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I.

INTRODUCTION: BACKGROUND

AND FUNDAMENTAL CHALLENGES

1. The Asian financial crisis of 1997-99 was a

combined international liquidity crisis and

domestic banking crisis (i.e., a twin crisis)

that revealed major weaknesses in the

region’s predominantly bank-based financial

systems.  In particular, the crisis underscored

the risks associated with financial structures

that depended heavily on short-term bank

loans to finance longer-term domestic lend-

ing (maturity mismatches).  At the same

time, the crisis highlighted the vulnerabili-

ties of using unhedged short-term foreign

currency borrowings to finance domestic in-

vestment projects (currency mismatches).

“Policy Recommendations for Preventing

Another Capital Account Crisis” put forward

by the Asian Policy Forum (7 July 2000)

contained twin proposals for minimizing

such double mismatches.  First, more appro-

priate prudential supervision and regulations

should be used to strengthen banks (i.e.,

policy recommendation No.3).  Second, do-

mestic capital markets should be developed,

while the extended process of building up

domestic corporate bond markets should

begin (i.e., policy recommendation No.4).

2. Over-dependence on bank-based financing and

the underdeveloped state of Asian bond mar-

kets have significant adverse implications, such

as lack of measurement of the opportunity cost

of capital, inefficient use of high savings, and

excessive short-term debt.  The development

of domestic-currency-denominated bond mar-

kets can provide stable sources of longer-term

domestic currency funding, in the process of

helping to reduce maturity and currency mis-

matches and strengthening financial sector re-

silience.  In addition, bond markets help to

improve the efficiency of resource allocation

through market-determined interest rates;

spreading various borrowers’ credit risks, mar-

ket risks, etc. among a large number of dis-

persed investors; and serving as a buffer when

banking sector problems occur.  Bond market

development also enhances financial institu-

tions’ transparency through information disclo-

sure.

3. Against this background, this second report of

the Asian Policy Forum considers key issues

to be addressed when the region’s countries

move towards sounder and better balanced fi-
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nancial market structures.  The report is struc-

tured as follows.  Following this introduction,

the second section outlines key features of

Asia’s  financial market structures and the fun-

damental differences between bank loans and

bond finance, in order to better explain the

basic difficulties in developing the corporate

bond markets.  The third section discusses main

policy issues and measures addressed by this

report and its scope and limits.  This is fol-

lowed by  the forth section of proposals on how

to strengthen the banking sector and on how

to foster corporate bond markets in the con-

text of new post-crisis environment.
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II.

STYLIZED FACTS, DIFFERENCES

BETWEEN BANK LOANS AND

BOND FINANCE AND THE

RATIONALE FOR AN INTERMEDIATE

FINANCIAL MARKET STRUCTURE

1. STYLIZED FACTS IN ASIAN

DEVELOPING COUNTRIES

4. The current financial market structure in Asia

can be summarized by the following stylized

facts (see also Shirai [2001b]):

(1) Banks are predominant in the corporate bond

market, while government and corporate

bond markets are underdeveloped and char-

acterized by small amount of issues, short

maturity (three to five years) of bonds and

illiquidity (low turnover) in the secondary

markets.

(2) Households overwhelmingly favor bank depos-

its over other forms of financial assets such as

fixed income securities, equity, life insurance,

and trusts.

(3) Major issuers of official bonds are state enter-

prises and public utilities, while commercial

banks are not only major investors, guarantors,

and underwriters, but also issuers of corporate

bonds.

(4) After the crisis, crisis-affected governments

increased bond issues to finance expansion-

ary policy, bank recapitalization and social

safety nets.  This has enabled some countries

to establish benchmark yield curves.  How-

ever, it is uncertain as to whether govern-

ments will continue to issue bonds regularly

in a large scale once their budget deficits sub-

stantially decline and turn into even sur-

pluses.

5. Three key questions arise from the stylized

facts.  First, why do bond markets remain un-

derdeveloped in Asia?  Second, why are

banks dominant not only in traditional bank-

ing but also in securities businesses during

the fledging stage of bond market develop-

ment?  Third, is there any difference between

bank loans and corporate bonds bought and

held by banks up to maturity?  To answer

these questions, it is important to understand

the basic difference between bank loans and

bond finance.
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2. FUNDAMENTAL DIFFERENCES

BETWEEN BANK LOANS AND

BOND FINANCE

6. The fundamental difference between bank

loans and bond finance lies in who bears bor-

rowers’ default risks.  When extending bank

loans, commercial banks—not depositors—

have to bear such risks and, therefore, have to

minimize their own risks by carefully moni-

toring borrowing firms.  Banks are known to

encounter three stages of agency problems in

the monitoring processes: (1) adverse selec-

tion (ex-ante), (2) moral hazard (interim), and

(3) liquidation costs (ex-post).  Banks gener-

ally attempt to reduce information asymmetry

between borrowing firms and banks them-

selves (not depositors) and associated risks by

acquiring inside information, conducting re-

petitive transactions, monitoring track records,

demanding collateral, and diversifying borrow-

ers.  Banks perform such monitoring functions

only when: (1) government intervention does

not undermine banks’ monitoring incentives,

(2) supervisory and regulatory frameworks are

appropriate and incentive-compatible, and (3)

a well-designed deposit insurance system is

placed.

7. Bond finance contrasts sharply with bank

loans, as public investors—not financial inter-

mediaries—bear the risks of their own invest-

ment decisions.  Investment banks play a cru-

cial role as market intermediaries to reduce

information asymmetry between issuing firms

and public investors through standