - 5,130 50 16,632
[0.00%]° | [58.89%] [0.00%] [9.96%] [0.00%] [0.00%)] [0.00%)] [0.00%] [30.84%)] [0.30%)] [100%)]
{0.00%}° | {64.39%} {0.00%] {47.65%} | {0.00%} {0.00%} {0.00%} {0.00%} {42.11%} | {69.44%} | {53.61%}
China - 1,569 - - - - - - 53 - 1,622
[0.00%] [94.40%] [0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [3.17%)] [0.00%] [100%]
{0.00%} | {10.31%} | {0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {0.43%} {0.00%} {5.23%}
Hong Kong - - - 12 4 - - 50 111 2 179
SAR [0.00%] [0.00%] [0.00%] [6.52%)] [2.40%] [0.00%] [0.00%] [27.93%] | [62.018%] | [1.12%)] [100%]
{0.00%} {0.00%} {0.00%} {0.34%} | {18.70%} | {0.00%} {0.00%} | {100.00%} | {0.91%} {2.78%} {0.58%}
Indonesia - - - 2 - - - - 89 - 90
[0.00%)] [0.00%)] [0.00%)] [1.85%)] [0.00%] [0.00%)] [0.00%] [0.00%] [98.63%)] [0.00%)] [100%]
{0.00%} {0.00%} {0.00%} {0.05%} {0.00%} {0.00%} {0.00%} {0.00%} {0.73%} {0.00%} {0.29%}
Japan - 1,396 - - - - 1 - 2,789 - 4,186
{0.00%} | [33.35%)] [0.00%] [0.00%] [0.00%] [0.00%] [0.02%)] [0.00%] [66.63%)] [0.00%] [100%]
{0.00%} {9.18%} {0.00%} {0.00%} {0.00%} {0.00%} | {100.00%} | {0.00%} {22.90%} | {0.00%} | {13.49%}
Korea - 1,761 - 125 - 9 - - 523 10 2,428
[0.00%] [72.53%] [0.00%] [5.15%] [0.00%] [0.35%] [0.00%] [0.00%] [21.56%)] [0.419%)] [100%]
{0.00%} | {11.58%} | {0.00%} {3.60%} {0.00%} | {94.68%} {0.00%} {0.00%} {4.30%} | {13.89%} | {7.83%}
Malaysia - 43 - - 19 - - - 126 - 187
[0.00%] [22.99%)] [0.00%] [0.00%] [9.89%)] [0.00%] [0.00%] [0.00%] [67.20%)] [0.00%] [100%0]
{0.00%} {0.28%} {0.00%} {0.00%} | {80.43%} | {0.00%} {0.00%} {0.00%} {1.03%} {0.00%} {0.60%}
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Table 3.4 (cont)

East Asian country breakdown of
short-term debt securities, year-end 2002

In millions of US dollars

Hong

From
Australia Kong Indonesia Japan Korea Malaysia New Philippines | Singapore | Thailand | Subtotal
In SAR Zealand
New - - - 171 - - - - 2,754 10 2,935
Zealand [0.00%] [0.00%] [0.00%] [5.83%] [0.00%] [0.00%] [0.00%] [0.00%] [93.82%)] [0.34%)] [100%]
{0.00%} {0.00%} {0.00%} {4.92%} {0.00%} {0.00%} {0.00%} {0.00%} {22.60%} | {13.89%} | {9.46%}
Philippines - - - - - - - - 104 - 104
[0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [100%]
{0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {0.86%} {0.00%} {0.34%}
Singapore - 303 - 1,510 - - - - - - 1,814
[0.00%] [16.70%] [0.02%] [83.26%)] [0.00%] [0.03%] [0.00%] [0.00%] [0.00%] [0.00%] [100%]
{0.00%} [1.99%} {0.00%} {43.44%} | {0.00%} {5.54%} {0.00%} {0.00%} {0.00%} {0.00%} {5.85%}
Taiwan, - 131 - - - - - - 224 - 355
China [0.00%] [36.90%] [0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [0.00%] [62.97%)] [0.00%] [100%0]
{0.00%} {0.86%} {0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {1.84%} {0.00%} {1.14%}
Thailand - 213 - - - - - - 279 - 492
[0.00%)] [43.29%)] [0.00%] [0.00%)] [0.00%] [0.00%)] [0.00%)] [0.00%)] [56.81%)] [0.00%)] [100%]
{0.00%} {1.40%} {0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {0.00%} {2.29%} {0.00%} {1.59%}
Subtotal - 15,211 - 3,477 23 9 1 50 12,182 72 31,024
[0.00%] [49.03%] [0.00%] [11.21%)] [0.07%)] [0.03%] [0.00%] [0.16%] [39.27%)] [0.23%)] [100%]

{100.00%}

{100.00%}

{100.00%)}

{100.00%}

{100.00%}

{100.00%}

{100.00%}

{100.00%}

{100.00%}

{100.00%}

{100.00%)}

! Data for Vietnam and Cambodia are not reported here. 2 n [ 1is the percentage when the IN country subtotal (far right) is 100%. ®In { }is the percentage when the
FROM country subtotal (bottom) is 100%.
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Table 3.5

Top 10 country breakdown of long-term
debt securities investment, year-end 2002

In millions of US dollars

From United United Cayman
; Germany | Luxembourg Italy Netherlands Japan France Canada y Subtotal
In States Kingdom Islands
East 60,227 50,087 13,750 16,113 3,821 3,769 29,951 15,733 627 899 194,977
Asia (14)* [30.89%]" | [25.69%)] [7.05%] [8.26%)] [1.96%] [1.93%)] [15.36%] | [8.07%)] [0.32%)] [0.46%)] | [100.00%)]
{12.84%)° | {6.42%} {2.52%} {3.12%} {1.25%} {1.10%} {2.79%} | {2.63%} {4.10%} {2.13%} {4.16%}
Europe (42) 230,012 345,738 426,727 390,163 190,146 265,737 413,010 450,439 2,605 3,190 2,717,766
[8.46%)] | [12.72%] | [15.70%] [14.36%)] [7.00%] [9.78%)] [15.20%)] | [16.57%] | [0.10%] [0.12%] | [100.00%]
{49.04%) | {44.31%} | {78.15%} | {75.64%} | {62.32%} | {77.87%} | {38.47%} | {75.37%} | {17.01%} | {7.55%} | {57.99%}
North 106,024 206,101 57,071 82,675 43,198 60,612 395,281 78,321 7,988 31,770 1,069,044
America (2) | [9.92%] | [19.28%] [5.34%)] [7.73%)] [4.04%)] [5.67%)] [36.98%)] | [7.33%)] [0.75%] [2.97%] | [100.00%]
{22.60%} | {26.41%)} | {10.45%} | {16.03%} | {14.16%} | {17.76%} | {36.82%} | {13.11%} | {52.15%} | {75.19%} | {22.81%}
Latin 33,863 10,794 7,676 4,236 11,489 2,453 8,472 3,264 1,989 5,404 89,640
America [37.78%] [12.04%)] [8.56%)] [4.73%)] [12.82%] [2.74%)] [9.45%)] [3.64%)] [2.22%)] [6.03%] [100.00%]
(21) {7.22%} | {1.38%} {1.41%} {0.82%} {B8.77%} | {0.72%} {0.79%} | {055%)} | {12.99%} | {12.79%} | {1.91%}
Africa, 4,273 2,643 4,890 1,044 1,515 238 3,737 723 29 178 19,270
Middle East
and [22.17%] | [13.72%] | [25.38%)] [5.42%)] [7.86%] [1.24%)] [19.39%] | [3.75%] [0.15%] [0.93%] | [100.00%]
Southeast
Asia (42) {0.91%} {0.34%} {0.90%} {0.20%} {0.50%} {0.07%} {0.35%} {0.12%} {0.19%} {0.42%} {0.41%}
Tax 33,746 60,705 35,948 21,436 52,185 8,467 210,916 48,923 1,869 185 474,411
Havens (44) | [7.11%)] [12.80%] [7.58%] [4.52%] [11.00%] [1.78%] [44.46%)] | [10.31%)] [0.39%] [0.04%)] | [100.00%]
{7.19%} | {7.78%)} {6.58%} {4.16%} | {17.10%} | {2.48%} | {19.65%} | {8.19%} | {12.20%} | {0.44%} | {10.12%}
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Table 3.5 (cont)

Top 10 country breakdown of long-term

In millions of US dollars

debt securities investment, year-end 2002

o United United Germany | Luxembourg Italy Netherlands Japan France Canada Cayman Subtotal

In States Kingdom Islands
Other 910 104,219 3 148 2,750 3 12,152 221 209 629 121,244
Nations (73) |15 7506 | [85.96%] | [0.00%] [0.12%] | [2.27%] | [0.00%] | [10.02%] | [0.18%] | [0.17%] | [0.52%] | [100.00%]
{0.19%) | {13.36%} | {0.00%} | {0.03%} | {0.90%} | {0.00%} | {1.13%} | {0.04%} | {1.36%} | {1.49%} | {2.59%}
Subtotal 469,055 | 780,287 | 546,065 | 515815 | 305105 | 341,279 |1,073551| 597,623 | 15316 | 42,255 | 4,686,351
[10.01%] | [16.65%] | [11.65%] | [11.01%] | [6.51%] | [7.28%] | [22.91%] | [12.75%] | [0.33%] | [0.90%] | [100.00%]
{100.00%} | {100.00%} | {100.00%} | {100.00%} |{100.00%}| {100.00%} |{100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%}

Yn () next to the region’s name is the number of countries. 2 n [ 1is the percentage when the IN country subtotal (far right) is 100%. ®In { }is the percentage when the
FROM country subtotal (bottom) is 100%.
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Table 3.6

Top 10 country breakdown of short-term debt
securities investment, year-end 2002

In millions of US dollars

From

. gtna:gg KliJnng;geodm Germany | Luxembourg Italy Netherlands | Japan France Canada ?Sa}érr?;; Subtotal
East Asia 3,323 5,396 49 4,550 346 486 3,477 858 13 158 18,656
(14)* [17.81%] | [28.92%] [0.26%)] [24.39%] [1.85%)] [2.61%)] [18.64%] | [4.60%)] [0.073%)] [0.85%)] [100%)]
{2.14%} {7.04%} {0.36%} {4.97%} {3.77%} {5.32%} {7.23%} {1.229%} {0.30%} {2.01%} {3.84%}
Europe (42) 130,171 41,468 9,434 53,290 7,740 6,178 11,940 50,503 1,069 2,956 314,749
[41.36%] [13.17%)] [3.00%] [16.93%] [2.46%)] [1.961%)] [3.79%] | [16.04%)] [0.35%] [0.94%)] [100%)]
{83.81%} | {54.07%} | {69.22%} {58.20%} {84.36%} {67.68%} | {24.83%} | {71.80%} | {24.48%} | {37.68%} | {64.74%}
North 16,324 18,690 3,990 28,868 246 1,582 15,153 14,886 3,151 3,710 106,600
America (2) [15.31%)] [17.53%)] [3.74%)] [27.08%] [0.23%)] [1.48%)] [14.21%] | [14.00%)] [2.96%)] [3.48%)] [100%)]
{10.51%} | {24.37%} | {29.28%} {31.53%} {2.68%} {17.33%} | {31.52%} | {21.16%} | {72.15%} | {47.30%} | {21.93%}
Latin 357 712 8 117 46 15 - 47 - 617 1,919
America [18.60%] [37.10%)] [0.42%)] [6.10%)] [2.40%)] [0.78%] [0%] [2.50%] [0%] [32.15%)] [100%]
(21) {0.23%} {0.93%} {0.06%} {0.13%} {0.50%} {0.16%} {0.00%} {0.07%} {0.00%} {7.87%} {0.39%}
Africa, - 538 7 26 - 72 - 1 - 7 651
Middle East
and [0.00%0] [82.64%)] [1.08%)] [3.99%] [0.00%] [11.06%] [0.00%] [0.15%] [0.00%] [1.08%] [100%]
f\gf: Qig)s t {0.00%} {0.70%} {0.05%} {0.03%} {0.00%} {0.79%} {0.00%} {0.00%} {0.00%} {0.09%} {0.13%}
Tax Havens 5,143 1,962 141 4,685 797 793 17,318 4,023 129 292 35,283
(44) [14.58%] [5.56%] [0.40%] [13.28%)] [2.26%] [2.25%)] [49.08%] | [11.40%)] [0.37%] [0.83%)] [100%]
{3.31%} {2.56%} {1.03%} {5.12%} {8.69%} {8.69%} {36.02%} | {5.72%} {2.95%} {3.72%} {7.26%}
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Table 3.6 (cont)

Top 10 country breakdown of short-term debt
securities investment, year-end 2002

In millions of US dollars

From

Cayman

United United
. States Kingdom Germany | Luxembourg Italy Netherlands | Japan France Canada Islands Subtotal
Other - 7,933 - 26 - 2 192 18 5 104 8,280
Nations (73)
[0.00%] [95.81%)] [0.00%] [0.31%)] [0.00%)] [0.02%)] [2.32%)] [0.22%)] [0.06%)] [1.26%] [100%)]
{0.00%} {10.34%} {0.00%} {0.03%} {0.00%} {0.02%} {0.40%} | {0.03%} {0.11%} {1.33%} {1.70%}
Subtotal 155,318 76,699 13,629 91,562 9,175 9,128 48,080 70,336 4,367 7,844 486,138
[31.95%] | [15.78%] [2.80%)] [18.83%] [1.89%)] [1.88%)] [9.90%] | [14.47%)] [0.90%] [1.61%)] [100%)]
{100.00%} | {100.00%} | {100.00%} | {100.00%} |{100.00%} | {100.00%} |{100.00%} |{100.00%} | {100.00%} | {100.00%]} | {100.00%}

Yn () next to the region’s name is the number of countries. 2 n [ 1is the percentage when the IN country subtotal (far right) is 100%. ®In { }is the percentage when the
FROM country subtotal (bottom) is 100%.




Rule of law breakdown of long-term

Table 3.7

bonds, year-end 2002

In millions of US dollars

From Common Civil/French | Civil/German C'Y'I/ .
1 Scandinavian Subtotal
n (13) (18) ) 4)

Common (19) 582,835 235,504 722,734 64,783 1,605,856
[36.29%) [14.67%] [45.01%] [4.03%] [100%]

{42.66%)° {23.01%} {42.35%) {36.06%} {37.56%]}

Civil/French (22) 439,889 468,920 460,009 42,478 1,411,296
[31.17%)] [33.23%)] [32.59%)] [3.01%] [100%)]

{32.20%} {45.82%) {26.95%} {23.65%} {33.01%]}

Civil/German (6) 300,796 287,216 449,774 53,658 1,091,444
[27.56%)] [26.32%)] [41.21%)] [4.92%] [100%)]

{22.02%} {28.07%} {26.35%} {29.87%} {25.53%]}

Civil/ 42,627 31,740 74,228 18,729 167,323
Scandinavian (4) [25.48%)] [18.97%] [44.36%)] [11.19%] [100%]
{3.12%)} {3.10%)} {4.35%)} {10.43%} {3.91%)}

Subtotal 1,366,149 1,023,379 1,706,745 179,647 4,275,920
[31.95%] [23.93%] [39.92%] [4.20%] [100%]
{100%} {100%} {100%} {100%} {100%}

Yin () next to the region’s name is the number of countries. 2 n [ ]is the percentage when the IN country
subtotal (far right) is 100%. ®In { }is the percentage when the FROM country subtotal (bottom) is 100%.
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Table 3.8

Rule of law breakdown of short-term
paper, year-end 2002

In millions of US dollars

From | Common | Civil/French | Civil/German Civill

n (13)* (18) 5) Scant?z)nawan Subtotal
Common (19) 292,708 62,775 30,318 3,922 389,723
[75.11%] [16.11%] [7.77%] [1.01%] [100%)]

(68.96%)° (47.84%) (53.48%)} (42.74%) (62.70%)}

Civil/French (22) 63,700 36,078 17,351 1,046 118,175
[53.90%] [30.53%] [14.68%] [0.89%] [100%]

{15.01%) (27.50%) {30.609%) {11.40%) {19.01%)
Civil/German (6) 53,424 25,119 6,619 1,571 86,733
[61.60%)] [28.96%) [7.63%] [1.811%] [100%]

{12.59%)} {19.14%)} {11.67%} {17.12%} {13.95%)}
Civil/ 14,615 7,243 2,406 2,637 26,901
Scandinavian (4) [54.33%)] [26.92%] [8.94%] [9.80%] [100%]
(3.44%) (5.529%) (4.24%) (28.74%)} {4.33%)

Subtotal 424,447 131,215 56,694 9,176 621,532
[68.30%] [21.11%] [9.12%] [1.48%] [100%]

{100.00%} | {100.00%} | {100.00%} | {100.00%} | {100.00%}

Yin () next to the region’s name is the number of countries. 2 n [ ]is the percentage when the IN country
subtotal (far right) is 100%. ®In { }is the percentage when the FROM country subtotal (bottom) is 100%.

4, Regression results

We begin our empirical analysis by estimating cross-country regressions that examine
whether differences in foreign bond investments can be accounted for by cross-country
differences in property rights protection, while controlling for other macro factors that may be
important.

4.1 Summary statistics of the regression sample

In Table 4.1, we present the list of 47 sample countries and some of the variables used in the
regression analysis. We partition the sample into two groups by the median of the property
right index. One clear message delivered by the table is that countries with stronger investor
protection show larger GDP and have more local bonds held by foreign investors. The
percentage of local bonds held by foreign investors scaled by GDP is 7.18% for countries
with low investor protection, whereas the same figure is as much as 35.5% for countries with
high property rights protection. Table 4.2 presents some summary statistics and correlations
used in the analysis.
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Table 4.1

Summary statistics

(1)

()

(3)

(4)

(6)

()

Country Shg(ratt;irm Egpr% dc?r;ct)assic Paegr]((:ae(;]ft Oris(y5i21 of P:?gph(atg[y Crrizci]itt;) r
(in m$) : ebts p_roduct debts law Index Index
(in m$) (inm$) | over GDP
Countries with low property rights protection
ARG 606 21,485 268,831 8.22 2 16.84 1
BRA 2,984 43,500 508,994 9.13 2 20.24 1
CHL 80 4,332 66,450 6.64 2 19.60 2
COL 31 5,886 82,411 7.18 2 18.97 0
ECU 14 1,233 21,024 5.93 2 16.93 4
EGY 48 491 98,476 0.55 2 16.22 4
GRC 460 61,302 117,169 52.71 2 21.01 1
IDN 79 1,597 141,255 1.19 2 15.40 4
IND 214 1,766 481,440 0.41 1 18.44 4
JOR 18 176 8,829 2.20 2 16.41
KEN 22 18 11,396 0.35 1 16.46 4
KOR 2,018 22,425 427,234 5.72 3 22.20 3
LKA 31 130 15,662 1.02 1 16.30 3
MEX 742 42,802 623,890 6.98 2 18.61 0
MYS 292 9,538 88,050 11.16 1 22.76 4
PAK 22 244 58,648 0.45 1 13.47 4
PER 143 1,792 54,218 3.57 2 14.92 0
PHL 332 8,804 71,382 12.80 2 12.94 0
THA 348 3,607 115,310 3.43 1 20.17 3
TUR 575 11,833 145,244 8.54 2 18.13 2
URY 129 1,629 18,561 9.47 2 18.87 2
VEN 226 8,544 126,197 6.95 2 17.89
ZWE 17 39 9,057 0.62 1 16.07 4
Average 410 11,008 154,771 7.18 18
Countries with high property rights protection
AUS 25,448 73,916 368,726 26.95 1 26.50 1
AUT 6,512 104,400 188,546 58.83 3 27.86 3
BEL 22,536 97,354 229,610 52.22 2 27.93 2
CAN 14,872 196,559 694,475 30.44 1 28.63 1
CHE 3,297 13,828 247,091 6.93 3 29.96 1
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Table 4.1 (cont)

Summary statistics

(1) Lc(>f1)g— Gﬁg)ss Per(c‘:l()ant- (5) ©) (7)

Country Sh(cj)rt—term term domestic age of Origin of Prpperty C(edltor
) ebts debts product debts law rights rights
(in m$) : ; Index Index
(in m$) (inm$) | over GDP
Countries with high property rights protection

DEU 84,910 802,257 | 1,846,069 48.06 3 28.60 3
DNK 6,036 51,119 161,542 35.38 4 28.98 3
ESP 5,724 165,876 581,823 29.49 2 25.30 2
FIN 3,639 37,677 120,855 34.19 4 28.82 1
FRA 56,589 331,120 | 1,309,807 29.60 2 27.89 0
GBR 174,385 394,595 | 1,424,094 39.95 1 28.44 4
HKG 505 15,691 162,843 9.95 1 25.63 4
IRL 12,496 67,419 103,298 77.36 1 27.15 1
ISR 91 8,996 1 24.12 4
ITA 31,564 428,540 | 1,088,754 42.26 2 24.65 2
JPN 36,127 167,520 | 4,141,431 4.92 3 27.88 2
NLD 39,538 371,334 380,137 | 108.09 2 29.33 2
NOR 2,584 32,007 166,145 20.82 4 29.59 2
NZL 3,844 9,145 50,425 25.76 1 28.98 3
PRT 3,278 44,617 109,803 43.62 2 24.85 1
SGP 1,233 13,228 84,871 17.04 1 26.38 4
SWE 14,220 84,280 209,814 46.95 4 28.98 2
USA 418,135 1,660,138 | 10,065,270 20.65 1 27.61 1
ZAF 255 7,085 114,174 6.43 1 23.07 3
Average 40,326 215,779 | 1,036,939 35.47 27 2

This table presents the amount of local bonds held by foreign investors as of the end of 2001, gross
domestic product in 2001, percentage of bonds over GDP, legal origin indicator, property rights
index and creditor rights index for each of 47 sample countries. The property rights index is the sum
of three indexes from La Porta et al (1998). Legal origin indicator “1” is English origin, “2” French,
“3” German, and “4” Scandinavian. Each index ranges from zero to 10. Each index measures
government corruption, the risk of expropriation by the government and the risk of the government
repudiating contracts. High values of property rights indexes indicate better protection of property
rights. The creditor rights index is the sum of four dummy variables, each of which measures “no
automatic stay on assets”, “secured creditors first”, “restrictions for going into reorganization” and
“current management does not stay in the reorganized firm”. High values of creditor rights indicate
better protection of creditor rights.
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Table 4.2

Summary statistics of variables

Panel A: summary statistics

Variable N Mean Std dev Minimum Maximum
Short-term debts/GDP 47 2.33 3.37 0.04 12.25
Long-term debts/GDP 47 18.56 20.61 0.15 97.68
Property rights index 47 22.68 5.33 12.94 29.96
Creditor rights index 45 2.00 1.00 1.00 4.00
GDP per capital 47 15,053 13,686 332 48,160
Inflation rate 46 5.90 12.52 -3.97 64.87
Growth rate of GDP 47 0.62 4.22 -14.36 10.03
Lending rate 43 14.32 14.41 2.16 64.02

Panel B: correlations

) ) 3) (4) (®) (6) (7) (8)

(1) Short-term

debts/GDP 1.00
(2) Long-term 0.72 1.00
debts/GDP (0.00)

(3) Property rights index 0.65 0.61 1.00
(0.00) | (0.00)

(4) Creditor rights index | -0.09 | —-0.22 | -0.11 1.00
(0.55) | (0.15) | (0.46)

(5) GDP per capita 0.52 0.53 0.90 | -0.18 1.00
(0.00) | (0.00) | (0.00) | (0.25)
(6) Inflation rate -0.24 | -0.22 | -0.38 0.07 | -0.37 1.00

(0.11) | (0.14) | (0.01) | (0.66) | (0.01)

(7) Growth rate of GDP | 0.33 | 030 | 041 | 001 | 034 | 067 | 1.00
(0.02) | (0.04) | (0.00) | (0.96) | (0.02) | (0.00)

(8) Lending rate 040 | -0.41 | -062 | 015 | -057 | 0.79 | -0.72 | 1.00
(0.01) | (0.01) | (0.00) | (0.34) | (0.00) | (0.00) | (0.00)
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4.2 Baseline regressions

Table 4.3 presents results from regressions on the cross-country data. The dependent
variable is the local bonds held by foreign investors scaled by the size of GDP in the sample
countries.’* We first look at the regression results reported in Column (1) of Table 4.3. The
explanatory variables are the log of the lending rate level in the country and the log of per
capita GNP. We also include the growth rate of GNP. The coefficient on the lending rate level
is positive and that on the growth rate of GNP is also positive, but both of these coefficients
are not significant at conventional levels. The coefficient on per capita GNP is positive and
significant at the 1% significance level. This implies that richer countries attract more
investment in local bond markets from abroad.

In Column (2) we examine whether the cross-country variation in the creditor rights index
explains the variation in foreign bond investments. The coefficient on the creditor rights index
is again not statistically significant. In the regression in Column (3), we drop the creditor
rights index and replace it with the property rights index. The coefficient on the property
rights index variable is positive and significant at the 1% level. The coefficient on the per
capita GNP loses its significance, which indicates that the institutional variable is more
important than the degree of economic development.

The positive relation between foreign bond investments and the strength of property rights
protection supports the view that property rights protection allows more efficient contracting,
and that foreign investors are willing to take part in countries where property rights protection
is strong. Together with other variables, the property rights index explains about 38.5% of the
variation in cross-country foreign bond investments. Notice also that the explanatory power
significantly increases from the regression in Column (1) by 14.7 percentage points to 38.5%.

The fact that the creditor rights index does not explain the cross-country variation in foreign
bond investments supports the argument that what matters to foreign investors is not the
actual law that provides creditor rights protection, but, instead, how the law is enforced. The
enforcement is a function of property rights protection. Demirglic-Kunt and Maksimovic
(1999) reach a similar conclusion. These authors argue that a direct statistical relation
between the existence of creditor rights and financial contracts is not expected, because the
“existence of rights may be necessary but not sufficient to make a financial contract
enforceable.” In a different context, Esty (2002) finds that creditor rights and property rights
affect foreign bank participation in project loan syndicates.

When both the property rights index and the creditor rights index variables are included
together with the log of per capita GNP and the log of lending rates (in COLUMN (4)), only
the property rights index variable is statistically significant.

Our results provide additional evidence in the literature underscoring the importance of
property rights protection in the development of debt markets. Miller and Puthenpurackal
(2002) examine the costs, wealth effects and determinants of international capital raising for
a sample of 260 public debt issues made by non-US firms in the yankee bond market. They
find that investors demand economically significant premiums on bonds issued by firms that
are located in countries that do not protect investors’ rights and do not have a prior history of
ongoing disclosure. Their results support the idea that better legal protections and more
detailed information disclosure increases the price investors will pay for financial assets. Bae
and Goyal (2003) examine how property rights affect private contracting in bank loan
markets. They find that when property rights are weaker, banks offer less credit, charge
higher spreads and lend only on a short-term basis.

12 we also scale the foreign investor-held bonds by the size of the bond markets in the sample countries. The
results are similar.
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Regression of bond holdings by foreign investors on
property rights index and macroeconomic variables

Table 4.3

Panel A. Short-term paper

1) ) 3 4

Constant 0.414 0.503 —9.607*** —0.541%**
(0.81) (1.22) (3.14) (3.33)
Lending rate 0.022 0.023 0.015 0.019
(0.04) (0.05) (0.04) (0.04)
Growth rate of GNP 0.179 0.188 0.081 0.096
(0.14) (0.15) (0.13) (0.14)
Per capita GNP 0.114 0.114%** -0.077 —0.080
(0.03) (0.04) (0.06) (0.06)
Creditor right index —-0.048 -0.136
(0.36) (0.32)

Property rights index 0.573*** 0.583***
(0.17) (0.18)
Observations 45 43 45 43
Adjusted R-squared 0.238 0.200 0.385 0.356

Panel B. Long-term bonds
1) ) 3 4)

Constant 6.727 12.187 -39.078* —-35.015*
(4.98) (7.32) (20.20) (20.97)
Lending rate 0.137 0.154 0.104 0.137
(0.29) (0.31) (0.28) (0.29)
Growth rate of GNP 0.906 1.030 0.460 0.597
(0.86) (0.94) (0.84) (0.90)
Per capita GNP 0.728*** 0.686*** —0.145 -0.227
(0.21) (0.22) (0.42) (0.44)
Creditor right index -2.276 —2.689
(2.15) (2.04)

Property rights index 2.620%** 2.741*
(1.12) (1.15)
Observations 45 43 45 43
Adjusted R-squared 0.236 0.217 0.311 0.303

The table presents results from cross-sectional regression of bond holdings by foreign investors. The sample
includes 45 countries. The dependent variable is the short/long-term bonds held by foreign investors as of the
end of 2001 over GDP. Independent variables include the inflation rate and log of per capita GNP, property
rights index, creditor rights index. Numbers in parentheses are standard errors. ***Significant at the 1% level.
**Significant at the 5% level. *Significant at the 10% level.
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While not reported, we also examine whether property right protection affects the trading
activity of foreign investors in local bond markets. We compute the size of bond portfolio
flows between the United States and each country in our sample. US investors represent a
significant fraction of the portfolio capital flows. Furthermore, comparable data are not
available from other countries. The monthly flow of portfolio capital between the United
States and virtually every country in the world is made available online by the US Treasury
Department starting with 1988 data.*® We use the sum of inward and outward flows of US
investors scaled by the market's GDP to proxy for the amount of bond portfolio activity
crossing a particular country’s borders in a particular month. The results show that we
observe more active foreign trading activity in countries with strong property rights.

4.3 Robustness tests

This section presents results from sensitivity tests that examine whether there are other
explanations for our results. A concern with cross-country analysis is that the regression may
omit an important explanatory variable that is really driving the result and that is highly
correlated with property rights protection. To rule out several alternative explanations, we
have experimented with other plausible institutional and macroeconomic factors and examine
if including them reduces the significance of the coefficient on the property rights index. In
particular, we focus on the legal origin dummies, country risk and variables that measure the
size and activity of debt and equity markets. These sensitivity tests rule out a large number of
alternative explanations.

Legal origin dummies: La Porta et al (1998) show that the legal origin of a country’s laws
explains the degree of investor protection in that country. English common-law countries
offer creditors stronger legal protection against managers. German civil-law countries are
protective of secured creditors. Scandinavian civil-law countries are the best in law
enforcement. The legal variables are from the La Porta et al (1998) dataset. While the results
are not reported, none of the legal origin dummy variables is significant.

We also examine the effect that including only the French legal origin dummy has on the
coefficient of the property rights index in the baseline regression. French civil-law countries
are considered weak in investor protection. However, these unreported results show that the
conclusions are not sensitive to the set of legal origin dummies included in the regression.
The French legal origin dummy continues to remain insignificant while the property rights
index remains positive and significant at the 1% level.

GNP growth volatility: To address concerns that per capita GNP or the lending rate level
does not adequately capture country risk, we include GNP growth volatility as an additional
measure of country risk. GNP growth volatility is estimated as the standard deviation of the
annual growth rate in GNP. As one would predict, the coefficient on the GNP growth rate
volatility is negative but not significant. The inclusion of GNP growth volatility does not
change our main results on the property rights index.

Size of stock market: We examine the stock market capitalisation to GDP ratio, which equals
the value of listed shares divided by the GDP and the stock market total value traded to
GDP. Our results on the importance of the property rights index are robust to controlling for
the importance of the stock market in the economy. In addition, our results are robust to the
inclusion of variables that measure the size of the bond markets and the size of the primary
equity markets.

3 The data were downloaded from www.treas.gov/tic/country-longterm.html, and are also available in the
Treasury's monthly bulletin. Across our sample of emerging market countries, only Sri Lanka lacks data from
this source.
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Table 4.4

Robustness tests

Panel A. Short-term paper

1) 2) 3) (4)
Constant —11.176*** —8.055** —09.662*** —14.606
(3.90) (3.56) (3.22) (15.07)
Lending rate 0.024 0.034 0.009 0.029
(0.04) (0.05) (0.04) (0.05)
Growth rate of GNP 0.133 0.098 0.102 0.109
(0.14) (0.14) (0.14) (0.19)
Per capita GNP 0.018 —0.088 -0.091 -0.107
(0.08) (0.07) (0.07) (0.08)
Creditor right index 0.055 -0.132 -0.001 -0.266
(0.37) (0.32) (0.32) (0.46)
Property rights index 0.477** 0.561*** 0.615*** 0.687***
(0.19) (0.18) (0.18) (0.31)
English origin dummy 2.463
2.77)
French civil origin 2.862
dummy (1.82)
German civil origin -0.794
dummy (1.84)
GNP growth volatility -0.329
(0.29)
Stock market cap/GDP -0.113*
(0.61)
Country credit rating 0.717
(4.56)
Observations 43 43 43 36
Adjusted R-squared 0.390 0.361 0.396 0.285
Panel B. Long-term bonds
1) 2) (3) 4)
Constant —60.172** —21.426 —35.309* —159.53*
(23.67) (22.05) (21.13) (93.68)
Lending rate 0.057 0.270 0.113 0.139
(0.27) (0.29) (0.29) (0.35)
Growth rate of GNP 1.165 0.614 0.611 0.284
(0.86) (0.88) (0.91) (1.20)
Per capita GNP -0.067 —-0.300 —-0.254 -0.410
(0.50) (0.43) (0.44) (0.50)
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Table 4.4 (cont)
Robustness tests

Panel B. Long-term bonds (cont)

1) (2 3) (4)
Creditor right index 0.642 -2.518 -2.359 -1.847
(2.23) (2.00) (2.11) (2.87)
Property rights index 3.053*** 2.538** 2.819** 1.151
(1.16) (1.13) (1.16) (1.96)
English origin dummy -0.424
(10.65)
French civil origin 19.163*
dummy (11.02)
German civil origin -2.832
dummy (11.19)
GNP growth volatility -3.014*
(1.80)
Stock market cap/GDP -0.275
(0.40)
Country credit rating 38.769
(28.36)
Observations 43 43 43 36
Adjusted R-squared 0.391 0.335 0.293 0.206

The table presents results from an additional cross-sectional regression of bond holdings by foreign investors
to test the robustness of results reported in Table 3. The sample includes 45 countries. The dependent variable
is the short/long-term bonds held by foreign investors as of the end of 2001 over GDP. This table presents
several additional country level regressions of country median loan spreads to test the robustness of results
reported in Table 4.3. Independent variables include the lending rate and log of per capita GNP, property rights
index, creditor rights index, legal tradition dummies, GNP growth volatility, stock market capitalisation over
GDP and country credit rating. Numbers in parentheses are standard errors. ***Significant at the 1% level.
**Significant at the 5% level. *Significant at the 10% level.

Country credit rating: We examine if our results survive when we include the country credit
rating. We use Standard and Poor’s Foreign Currency Sovereign Credit Rating as a proxy for
country credit rating. While not reported, we also examine country credit rating scores
obtained from IMD survey data as of 2001 and find similar results. The S&P ratings data are
available for 40 countries. For our sample countries, the S&P ratings range from AAA to B—
with a rank of one to 16. We convert these rank values to continuous variables. Intuitively,
bonds of countries with better credit ratings are likely to be preferred by foreign investors and
one would expect that this variable is positively related to our dependent variable. The results
show that the property rights index is significant and positive in explaining both short-term
and long-term bonds held by foreign investors even after controlling for credit rating.
However, for long-term bonds, neither the property rights index nor the country credit rating
is significant, perhaps due to strong correlation between these two variables.

2002 data: To examine if the results are robust across time, we reexamine the data in year
2002. The results are very similar to those using the data in year 2001.
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These sensitivity tests show that our results concerning the relation between property rights
protection and foreign bond investments are robust.

5. Summary and conclusions

This paper investigated how the protection of property rights affects foreign bond
investments. Some countries provide stronger protection for private property rights than do
other countries. The rights that lenders have are likely to be better enforced in countries with
stronger protection of property rights. We asked if cross-country differences in property rights
protection affect foreign bond holdings, after controlling for cross-country differences in
macroeconomic variables including GNP per capita, lending rates and/or inflation rates and
exchange rates.

Our findings suggest that differences in property rights protection translate into large
differences in foreign bond investments. In countries that provide weak property rights
protection, foreign investors make smaller investments.

These results imply that by improving property rights protection, a country or region can
expect to attract foreign interest and participation in local or regional bond markets. To the
extent that foreign investors play a vital role in providing liquidity, our evidence shows that
improving property rights protection is a matter of prime importance.
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Choice of currency
by East Asia bond issuers

David G Fernandez and Simon Klassen

Introduction

In discussing bond markets in Asia, academics and policymakers typically begin by noting
that the Asian crisis of 1997-98 in part resulted from the underdevelopment of the region’s
domestic bond markets and the resultant currency and duration mismatches. When
assessing the progress made in developing these markets in the post-crisis years,
academics and policymakers usually observe that, while several domestic currency
government bond markets have moved ahead, corporate bond markets have lagged (Asian
Development Bank (2002), Reserve Bank of Australia (2003)). The policy conclusion is
therefore often drawn: to prevent another Asian crisis, Asian bond markets must be further
developed.

This paper has two objectives, one straightforward and factual, the other more speculative.
First, we let the data on Asian bond issuance speak for themselves, finding that since 2000,
primary issuance by Asian corporates in local currency has far eclipsed US dollar-
denominated paper. We conclude that the post-crisis growth of the domestic currency
corporate market is underappreciated (this section expands on points made in Fernandez
and Klassen (2003)). We comb through the data on issuance to point out cross-country,
cross-sector and duration differences, but the overall message is that corporate issuance,
per se, has grown significantly. Second, looking forward, we argue that the problem of Asia’s
corporate bond market development will not be one of the supply of domestic currency
obligations. Rather, it will have more to do with demand: demand side factors that lead to the
contrast between a liquid US dollar bond market in Asia and the relatively illiquid local
markets. The difference is a by-product of financial market globalisation generally and is one
that has drawn investors in Asia towards structured products and away from “plain vanilla”
local currency issues.

About the data

The focus of this paper is on Asian corporate, financial and quasi-sovereign issuance data
from BondWare, a database compiled by Dealogic, an independent data distributor. The data
start in 1980 and cover an extensive range: 10,157 individual bond issues by a total of 2,388
issuers, for a total issuance amount of USD 667 billion. We look at the issuance patterns in
10 Asian economies excluding Japan - China, India, Indonesia, Hong Kong SAR, Korea,
Malaysia, the Philippines, Singapore, Taiwan (China)* and Thailand - and focus on the data
after 1998, when local currency issuance first started to capture the market'’s attention.

Restricting ourselves to this data source when looking at Asian corporate bond issuance
introduces a bias into our analysis. One of the purposes of BondWare data is to permit the
ranking of bookrunners (the lead underwriters controlling the distribution of paper) by amount

1 Hereinafter Taiwan.
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or number of deals underwritten); indeed, the data are effectively provided by the
bookrunners. For this reason, BondWare only captures those issues that the bookrunner
wants to advertise. This means that small-sized bonds, reverse inquiries (investor-driven
deals) under private placement and the like may be underrepresented in our sample. In
addition, we suspect that BondWare’s historical closeness to the US dollar market and
developed markets generally skews its coverage away from local currency bond markets.
This sounds like a serious problem, but in fact this is a bias that serves our purpose well.

We are interested in documenting the current development of the region’s local currency
corporate debt market. Issuance that goes unadvertised, is placed directly in a limited
number of hands, and hence is hidden from the BondWare database is likely similarly to be
hidden from the wider investor base. The bonds captured in BondWare therefore represent
the state of internationalised corporate bond issuance - the ideal case.

For comparable data on government issuance, we use our own data compilation, based on
the respective national treasuries. Issuance that is the direct result of sterilisation of central
bank purchases of foreign exchange is excluded (though McCauley (2003) makes interesting
points about the potential synergies between the two markets).

Government issuance has led the way for local bond market
development

Issuance of local currency government bonds has grown substantially since the Asian crisis
(Klassen (2004)). Taking two snapshots of issuance, one in 1999 and one in 2003, shows that
government issuance has grown roughly 40% over that period (Table 1). The amount of
renminbi-denominated bonds issued by the Chinese government remains the largest in non-
Japan Asia, but considerable increases in issuance have come out of other economies that
have run substantial fiscal deficits, such as Malaysia, the Philippines, India and Taiwan.
Korean issuance to refinance financial sector restructuring and for other needs has also risen.

Table 1

Government gross bond issuance

In billions of US dollars

Country Local 2003 Local 1999 USD 2003 USD 1999
China 455 48.6 1.0 -
Hong Kong SAR 1.7 0.8 - -
India 31.1 19.6 - -
Indonesia 14 - - -
Korea 28.8 15.8 1.0 -
Malaysia 12.6 3.7 - 1.0
Philippines 17.0 1.5 2.7 3.7
Singapore 4.9 3.7 - -
Taiwan, China 13.3 8.8 - -
Thailand 14 10.7 - -
Total 157.7 113.2 4.7 4.7

Source: National data compiled by JPMorgan Chase.
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These snapshots of government issuance also show that sovereign funding done in US
dollars has risen. With the exception of the Philippines (which in certain years, such as 1999,
actually issued more in dollars than it did in pesos), the Asian sovereign financing mix is very
skewed towards local currency bonds. Sovereign dollar issuance from China and Korea in
2003 was clearly for benchmarking and profile purposes.

So, not only have local currency government bond markets grown in size over the past
several years, but sovereigns in Asia have displayed a clear preference for local currency
over US dollar funding. The mix between local and foreign funding by sovereigns in Asia over
the period 1998 to 2003 can be seen in Graph 1. First, there is a group of governments that
issue exclusively in local currency (Hong Kong, India, Singapore and Taiwan) and another
group that does so almost exclusively (China, Indonesia and Thailand). In the middle are
Korea and Malaysia, whose government issuance is still skewed towards local funding, but
who tend to have a more balanced mix. And, finally, there is the Philippines exception, which
was referred to above. Finally, we take note of the maturity of government issuance, because
it will be echoed in the next section on corporate issuance. For governments and quasi-
government entities that issue in both local and foreign currency, their issuance in US dollars
tends to be further along the yield curve, especially in the Philippines and Malaysia. In the
case of Thailand, dollar funding, like baht funding, tends to be of short maturity.

Among the various other characteristics necessary to make government bond markets
effective is liquidity. McCauley and Remolona (2000) show that, with respect to government
bond markets, larger size tends to lead to more trading and greater liquidity. When it comes
to the Asian government bond markets, it seems fair to conclude that size itself is not the
limiting factor in market development.

Size matters and Asia has it: domestic corporate bond markets have
grown considerably

Before the Asian crisis, the words “liquid” and “internationalised” could not have been used to
describe any of the corporate, local currency debt markets in non-Japan Asia. The
BondWare data (recalling the biases cited earlier) show that in 1998 corporations in Asia
excluding Japan issued a paltry USD 222 million-equivalent of local currency bonds
(Graph 2, with amounts converted at prevailing exchange rates). What is effectively a zero
line for corporate, local currency issuance across the region continued through the 1997-98
regional crisis. On the other hand, the same graph shows that there was some foreign
currency issuance before the crisis, though it largely came from one entity: the Singapore-
headquartered Asia Pulp and Paper. By the end of 1998, total US dollar corporate issuance
out of the region stood at USD 8.8 billion.

Another way to think about this very skewed currency composition of debt issuance is that
local currency bonds made up less than 2% of total corporate issuance before the Asian
crisis and a mere 6% during the crisis period. So, the problem of Asia’s corporate, local
currency bond markets before the regional financial crisis could not have been more basic -
they almost did not exist but for a few examples in Hong Kong SAR, Singapore and possibly
Korea. The obvious first step towards creating markets that could ameliorate the double
mismatch of currency and duration was for the domestic, corporate bond markets to grow
from their paltry size.

Looking at the data, it is immediately apparent that the growth in the size and the shift in the
composition of Asia’s corporate bond markets has been even more striking than those of
Asia’s government bond markets. Since the Asian crisis, local currency bond issuance by
corporations has soared: Graph 2 shows that, by 1999, corporate issuance in local currency
surpassed that in US dollars, and since then the race has not been a contest. Total local
currency bond issuance in non-Japan Asia was over 10 times higher in 2000 than it was just
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two years earlier. This is not to say that US dollar debt issuance from corporations has stood
still since the crisis. Indeed, this asset class has expanded to such an extent that dedicated
indices, such as the JPMorgan Asia Credit Index (JACI), have been developed as
benchmarks for the investor base. Nevertheless, the growth story since the crisis is clearly in
the local corporate bond markets, with over 70% of bonds in non-Japan Asia issued in
domestic currencies since 1998 - a vast improvement from the single digit percentages cited
earlier (Graph 3).

Corporate issuance tends to mirror sovereign’s currency choices

Just as we have seen in the case of Asian governments, Asian corporations vary in their
choice of currency mix across economies. Like governments, Asia corporations in most of
the 10 economies show a clear preference for issuing in their own currencies. Indeed, there
is a striking similarity between government and corporate behaviour: the currency choice by
corporations tends to closely mirror that of their respective sovereigns (Graph 4).

For Thailand, Taiwan (China), India, Korea, Malaysia and the Philippines, the choice of
currency for bond issuance by sovereigns and corporations is very similar. At one extreme,
Thai and Taiwanese firms effectively issue all of their debt in local currency (just like their
sovereigns), while at the other extreme, Philippine firms raise most of their funding from the
US dollar market (just like their sovereign).

The exceptions are worth noting. Clearly, in the cases of Hong Kong and Singapore, the
local multinational firms have a natural need for some US dollar funding. In addition, the fixed
exchange rate policies of Hong Kong and Malaysia, and to a lesser extent Singapore, create
a natural tendency for firms to rely on US dollar financing. We would also recognise the
biases of the BondWare data in the case of China, where corporate funding in renminbi may
be a higher proportion than that shown if many issues occur “under the radar” in the sense
that they are placed with local banks and are not accessible to investors generally. In
addition, until recently, tax incentives actually encouraged Chinese issuers to borrow in US
dollars. Finally, for Indonesia, note that the numbers in dollar terms are very small and that
government issuance in local currencies has only just resumed, while small dollar issuance
by corporations became possible only in 2002.

This post-crisis transition to a preference for local currency funding by Asian corporations
also varies across countries. To highlight the variation, Graphs 5 and 6 display the dollar
amounts of domestic and foreign currency issuance by firms from Thailand and Singapore,
respectively, from 1994 to 2003. In the case of Thailand, the switch was dramatic. Pre-crisis,
the exchange rate stability, the interest rate premium on baht and other factors led Thai
corporations to fund themselves in US dollars. That funding source evaporated during the
crisis and since then almost all issuance has been in local currency, including substantial
amounts issued to repay foreign currency-denominated debts. In the case of Singapore, the
transition by firms was much more gradual and the outcome more balanced. Nevertheless,
the pattern of increasing amounts of issuance in local currency is also apparent.

Other characteristics of Asian corporate local bond issuance: maturity,
Size, sectors

Along with overall market size, there are a host of other characteristics that are associated
with a well functioning corporate bond market: issuance across the yield curve, large
individual issuance size, and issuance from a variety of sectors, to name a few. We take a
last look at the BondWare data on Asian corporations and highlight these patterns. While the
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amount of local currency issuance has clearly grown in many Asian countries, there are other
dimensions in which this supply could still develop.

Maturity: Graph 7 shows that the maturity of local currency corporate issuance is similar to
that seen in government bonds. That is, corporate issuance in local currency is heavily
skewed to the very short end. For issuance above five years, foreign currency bonds are
favoured over local bonds.

Size: Graph 8 shows that, in general, issuance in local currency tends to be done in smaller
sized bonds. On average, issue size for local currency issuance is less than half that for
foreign currency issuance. It should be noted that, over time, especially in the past two years,
that size gap is narrowing.

Sector: Graphs 9 and 10 show that, in both local and foreign currency bond markets,
issuance from financials dominates.

Prospects for the issuance of Asian local currency corporate bonds are
bright

So, the overall message regarding the supply of local currency corporate bonds in Asia is
that the situation today is already very positive. Governments had taken the lead after the
Asian crisis and corporates have followed.

And the future of corporate bond supply looks even brighter. Simply looking at scheduled
redemptions (Graph 11), reflecting the short-dated characteristic of local bonds pointed out
above, there is more issuance in the pipeline. Once the stock of debt has been built up, as it
has over the past several years, issuance tends to be perpetuated: supply begets more

supply.

Thoughts about the demand side of the market

In closing, we turn our thoughts to the much-neglected demand side of the equation with
respect to Asian corporate bond market development. In our view, the benefits of this fast-
growing local currency bond market that we have documented have not been spread evenly.
Much attention has rightly been paid to the importance of building a primary bond market for
Asia’s corporate issuers. But let us spare a moment to think about investors’ needs. Indeed,
even though significant progress has been made on the supply front over the past several
years, the constraint on developing Asian secondary bond markets looks likely to come from
issues on the demand side.

In general, the relationship between issuer and investors is not necessarily a zero-sum
game. True, for each issue, a lower coupon benefits the issuer at the direct expense of the
investor, but lower debt service costs for a firm reduce the likelihood of default, which
benefits both. There is also a virtuous cycle in which the lower cost of capital reduces
inflation pressures; lower inflation reduces financial volatility; lower volatility is rewarded
through lower borrowing costs. Many of these factors have been at work in Asia.

Another area of obvious benefit for both lenders and borrowers is the development of
secondary market liquidity. Investors benefit from the flexibility of being able to transfer risk
before maturity - they are prepared to pay a premium for this which then lowers the interest
costs for issuers. However, a different kind of liquidity - the excess deposit liquidity in the
Asian banking sector - already benefits issuers and, as such, the lack of secondary market
liquidity is primarily disadvantaging investors. Indeed, the clearest benefits for issuers have
come from more traditional demand side pressures: viz the excess liquidity in the region’s
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banks (Graph 12). Comparing this increase in excess liquidity with the growth in issuance, it
can be seen that issuers have benefited through the increased demand.

The result has been a shrinking of credit spreads on Asian dollar bonds (Graph 13). While
the exact determinants of this spread tightening are difficult to pin down, we would certainly
attach significant importance to the excess liquidity in the banking sector that has prompted
the so-called “Asian bid”. Whatever the causes, lower spreads have reduced the opportunity
for investors to earn yield by taking credit exposure.

Ideally, this imbalance should be corrected as new issuers enter the market and widen
spreads. But the low yields have not enticed enough new entrants. One reason is that that
the universe of issuers in Asia is very narrow and issuers lack diversity. Additionally, low
bond yields have also had to compete with another form of capital-raising - equity financing.
With a high demand for global diversity in equity portfolios and the low actual supply, Asian
equities are arguably even more mispriced than credit spreads. Accordingly, firms find equity
issuance more attractive than bond issuance.

Investors, recognising the supply imbalance, have instead shifted the focus of their demand
away from “plain vanilla” corporate issuance. As an alternative, investors have set their
sights on structured products. Effectively, investors do not believe that current yields
adequately compensate them for taking the credit risk entailed in buying corporate bonds
and accepting the lack of secondary market liquidity. Instead, structured products which offer
principal protection and leverage market risk (either yield curve shape or volatility), are
perceived to offer a higher yield for the same liquidity constraints. In essence, structured
products work through taking leveraged bets on observable market prices.

Examples of structured products offered to Asian investors are now numerous:

) Convertible bonds: these pay coupons like a regular bond but the principal is
redeemed in equity subject to the performance of the stock and at the discretion of
the issuer.

o Cover call selling: the investor buys a standard bond but sells potential upside to

lock in a higher up-front yield.

) “Quanto” structures: the principal is issued and redeemed in one currency but the
coupon is indexed off another, higher-yielding, currency yield curve.

o Range accrual notes: these pay twice the current market coupon if an observable
market interest rate stays been two agreed levels, but half the coupon if the interest
rate moves outside the agreed range.

o Target redemption notes: these guarantee principal protection and a higher than
market yield but the redemption date is not fixed at issuance.

o Collateralised debt obligations: these tier both the returns and the risks of standard
bonds into low-risk and low-return tranches, on the one hand, and high-return, high-
risk tranches on the other, and may use derivative products to tailor characteristics
to demand.

A common trait across all of these products is that, so long as the investor holds it to
maturity, the principal is protected. Of course, this is the same as with a standard bond,
barring default. In contrast to the credit risk of direct lending to corporations, however, with
market-linked structures the investor limits credit exposure to the default risk of the issuing or
arranging banks and even this risk is sometimes reduced by a special-purpose vehicle that
segregates the original capital. These products’ returns can also be guaranteed in the
currency of the investor, meaning the risk of the currency mismatch between investor and
issuer is borne by the arranger or passed onto the market. And, although structured products
are often thought of as complex and confusing, they are indexed off tradable market prices,
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and so could be considered more transparent than the domestic credit market, with its lack of
market standards and, by global standards, poor disclosure.

At this point it is worth discussing whether Asia is any worse off in the current situation:
issuers fund cheaply in the credit market, investors in structured products have their principal
protected and earn their target yield. The benefits of structured products are clear, they are
tailored to meet both sides’ cash flow requirements subject to their return and risk profiles.
Structured products can be designed to embody yield curve risk, option risk or direct credit
risk, alone or in combination. Although the risks are more complex, they are not necessarily
higher than the naked credit exposure of owning corporate paper.

Tellingly, just as the demand for corporate bonds pushed down credit spreads, buying of
structured products has flattened yield curves and lowered the premiums on financial
options, so the attraction of earning income through structured products is waning compared
with owning simple credit. Another concern is that, although we argued that credit spreads
are too tight and do not compensate for the illiquidity (cost of transferring the risk to someone
before maturity), structured products are even less liquid. A holder of a publicly tradable
corporate bond can sell it to any other investor in the market. Due to the customised nature
of structured products, the buyer's recourse is to the original arranger, so the cost of
unwinding is much more than even the wide bid-offer spread on Asia corporate paper.

The other side of structured product buying is structured issuance. Similar to the zero-sum
nature of setting a coupon for issuer and investor, a structured product issuer is taking the
risks of intermediating between wholesale markets and buyers trying to achieve higher
returns. However, taking advantage of this potentially much cheaper funding alternative
requires from the issuer an appetite for risk and the sophistication to manage the yield curve,
option or credit risks.?

And here is the kicker: regardless of what the threshold requirements of sophistication for
issuers to participate in this market might be, at the moment fully understanding structured
products appears beyond the scope of most Asian financial institutions. To date, only a
handful, helped by foreign banks, have issued structured products. So, it is fair to say,
structured products currently sold to Asian investors almost entirely benefit issuers
headquartered outside Asia. This is obviously not the ideal case, and brings us back to the
original problem of Asian savings exiting the region and Asian issuers being disadvantaged.

An obvious solution to this might be to encourage the region’s institutions to issue their own
structured products. Indeed, foreign expertise has already transferred pricing skills to the
region’s banks, which have then used their networks to market structured products to their
customers. But for all the merits of structured products, they do not represent the ideal
solution. They are designed to be customised for counterparties, not commaoditised for
liquidity. Straight bonds are still needed for corporate benchmarking - as a derivative, some
structured products are meant to derive their value from the very cash bonds that they are
currently replacing.

So, indeed, Asia corporate bond markets have come a long way. The primary market is now
liquid and deep enough to cover most of the needs of the current issuer base. But
imbalances, especially the excess liquidity in the banking sector, have benefited issuers, the
supply side of the equation. In the future, the market's success for issuers may be
constrained by the costs to investors. Investors, seeking alternatives to raise yields, are
increasingly turning away from standard corporate fixed income instruments and towards
investments such as structured products. Clearly this is not ideal as, collectively, the myriad

Although arguably, given the zero-sum nature of derivatives, the same level of sophistication should be
required for the Asian buyers of structural products.
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risks involved are more complex than simple credit risks, and at the margin the benefits
accrue to the structured product arrangers at the expense of both issuers and investors.
Efforts are needed to restore the balance between supply and demand in Asia’s corporate
bond markets, primarily now helping investors though increasing the diversity and scope of
issuer alternatives.
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Chart 1
Currency mix of government bonds
Per cent of total, 1998-2003
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Chart 3
Asian corporate issuance by currency
Per cent, 1998-2003
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Chart 4
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Chart 5 Chart 6
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Chart 7

Maturity structure of corporate bonds
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Chart 8

Average issue size
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Chart 11
Redemption schedule
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Chart 12
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Chart 13
Credit spreads
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Asian bond issues in Tokyo:
history, structure and prospects

Fumiaki Nishi and Alexander Vergus

Overview of Tokyo’s capital market

This paper outlines the contribution made by the Japanese capital market to international
and in particular Asian bond finance. Drawing on one of the major global pools of savings,
the Japanese capital market has provided funding opportunities, both in debt and equity, for
international entities including sovereigns, government agencies, corporations and other
financing vehicles.

During the last several decades, Japanese money has played an important role in the
international capital markets. For example, during the 1980s, the movement of Japanese
money exerted crucial influence over the performance of US Treasuries, and all market
participants carefully monitored Japanese investors’ policy. In the area of primary markets,
Japanese securities firms monopolised the top positions in international bond underwriting
league tables for a considerable time.

However, with the burst of the bubble economy in the early 1990s, the relative importance of
Japanese money and capital markets started to decline. Japanese money retreated home,
where domestic government debt issuance increased dramatically in the 1990s. As a result,
the share of the yen has also been declining in international bond issuance. At the peak,
yen-denominated bonds accounted for about 17% of total international bond issuance, but
decreased to less than 2% last year.

However, Japan still has a huge capital market with abundant investor liquidity, so that with
right products capturing market trends there should be ample opportunities to mobilise
Japanese money for international financing. An example is the recent shift of investor
preferences from credit/spread instruments to foreign currencies and equity risk, following
the credit events of late 1990s.

Brief historical background

During late 1960s, Japanese foreign currency reserves started to grow and pressure to open
up the market and revalue the yen began to intensify. The exchange rate of the yen at that
time was fixed at 360 yen per US dollar. It was revalued to 308 yen in 1971 and moved to a
floating rate system in February 1973.

In order to divert the foreign exchange pressure, the Japanese government set out around
that time to open the Japanese capital market to foreign entities, allowing them to issue
yen-denominated bonds.

Japanese foreign currency denominated bond investment started at the same time. In 1970
the first “Samurai” - a yen-denominated bond publicly offered by an international borrower in
the domestic market - was issued by the Asian Development Bank.

Development of the Samurai market was followed by liberalisation of euroyen issuance, with
the first euroyen bond issue made by the European Investment Bank in 1977. Both
developments were aimed at reducing pressure for appreciation of the yen as well as at
liberalising the Japanese capital market. However, both the Samurai and the euroyen market
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started off under strict government control and there were detailed guidelines on issuer
eligibility, bond structure and issuance amounts.

Such controls were gradually eased, attracting a wider range of market participants, and
eventually leading to full liberalisation of both markets.

The next section is devoted to the current Japanese bond market and its development,
focusing on how Asian and other foreign entities have been using the Japanese market
through Samurai and Euroyen bond issuance.

Japan’s domestic bond market

In the present-day Japanese bond market, government debt accounts for the lion’s share
both in terms of primary issuance and secondary turnover. As can be seen from Chart 1,
government bond issuance started to surge in the mid-1980s as fiscal policy was deployed in
order to stimulate the economy, reaching nearly 80% of all bond issuance in 2003.

Chart 1
Public debt and deficit levels since 1984
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In particular, after the bubble burst at the beginning of the 1990s, Japan government bond
issuance accelerated, reaching an estimated 36.4 trillion yen of new bond issuance in
FY2003 and bringing the outstanding volume to approximately 500 trillion yen, or an
estimated 140% of GDP, at the end of FY2003.

Development of the corporate bond market in Japan has been a slow process, due mainly to
the strong influence of commercial banks interested in preserving the importance of lending
as the main channel for corporate financing. However, during the last decade, with banks
weakened by non-performing loans, corporate bond issuance has been increasing.

For a number of reasons related to events in Japan and internationally, the bulk of the
international yen bond market is currently taken by euroyen issuance, with the Samurai
market carving out only a very small share, as can be seen in the breakdown of new
issuance presented in Chart 2 below.
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Chart 2

FY2002 bond issuance by instrument
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The rather conservative Japanese individual investor portfolio constrains the development of
Japan’'s bond market. Household financial assets numbering 1,400 trillion yen
(US$ 13 trillion) are for the most part held in cash and bank deposits, complemented by
significant insurance and pension policy claims, leaving only a relatively small portion of the
market for direct securities purchases by Japanese households (Chart 3).

Chart 3

Japanese household financial assets,
breakdown and investment channels

As of end-September 2003
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At present, current deposits enjoy unlimited government guarantees in case of bank failure;
however, the introduction of a ceiling on such guarantees (10 million yen per depositor per
bank), ie the so-called pay-off system, is planned to take effect in April 2005, and is expected
to cause significant movement of retail money out of deposits into other financial instruments.
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Therefore, current major investors in the Japanese capital market are the banking and
insurance sectors, against the backdrop of risk-averse household saving behaviour. Banks
and insurers had traditionally channelled funds to the ever-expanding corporate sector;
however, slowing economic growth in the mid-1980s created industrial overcapacity and the
consequent shrinking of domestic demand for loans. Excessive property investments
followed, creating Japan’s notorious bubble economy of the second half of the 1980s. The
burst of the bubble in 1989-1990 has left a legacy of bad loans and huge loss of savings
value, the consequences of which Japan is still dealing with.

As can be seen in Chart 4, as a result of these trends, Japanese banks had to cope with a
continuously widening gap between liabilities (deposits) and assets (lending), causing them
to dramatically increase their bond holdings. To a lesser extent, the same applied to the
insurance sector. Recent bond holding trends by major investors are shown in Chart 5 below.

Chart 4

Asset-liability mismatch of the banking system

(Yen trn)

540
520 \
500
480
. App. 100
460 trillion yen
o | 1
420 | 1)
1 1
400
94 95 96 97 98 99 00 01 02 03
Source: Bank of Japan.
Chart5
Bond holdings
(Yen trn) (Yen trn)
5,000 r 500 445
4500 | - 450 | |™Large Banks 418
4000 | Prlve_lte Investors 400 | | Insurance Co.s e
3500 | Public Sector 350 | so8 518 330328
3,000 - 2,869 300 - 256 270
L 2,537 s
2,500 1756 2141 250 191
2,000 1,554 200
1,500 | 1,460 1,584 150 [ 116 114
: 1,375
1,000 + 100
' 1,612
1,351 )
500 - lg¢ 819 890 1,186 1,291 1,270 50 |
; ‘ . ‘ . 0
FY94 FY95 FY96 FY97 FY98 FY99 FY00 FY01 FY98 FY99 FYO0 FYOL FY02 FY03

Source: Bank of Japan.

Increased inflow of funds into the bond markets has tended to push down interest rates in
Japan since the peak of 1989. As can be seen in Chart 6, while reacting to political and other
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factors, interest rates had followed a long-term falling trend, until finally hitting bottom in June
2003, and jumping since then back to the levels of around 2001. In another unique
development, as shown in Chart 6, spreads between banking interest rate swap contracts
and government bond yields also virtually disappeared around 2001, as markets attached
the same risk as the government to the banking system enjoying the government’s umbrella
guarantee. Interest rates still remain at very low levels which are expected to persist as long
as the Bank of Japan maintains zero short-term interest rates in a recovering economy that
still suffers from deflation.

Chart 6

Government bond yields and yen IRS rates
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The Samurai bond market

As can be seen in Chart 6, the amount of Samurai bond issuance accounted for a very small
share of issuance in 2003 - only 0.3%.

As we have mentioned above, the Samurai market was set up under pressure to alleviate the
external imbalances of the late 1960s, and the inaugural issue was made by the Asian
Development Bank in November 1970. The issue amount was 6 billion yen with a 7-year
maturity, and it was accepted very well in the market.

Initially, high credit issuers such as the ADB or other supranationals were given priority in
access to the market. In order to control the flow of issuance, eligibility criteria were
established.

For issuers unable to satisfy such eligibility criteria, there was another way to finance yen
through yen-denominated private placement bonds. They were allowed to target a limited
number of institutional investors, and issuance terms and liquidity were tightly controlled.

Yen private placement issuance started in 1972; however, with the liberalisation of the
Samurai and euroyen markets, the raison d’étre for private placements diminished, and the
market shrank and was replaced by other means of targeting a limited circle of investors.

In the Samurai market, in July 1972 Australia issued the first sovereign bond. The market
continued to be gradually opened for more issuers through the easing of eligibility criteria and
the liberalisation of new types of bonds. Complicated eligibility criteria were subsequently
replaced by requirements for minimum credit ratings and finally abolished.
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Later on, bond structures were diversified to allow dual currency or reverse dual currency
bonds, with the principal and interest payment in different currencies, while the issuance of
floating rate notes and index-linked structures were also liberalised.

As can be seen in Chart 7 below, the Samurai market developed gradually before peaking in
1996, and in the course of its development, it helped to liberalise Japanese bond market in
many ways.

Chart 7
Historical Samurai issuance
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Looking at the ratings breakdown of Samurai issuance during its most active period, one can
perceive the activity of AA borrowers with structured Samurais in 1994-1998 (popular as the
yen was steadily depreciating after hitting a peak in 1995), while between 1999-2001 the
market was open mainly for BBB, and more recently mostly for single A, ratings.

Chart 8

Samurai issuance trends by rating
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Many borrowers have tapped this market, and for several countries the Samurai market was
at times the most important foreign bond market. Many issues originated from Asian entities.
Singapore opened the market for Asian sovereigns in 1976, while the Korea Development
Bank made its debut issue in January 1978, followed by multiple issues by various Korean
entities. The Asian presence in the Samurai market is shown in Chart 9 and Table 1 below.

Chart 9

Samurai bond issuance in Asia and share of the total
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Table 1
Samurai bonds by Asian issuers, 1970 to date
Amount (yen bn) No of issues
South Korea 1,461 69
Australia 1,249 64
China 941 49
Malaysia 292 14
ADB 252 9
Thailand 215 16
Hong Kong 148 12
India 141
Philippines 90 4
New Zealand 45

Source: Nomura
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Table 2

Deregulation of the Samurai market

. 1 | Volume*
Deregulation measures Remarks Issues (Yen bil)
1970 | Supranational issuance allowed ADB issues the first Samurai bond 1 6
1972 | Sovereign issuance allowed Australia becomes first sovereign
Yen private placements by non- Samurai issuer, Mexico and Brazil
residents started debut in 1973 6 85
1979 | Corporate issuance starts Sears Overseas Finance NV issues
the first corporate Samurai bond 16 333
1984 | Public issuer rating criteria Bank of China issues debut Samurai
broadened to single A 37 915
1986 | Financial parameters and single A Samurai issuance decreases as
rating as criteria for private issuers Euroyen issuance is widely
liberalised 21 590
1988 | Introduction of shelf registration First issue by Greece, later to
become one of the largest sovereign
borrowers 22 635
1989 | First reverse dual currency Samurai | Denmark issued the first reverse
issue dual Samurai Bond - main forex
exposure structure to date (currently
as PRDC) 47 | 1,126
1991 | Sovereigns broadened to BBB, FRN | First BBB-rated sovereign issue takes
issuance place in 1994 (Central Bank of Tunisia) 34 681
1992 | Public sector broadened to BBB Ankara Municipality issues first BBB
public sector Samurai 53 | 1,700
1994 | Private sector issuers broadened to | PEMEX issues first BBB rated
BBB corporate Samurai 55 | 1,163
1995 | First dual currency Samurai issue Popularity of dual currency structure
among retail investors as yen
depreciates 35 | 1,115
1996 | Lifting of issuance eligibility criteria, | Brazil issues the first sub-
but financial institutions remain shut | investment grade bond in the
from the market Samurai market; market on the way
to record in 1996 153 | 3,874
1996 | Foreign non-banks allowed to issue | FMCC issues Samurai bond as the
for purposes other than lending first non-bank issuer
1997 | Samurai issuance by overseas Citicorp becomes first commercial
commercial banks liberated bank to issue a Samurai 85 | 2,123
1998 | Issuance of Nikkei-linked Samurai No issuance so far 14 205
bonds liberalised
1999 | Foreign non-bankers allowed to Associates debut in 1999,
issue for general finance purposes Household
Finance - 7 issues since 2000 10 661
2003 | Single A and higher rated foreign Several corporates have already
non-sovereigns not listed at TSE taken advantage of the measure
eligible for shelf registration 27 641

1 Excluding private placements.
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Again, as can be seen, the gradual expansion of the market reached a peak in 1996 and was
arrested by the crisis of 1997, before only partially recovering around 1999, for a less
diversified range of issuers. There are several reasons for the relatively inactive market.

There has been criticism as to the rather rigid issue eligibility, the opaque pricing procedure
brought about by illiquid trading and cumbersome issue procedures. Some of these problems
have been solved. As can be seen in Table 2, all issuance eligibility criteria have been
abolished, and almost all the restrictions on types of bonds have been lifted.

However, there is still some room for improvement. The most important issue is that under
the Japanese Securities and Exchange Law, in order to make a public offering, the issuer
has to file a Securities Registration Statement with the Ministry of Finance in Japanese.

It used to take 30 days for the Securities Registration Statement to become effective,
hindering flexibility to promptly bring an issue to the market. In order to simplify this
procedure, the shelf registration system was introduced in 1988 and contributed to significant
shortening of the issuance timetable. However, there are still requests to shorten the
procedure as well as - since annual and semi-annual statements have to be filed in
Japanese - to allow issuers to use English to save both time and costs necessary for
translation.

Other practices offering room for improvement include the obsolete registration system,
whereby holdings by institutions are “recorded” by the paying agent bank, which also serves
as a “recording agency” for each issue. Retail investors, for their part, still receive expensive
printed bond certificates. Finally, the commercial law requirement to appoint commissioned
banks as trustees also increases issuance expenses in comparison to issuance using just
fiscal agents.

The euroyen market

Chart 10 below shows historical volumes of euroyen issuance.

Chart 10

Historical Euroyen Issuance
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The euroyen market made its appearance in April 1977, with an issue by the European
Investment Bank. At the initial stage, the market was highly regulated by the government and
remained very small since at the time Japanese monetary authorities considered that full
liberalisation of the euroyen market might cause difficulties in conducting its monetary and
foreign exchange policy.

In the autumn of 1983, the closed nature of Japan’s financial markets and the yen-dollar
problem escalated into a political issue. This led to the setting up in 1983 of the Japan-US
Yen-Dollar Committee, which presented in May 1984 its famous report.

This report resulted in drastic changes of the government policy. In December 1984, the
rating requirement was relaxed from AAA to single A, and non-Japanese houses licensed
under Japanese securities law were allowed to lead manage euroyen bonds. Such
deregulations accelerated issuance of euroyen bonds, and in 1985 the amount of euroyen
bond issuance exceeded that of the Samurai market. Also, by June 1987, three Japanese
rating agencies, in addition to three international rating agencies, were approved as official
rating agencies.

In 1987, according to International Finance Review, euroyen issue amount accounted for
17% of the total euro market issue amount. In June 1989, all eligibility criteria were lifted,
while in 1994, as the last major liberalisation measure, restrictions on flowback, ie the
secondary market sale of bonds issued offshore back into the Japanese domestic market,
were eased, before being fully lifted in 1995.

Since then, Euroyen issuance, with its relatively easier procedures, became even more
popular so that nowadays bonds are sometimes issued offshore even when the targeted
investor base is domestic Japanese investors. Table 3 presents the history of the
liberalisation of this market.

The market is now completely free and has established its position as one of the major global
capital markets. A wide range of issuers utilise this market, including Japanese companies
seeking funding abroad.

Other structures: Shoguns, Daimyos, globals and the MTN market

Originally both the Samurai and euroyen markets started to develop due to “gaiatsu”
(pressure from foreign countries) but internal efforts have also been made to develop the
market.

The “Shogun” - foreign currency denominated bonds issued and sold in the Japanese market
to provide a domestic instrument for investors interested in purchasing foreign currency
bonds, was introduced in 1985, with the IBRD as the inaugural issuer. The liquidity of the
market is very important to make the market attractive for both investors and issuers, and
efforts to integrate the Japanese market with the international market were subsequently
undertaken.

To that end, it was necessary to set up a system to sell and trade bonds not only in the
Japanese market but also in European and US markets. “Daimyo” bonds, which later
transformed into “global bonds”, were created based on the above concept. The idea was to
make registration necessary, to make the bond saleable internationally. At the initial stage,
supranationals were major issuers as they are exempt from registration requirements in
Japan and the US.
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Table 3

Deregulation of the Euroyen Market

Issues Volume (yen bn) Deregulation Measures
1977 2 30.0 Euroyen issuance by EIB
1978-83 22 340.0
1984 13 227.0 Broad relaxation of guidelines:

1. Broadening of issuers from supras and
governments to municipalities,
government agencies and private entities

2. Relaxation of criteria: for public
borrowers, from AAA to A, for private, A
and compliance with Samurai criteria

3. Quantitative relaxation: from 6-7 annual to
no limits on number and amounts of
issuance

4. Limits on lead managers: from domestic
only to domestic and foreign securities
houses

1985 66 1,445.7 New types of instruments allowed: FRN,
zero-coupon, discount, deep discount and
currency conversion bonds

1986 141 2,551.5 Quantitative criteria for corporates replaced
with rating only and rating criteria broadened
to A rated

No flowback period shortened from 180 to 90
days

Japanese rating agencies recognised

Issuance allowed for banks on condition that
proceeds would not enter Japan

1987 151 2,993.9 Tenors shortened from 5 to 4 years
Fitch recognised as rating agency

1988 224 2,213.0

1989 395 3,557.9 Lifting of tenor criteria

1990 512 4,980.9

1991 314 3,290.4 IBRD issues first global yen; the issue is
exempt from flowback limits

1992 250 3,328.0

1993 640 5,084.8 Full lifting of issuance criteria

1994 2,030 10,085.1 !_ifting of flowback limitations for sovereign
issues

1995 3,015 11,515.6 Lifting of all flowback limitations

1996 5,345 14,937.4

1997 5,492 16,952.2

1998 NA 12,300.0 Under the new Foreign Exchange Law,

advance approval requirement replaced by
filing of post-transaction report
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Global dollar bonds and global yen bonds were issued mainly during the 1990s. However, to
integrate disclosure requirements, taxation issues and the other administrative requirements
of all the markets is not easy, and the majority of issuers continued to be supranationals that
enjoy exemption from registration. As a result, as can be seen in Charts 11-13 below, the
number of bonds issued has not been that impressive. (We have also presented respective
issuance lists and an overview chart of different structures in the annexes).

Chart 11
Historical Shogun issuance
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Chart 12

Historical Daimyo issuance
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Chart 13

Historical global yen Issuance

Global Yen Issues since 1992
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Other efforts have been made to develop new products to satisfy very liquid but conservative
domestic investors. Asset-backed securities, index-linked securities and other types of new
products have been marketed in Japan. But products offering foreign exchange risk and
equity risk have traditionally been, and still are, the most popular ones.

Also, many relatively small, tailor-made transactions targeting the specific requirements of
institutional investors are executed through issuers’ MTN programmes, with numerous small
MTN transactions adding up to an ample market volume, as presented in Chart 14. Again,
most issues tend to offer foreign currency exposure through some structure, with the “power
reverse dual currency” being the most popular recently.

Chart 14
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The retail market: the Uridashi

In order to make the domestic public offering of foreign securities possible, in 1994 “Uridashi”
registration was introduced. Under this registration, bonds denominated in yen or another
currency and issued overseas can be sold in Japan through a secondary market registration
and selling contract between a domestic Uridashi agent and an overseas underwriter.

This registration has enabled securities firms to efficiently satisfy domestic retail demand for
both foreign currency fixed income and equity-linked products. Some yen straight bond
issuers have also sometimes opted for a “euroyen with an Uridashi” structure, notably the
Korea Electric Power Corporation.

The Uridashi registration most efficiently serves an issuance structure in which a top-rated
foreign, usually corporate, entity issues a foreign currency straight or structured (including
equity-linked) instrument. These products normally offer some risk other than the credit risk
of the issuer, so that issuers are limited to low-risk entities, while the risk offered is that of a
currency popular among retail investors, or of an equity exposure at times of attractive equity
market.

Naturally, in recent years, foreign exchange products have enjoyed massive retail demand
as Japanese interest rates reached virtually zero. The range of currencies tends to be
confined to those of the G7 countries. The US dollar recently conceded popularity to the
Australian dollar, with its high interest rates and the robust performance of the Australian
economy, the euro on its recent strengthening trend, and, to a lesser degree, the sterling and
the Canadian dollar (Chart 15). Some other currencies are also carving out a niche in this
market, most notably the South African rand.

Chart 15
Uridashi issuance 2000-2003
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Expansion of this market to Asian currencies is a natural issue at hand, and this will require
the resolution of a number of market-related, regulatory and technical issues, ie:

- First, acceptance by Japanese investors of AAA or AA rated (such as those issued
by the ADB) bonds denominated in Asian currencies;

- Next, opening of the market for Asian local entities issuing in local currencies; this
will require further improvement of credit stories across the region (the market
traditionally accepts AAA to AA issuance);
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In the secondary market, Japanese investors’ portfolios of foreign currency bonds
go through much more trading than those for yen bonds (other than Japan
government bonds) as investors tend to move to take profits or cut losses at times of
wide currency movements. Liquidity is therefore important, making the infrastructure
(ie market capacity, as well as such technical points as clearing and settlement
systems, hedging and money market tools, etc.) of the bond market of the
corresponding currency an important issue for the functioning of the market;

The issue of correlation with the dollar may be the last point worth mentioning. As is
the case with Chinese yuan (renminbi), any prospects of Asian currencies
decoupling and appreciating versus the G3 group will justify the emergence of a new
market for these currencies.

Current issues

We have outlined above procedural issues still weighing mainly on the Samurai market.
However, they can and have been easily overcome, should this market be sufficiently
attractive for borrowers. Much more crucially, there are a number of important market-related
issues which have been affecting the yen markets in all their facets:

1.

As Japan’s rating was downgraded to the AA/A category, it became difficult for
higher rated borrowers to tap the market. Among Japanese investors, it is invariably
difficult to sell any instrument whose terms are better than those for Japanese
government bonds.

Some emerging market sovereigns, as well as some companies hitherto perceived
as top-grade defaulted or suffered downgrades. Until 2001, sub-investment grade
issues had been very popular as investors were attracted by their yield pick-up amid
ever falling domestic interest rates. As a result, the Japanese market is extensively
exposed to the Argentine problem, with no prospect of resolution in sight, souring
the current market sentiment toward credit risk.

However, for some regular, especially Asian, visitors to the Samurai market, their
domestic liquidity became very high and the requirements for international fund-
raising diminished. In particular, some Asian countries, such as Thailand, Malaysia
and China, which used to be regular issuers in the Samurai market, have seen their
international funding requirements drastically reduced.

As absolute levels of interest rates elsewhere have been “catching up” with low yen
interest rates, the exchange risk associated with borrowing in yen started to
outweigh the attractiveness of yen for international borrowers.

The emergence of the euro as a single currency and of the associated single capital
market has attracted countries in other regions, in particular EU and EU accession
countries, to finance in the euro market, taking them further away from alternatives,
including the yen market.

As regards Asia, the position of the dollar remains very strong, with many currencies
pegged to the dollar and foreign reserves also still mainly in dollars. As is widely
known, recently Asian central banks, together with Japan, have been supporting the
dollar, adding record amounts of US Treasuries to their foreign reserves in the
process. It can be observed that not only the yen- but also the euro-denominated
issuance is also rather limited in the region.

Another obvious reason for the decline of the yen’'s relative importance in the
international markets is that some Japanese demand has shifted to non-yen
currencies.
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This has left international banks and companies, which require yen funding for their
Japanese domestic operations, as the only consistently present issuer category on the
Samurai market.

Among sovereign and government agency issuers, the market is currently confined to those
with BBB to A ratings, with borrowers from Korea, primarily the KDB, as the most consistent
visitors to the market, while the People’s Republic of China, the Malaysian Federation or
PETRONAS, the Kingdom of Thailand and the Republic of the Philippines are among other
potential visitors.

There are also higher rated issuers on the market, but they are essentially accessing the
market through structured types of bonds, similar to the MTN market.

For a wider community of issuers, the euroyen format, targeting investors throughout
international markets through issuance of large internationally liquid issues, still remains
attractive (while such issuance would not work through the Samurai format in terms of
flexibility, costs, etc.). Such corporates as GECC and IBM, and the Republic of Italy among
sovereigns, are most notable issuers on this market.

Any market has its cycles and, as the Japanese economy is at last showing signs of
sustainable recovery, Japanese investors have been regaining some of their confidence and
the international yen market has been gradually improving. Subject to global economic and
consequent investor liquidity, currency and credit events and other trends, the yen capital
market may regain some of its prominence in the years to come.

However, another possible reason for the retreat of the yen market may have been the
failure to make the yen a truly international currency, and the lack of medium- and long-term
policy to develop the Japanese domestic bond and euroyen markets into truly competitive
international markets. Without political and legal commitment from the government, such a
goal cannot be achieved, and in our view the authorities still have some role to play in the
further development of Asian bond markets.
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Annex 1:
The Japanese market for Asian equities

While the main focus of this paper is on bonds, the picture of capital flows from Japan to Asia
will not be complete without briefly mentioning the equity market. If the underlying theme of
this discussion is the flow of Japanese capital into Asian currencies or Asian credits, then
while such flow via bonds may have been limited, Japanese investors have made substantial
investments in Asian equities.

To briefly recall the history, the opening of the Japanese equity market started around the
same time as that of the bond market, and in 1972, the first foreign public equity offering in
Japan was made by a US company, General Telephone and Electronics, while in 1973 the
first listings on the Tokyo Stock Exchange were made by four US companies joined by their
French confrére.

Since then, although there have been ups and downs in the amount and number of
companies conducting equity financing in Japan or listed on the Tokyo Stock Exchange, the
Japanese market has over the years made an ample contribution to international and Asian
equity financing.

This contribution has been particularly visible in recent cases of major global offerings of
Chinese companies, on some of which it was reported that they “would not have succeeded
without the Japanese demand”. What in our view makes them worth mentioning is that
through these equity purchases Japanese investors have been aggressively investing in
Asian currencies and Asian corporate credits, implicitly taking Asian sovereign exposure as
well.
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Annex 2:
Issuance in various Japanese yen market segments

List of Shogun issues

L%L;?gh Issuer Currency Ar(nn?illj)nt Coupon lsrslg: Maturity
Jun-85 | EIB (Shibo) ECU 50 9.2 99.75 10
Aug-85 | World Bank USD 300 10.5 100.000 10
Aug-85 | Sallie Mae usD 100 9.75 100.875 5
Oct-85 xig;:écr)]r(ign Public Authorities Finance AS 60 13.625 99.875 7
Oct-85 | NSW Treasury Corp USD 100 10.375 100.875 7
Oct-85 | Bank of China usD 100 10 100 10
Nov-85 | Southern California Edison Company | USD 100 10.5 100.65 8
Dec-85 | CITIC uUSD 100 9.625 100.75 10
Mar-86 | Farm Credit Corporation C$ 90 9.125 100.75 5
May-86 | State Bank of NSW USD 100 7.125 100.9 7
Jul-86 | Hydro Quebec Cs$ 150 9.27 100.875 10
Aug-86 | Federal Business Development Bank Cs$ 75 9 100.95 5
Sep-86 | World Bank C$ 100 9 100.85 10
Nov-86 | National Bank of Hungary (Shibo) uUsD 55 8.875 100 7
Nov-86 | NSW Treasury Corp USD 100 7.75 101.375 7
Dec-86 | World Bank usD 200 7.375 101.125 7
Jan-87 | Standard Oll usD 50 7.875 101.375 10
Feb-87 | Ciba Geigy usD 50 7.5 101.355 7
Feb-87 | FHLB USD 200 7.75 101.125 10
Mar-87 | GTE Finance USD 100 8 101.3 7
May-87 | Bell Canada C$ 100 9.875 101.4 9
Oct-87 | Fannie Mae USD 200 10.1 100.19 7
Oct-88 |EIB ECU 100 8 101.875 10
Oct-88 | World Bank USD 100 9.04 100 10
Aug-89 | P&O (Shogun CB) USD 175 6 100 15
May-91 | EIB ECU 240 9 101.755
Jan-94 | HNG usD 50 5 (A$) 100.6 4
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List of Daimyo issues

L?junCh Issuer Amount Coupon Issue Maturity Book-
ate (yen mil) price runner
04/22/87 | World Bank 40,000 4.625 | 101.000 |05/12/97 |Daiwa
05/15/87 | World Bank 40,000 4.250 | 100.375 |06/03/97 |Yamaichi
11/12/87 | World Bank 50,000 5.625 | 101.125 |11/27/97 |Nomura
02/25/88 | World Bank 100,000 5.125 | 100.250 |03/17/98 |Nikko
04/08/88 | Inter-American Development Bk 20,000 5.000 | 100.000 |04/14/98 |Nikko
05/27/88 | World Bank 60,000 5.125 | 100.000 |03/17/98 |Daiwa
08/06/88 | World Bank 70,000 5.250 | 100.500 |08/19/98 |Yamaichi
09/08/88 | ADB 30,000 | 5.500 | 100.250 |09/26/98 |Nomura
03/10/89 | ADB 40,000 | 5.500 | 100.650 |03/16/99 |Nikko
04/01/89 | ADB 40,000 | 5.125 | 100.000 |04/14/99 |Nomura
04/10/89 | Inter-American Development Bk 25,000 5.125 | 100.375 |04/19/99 |Yamaichi
07/05/89 | IFC 20,000 | 5.375 100.80 [07/18/96 |Nomura
09/05/89 | World Bank 70,000 | 5.250 | 100.750 [09/20/99 |IBJ
10/17/89 | Inter-American Development Bk 30,000 5.625 100.80 |10/25/99 |Nomura
11/02/89 | African Development Bank 20,000 5.750 100.30 |11/17/99 |Nikko
12/14/89 | World Bank 50,000 5.875 | 100.750 |12/22/94 |Yamaichi
12/21/89 | IFC 10,000 7.100 100.80 |12/28/94 |Nomura
04/24/90 | African Development Bank 40,000 7.250 | 100.500 |05/09/97 |Daiwa
06/01/90 | IFC 15,000 8.000 | 100.500 |06/14/96 |Nomura
07/11/90 | African Development Bank 30,000 7.250 | 100.375 |07/16/97 |Nomura
07/22/90 | World Bank 30,000 7.000 95.000 |07/30/97 |Nomura
09/18/90 | IFC 10,000 | 8.000 95.000 |09/28/00 |Yamaichi
10/19/90 | ADB 30,000 | 7.500 | 100.500 |11/09/00 |Daiwa
12/18/90 | Inter-American Development Bk 35,000 7.000 | 100.750 |12/27/00 |Daiwa
04/17/91 | African Development Bank 40,000 7.250 | 100.875 |04/24/98 |Daiwa
01/23/92 | ADB 50,000 5.625 99.60 |02/12/02 |Yamaichi
01/31/92 | Inter-American Development Bk 50,000 5.375 | 100.450 |02/25/97 |Nikko
06/09/92 | African Development Bank 40,000 6.200 99.80 |06/18/02 |Yamaichi
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List of global yen issues 1992-2003

Launch
date

Issuer

Amount
(yen mil)

Coupon

Issue
price

Maturity

Bookrunner

03/10/92

10/14/92

02/18/93

06/30/93

01/11/94
07/13/94
11/08/94

06/29/99

07/19/99

10/05/99

11/01/99

11/09/99

11/12/99

11/30/99

01/11/00

01/13/00

International
Bank for
Reconst

International
Bank for
Reconst

International
Bank for
Reconst

International
Bank for
Reconst

Italy
Italy

International
Bank for
Reconst

Inter-
American
Develop-
ment Bk

General
Motors
Acceptance
Corp

Inter-
American
Develop-
ment Bk

KFW
International
Finance Inc

Toyota
Motor Credit
Corp

General
Motors Corp

Procter &
Gamble Co

Westpac
Banking
Corp

OKB

250,000

225,000

200,000

225,000

300,000
175,000
200,000

100,000

50,000

50,000

100,000

50,000

50,000

40,000

50,000

100,000

5.250

4.500

4.500

4.500

3.500
Floats
4.750

1.900

Floats

1.900

1.000

1.000

1.250

1.500

.875

1.800

99.230

99.80

99.72

99.983

99.980
99.870
99.404

99.449

100.000

101.834

99.980

99.429

99.72

99.578

99.604

99.805

03/20/02

12/22/97

03/20/03

06/20/00

06/20/01
07/26/99
12/20/04

07/08/09

07/26/02

07/08/09

12/20/04

12/20/04

12/20/04

12/07/05

09/22/03

03/22/10

IBJ-1/J-P-MORGAN(JIB)/

NOMURA-SEC(JB)

DAIWA-SEC

IBJ-I/MS-I(JB)/NIKKO-EUR(JB)

DAIWA-SEC/GS(JB)/IBJ-I(IB)

DAIWA-EUR/JPM(JB)
MERRILL/NOMURA(JB)

ML-I/NIKKO-EUR(JIB)/
NOMURA-INT(JB)

MSDW/TMI(JB)

BOTMI

MSDW

DEUTSCHE-ALEX-B

MERRILL/NOMURA-SEC(JB)

BEAR/MERRILL(JB)

SALOMON-SMITH

BOTMI

NOMURA
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List of global yen issues 1992-2003 (cont)

Launch Issuer Amo“f.“ Coupon Iss_ue Maturity Bookrunner
date (yen mil) price
01/25/00 | Bank of 100,000 | Floats 99.968 | 02/01/02 | DEUTSCHE-ALEX-B
Scotland
Treasury
Svcs
01/28/00 | Ford Motor 100,000 | 1.200 | 99.855| 02/07/05 | GS/MSDW(JB)/BOTMI(JB)
Credit Co
02/03/00 | Mellon Bank 10,000 | 1.400 Market | 02/24/05 | JPM
NA,
Pittsburgh, PA
02/18/00 | ltaly 100,000 | 1.800 | 99.882| 02/23/10 | MSDW/NOMURA-SEC(JB)
03/02/00 | McDonald'’s 15,000 | 2.000 | 99.927 | 03/09/10 | MERRILL/MSDW(JB)
Corp
03/02/00 | McDonald'’s 15,000 | 1.250 | 99.859 | 03/09/05 | MERRILL/MSDW(JB)
Corp
03/08/00 | KFW 100,000 | 1.750 | 99.735| 03/23/10 | JPM/BOT-MITSUBISHI(JB)
International
Finance Inc
04/06/00 | IBM Corp 100,000 .900 99.97 | 04/14/03 | MSDW/TOKYO-MIT-SEC(JB)
04/14/00 | Westpac 25,000 .875 | 99.605 | 09/22/03 | NOMURA-SEC-INTL
Banking
Corp
04/27/00 | Italy 50,000 .375 |100.010| 05/12/02 | DEUTSCHE-ALEX-B
05/11/00 | Toyota 50,000 .625 | 99.840| 05/23/03 | SALOMON-SMITH
Motor Credit
Corp
05/16/00 | Procter & 50,000 | 1.500 |100.162| 12/07/05 | SALOMON-SMITH/BOTMI(JB)
Gamble Co
05/16/00 | Procter & 15,000 | 2.000 99.717 | 06/21/10 | SALOMON-SMITH/BOTMI(JB)
Gamble Co
05/24/00 | Province of 50,000 | 1.875 [100.241| 01/25/10 | NOMURA-SEC
Ontario
06/28/00 | Deutsche 90,000 | 1.500 99.805 | 06/15/05 | DEUTSCHE-ALEX-B/
Telekom GS(JB)/MSDW(JB)
International
07/03/00 | Japan 100,000 | 1.750 99.634 | 06/21/10 | NOMURA
Develop-
ment Bank
07/10/00 | Citigroup Inc 45,000 | 1.400 99.954 | 07/18/05 | NIKKO-SSB
07/19/00 | Morgan 9,400 .900 [100.000| 07/28/03 | MSDW
Stanley
Dean Witter
07/31/00 | ltaly 50,000 .375 |100.095| 05/12/02 | UBS-WARBURG
08/21/00 | OKB 50,000 | 1.800 [100.702| 03/22/10 | NOMURA
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List of global yen issues 1992-2003 (cont)

Launch Issuer Amour]t Coupon Iss_ue Maturity Bookrunner

date (yen mil) price

08/23/00 | Deutsche 100,000 | 1.850 |[100.009| 09/20/10 | DEUTSCHE-ALEX-B/
Ausgleichs- NOMURA-SEC(JB)/
bank SALOMON-SMITH(JB)

03/09/01 | Banque 20,000 | 4.200 |100.000| 03/17/31 | ML-I
Centrale de
Tunisie

03/13/01 | Canada 50,000 .700 [101.027| 03/20/06 | NOMURA

04/26/01 | Province of 50,000 | 1.600 | 99.138| 05/09/13 | JIPM/NOMURA(JB)
Quebec

06/01/01 | Toyota Motor | 50,000 .750 | 99.592 | 06/09/08 | DAIWA-SEC/NOMURA(JB)
Credit Corp

06/20/01 | GE Financial | 60,000 | 1.600 | 99.793| 06/20/11 | NIKKO-SSB/MORGAN-
Assurance STANLEY(JB)

10/04/01 | ltaly 100,000 .375 | 99.936 | 10/10/06 | NOMURA/JPM(JB)
02/15/02 | Japan 130,000 | 1.550 | 99.785| 02/21/12 | NIKSSE/NOMURA(JB)/UBS-
Finance Corp WARBURG(JB)

Mncpl Entpr
02/26/02 | Textron 6,000 | Zero | 99.188| 03/04/03 | BOTMI
Financial
Corp
03/21/02 | Italy 100,000 375 | 99.844 | 10/10/06 | NOMURA
04/26/02 | IBM Corp 100,000 400 | 99.968 | 05/10/04 | NIKKO-SSB/BOTMI(JB)
06/20/02 | Develop- 75,000 | 1.400 99.71| 06/20/12 | NOMURA/UBS-WARBURG(JB)
ment Bank
of Japan
11/27/02 | Japan 70,000 | 1.550 |105.813| 02/21/12 | NIKSSE/UBS-WARBURG(JB)
Finance
Corp Mncpl
Entpr
12/05/02 | Develop- 75,000 | 1.700 | 99.767 | 09/20/22 | NIKKO-SSB/UBS-
ment Bank WARBURG(JB)
of Japan
02/25/03 | Develop- 30,000 | 1.700 |105.803| 09/20/22 | NIKSSE/UBS-WARBURG(JB)
ment Bank
of Japan
06/24/03 | Develop- 75,000 | 1.050 | 99.354| 06/20/23 | NOMURA-SEC/UBS-INV-
ment Bank BANK(JB)
of Japan
10/23/03 | Citigroup 50,000 .800 | 99.853| 10/30/08 | NIKKO-CITIGROUP
11/19/03 | Japan 130,000 | 1.350 99.86 | 11/26/13 | MILTD/NIKKO-
Finance CITIGROUP(JB)/
Corp Mncpl NOMURA-INT(JB)
Entpr
12/10/03 | Morgan 5,000 | Floats |100.000| 12/15/06 | MORGAN-STANLEY
Stanley
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Annex 3:
Samurai and euroyen defaults

List of defaulted Samurai bond issues

Date of Launch Issuer Rating Amount | Coupon Maturit Bookrunner
default date (initial) (yen bn)| (9 y
14-Oct-00 | 15-Dec-94 | HITIC A+(JCR) 14.5 5.000(26-Dec-01 | Nikko
Feb-02 26-Jun-96 | FIEC A+(JBRI) 14.0 4.100|24-Jul-06 | Yamaichi
25-Mar-98 | 10-Jun-97 | Peregrine BBB+(JBRI) 10.0 2.600|30-Jun-00 | Nikko
Investment
25-Mar-98 | 10-Jun-97 | Peregrine BBB+(JBRI) 10.0 |6mL+90|20-Jun-00 | Nikko
Investment
29-Aug-98 | 19-Jun-97 | Dharmala BBB-(NIS) 15.0 5.450|9-Jul-02 Yamaichi
Intiutama Int'l
14-Oct-00 | 9-Sep-97 | HITIC A+(JCR) 14.0 3.400|24-Sep-04 | Nikko
20-Dec-03 | 5-Dec-96 | Argentina B1/BB(M/SP) | 50.0 5.000|20-Dec-02 | Nikko
20-Dec-03 | 2-Dec-99 | Argentina B1/BB(M/SP) | 20.0 5.400|17-Dec-03 | Nikko SSB
20-Dec-03 | 24-May-00 | Argentina B1/BB(M/SP) | 60.0 5.125(14-Jun-04 | Nomura /
Merrill Lynch
20-Dec-03 | 22-Aug-00 | Argentina B1/BB(M/SP) | 61.5 4.850|26-Sep-05 | Nomura /
Nikko SSB
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List of defaulted euroyen bonds

Date of Launch . Amount | Coupon . Book-
Default Date Issuer Rating (yen bn)| (%) Maturity runner
20-Dec-03 | 14-Mar-96 |Argentina |B1/BB-(M/SP) 8.0 | 7.400 | 4-Apr-06 Yamaichi
20-Dec-03 | 25-Apr-96 |Argentina |B1/BB-(M/SP) 8.0 | 7.400 | 25-Apr-06 | Nomura
20-Dec-03 | 15-May-96 | Argentina | B1/BB-(M/SP) 7.0 | 7.400 | 15-May-06 | Nomura
20-Dec-03 | 24-Oct-96 |Argentina |B1/BB-(M/SP) 50.0 | 6.000 | 24-Mar-05 | Nikko
- 4-Feb-97 |Bakrie Int'l |NR 14.0 | 0.000 | 12-Feb-00 | Peregrine
Finance
20-Feb-02 | 20-Feb-97 |APP Int'l Ba3(M) 17.0 | 4.800 | 20-Feb-02 | NA
Finance
20-Dec-03 | 30-Apr-97 |Argentina |B1/BB(M/SP) 50.0 | 4.400 | 27-May-04 | Yamaichi
5-Apr-00" | 10-Jun-97 |Robinson |NR 6.8 | 0.000 | 12-Jun-00 | Societe
Dept Generale
Asia
- 11-Aug-97 | Sierad NR 2.0 | 0.000 | 15-Aug-00 | IBJ
Produce
20-Dec-03 | 23-Jul-99 |Argentina |Ba3/BB(M/SP) 18.0 | 3.500 | 11-Aug-09 | Daiwa
24-May-02 | 24-May-00 | Buenos B1/BB(M/SP) 3.0 | 4.250 | 27-May-03 | NSSB
Aires
Province
24-Dec-03 | 31-May-00 |Parmalat  |NR 30.0 | 3.650 | 1-Jun-20 NSSB
Fin BV
2-Dec-01 | 8-May-01 |Enron Corp | Baal/BBB+(M/SP) 25.0 | 0.520 | 15-May-02 | Merrill
Lynch
2-Dec-01 | 4-Jun-01 |Enron Corp | Baal/BBB+(M/SP) 40.0 | 0.000 | 18-Jun-03 | Merrill
Lynch
2-Dec-01 | 4-Jun-01 |Enron Corp |Baal/BBB+(M/SP) 10.0 | 0.770 | 18-Jun-03 | Merrill
Lynch
2-Dec-01 | 5-Jun-01 |Enron Corp |Baal/BBB+(M/SP) 10.0 | 0.970 | 18-Jun-04 | Merrill
Lynch
2-Dec-01 | 15-Jun-01 |Enron Corp | Baal/BBB+(M/SP) 20.0 | 0.493 | 13-Jun-02 | Merrill
Lynch
! Date of bankruptcy
Bibliography
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Annex 4:
Bond structures in the liberalisation of Japan’s capital market:
from Samurai via Shogun and Daimyo to euro with Uridashi and global

19T

1970 First Samurai bond
ADB yen 6bn
1972 First sovereign
Samurai: 1977 First Euroyenbond (EIB)
Australia yen 10bn 1978 Foreign currency Euroyen: Euromarket yen
. denominated domestic denominated bonds
LI ggﬁ;{ucrgirporate s ellonEe Heavily controlled issuance until 1983
Sears ven 20bn 1985 First Shogun bond: 1984 Broad deregulation
y Forex bond fully placed .
. . domestically (IBRD) . Further gradual liberation of issuer
Various deregulation 1987-92 Daimyo bonds criteria, domestic placement,
1989 FEirst structured Dphmestlc yenI bonds secondary flowback, etc.
Samurai (RDC) with euro settlement
Denmark yen 120bn | ( - 1990 First global bond (%)
1993 Last Shogun with Japanese offering
' o I 1994  Public offering through Uridashi
1996 - Lifting of eligibility fixed price re-offer of eurobonds star | - 1992 First global yen bond:
criteria o
_ . : Global syndication and
Record Samurai . ' simultaneous offering in
Issuance . ' Japan, US and Euro
market (IBRD)
1997 Asian crisis, first .
Samurai default 2000 Large exchangeable bond issuance
. 2001-  Surge in forex (AUD, USD, EUR)
2002 Issuance: yen 638bn Uridashi issuance . \ .
2002 Issuance: USD 24.5bn ' 2002 Issuance: yen 556bn
' 2002 Issuance: yen 2,251bn I




Comments on Nishi and Vergus’s paper
“Asian bond issues in Tokyo: history,
structure and prospects”

Toshiharu Kitamura

As a discussant of the Nomura paper, “Asian bond issues in Tokyo: history, structure and
prospects”, | would like to focus on a few implications of Japanese experiences for emerging
Asian bond markets.

1. Division of labour in financial intermediation

Many studies indicate that, in East Asia, the banking sector has generally dominated the
function of financial intermediation (with the possible exception of the Philippines). Several
factors are responsible for the present situation.

(1) The presence of a government bond market is considered a precondition for the
development of a corporate bond market, but government bond markets in East
Asia have not been well developed.

(2) In contrast, the banking mechanism from deposit-taking to loan-making has been
strongly supported by the legal framework typified by the central bank and a variety
of policy measures in many East Asian countries, including Japan.

3) As economic arguments suggest, information asymmetry existed tenaciously
between fund providers (investors) and fund raisers (corporations). In other words,
at earlier stages, fund raisers in general failed to provide relevant information to fund
providers, and only banks were in a position to be well informed about borrowers’
activities and thus able to monitor them. This was the case even in Japan until
recently.

Only top-level fund-raising institutions such as blue-chip sovereigns and well established
corporations have enjoyed direct access to bond markets. However, the so-called double
mismatch in 1997 and 1998 in East Asia revealed the shortcomings of financial
intermediation that is overly dependent on the banking sector. As a result, more attention has
been focused on fostering corporate bond markets.

Even so, bank domination will remain strong in the so-called middle market in many East
Asian countries, including Japan. Therefore, it follows that the basic framework for financial
intermediation in East Asia will be based on a double-channel approach, paying due
attention to both direct finance (capital markets, including bond markets) and indirect finance
(banking business). Emphasising only bond markets in East Asia does not adequately
address the region’s financial intermediation issues.

2. Business conflicts (business territorial disputes) and market
competition

In the background of the Tokyo Samurai bond market, which appears to have peaked in

around 1996, is the fact that, inside Japan, the traditional financial system has continued to
help the banking sector dominate the domestic corporate financing business, securing very
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close relationships between individual banks and corporations. In general, the Japanese
bond market has been predominantly one of government-related bonds (more than 80% of
total yen-denominated bond issuance in 2002), and even the issuance of bank debentures
has considerably surpassed that of corporate bonds. In this setting, the position of securities
firms (investment banks) has been highly biased towards equity business. It is no
exaggeration to say that non-resident bond issuers took advantage of Japan’s abundant
financial resources through the Tokyo Samurai bond market, which has only a small share of
Japan’s entire financial market.

In contrast, the banking sector has successfully defended its vested interests in corporate
financing. This was especially true before the 1990s: the banking sector, notably the
Industrial Bank of Japan, had implicitly enforced rigid criteria for issuance eligibility and
emphasised the need for a fiscal agent for the public offering of corporate bonds.

Conversely, the securities firms had obstinately interfered in the bond offering business
engaged in by bank-affiliated securities subsidiaries both at home and abroad, particularly
limits on the lead-manager role. Thus, there had been a battle over the business territory
between the banking and securities business sectors in Japan during the 1980s. In these
circumstances, the slow process of deregulation of restrictive practices in bond issuance in
the 1980s and 1990s led many fund-raising institutions to use the Eurobond market outside
Japan. Accordingly, Japan’s domestic bond market was seriously hollowed out despite
abundant domestic financial resources.

Two lessons for Asian bond markets could be derived from these Japanese experiences.
The first concerns vested interests among related parties in financial markets. In many East
Asian countries, the banking sector has dominated and established deeply rooted vested
interests in the corporate financing business. The banking sector will naturally try to defend
its privileged position over the newly emerging financial channel. (Conflicts of business of this
type also existed in the United States, involving regulatory controversies, until 2000.) The
lesson for the development of Asian bond markets is that the supervisory authorities should
have a fair and clear policy perspective and strong commitment to achieving an efficient and
balanced financial intermediary process - one that balances the direct (capital market) and
indirect (banking business) finance channels.

The second lesson is related to the competition among bond markets: if a local bond market
fails to catch up with international standards, potential corporate issuers will quickly turn to
other bond markets. (International standards include disclosure requirements, accounting
standards, price transparency, trading and clearing/settlement procedures, and taxation
harmonisation, as well as related documentation requirements and effective enforcement.)
Financial markets are intensifying competition among themselves. (European stock markets
have already indicated some movement in this direction, and perhaps bond markets have
similar reasons to do so.) The Eurobond market and the Yankee bond market are already
widely used and have been predominant around the world. Similarly, in Asia, Tokyo, Hong
Kong, and Singapore have gained good bond market reputations. A bond issuer successful
in any local Asian bond market will compare emerging local markets with the leading
international bond markets. If there is any inefficiency in the local bond market, potential
bond issuers will be easily attracted to those sophisticated leading markets.

The dispersion of both the Shogun (foreign currency-denominated bond offerings in the
Tokyo market) and the Daimyo bond market (yen-denominated bonds offered in the Tokyo
market but settled in the Euro market) could be interpreted in line with this market
competition. The public offerings through Uridashi described in the Nomura paper could be
interpreted as a new approach rather than an heir to the Shogun and Daimyo bond markets.
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3. Currency constraints

Basically, bonds are offered because the issuers are eager to raise funds and the investors
are seeking safe yet lucrative securities. However, for cross-border transactions, there arises
another factor, related to currency sovereignty. For yen-denominated bonds, the Samurai
and the Euroyen bond markets have coexisted since the 1970s. The Samurai market aims at
mobilising financial resources from domestic investors of the issuing market, whereas the
Euroyen bond market aims at mobilising financial resources from the broader base of
international investors. Behind them is a crucial currency issue for the Japanese monetary
authorities: whether the yen can be freely used outside Japan for financial transactions
among non-residents. The process of using the yen outside Japan was called the Euroisation
of the yen. (Nowadays, the common terminology for the process of using or not using an
individual national currency outside its original currency territory is the “internationalisation”
or “non-internationalisation” of the currency.)

Even the US monetary authorities were cautious about the free use of the US dollar outside
the United States in the 1960s, and the German monetary authorities were even more
cautious about the free use of the Deutsche mark outside Germany. Japan first faced this
issue towards the end of the 1970s. The non-internationalisation of a national currency is
generally intended to segregate a country’s domestic economic and financial transactions
from international turbulence arising from the free use of the national currency in transactions
outside its territory. However, Japan decided to internationalise the yen in the 1980s.

The currency internationalisation issue is not an easy one. For instance, the Swiss monetary
authorities have long been cautious about it, and in Asia, Singapore has had a long tradition
of non-internationalisation of the Singaporean dollar. The Singaporean approach has
impressed monetary authorities in many Asian countries, including Malaysia, Indonesia, and
Thailand. Taiwan, China has also strictly maintained this approach for many years. Most
recently, many Asian economists have focused on the offshore restrictions on the
deliverability of currencies (which give rise to non-deliverable forward (NDF) transactions in
several Asian currencies) - which are intended to ensure the exchange rate stability of those
currencies. (Offshore NDF transactions provide an offshore margin-based mechanism to
hedge those currencies that are considered “unhedgeable” due either to the absence of a
local forward market or to limited access to a local currency market.)

In these circumstances, monetary authorities in East Asia will likely remain conservative
about the free use of their currencies outside their territories. If so, Asian bonds denominated
in local currency will be transacted only inside the territory of the issuing market; thus, it
follows that there will be no cross-border transactions of local currency-denominated Asian
bonds.

If Asian bonds are denominated in a unit reflecting a regional currency basket such as an
Asian Currency Unit (ACU), the question remains whether or not those currencies that
compose the currency basket will become freely available for smooth bond trading across
borders. Another serious problem is the determination of parities among the component
currencies.

If local bond markets have to face severe competition with the sophisticated international
bond markets, and if the above-mentioned currency issue remains unsolved, Asian bond
markets may have to confine themselves to locally segregated bond markets where local
issuers raise funds only from local investors. This may sound most pessimistic, but it is a
reality learned from past experience.

A long-term policy perspective will have to be stressed for the successful development of
Asian bond markets.
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Recent development of the Korean bond market

Seongtae Lee

Ladies and gentlemen, | am very pleased to speak here today at this Asian Bond Market
Research Conference, co-hosted by Korea University and the BIS.

As you are well aware, over the past half century the Asian region has achieved
unprecedentedly high economic growth, and it has now emerged as among the key players
in the world economy. With this continuing remarkable economic growth, trade within the
Asian region is growing rapidly, and there is also a greatly increasing demand for financing.
However, regional financial markets have so far not developed sufficiently to meet this
demand.

Asia’s bond markets, in particular, are far less developed than those of developed countries.
According to IMF statistics, the amount outstanding of the primary bond markets of Asia’s
nine emerging market economies combined totalled USD 1.473 trillion as of the end of 2002.
This is only 8% the size of the US primary bond market, 12% that of the 15 EU countries
combined and 21% that of Japan. The ratio of Asia’s outstanding stock of bonds to GDP is a
mere 43%, far lower than the figures of 182% in the United States, 146% in the European
Union and 175% in Japan. In their secondary bond markets as well, almost all regional
economies have much smaller ratios of turnover to average outstanding stocks compared
with advanced nations.

There is an argument that the 1997 financial crisis was aggravated by these poorly
developed regional bond markets. The argument goes that because the financial structures
of Asian economies were overly reliant on banks and Asian bond markets were poorly
developed, the Asian countries had to rely for investment on short-term foreign borrowings,
which were inevitably withdrawn in a hurry once the regional crisis hit.

Recently, the Asian countries have accumulated significant amounts of foreign assets,
thanks to their continued current account surpluses. However, due to the underdeveloped
bond markets here, some say that there have been some inefficiencies in both the raising
and the managing of foreign funds in the region.

In the wake of the financial crisis, therefore, countries in the region came to realise the
necessity of developing their bond markets and related infrastructure. This enlightenment
has become the momentum driving the countries in the region to make the necessary efforts.
Let me now share with you the efforts Korea has made since the financial crisis in order to
develop its bond markets, and tell you what we have achieved so far.

Before the financial crisis, Korea did not have to issue large quantities of government bonds,
due to observing its balanced budget principle. Once the crisis had broken out, however, the
long-cherished principle of maintaining balanced budgets was abandoned, and the
government began to actively issue bonds, as a means of financing the soaring fiscal deficit
and supporting economic recovery. With technical support from the IMF and the World Bank,
Korea also embarked, in a step-by-step manner, on a series of institutional improvements.
These included the introduction of regular government bond auctions, the establishment of a
primary dealer system, the integration of different types of government bonds, the opening of
the Korean government bond futures market and the introduction of a fungible issue system.

For its part, the Bank of Korea (BOK), the nation’s central bank, has also made considerable
efforts to help develop the country’s bond markets, including the government bond market.
Before the crisis, Korean government bond issuance was to some extent not carried out in
accordance with the market mechanism. A portion of any bond issue was discretionarily
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allocated for underwriting to certain financial institutions. The remaining part of the issue was
taken over by the BOK. The government also sometimes financed its fiscal needs by relying
on borrowings from the BOK rather than by issuing bonds. Since June 1998, however, the
BOK has not accepted government requests to underwrite government bonds and has
advised the government to issue all government bonds in the market, based on market
interest rates. In addition, the BOK has improved the infrastructure related to bond
transactions. It has introduced an electronic competitive bidding process for government
bonds using BOK-Wire and adopted the delivery-versus-payment system for government
bonds.

As a result of these efforts, the outstanding volume of Korean government bonds has grown
almost seven times since 1997, while the turnover ratio for these bonds has skyrocketed
23 times in the same period. In 2003 the issuance of five-year government bonds increased
substantially thanks to the government's efforts to meet growing demand for longer-term
bonds on the part of institutional investors such as pension funds and insurance companies.
The five-year Korean government bond futures market was also set up in order to allow
hedging against the associated risks. In line with these developments, the proportion of five-
year government bonds in total bond issuance increased by 7 percentage points in 2003, to
36%.

Korea’s corporate bond markets are also in the process of becoming more advanced,
through the introduction of new financial instruments and the establishment of relevant
institutions that will support bond market development. Since 1999, new products such as
asset-backed securities (ABSs), mortgage-backed securities (MBSs), asset-backed
commercial paper (ABCP), collateralised loan obligations (CLOs) and collateralised bond
obligations (CBOs) have been introduced. After the financial crisis, the market structure for
corporate bonds shifted to focus on secured bonds rather than unsecured bonds, and this
change required more scientific analysis of issuers’ credit risk. In response to this need, the
setting-up of new credit rating agencies was allowed, and the fiercer competition among
credit rating agencies has led to a significant development of credit risk analysis techniques.

There have also been many improvements in terms of market behaviour. With the
implementation of mark-to-market bond valuation, rates of return on fund management are
now evaluated and disclosed in accordance with daily bond yields. The introduction of a
system for interest rate risk management has also made institutional investors respond more
sensitively to changes in bond yields. Accordingly, it is now becoming common practice for
market participants to closely watch the BOK’'s monetary policy, along with economic
developments at home and abroad.

As | have just described, Korea’'s bond markets have gone through remarkable changes, in
terms of both quality and quantity, since the financial crisis. The government bond market, in
particular, has been totally reshaped across the primary and the secondary markets, as well
as its infrastructure. We believe that Korea’s bond markets will develop further in the future
through continuous efforts to heighten bond market efficiency and to push on with corporate
restructuring.

There has been considerable discussion going on recently, in various international
cooperative forums such as ASEAN+3 and the EMEAP (Executives’ Meeting of East Asia
and Pacific Central Banks), of the development of regional bond markets. In ASEAN+3, in
particular, views on securitisation and credit guarantees have been discussed. In relation to
this issue, Korea has put together a two-tier securitisation draft proposal making the most of
the securitisation and credit guarantee mechanism. Other nations have also developed
plausible draft proposals in these fields. Meanwhile, the EMEAP, comprising 11 central
banks and monetary authorities in the East Asia and Pacific region, has raised a USD 1 billion
fund and invested it in dollar-denominated bonds issued by countries in the region. Taking
this arrangement one step further, the EMEAP is now actively discussing ways to expand the
fund and invest it in local currency denominated bonds in the region.
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Under these circumstances, | think that this conference is very significant, in that it brings
together distinguished scholars and experts from both at home and abroad, to diagnose the
reasons why Asia’s bond markets have not been developed sufficiently and to propose new
visions and ideas on the ways to facilitate their development.

I hope there will be as many active discussions tomorrow as there were today, through which
a variety of epoch-making views will be advanced concerning the development of our
regional bond markets.

Thank you for your attention.
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Minding the gap in Asia:
foreign and local currency ratings

Kate Kisselev! and Frank Packer?

Introduction

As governments embrace the goal of developing local currency bond markets as an
alternative to inflows of foreign capital,® rating agencies now commonly assign a domestic
currency rating to sovereigns in addition to a foreign currency one. In Asia, 18 major
sovereigns with foreign debt ratings now have a domestic currency rating from a major rating
agency. Usually the domestic rating is higher, reflecting the presumed greater ability and
willingness of sovereigns to service debt denominated in their own currency. However, the
gap between the two ratings is uniform neither across borrowers nor across agencies.

The distinctions between local and foreign currency ratings are likely to have increasingly
important implications for the development of capital markets globally and in Asia in
particular. The degree to which rating policies favour a particular currency of denomination
might provide significant incentives in terms of investor acceptance and market pricing.
Rating policies might reinforce government policy initiatives and regulations as well.*

In this paper, we first provide a comparative overview of domestic and foreign currency
ratings globally and in Asia in particular. Asian credits are similar to the global sample in
terms of both the newcomer status of local currency ratings and the tendency for the
local/foreign currency rating gap to be largest in the lower investment grade/upper
non-investment grade region. However, differences of opinion among rating agencies
regarding the relative creditworthiness of local and foreign currency obligations are quite
pronounced in Asia. Within a linear regression framework, we then examine the determinants
of the difference between local and foreign currency ratings, and find evidence that
differences among agencies are driven by distinctions in their overall rating policy rather than
a distinct Asian factor per se. Other than the paper of Trevino and Thomas (2001), ours is

Former Vice President, Citigroup Global Country Risk Management.

This paper was completed in early 2005. Marcia Elyseau provided helpful research assistance. Thanks are
also due to Robert McCauley, as well as the discussant at the BIS-Korea University Asian bond markets
conference, Thomas Byrne, for useful comments at an earlier stage of the paper. Participants in the BIS
workshop on bond markets in Hong Kong, and the 17th annual Australasian Banking and Finance Conference
in Sydney in 2004, also provided useful comments. The views expressed do not necessarily represent those
of the Bank for International Settlements or Citigroup.

While the first Asian Bond Fund invested in dollar-denominated debt, East Asian central banks announced in
late 2004 the launch of a second fund with a mandate to invest in domestic currency denominated bonds. See
the press statement of the Executives’ Meeting of East Asia-Pacific Central Banks (EMEAP), 16 December
2004.

For the most part, regulations that key off agency ratings make little distinction between foreign and domestic
currency rated claims. Those exceptions that do exist favour domestic currency ratings and/or domestic
currency claims. For instance, under the standardised approach of Basel Il, a new capital adequacy
framework for banks, in the case of foreign currency exposures to multilateral development banks whose
convertibility and transfer risk are “considered by national supervisory authorities to be effectively mitigated”,
the domestic currency rating may be used for risk weighting purposes instead of the foreign currency rating
(see Basel Committee on Banking Supervision (2004)). In addition, the framework gives national authorities
the general discretion to apply even lower risk weights to their banks’ exposures to sovereign (or central bank)
domestic currency obligations, which is not the case with foreign currency obligations.
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the first to empirically estimate the determinants of the local and foreign currency gap for
sovereign credits.

Foreign and local currency ratings

Over the past few decades, the business of providing sovereign ratings has grown
considerably. As of 1985, only 15 countries obtained credit agency bond ratings to borrow in
international capital markets. Most of these countries were rated AAA; less financially strong
countries relied on bank finance or privately placed bonds. However, over the past
15-20 years, countries at the lower end of the credit quality spectrum have relied increasingly
on bond markets, and obtained a credit rating for that purpose.

Initially, most of the new sovereign ratings applied to foreign currency debt, as sovereigns
apparently felt little need to obtain a rating for domestic currency obligations. But sovereigns
gradually moved to having domestic currency ratings, a likely reflection of efforts to increase
the investor base for domestic currency bonds (Tables 1 and 2).

Pretty much the same story holds with Asian ratings. Among Asian sovereigns, only Japan
and Australia had foreign currency ratings as of 1975, but more than half of the 18 Asian
sovereigns had a foreign currency rating by 1990. And although none had a local currency
rating before 1990, the catch-up is now complete, which parallels the global rating
phenomenon (Tables 1 and 3).

What might drive the rating gap?

Rating agencies often give higher ratings to the domestic currency obligations of sovereign
states than to their foreign currency ones. This is a global phenomenon: for instance, the
average gap between Standard & Poor’s local and foreign currency ratings was 0.7 notches
globally in late 2004, while the Moody’s gap was 0.4 notches. Differences are often justified
in terms of the sovereign’s ability to tax and appropriate domestic currency assets, which is
often judged to be greater than in the case of foreign currency assets. In addition, while the
sovereign must generate foreign exchange to repay foreign currency debts, it can print
money tso meet domestic currency obligations (see, for example, Fitch Investors Service
(2003)).

Following this logic, constraints on the sovereign’s ability to print domestic currency would
tend to reduce the justification for a rating gap. Prime examples would be sovereigns that
use the currencies of foreign countries, such as Panama and El Salvador. The countries of
the euro area are also special cases; here the delegation of monetary policy to the ECB has
greatly diminished the distinctions drawn between local and foreign currency debt.® Countries

Another frequently cited justification for notching is that the incidence of default on local currency debt has
been lower than that on foreign currency debt (S&P (2003)). However, this is usually based on the default
statistics, which include defaults on bank debt. As for the cases of default on rated bonds, the limited default
experience to date suggests that it is not obvious that default on foreign currency bonds tends to precede or
be more likely than that on domestic currency bonds (see Packer (2003)).

Though there was a difference of approach over whether foreign currency ratings should be upgraded or
domestic currency ratings downgraded, the major rating agencies eliminated or narrowed outstanding
domestic/foreign currency rating gaps for euro area countries ahead of and during the transition to the euro
(for further discussion, see McCauley and White (1997)).
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whose local currency obligations are held by foreigners may also have smaller rating gaps. In
these countries, it is the local banking system, rather than the sovereign, that must hedge
foreign investments in local currency denominated sovereign debt, and the government may
be unwilling to print money if that would impose substantial costs on the banking system.
More generally, the frequent existence of significant political costs to high levels of inflation
should limit the applicability of the “printing press” argument for high domestic currency
ratings.

Another possible exception would be if foreign currency issuance is small relative to the total
debt outstanding of a sovereign. After all, one of the underlying principles of sovereign debt
analysis is that sovereign risk always depends on the willingness as well as the ability to pay.
Given a small enough burden, the sovereign might conceivably make an extra effort to avoid
default on foreign currency obligations. It is likely that the relatively small size of the
international bonds of emerging market countries in the early 1980s explains why the default
experience on bonds at that time was rather limited, despite a range of bank loan
restructuring programmes.

Another factor influencing the size of the gap is a purely technical one: there is no rating
higher than AAA (Aaa) in the rating agencies’ symbology. The additional credit standing that
a foreign currency AAA credit might gain by being denominated in domestic currency is
unobservable. In addition, countries that are AA+ can only be raised by one notch, and so
forth. Notching should thus become more pronounced and frequent as the foreign currency
rating drifts downwards from AAA and AA, which is in fact what we generally observe both
globally and in Asia. Little surprise, then, that countries such as Malaysia and the Philippines
have marked notching relative to highly rated Singapore, Australia and New Zealand, which
have little to no room for a notching-up on their domestic currency obligations.

On the other hand, it appears that the gap peaks in the mid-grade rating category BB. For
instance, according to Standard & Poor’s, 83% of all rated sovereigns in the BB category in
late 2004 had domestic currency obligations that were rated at least one notch higher than
foreign currency obligations (Table 4). By contrast, the relative advantage of domestic
currency obligations was much smaller for countries that are further below investment grade;
only 27% of countries in the B category enjoy a rating gap. For its part, Standard & Poor’s
posits that low-rated countries face risks, such as high degrees of social and political stress,
that would also impair their ability to keep servicing domestic obligations in circumstances
where foreign currency debts were allowed to default (S&P (2002)).

Asia does follow the same global hump-shaped pattern in the distribution of rating gaps, as is
evident in Table 4. The propensity for rating gaps to exceed one notch is noticeable in the A
range, where two out of three sovereigns - Korea and Malaysia - have large gaps.
Meanwhile, Indonesia has one of the lowest ratings among Asian sovereigns and gets only a
single one-notch improvement in the local currency rating from only one of the rating
agencies.

Differences among the rating agencies

There are surprisingly sharp differences among the rating agencies with respect to the
frequency at and degree to which domestic obligations are given favourable ratings. In
particular, Moody’s tends to notch up its domestic currency rating much less frequently than
the other agencies; for instance, in November 2004 it gave a higher domestic currency rating
on only 30% of its rated universe of sovereigns, compared with 44% for S&P (Table 5).
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Moody’s also assigned a higher foreign currency rating than domestic currency rating in four
cases,” with a relatively small proportion of outstanding foreign currency debt relative to
foreign exchange reserves always cited as a reason (see Moody’s (2003c,d)). By contrast,
S&P did not assign a higher foreign currency rating to any sovereign, while Fitch assigned a
higher foreign currency rating only in the case of Japan.

Consistent with this global finding, Asian countries see far less notching from Moody’s than
from Standard & Poor’s (Table 6). In fact, the differences are starker in the case of Asia: the
average gap between S&P’s foreign and local currency ratings was 0.9 notches in Asia, even
wider than the 0.6 notch gap for non-Asian countries (Table 6). At the same time, Moody’s
actually notched Asian countries in the other direction, on average, with a mean Asian gap of
—0.3 notches compared to a gap of 0.5 notches for non-Asians. This pattern, that the Asia
subsample shows an accentuation of the differences in notching policies among the
agencies, has held since 1995, when Asian sovereigns began to receive foreign and local
currency ratings widely. In the regression analysis to follow, we explore possible reasons
why this may be the case.

Regression analysis

The previous sections present the stylised facts that, in the case of S&P ratings, there is
more likely to be a gap between the foreign currency and domestic currency ratings if a
country is in Asia, and that such a gap is likely to be larger if a country is in Asia rather than
elsewhere. In the case of Moody’s, rating gaps in Asia are smaller than elsewhere. Are these
facts simply the by-product of different observable endowments among the Asian economies
versus elsewhere, which might tend to magnify both the gap and the agency differences,
given the agencies’ respective rating technologies? Or rather, might there be an unobserved
factor common to Asia that is driving the results, reflecting rating agency biases and/or
omitted variables?

Previous literature

According to general descriptions of the rating process by the rating agencies themselves
(see Moody’s (2003a, 2004) and S&P (2002, 2004), sovereign local and foreign currency
ratings are based on a wide array of quantitative and qualitative factors that are intended to
capture political risk, income and economic structure, growth, monetary policy, budgetary
and public debt management, and external liquidity and debt. However, quantitative studies
of ratings - such as Cantor and Packer (1996), Moody’s (2003b) and Borio and Packer
(2004) - find that most of the variance in Moody's and S&P ratings can be explained by a
relatively small number of variables. Typically, the debt burden itself, default history, per
capita income and economic growth are important as indicators of a country’s wealth and
ability to pay, and indices of political risk are also important, presumably because they proxy
for willingness to pay.

Partly because they have been around longer, the literature is more developed with regard to
the determinants of foreign currency ratings. Specifically, Cantor and Packer (1996) found
that per capita income, inflation, external debt, economic development, and default history
were particularly strong predictors of foreign currency ratings. A weaker relationship existed
between sovereign ratings and GDP growth and the fiscal balance, and there was no
statistical relationship between ratings and the external balance. Moody’s (2004) found that

" The four countries are India, Lebanon (one notch), Turkey (two notches) and Japan (five notches).
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per capita income, debt/exports, growth, external transfer risk, and government effectiveness
explain 91% of the variation in its own foreign currency ratings. In addition to many of the
above-listed variables, Borio and Packer (2004) also found corruption perceptions to have
significant explanatory power in predicting variation in a panel of foreign currency ratings.

The examination of the determinants of local currency ratings includes another study of
Moody’s (2003b), which found that government debt/government revenue, per capita
income, growth, and government effectiveness explained 87% of the variation in Moody’s
local currency ratings. In a study of the gap between local and foreign currency ratings,
which used a probit methodology, Trevino and Thomas (2001) looked at many of the
variables discussed above and also added measures of the term structure of bank debt, a
country’s share of bank lending, bank commitments, bank borrowing/ deposits, reserves and
IMF credit usage, rating agency dummy variables, and regional dummy variables. The
authors found regional and rating agency biases present even after the inclusion of these
variables.

Methodology

To address our questions about what is driving the prevalence and magnitude of rating gaps
in Asia and globally, we estimate regression models for the foreign currency ratings of
Moody’s and S&P, the local currency ratings of each agency, and the gap between the
foreign currency and local currency ratings. We also estimate a set of regressions where the
left-hand side variables are the differences between Moody’'s and S&P’s local currency
ratings, foreign currency ratings, and notching gaps. In each of our regressions, we use a
fixed effects specification and examine the Asian countries’ fixed effects for evidence of an
unobserved common factor.

We proceed by identifying 61 variables that reflect political risk, default history, external debt
burden, macroeconomic performance, and government financial management, and we
collect annual data on these variables for the 101 countries that have both foreign currency
and local currency ratings at either S&P or Moody’s from 1995 to 2003.° Ratings are recoded
numerically with AAA and Aaa equal to 1, AA+ and Aal equal to 2, and so on. Each end-year
rating is assumed to be the function of explanatory variables from that same year, and the
candidate explanatory variables are listed in Table 7. In many cases, these variables may
capture overlapping aspects of ability and willingness to repay foreign or local currency debt,
so we pare the list of variables in each regression by identifying subcategories of variables
that may capture the same concept. These subcategories are also listed in Table 7.

We start by fitting a regression model to S&P foreign currency ratings. Within each
subcategory of variables, we test the fit of each variable separately. For example, we start by
testing the fit of each of the CPI-related variables. If no CPI variable is significant at the
.10 level, we proceed to the GDP growth subcategory, leaving out a CPI variable. In cases
where only one CPI variable is significant, we retain it while testing GDP growth variables. In
cases where several CPI variables are separately significant, we include them together in the
regression to see whether they are robust to one another’s inclusion. We then eliminate
variables that are not robust according to t-statistic, and retain robust CPI variables while
testing GDP growth variables. After moving through all subcategories in this way, we then
eliminate variables that are no longer statistically significant at the .10 level to arrive at the
final S&P foreign currency specification. Hausman tests in nearly every specification suggest

8 The sample criteria are that a country must have a foreign currency rating and a local currency rating from

either S&P or Moody'’s at any time between 1995 and 2003, and all economic, political, and financial indicators
must be available from the sources listed in Table 7.
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that fixed effects rather than random effects are present, so we retain a fixed effects
specification for consistency throughout. F-tests in every regression specification confirm the
importance of the fixed effects. All regressions are estimated in SAS with two-way (cross-
sectional and time-series) fixed effects, and we require countries to have more than one
time-series observation in each regression.

We follow the same procedure for Moody’s foreign currency ratings, except that the starting
point is the final S&P specification, for convenience. We first eliminate variables that are not
significant for Moody’s, and then move through the subcategories again, testing candidate
variables in the same way as we did in fitting the S&P model.

Our starting point for the S&P (Moody’s) local currency rating specification is the S&P
(Moody'’s) foreign currency specification. The starting point for the S&P (Moody’s) rating gap
specification is the union of variables in the S&P (Moody’s) foreign currency and local
currency specifications. Similarly, the starting point for the S&P-Moody’s foreign currency
(local currency) rating difference specification is the union of variables in the S&P and
Moody'’s foreign currency (local currency) rating specifications.

Rating regressions

The final regressions of S&P and Moody'’s foreign currency ratings on full sets of explanatory
variables are shown in the first two columns of Table 8. In both regressions, all of the
explanatory variables are significant at the .05 level and take the expected signs. Per capita
GDP is significant at both agencies, with higher levels of income leading to better ratings.
While higher per capita GDP may well imply higher costs associated with default, this
variable is also likely to proxy for other indicators of development and creditworthiness.
M2/reserves is also significant at both agencies, and this variable captures monetary
volatility, excess monetary liquidity, and reserve volatility, so that greater variation in this ratio
leads to a worse foreign currency rating. Investment is significant at both agencies and has
the expected interpretation: higher rates of investment should generate the ability to repay
debts. Overall political risk is an important determinant of both agencies’ ratings; higher
levels of political risk are associated with worse ratings. The importance of political risk is
underscored by the fact that an additional source of political risk is significant in each
agency'’s ratings, with control of corruption associated with better S&P ratings, and regulatory
quality associated with better Moody'’s ratings. Finally, the time elapsed since the last default
on foreign currency obligations is also important at both agencies, with longer periods without
default associated with better ratings.

The most obvious difference between the agencies’ foreign currency rating methodologies is
in the treatment of debt and external vulnerability, two critical components of foreign currency
ratings. Standard & Poor’s appears to focus on total public sector indebtedness, with higher
public debt/GDP ratios resulting in worse ratings. It also considers exchange rate regime,
with pegged and managed floating regimes penalised by half a notch. The significance of the
exchange rate regime variable highlights the view that rigid exchange rates may be a direct
constraint on debt servicing capacity; if governments must use reserves to defend a
currency, less foreign exchange remains available for debt servicing. By contrast, Moody’s
appears to weight more directly the net external debt burden, as a fraction of exports.

Adding country-specific fixed effects to the regression improves the fit, as all of the cross-
sectional fixed effects are significant. It is noteworthy that although the average of the fixed
effects in both the S&P and Moody’s regressions implies ratings for Asian sovereigns that
are 1.4-1.5 notches better on average than for other countries, there is enough variation
within the country fixed effect coefficients that an F-test cannot reject the hypothesis of no
difference between Asian and non-Asian countries. Thus, higher credit ratings in Asia can be
explained more on the basis of better fundamentals in Asian countries and country-specific
factors than the result of an “Asia factor”.
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Regressions of the local currency ratings of each agency on the explanatory variables are
presented in the final two columns of Table 8. All variables are significant at the .05 level and
all coefficients take the correct signs. As in the foreign currency rating regressions, per capita
GDP is an important explanatory variable for both agencies. Public debt/GDP is now
significant for both agencies as well. However, while Moody’s appears to weight more heavily
in its assessments the variables of economic growth and M2/reserves, S&P appears to
weight many more additional variables, including inflation, investment, political risk, control of
corruption, exchange rate rigidity, the nominal exchange rate change, and the time elapsed
since the last local currency default. The relative parsimony of the Moody’s regression bears
out the agency’'s own finding that most of the variation in its local currency ratings can be
explained with just a few variables (Moody’s (2003b)).

The local currency regression results are consistent with our earlier findings regarding Asian
foreign currency ratings. While the average Asian fixed effect is 1.1-1.2 notches better than
that of non-Asian countries, this difference is not statistically significant, so we conclude that
better average Asian local currency ratings tend to be driven by fundamentals and country-
specific effects rather than an “Asia factor”.

One of the drawbacks of the above approach to discerning differences in rating agency
methodology is the fact that the agencies have rated different sets of countries over time,
and it may be these differences in samples, rather than differences in methodology, that
drive the regression results. To control for this effect, we impose the requirement that the
S&P and Moody’s samples be the same and rerun the regressions (Table 9). The
explanatory variables from the foreign currency rating regressions are highly robust, with all
variables still significant at the .10 level and all coefficients remaining at roughly the same
order of magnitude. The Moody’s local currency regression is also robust to the sample
change. The S&P local currency regression is slightly less robust, with three variables
becoming insignificant when we change the sample: the investment, political risk score, and
exchange rate rigidity variables are no longer significant at the .10 level.

Rating gap regressions

Next, we report the results of regressions of the gap between local and foreign currency
ratings of S&P and Moody’s on the explanatory variables (Table 10, first two columns). Our
convention is that a positive gap means that the local currency rating is better than the
foreign currency rating. Among the variables, inflation, M2, and M2/reserves are important
determinants of the gap between foreign and local currency ratings at both agencies. High
inflation tends to lead to a smaller gap between ratings, consistent with high levels of inflation
eroding the creditworthiness of the sovereign across the board and thus diminishing the
relative safety of local currency obligations. The positive coefficients on the change in M2 or
M2/reserves suggest that monetary expansion is initially associated with relatively safer local
currency obligations, though the negative coefficients on the volatility of the same variables
suggest that this effect has diminishing marginal returns, perhaps for the same reason that
high inflation is associated with a diminished rating gap.

Some variables explain rating gaps for Moody’s rating only. Per capita GDP is significant in
the Moody’s regression, with higher levels of income associated with smaller rating gaps.
This variable may well be picking up the fact that sovereigns with the best foreign currency
ratings cannot enjoy a rating gap because they are already at the top of the rating scale,
though it is not clear why such an effect would only hold for Moody’s. Saving is also
significant in the Moody’s regression, with higher saving rates permitting larger rating gaps.
When a sovereign can tap a large pool of local savings, Moody’s may view it as easier for the
sovereign to roll over local currency debt and avoid default. Public debt/GDP leads to smaller
rating gaps in the Moody’s regression, which suggests that Moody’s views very heavy debt
burdens as making default more likely on all debt, regardless of currency. Real effective
exchange rate overvaluation also leads to larger gaps at Moody’s, and this may illustrate the
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fact that it is expensive to maintain an overvalued exchange rate, and using foreign
exchange to defend a currency reduces the availability of foreign exchange for repaying
debt.

A few variables enter uniquely into the S&P gap regressions as well. For instance, the
measures of regulatory quality and import cover lead to larger rating gaps in the S&P
regression, while the time elapsed since local currency default narrows the gap. The latter
result perhaps indicates that S&P is more likely to view longer default-free periods as an
important sign of creditworthiness on all obligations, which should diminish any foreign-local
currency differential.

In the gap regressions, the fixed effect for Asian countries is even more muted than it was in
the simple foreign and local currency rating regressions. Both the Moody’s and S&P
regressions suggest that the average expected Asian rating gap is nearly equal to the
expected gap in other countries. This finding supports the view that the different degree of
“notching” in Asia between local and foreign currency ratings can be better explained by
broadly applicable fundamentals than by Asia-specific factors.

Rating difference regressions

The regressions discussed above suggest that the rating agencies may weight variables
differently when they assess foreign and local currency creditworthiness. In order to further
investigate how the rating agency methodologies differ, we regress the difference between
S&P and Moody’s foreign currency ratings, and then the difference between their local
currency ratings, on the explanatory variables, with the results reported in the final two
columns of Table 10. Here, our convention is that positive differences imply a better rating by
Moody'’s.

As in the gap regressions, inflation, M2, and M2/reserves are important determinants of the
differences between the agencies’ foreign and local currency ratings. S&P tends to weight
inflation more heavily as a negative factor in local currency ratings, but relatively less heavily
as a negative factor for foreign currency ratings. S&P also tends to weight monetary
expansion less heavily as a negative factor for both foreign and local currency ratings.
Additionally, control of corruption, domestic debt/GDP, budget revenue/GDP, short-term
debt/GDP, exchange rate changes, and time elapsed since default all appear to be weighted
significantly differently across the agencies.

Two final findings are that while average Asian fixed effects do not provide assistance in
predicting differences between Moody’s and S&P foreign currency credit ratings, there is a
significant Asian effect in the difference between S&P and Moody’s local currency ratings.
That is, S&P’s Asian local currency rating are significantly better than those of Moody’s, even
after controlling for differences in rating methodology.

Conclusion

This paper has analysed the patterns of the foreign and local currency ratings of S&P and
Moody’s both in Asia and globally, with a particular emphasis on whether ratings and the
gaps between foreign and local currency ratings are driven by the same factors in Asia as
elsewhere in the world, and whether the different rating agencies take the same approach to
ratings and gaps. We find that rating gaps in Asia can be explained by many of the same
factors that drive gaps globally, and that the evidence for an Asia-wide effect on ratings is
slim.

The local-foreign currency rating gaps of both agencies can be partly explained by inflation,
M2, and M2/reserves, but we also find evidence of a divergence across the rating agencies
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in methodology. Namely, the gaps of S&P appear to depend more heavily on regulatory
quality, import cover, and time elapsed since default, while the gaps in Moody’s ratings are
better explained by per capita income, saving, public debt/GDP, and the real effective
exchange rate overvaluation. At the same time, an Asia factor may help to explain the
difference of local currency ratings between agencies, since S&P’s local currency Asian
ratings are significantly better than those of Moody’s even after controlling for differences in
methodology.

As domestic bond markets grow in importance, understanding local currency sovereign
ratings and what makes them different from foreign currency ratings will become increasingly
important. This paper suggests that there are important differences in the way rating
agencies view the relationship between foreign and local currency ratings, a fact that could
have implications for investors and regulators alike.

Table 1

Domestic and foreign currency sovereign ratings

Number of Asian sovereigns in parentheses

New foreign currency ratings New dome;tic currency
ratings
Number of sovereigns
Pre-1985 15 (3) 0 (0)
1986-90 22 (8) 2 (0)
1991-95 20 (3) 32 (7)
1996-2000 55 (4) 65 (9)
2001-04 17 (0) 20 (2)
Total 129 (18) 119 (18)

Note: Sovereigns are deemed to have a rating if one of the three major agencies has a rating outstanding. The
United States did not receive a foreign currency rating until 1992.

Sources: Fitch Investors Service; Moody’s Investors Service; Standard & Poor’s.

Table 2
The credit quality of newly assigned sovereign ratings
. . New domestic currency
New foreign currency ratings :
ratings
Median rating

Pre-1985 AAA
1986-90 A AA+
1991-95 BB+ AAA
1996-2000 BB BBB
2001-04 B+ B+

Note: Sovereigns are deemed to have a rating if one of the three major agencies has a rating outstanding.
Sources: Fitch Investors Service; Moody’s Investors Service; Standard & Poor’s.
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Table 3

Local and foreign currency credit rating of
selected Asian economies, November 2004

S&P Moody’s Fitch R&l

LC FC LC FC LC FC LC FC
Australia AAA AAA Aaa Aaa AAA AA+ AAA AA+
China BBB+ | BBB+ - A2 A A- - A
Hong Kong SAR AA—- A+ Aa3 Al AA+ AA- AA AA—-
India BB+ BB Ba2 Baa3 BB+ BB+ - BBB
Indonesia B+ B B2 B2 B+ B+ - B
Japan AA- AA— A2 Aaa AA- AA AAA AAA
Korea A+ A— A3 A3 AA- A - A-
Macau SAR - - Al Al - - - -
Malaysia A+ A- A3 Baal A+ A- - A-
Mongolia B B - - - - - -
New Zealand AAA AA+ Aaa Aaa AAA AA+ AAA AA+
Pakistan BB B+ B2 B2 - - - -
Papua New Guinea | B+ B Bl Bl B+ B - -
Philippines BBB- BB Ba2 Ba2 BB+ BB - BBB-
Singapore AAA AAA Aaa Aaa AAA AAA AAA AAA
Taiwan, China AA- AA- Aa3 Aa3 AA A+ - AA
Thailand A BBB+ Baal Baal A- BBB - BBB+
Vietnam BB BB- - B1 BB BB— - -

Note: LC refers to local currency rating, and FC to foreign currency rating.

Sources: Fitch Investors Service; Japan Rating and Investment Information, Inc (R&I); Moody’s Investors
Service; Standard & Poor’s.
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Table 4

Domestic vs foreign currency rating
gaps by rating, November 2004

Asian countries in parentheses

Domestic currency debt | Domestic currency debt
S&P foreign No difference rated higher by exactly rated higher by more
currency one notch than one notch
rating
Number of sovereigns
AAA 18 (2) 0 0
AA 8(2) 2 (1) 0
A 7 (0) 8 (1) 5(2)
BBB 2(2) 6 (0) 6 (1)
BB 3(0) 11 (2) 4 (1)
B 18 (1) 4 (2) 1(1)

Note: Ratings indicate the broad letter grade category, eg AA stands for credits rated AA+, AA and AA—.

Source: Standard & Poor’s.

Table 5

Domestic vs foreign currency rating gaps, November 2004

Asian countries in parentheses

Moody’s S&P
Number of sovereignhs

4-notch differential - -
3-notch 6 (0) 8 (0)
2-notch 7 (0) 8 (4)
1-notch 15 (2) 31 (6)
No difference 62 (10) 59 (6)
—1-notch 2 (0) -
—2-notch 1(0) -
—3-notch - -
—4-notch - -
—5-notch 1(1) -
Total 94 (14) 106 (16)

Sources: Moody'’s Investors Service; Standard & Poor’s.
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Table 6

Notching of local currency credit rating
of Asian economies, November 2004

S&P Moody’s Fitch R&l
LC/FC gap LC/FC gap LC/FC gap LC/FC gap

Australia 0 0 1 1
China 0 - 1 -
Hong Kong SAR 1 1 2 1
India 1 -2 0 -
Indonesia 1 0 0 -
Japan 0 -5 -1 0
Korea 2 0 2 -
Macau SAR - 0 - -
Malaysia 2 1 2 -
Mongolia 0 - - -
New Zealand 1 0 1 1
Pakistan 2 0 - -
Papua New Guinea 1 0 1 -
Philippines 2 0 1 -
Singapore 0 0 0 0
Taiwan, China 0 0 2 -
Thailand 2 0 2 -
Vietnam 1 - 1 -
Average 0.94 -0.33 1.00 0.60
Average (ex Japan) 1.00 0.00 1.14 0.75

Note: LC refers to local currency rating, and FC to foreign currency rating.

Sources: Fitch Investors Service; Japan Rating and Investment Information, Inc (R&I); Moody’s Investors

Service; Standard & Poor’s.
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Table 7

Explanatory regression variables

Category Subcategory Variables
Macroeconomic Inflation Inflation over 1 year, 5 years and 10 years
Log inflation over 1 year, 5 years and 10 years
GDP Log per capita GDP
Per capita GDP

GDP growth 1-year rate
GDP growth 3-year rate
GDP growth 3-year average annual rate

Monetary M2: 1-year, 5-year, 10-year, % change

M2: log 1-year, 5-year and 10-year change
M2: 1-year, 5-year and 10-year volatility
M2: log 1-year, 5-year and 10-year volatility

Monetary/liquidity | M2/reserves: 1-year, 5-year, 10-year, % change
M2/reserves: log 1-year, 5-year and 10-year change
M2/reserves: 1-year, 5-year and 10-year volatility
M2/reserves: log 1-year, 5-year and 10-year volatility

Saving/investment | Saving/GDP
Investment/GDP

Political Political Transparency International Corruption Perceptions Index
Political risk score (Political Risk Services)

Government control of corruption (latest available,
Kaufmann

et al (2003))

Government effectiveness (latest available, Kaufmann

et al (2003))

Government regulatory quality (latest available, Kaufmann
et al (2003))

Government Government Public debt/GDP

finance finance Fiscal balance/GDP
Budget revenue/GDP
Domestic debt/GDP
Government debt/revenue

External position Debt Net debt/GDP

Net debt/exports

Gross debt/exports
Gross debt/GDP
Short-term debt/reserves
Short-term debt/GDP
Import cover

Exchange rate Nominal exchange rate 1-year change

Real effective exchange rate, % deviation from LT
average (JPMorgan Chase)

IMF exchange rate regime dummy variable (pegs and
managed floats are coded as 1)

Default Years since foreign currency default
Log years since foreign currency default
Years since local currency default

Log years since local currency default

Sources: Transparency International; Political Risk Services’ International Country Risk Guide; Kaufmann et al
(2003); ElU; Datastream; Standard & Poor’s; JPMorgan Chase.
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Table 8

The determinants of Moody’s and S&P’s
foreign and local currency ratings

Agency

Dependent variable

R-squared

F-test of significance of
fixed effects, p-value

Hausman test, fixed/
random effects, p-value

Degrees of freedom

Independent variables

S&P

Moody’s

S&P

Moody’s

Foreign
currency rating

Foreign
currency rating

Local
currency rating

Local
currency rating

.9949

<.0001

.0068
329

.9961

<.0001

.1642
235

.9879

<.0001

.0026
358

.9951

<.0001

.0004
340

Coeff

t-stat

Coeff

t-stat

Coeff

t-stat

Coeff

t-stat

Macroeconomic
Inflation, log 1-yr
Inflation, 1-yr
Inflation, log 10-yr
Per capita GDP, log
GDP growth, 3-yr avg
M2, 10-yr % chg

M2, log 10-yr % chg
M2, 1-yr log volatility
M2, 5-yr volatility
M2/reserves, 5-yr log
volatility

M2/reserves, log 10-yr
% chg

M2/reserves, 1-yr volatility
M2/reserves, log 5-yr %
chg

Investment

Saving

Political

Political risk score
Regulatory quality
Control of corruption
Government finance
Public debt/GDP
Domestic debt/GDP
Budget revenue/GDP
External

Net debt/exports
Short-term debt/GDP
Import cover

-3.016

0.463

—0.053

-0.034

-1.264

0.041

—7.870

2.680

-2.970

2.560

-4.120

7.040

-2.231

0.908

—-0.083

—-0.030
-1.418

0.004

-5.360

4.950

-4.210

1.970
—6.300

2.420

0.366

-1.752

0.334

—0.064

—0.045

—-1.466

0.072

3.930

-3.170

2.600

-3.000

—2.630

-3.700

9.690

—-0.985
—0.093

0.734

0.037

—2.950
-3.460

4.840

7.300
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Table 8 (cont)

The determinants of Moody’s and S&P’s
foreign and local currency ratings

Agency S&P Moody’s S&P Moody’s

Dependent variable Foreign ' Foreign ' Local ' Local '
currency rating | currency rating | currency rating | currency rating

Independent variables Coeff | t-stat | Coeff | t-stat | Coeff | t-stat | Coeff | t-stat

External (cont)

Exchange rate rigidity 0.493 | 2.580 0.584 | 2.510

Exchange rate, 1-yr chg -0.012 | -3.320

Real effective exchange

rate

Years since foreign

currency default, log —-0.346 | —2.910 | —0.236 | —2.790

Years since local currency

default, log -0.661 | —2.110

Years since local currency

default

Time-series fixed effects

Year 1995 —0.143 | -0.580

Year 1996 -0.197 | —0.650 | 0.013 | 0.040 | -0.854 | —2.330 | -0.151 | —0.610

Year 1997 -0.031 | -0.110 | 0.482 | 1.650 | -0.613 | —1.790 | —0.049 | —0.230

Year 1998 -0.255 | -1.400 | 0.376 | 1.960 | -0.461 | —=2.070 | 0.195 | 1.220

Year 1999 -0.298 | -1.810 | 0.224 | 1.240 | —0.154 | -0.730 | 0.023 | 0.160

Year 2000 -0.196 | -1.230 | 0.121 | 0.710 | -0.237 | -1.150 | 0.035 | 0.250

Year 2001 -0.244 | -1.580 | 0.158 | 0.950 | -0.123 | —0.590 | —0.003 | —0.020

Year 2002 —0.341 | —2.380 | -0.259 | -1.590 | —0.327 | —1.760 | —0.029 | —0.220

Cross-sectional fixed

effects

Argentina 42.066 | 11.990 | 36.030 | 9.340 | 30.755 | 6.210 | 20.740 | 6.650

Australia 38.690 | 10.100 | 29.766 | 7.150 | 27.594 | 5.110 | 8.888 | 2.590

Austria 24271 | 4.310 | 7.661 | 2.100

Bahrain 37.817 | 10.290 26.200 | 5.090

Barbados

Belgium 21.543 | 3.750

Bolivia 31.343 | 10.230

Botswana 35.650 | 11.300 25.630 | 5.710 | 12.167 | 4.310

Brazil 39.252 | 11.950 | 34.015 | 9.460 | 27.670 | 5.950 | 19.606 | 6.750

Bulgaria 35.604 | 11.350 | 33.375 | 10.180 | 26.324 | 6.060 | 17.419 | 6.340

Canada 36.597 | 9.060 | 29.884 | 7.130 | 24.147 | 4.270 | 7.431 | 2.060

Chile 37.966 | 11.700 | 32.059 | 9.160 | 26.727 | 5.840 | 12.227 | 4.190

Colombia 33.313 | 10.380 | 26.989 | 7.660 | 23.193 | 5.430 | 11.423 | 4.040

Costa Rica 39.463 | 11.870 | 33.270 | 9.380 | 30.149 | 6.480 | 16.238 | 5.480

Croatia 36.586 | 10.760 | 32.284 | 8.980 | 23.328 | 4.780 | 13.537 | 4.480

Cyprus 37.123 | 9.760 | 31.503 | 7.860 | 23.764 | 4.450 | 11.859 | 3.480

Czech Republic 36.820 | 10.910 | 31.375 | 8.690 | 23.978 | 4.950 | 11.826 | 3.910
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The determinants of Moody’s and S&P’s

Table 8 (cont)

foreign and local currency ratings

Agency S&P Moody’s S&P Moody’s
Dependent variable Foreign ' Foreign ' Local ' Local '
currency rating | currency rating | currency rating | currency rating
Independent variables Coeff | t-stat | Coeff | t-stat | Coeff | t-stat | Coeff | t-stat
Cross-sectional fixed
effects (cont)
Denmark 38.360 | 9.380 | 29.897 | 6.880 | 26.363 | 4.600 | 7.895 | 2.150
Dominican Republic 38.269 | 12.400 | 32.239 | 9.560 | 30.655 | 6.800 | 18.846 | 6.970
Ecuador 38.642 | 12.060 | 34.761 | 10.510 | 25.128 | 5.550 | 19.327 | 6.970
Egypt 30.896 | 10.180 | 29.295 | 9.540 | 19.215| 4.590 | 11.276 | 4.250
El Salvador 35.873 | 11.580 | 29.702 | 8.800 | 24.268 | 5.580 | 14.114 | 5.200
Estonia 36.972 | 11.500 | 29.650 | 8.300 | 27.612 | 6.030 | 12.079 | 4.190
Finland 36.491| 8.890 | 27.110 | 6.100 | 26.513 | 4.700 | 6.196 | 1.690
France 34.486 | 8.610 | 27.636 | 6.530 | 22.736 | 4.050 | 7.248 | 2.010
Germany 35.456 | 8.850 24.001 | 4.270| 7.269 | 2.010
Greece 23.261 | 4.310| 9.722 | 2.800
Guatemala 16.280 | 6.170
Hong Kong SAR 42.158 | 11.200 32.084 | 6.070
Hungary 24,702 | 5.080
Iceland 41.818 | 10.380 | 31.264 | 7.140 | 27.720 | 4.870 | 8.048 | 2.230
India 31.870 | 12.330 21.837 | 6.190 | 15.682 | 7.020
Indonesia 32.841 | 11.540 | 29.574 | 9.980 | 23.548 | 5.990 | 17.839 | 7.220
Ireland 37.489 | 9.390 26.707 | 4.770 | 8.711 | 2.450
Israel 37.226 | 9.370 | 32.177 | 7.990 | 21.479 | 3.870 | 10.981 | 3.090
Italy 33.010 | 7.990 | 29.440 | 6.960 | 19.251 | 3.340 | 7.742 | 2.100
Jamaica 35.997 | 10.120 | 34.626 | 10.150 | 22.921 | 4.660 | 11.676 | 3.760
Japan 34.617 | 7.990 | 31.204 | 7.300 | 20.567 | 3.390 | 7.603 | 1.980
Jordan 34.562 | 10.920 | 32.587 | 10.230 | 22.675 | 5.220 | 15.437 | 5.550
Kazakhstan 35.176 | 11.550 | 28.188 | 8.300 | 26.046 | 6.260 | 14.228 | 5.450
Kuwait 37.615 | 10.110 25.484 | 4.810 | 14.352 | 4.270
Latvia 36.325 | 11.560 | 30.374 | 8.870 | 25.933 | 5.850 | 12.829 | 4.590
Lebanon 35.836 | 9.370 | 36.395 | 10.130 | 22.581 | 4.370 | 15.976 | 4.760
Lithuania 36.458 | 11.320 | 31.195 | 8.930 | 26.082 | 5.790 | 13.767 | 4.790
Malaysia 35.989 | 11.030 | 31.147 | 9.020 | 24.230 | 5.350 | 12.750 | 4.400
Malta 36.123 | 9.870 23.025 | 4.490 | 13.197 | 4.050
Mauritius 12.026 | 4.140
Mexico 39.169 | 11.620 | 32.694 | 9.030 | 27.604 | 5.880 | 15.226 | 5.130
Moldova 18.243 | 7.750
Mongolia 37.041 | 11.780 24.691 | 5.480
Morocco 33.859 | 11.220 | 30.190 | 9.710 | 22.095 | 5.310 | 14.429 | 5.420
Netherlands 37.108 | 9.170 26.405| 4.710 | 7.186| 1.990
New Zealand 37.625 | 10.050 | 28.299 | 7.000 | 26.987 | 5.130 | 8.080 | 2.400
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Table 8 (cont)

The determinants of Moody’s and S&P’s
foreign and local currency ratings

Agency S&P Moody’s S&P Moody’s
Dependent variable Foreign ' Foreign ' Local ' Local '
currency rating | currency rating | currency rating | currency rating
Independent variables Coeff | t-stat | Coeff | t-stat | Coeff | t-stat | Coeff | t-stat
Cross-sectional fixed
effects (cont)
Nicaragua 30.400 | 10.390 14.347 | 5.670
Norway 39.149 | 9.610 28.197 | 4.910| 9.101| 2.490
Oman 40.673 | 11.660 | 32.591 | 8.510 | 31.162 | 6.520 | 16.078 | 5.180
Pakistan 30.697 | 11.400 | 28.556 | 9.950 | 21.952 | 6.060 | 17.578 | 7.520
Panama
Papua New Guinea 32.810 | 11.660 22.335| 5.810 | 15.894 | 6.590
Paraguay 37.156 | 12.600 27.770 | 6.800 | 18.626 | 7.290
Peru 36.977 | 12.040 | 32.898 | 10.050 | 28.206 | 6.640 | 15.282 | 5.620
Philippines 32.411 | 11.240 | 29.233 | 9.850 | 21.378 | 5.350 | 13.338 | 5.330
Poland 36.635| 11.040 | 30.687 | 8.630 | 25.441 | 5.450 | 11.975| 4.030
Portugal 34.721 | 9.280 23.997 | 4550 | 8.481 | 2.540
Qatar 40.000 | 9.770 26.635| 4.650 | 14.710 | 4.040
Romania 38.991 | 12.850 | 34.770 | 10.550 | 29.474 | 6.930 | 20.244 | 7.560
Russia 35.430 | 11.070 | 32.009 | 9.180 | 24.258 | 5.310 | 17.049 | 6.140
Senegal 24.887 | 6.810
Singapore 35.674 | 8.950 23.292 | 4.100 | 7.136 | 1.990
Slovakia 37.991 | 11.490 | 32.044 | 8.990 | 25.251 | 5.370 | 12.211 | 4.160
Slovenia 37.127 |1 10.310 | 30.644 | 7.890 | 23.436 | 4.510
South Africa 35.953 | 11.180 | 29.310 | 8.460 | 24.724 | 5.500 | 11.810 | 4.120
Spain 35.348 | 9.100 | 28.584 | 7.000 | 24.312 | 4530 | 7.837 | 2.270
Sweden 37.393 | 9.120 24457 | 4.180 | 7.650 | 2.080
Switzerland 39.128 | 9.490 28.306 | 4.950 | 8411 | 2.280
Thailand 33.952 | 10.990 | 30.294 | 9.300 | 24.058 | 5.640 | 12.422 | 4.540
Trinidad 37.049 | 10.550 | 32.732 | 8.840 | 24.834 | 5.090 | 13.992 | 4.500
Tunisia 34.659 | 11.100 22,762 | 5.280 | 13.575 | 4.920
Turkey 38.494 | 11.610 | 33.704 | 9.780 | 28.213 | 6.090 | 19.083 | 6.490
Ukraine 34.907 | 12.320 | 30.390 | 9.840 | 26.194 | 6.530 | 20.564 | 8.480
United Kingdom 37.322 | 9.360 | 29.444 | 7.000 | 26.323 | 4.720 | 8.137 | 2.300
United States 37.749 | 9.170 26.569 | 4.640 | 8.305| 2.260
Uruguay 38.842 | 11.300 | 33.406 | 9.030 | 28.855| 6.010 | 16.581 | 5.370
Venezuela 39.969 | 11.910 | 34.759 | 9.520 21.854 | 7.350
Vietnam 22.940 | 6.270
Asia average 35.473 | 3.31'129.931| 3.57'(24.272| 455" 11.963| 2.93'
Non-Asia average 36.897 | 3.47'| 31.457| 3.58'(25381| 4.85'|13.124| 3.07"

! Standard deviations are given for the average Asian and non-Asian fixed effect. Asian countries are shaded.
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Table 9

The determinants of Moody’s and S&P’s foreign
and local currency ratings, common sample

Agency
Dependent variable

R-squared

F-test of significance of
fixed effects, p-value

Hausman test, fixed/
random effects, p-value

Degrees of freedom

Independent variables

S&P

Moody’s

S&P

Moody’s

Foreign
currency rating

Foreign
currency rating

Local
currency rating

Local
currency rating

.9954

<.0001

.0209
219

.9959

<.0001

.1801
220

.9880

<.0001

.0026
269

.9947

<.0001

.0010
274

Coeff | t-stat

Coeff | T-stat

Coeff t-stat

Coeff t-stat

Macroeconomic
Inflation, log 1-yr
Inflation, 1-yr
Inflation, log 10-yr
Per capita GDP, log
GDP growth, 3-yr avg
M2, 10-yr % chg

M2, log 10-yr % chg
M2, 1-yr log volatility
M2, 5-yr volatility
M2/reserves, 5-yr log
volatility

M2/reserves, log 10-yr
% chg

M2/reserves, 1-yr
volatility

M2/reserves, log 5-yr %
chg

Investment

Saving

Political

Political risk score
Regulatory quality
Control of corruption
Government finance
Public debt/GDP
Domestic debt/GDP
Budget revenue/GDP
External

Net debt/exports
Short-term debt/GDP
Import cover
Exchange rate rigidity

—2.711| -5.950

0.713| 3.230

—0.069 | —3.000

—0.046 | —2.760

-1.140| -2.750

0.045| 6.770

0.787| 3.230

—2.121 | -4.980

0.995 | 4.970

—0.086 | —3.920

—0.029
-1.497

-1.820
—6.400

0.004 | 2.480

0.308 2.830

-2.375| -3.510

0.311 1.920

—-0.029 —-0.940

-0.024 —-1.090

-0.972| -1.960

0.073 7.730

—0.005 -0.020

-0.873
—-0.084

—2.280
—2.700

0.909 | 4.910

0.040 | 6.430
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Table 9 (cont)

The determinants of Moody’s and S&P’s foreign
and local currency ratings, common sample

Agency S&P Moody’s S&P Moody’s

Dependent variable Foreign' Foreign. Local ' Local '
currency rating | currency rating | currency rating | currency rating

Independent variables Coeff | t-stat | Coeff | T-stat | Coeff t-stat Coeff | t-stat

Exchange rate, 1-yr chg -0.012 | -2.800

Real effective exchange

rate

Years since foreign

currency default, log -0.325| -2.430 | -0.221 | -1.790

Years since local

currency default, log -0.660| -1.720

Years since local

currency default

Time-series fixed

effects

Year 1995

Year 1996 -0.215| -0.600 | 0.059| 0.190 | -1.545| -1.270|-0.214 | -0.260

Year 1997 -0.058| -0.180 | 0.516| 1.730 | —0.973 -1.370 | —0.248 | -0.500

Year 1998 —0.213| -0.930 | 0.456| 2.240 | -0.646 | -2.370| 0.220 1.220

Year 1999 -0.443| -2.170 | 0.255| 1.380 | -0.262 | -1.100| 0.044 0.280

Year 2000 -0.266| -1.350 | 0.158| 0.900 | -0.272 | -1.180| 0.071 0.460

Year 2001 -0.148| -0.780 | 0.196| 1.150 | -0.200| -0.860| 0.042 0.280

Year 2002 -0.263| -1.470 | -0.177 | -1.060 | -0.376 | —1.830| —0.025 | -0.170

Cross-sectional fixed

effects

Argentina 39.570| 9.620 | 34.692| 8.830 | 35.235 5.710 | 19.210 5.350

Australia 36.199| 8.100 | 28.422 | 6.690 | 30.294 4550 | 7.289 1.850

Austria

Bahrain

Barbados

Belgium

Bolivia

Botswana 28.629 5.140 | 10.885 3.360

Brazil 37.071| 9.640 | 32.753| 8.940 | 30.491 5.300 | 18.052 5.390

Bulgaria 33.426| 9.130 | 32.276 | 9.680 | 29.534 5.510| 15.930 5.020

Canada 33.786| 7.190 | 28.552 | 6.680 | 26.811 3.860| 5.802 1.390

Chile 36.166| 9.590 | 31.014| 8.710 | 29.023 5.160 | 10.972 3.280

Colombia 30.443| 7.980 | 25.606 | 7.110 | 27.059 5.160| 9.520 2.910

Costa Rica 37.060| 9.570 | 32.133| 8.910 | 33.356 5.830 | 14.695 4.300

Croatia 34.400| 8.690 | 31.170| 8.530 | 26.913 4.430 | 12.095 3.470

Cyprus 34.230| 7.720 | 30.211| 7.390 | 27.498 4170 | 10.130 2.580

Czech Republic 34.822| 8.830 | 30.308| 8.260 | 27.211 4.490 | 10.487 3.020
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Table 9 (cont)

The determinants of Moody’s and S&P’s foreign
and local currency ratings, common sample

Agency S&P Moody'’s S&P Moody’s
Dependent variable Foreign ' Foreign . Local ' Local '
currency rating | currency rating | currency rating | currency rating
Independent variables Coeff | t-stat | Coeff | T-stat | Coeff | t-stat | Coeff | t-stat
Cross-sectional fixed
effects (cont)
Denmark 35.246 | 7.400 | 28.507 | 6.430 | 29.739 | 4.230 | 6.134 1.450
Dominican Republic 35.755 | 9.780 | 31.099 | 9.060 | 34.246 | 6.050 | 17.399 5.580
Ecuador 36.262 | 9.650 | 33.006 | 9.680 | 28.911 | 5.110 | 17.471 5.420
Egypt 28.747 | 8.190 | 28.293 | 9.050 | 22.728 | 4.400 | 9.921 3.220
El Salvador 32,775 | 8.880 | 28.547 | 8.290 | 27.874 | 5.150 | 12.751 4.080
Estonia 35.197 | 9.110 | 28.555 | 7.850 | 30.841 | 5.380 | 10.684 3.220
Finland 32.920 | 6.830 | 25.521 | 5.610 | 29.454 | 4.250 | 4.067 0.960
France 31425 | 6.750 | 26.284 | 6.100 | 26.562 | 3.840 | 5.439 1.310
Germany 27516 | 3.970 | 5.412 1.300
Greece
Guatemala
Hong Kong SAR
Hungary
Iceland 38.791 | 8.250 | 29.821 | 6.680 | 30.811 | 4.400 | 6.394 1.540
India 24524 | 5590 | 14.530 5.620
Indonesia 30.931 | 9.260 | 28.535 | 9.460 | 27.729 | 5.720 | 16.397 5.730
Ireland 30.222 | 4.380 | 6.914 1.680
Israel 34.039 | 7.380 | 30.900 | 7.530 | 25.650 | 3.780 | 9.224 2.240
Italy 29.818 | 6.220 | 28.038 | 6.500 | 23.316 | 3.290 | 5.695 1.340
Jamaica 33.626 | 8.170 | 33.567 | 9.650 | 26.204 | 4.280 | 9.918 2.740
Japan 31.765 | 6.340 | 29.971 | 6.900 | 23.786 | 3.180 | 5.841 1.300
Jordan 32,440 | 8.840 | 31.549 | 9.740 | 25.674 | 4.770 | 13.920 4.310
Kazakhstan 33.312 | 9.310 | 27.003 | 7.820 | 28.948 | 5.470 | 12.862 4.280
Kuwait 29.824 | 4.550 | 12.824 3.320
Latvia 34.623 | 9.380 | 29.303 | 8.410 | 29.186 | 5.220 | 11.496 3.580
Lebanon 33.029 | 7.470 | 35.215 | 9.610 | 26.295 | 4.100 | 14.101 3.600
Lithuania 34.212 | 9.080 | 30.055 | 8.460 | 29.583 | 5.260 | 12.306 3.720
Malaysia 33.847 | 8.910 | 30.055 | 8.550 | 27.586 | 4.950 | 11.355 3.400
Malta 26.762 | 4.200 | 11.673 3.110
Mauritius
Mexico 37.193 | 9.390 | 31.509 | 8.550 | 31.178 | 5.360 | 13.861 4.040
Moldova
Mongolia
Morocco 31.872 | 9.110 | 29.185 | 9.230 | 25.134 | 4.870 | 13.006 4.230
Netherlands 29.605 | 4.310 | 5.326 1.280
New Zealand 35.111 | 8.040 | 26.992 | 6.540 | 29.325 | 4.520 | 6.439 1.670
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Table 9 (cont)

The determinants of Moody’s and S&P’s foreign
and local currency ratings, common sample

Agency S&P Moody’s S&P Moody’s
Dependent variable Foreign ' Foreign ' Local ' Local '
currency rating | currency rating | currency rating | currency rating
Independent variables Coeff | t-stat | Coeff | T-stat | Coeff | t-stat | Coeff | t-stat
Cross-sectional fixed
effects (cont)
Nicaragua
Norway 31.563 | 4.460 7.284 1.730
Oman 38.029 | 9.320 | 31.326 | 8.000 | 34.929 | 5.960 | 14.607 4.100
Pakistan 28.435 | 9.000 | 27.448 | 9.390 | 25.254 | 5.660 | 16.048 5.920
Panama
Papua New Guinea 25.262 | 5.310 | 14.443 5.180
Paraguay 31.890 | 6.350 | 17.309 5.880
Peru 35.454 | 9.880 | 31.861 | 9.560 | 31.107 | 5.970 | 14.024 4.480
Philippines 30.846 | 9.170 | 28.249 | 9.360 | 23.465 | 4.760 | 11.988 4.140
Poland 34.677 | 8.970 | 29.568 | 8.180 | 28.262 | 4.880 | 10.558 3.090
Portugal 27.063 | 4.140 6.578 1.700
Qatar 30.920 | 4.380 | 12.818 3.040
Romania 36.963 | 10.400 | 33.667 | 10.040 | 33.541 | 6.370 | 18.908 6.140
Russia 33.202 | 8.820 | 30.807 | 8.690 | 28.237 | 4.940 | 15.516 4.840
Senegal
Singapore 25594 | 3.650 | 5.476 1.320
Slovakia 35.933 | 9.310 | 30.909 | 8.520 | 28.566 | 4.830 | 10.749 3.180
Slovenia 34.746 | 8.280 | 29.469 | 7.470
South Africa 33.759 | 8.970 | 28.144 | 7.990 | 27.465 | 4.970 | 10.311 3.130
Spain 32.397 | 7.180 | 27.208 | 6.490 | 27.726 | 4.220 5.962 1.490
Sweden 27.250 | 3.790 | 5.706 1.350
Switzerland 31.229 | 4.460 6.731 1.580
Thailand 32.163 | 8.920 | 29.257 | 8.840 | 26.611 | 5.060 | 11.044 3.510
Trinidad 34.435 8.380| 31.531 | 8.370 | 28.781 | 4.790 | 12.344 3.440
Tunisia 25.662 | 4.790 | 12.084 3.800
Turkey 36.244 | 9.370 | 32518 | 9.250 | 31.240 | 5.420 | 17.487 5.150
Ukraine 32.890 | 9.850 | 29.594 | 9.320 | 29.730 | 5.920 | 18.295 6.480
United Kingdom 34.690 | 7.480 | 28.127 | 6.550 | 29.196 | 4.270 6.513 1.590
United States 29.777 | 4.260 6.786 1.600
Uruguay 36.342 | 9.060 | 32.170 | 8.540 | 32.392 | 5.510 | 15.040 4.230
Venezuela 37.592 | 9.500 | 33.532 | 9.020
Vietnam
Asia average 32980 | 3.89'|28.783| 3.56'|26.418 | 5.67"| 10.480 3.39"
Non-Asia average 34.401 | 3.95'|30.279| 3.68'|28.944 | 5.99'| 11.373 357"

! Standard deviations are given for the average Asian and non-Asian fixed effect. Asian countries are shaded.
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Table 10

The determinants of gaps between foreign

and local currency ratings, Moody’s and S&P

Agency

Dependent variable

R-squared
F-test of significance of
fixed effects, p-value

Hausman test, fixed/
random effects, p-value

Degrees of freedom
Independent variables

S&P

Moody's

S&P-Moody’s
difference

S&P-Moody’s
difference

Foreign-local
currency rating

gap

Foreign-local
currency rating

gap

Foreign
currency rating

Local
currency rating

.8981

<.0001

.0006
319

.8659

<.0001

.0782
199

.6900

<.0001

.0116
170

.8804

<.0001

.0002
128

Coeff | t-stat

Coeff | t-stat

Coeff | t-stat

Coeff | t-stat

Macroeconomic
Inflation, log 1-yr
Inflation, 1-yr
Inflation, log 10-yr
Per capita GDP, log
GDP growth, 3-yr avg
M2, 10-yr % chg

M2, log 10-yr % chg
M2, 1-yr log volatility
M2, 5-yr volatility
M2/reserves, 5-yr log
volatility

M2/reserves, log 10-yr %

chg
M2/reserves, 1-yr
volatility

M2/reserves, log 5-yr %
chg

Investment

Saving

Political

Political risk score
Regulatory quality
Control of corruption

Government finance
Public debt/GDP
Domestic debt/GDP
Budget revenue/GDP
External

Net debt/exports
Short-term debt/GDP
Import cover
Exchange rate rigidity

Exchange rate, 1-yr
change

-0.174| -2.730

—-0.011| -1.890

0.101| 3.150

0.509| 2.950

0.079| 2.510

-0.028 | -3.440

—2.608 | -5.030

0.100 | 1.970

—0.006 | —2.970

0.073| 3.210

—0.010 | -1.740

-0.107 | -1.690

—-0.001 | —3.350

0.089 | 2.680

-0.791 | —2.350

0.050 | 1.680

0.000 | 1.850

—-0.006 | —2.770

0.159 | 2.180

0.110 | 1.790

-0.072 | —2.040

0.033
-0.041

3.000
—2.160
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Table 10 (cont)

The determinants of gaps between foreign
and local currency ratings, Moody’s and S&P

\ S&P-Moody’s | S&P-Moody’s

Agency S&P Moody’s differencg differencg
Foreign-local Foreign-local .
Dependent variable currency rating | currency rating Fore|gn. Local .
currency rating |currency rating
gap gap

Independent variables Coeff | t-stat | Coeff | t-stat | Coeff | t-stat | Coeff | t-stat
External (cont)
Real effective exchange
rate 0.018 | 2.460
Years since foreign
currency default, log
Years since local
currency default, log -0.567| —2.220
Years since local
currency default —0.248 | -4.500
Time-series fixed
effects
Year 1995 0.501 | 1.990 -1.328 | —4.840
Year 1996 1.228| 6.650 | 0.338 | 1.390 | -1.797 | —3.810 | —1.212 | —-4.470
Year 1997 1.078| 6.090 | 0.325| 1.560 | -1.589 | —4.060 | —1.193 | —4.800
Year 1998 0.852| 5.170 | 0.330| 1.900 | —-1.366 | —3.920 | —0.844 | —4.230
Year 1999 0.468| 3.040 | 0.109| 0.690 | -0.977 | —3.310 | —0.734 | —3.840
Year 2000 0.485| 3.170 | -0.087 | —0.580 | -0.672 | —2.990 | —0.706 | —3.710
Year 2001 0.358| 2.450 | -0.175| -1.160 | -0.381 | —2.110 | —0.570 | —2.990
Year 2002 0.232| 1.660 | -0.313 | —2.210 | -0.088 | —0.570 | —0.404 | —2.140
Cross-sectional fixed
effects
Argentina 0.759| 1.310 | 22.009| 4.600 | 3.046 | 3.640
Australia 2.238| 1.880 | 25.821 | 4.840 | 25.155 | 4.470
Austria 0.584| 0.470 | 25.302 | 4.520 1.402 | 1.280
Bahrain 1.590| 1.560
Barbados 3.833| 3.940 -2.826 | —3.420
Belgium
Bolivia 3.358| 2.450 42.320 | 4.290
Botswana —0.087| —0.060
Brazil 2.769| 3.530 | 19.932| 4550 | 1.767 | 1.420
Bulgaria 3.047| 2.420 | 18.875| 4.590 | 20.894 | 3.940
Canada 2.265| 1.790 | 25.789 | 4.610 —-0.696 | —0.670
Chile 5.189| 3.750 | 23.424 | 5.150 | 47.390 | 4.510 | —-1.081 | -1.870
Colombia 7.109| 4.430 | 23.118 | 5.440 | 46.876 | 4.410 | -1.425 | —2.150
Costa Rica 3.064| 2.240 46.742 | 4.730 | -0.117 | -0.220
Croatia
Cyprus 2.330| 2.350 | 23.800 | 4.630 | 9.962 | 3.890 | -1.451 | —1.590
Czech Republic
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Table 10 (cont)

The determinants of gaps between foreign
and local currency ratings, Moody’s and S&P

\ S&P-Moody’s | S&P-Moody’s
Agency S&p Moody’s differencg differencg
Foreign-local Foreign-local .

Dependent variable currency rating | currency rating Fore|gn. Local .

gap gap currency rating |currency rating
Independent variables Coeff | t-stat | Coeff | t-stat | Coeff | t-stat | Coeff | t-stat
Cross-sectional fixed
effects (cont)
Denmark 2.371| 1.720 | 26.125| 4.610 0.613 | 0.510
Dominican Republic -3.019| -8.150 1.003 | 1.470
Ecuador 2.741| 4.550 | 19.607 | 4.600 -0.402 | —-0.470
Egypt 3.853| 3.200 | 20.960 | 5.120 | 18.724 | 4.160
El Salvador 1.481| 2.880 | 19.790 | 4.880 | 2.073 | 2.650 | —0.156 | —0.350
Estonia 0.155| 0.190 | 20.124 | 4.540 | 4.253 | 2.940
Finland
France 0.626| 0.640 | 25.154 | 4.520 0.992 | 0.880
Germany 0.318| 0.310 1911 | 1.850
Greece 3.866| 2.680 | 26.046 | 5.020 | 41.298 | 4.310
Guatemala 3.722| 2.620 44976 | 4.490| 0.138 | 0.310
Hong Kong SAR 2.185| 1.750
Hungary 22.387 | 4.700 | 37.821 | 4.430
Iceland 4.079 | 3.530 2.739 | 3.390
India 3.778 | 3.370 -3.384 | —4.790
Indonesia 3.437 | 3.080 | 17.240 | 4.420 | 14.085 | 4.290 | —0.394 | -0.510
Ireland
Israel 3.645| 3.430 | 24.928 | 4.590 | 13.686 | 4.260 | —2.407 | -2.120
Italy 1.443| 1.370 | 25.481 | 4.500 | 11.850 | 3.470 | —1.920 | —1.330
Jamaica 2726 | 2.680 | 22.972| 4.960 | 10.595 | 4.390
Japan 0.341| 0.310 | 24.686 | 4.140
Jordan 4.157 | 3.850 | 18.214 | 4.240 | 13.281 | 4.110
Kazakhstan
Kuwait 0.923 | 1.360
Latvia
Lebanon 0.349 | 0.280 | 21.571| 4.460
Lithuania
Malaysia 3.851 | 3.830 | 21.163 | 4.530 | 10.913 | 4.260 | —1.115 | -1.790
Malta 2794 | 2.840
Mauritius 22.501 | 4.880
Mexico 5713 | 4.190 44.597 | 4.540 | —0.948 | -1.630
Moldova 16.644 | 4.650
Mongolia 0.288 | 0.460
Morocco 4212 | 3.970 | 17.415| 4.260 | 11.801 | 4.370
Netherlands 1.679 | 1.090 —-0.247 | —-0.200
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The determinants of gaps between foreign

Table 10 (cont)

and local currency ratings, Moody’s and S&P

Agency saP Moody's | SGitierence | differance
Foreign-local Foreign-local .

Dependent variable currency rating | currency rating Fore|gn. Local .
gap gap currency rating |currency rating

Independent variables Coeff | t-stat | Coeff | t-stat | Coeff | t-stat | Coeff | t-stat

Cross-sectional fixed

effects (cont)

New Zealand 1.681| 1.430 | 24.492 | 4.770 | 24.177 | 4.550

Nicaragua 16.783 | 4.540

Norway 1.547| 1.300 | 25.300 | 4.420 2.152 | 1.990

Oman 2.625| 1.930 1.399 | 2.090

Pakistan 4.206 | 3.730 | 15.497 | 4.370 | 12.046 | 3.820 | —3.639 | —5.560

Panama 23.914 | 4.290

Papua New Guinea 3.835| 4.010 -1.978 | —2.350

Paraguay 5.162 | 3.620

Peru 3.440| 2.460 | 21.425| 5.220 | 44.160 | 4.430

Philippines 4.878| 4530 | 17.575| 4.470 | 13.998 | 4.420 | —2.444 | -4.350

Poland 4.145| 3.510 | 22.285| 4.890 | 22.124 | 4.810| 0.019 | 0.040

Portugal 0.947| 1.080 | 23.108 | 4.570 5.684 | 2.970| -0.139 | -0.140

Qatar 1.983| 2.110 | 23.922 | 4.120 6.494 | 3.130 | -0.242 | -0.310

Romania 3.788| 2.830 | 19.746 | 4.770 | 29.041 | 4.210| -0.782 | —1.080

Russia

Senegal

Singapore -0.171| -0.180

Slovakia

Slovenia 3.348| 4.250 3.548 | 2.550

South Africa 4522 4510 | 22.469 | 5.060 | 7.579 | 2.670 | —0.385 | —0.560

Spain 2.369| 1.490 | 23.931| 4.480 0.613 | 0.780

Sweden 1.151| 1.310 | 27.070| 4.780 1.363 | 1.140

Switzerland 1.498| 0.940

Thailand 4.821| 3.540 | 20.095| 4.620 | 43.601 | 4.430 | —1.826 | —3.010

Trinidad 3.407| 3.410 9.245 | 3.940

Tunisia 4940 4.750

Turkey 2.416| 1.960 | 19.034 | 4.130 | 20.297 | 4.570 | —=1.379 | —1.430

Ukraine 0.766| 1.250 | 16.151| 4.210 | 0.485| 0.440

United Kingdom 1.086| 0.820 | 25.085| 4.610 1.207 | 1.360

United States 1.551| 1.120 0.662 | 1.310

Uruguay 3.325| 2.420 | 21.675| 4.670 | 44.227 | 4.540 | -0.595 | —1.020

Venezuela 19.667 | 4.290 | 0.016 | 0.020

Vietnam

Asia average 2.597| 1.01'| 21.581| 4.74*|21.988| 4.93'-1.857| 0.60"

Non-Asia average 2579| 1.04'|21.883| 4.70'|20.109 |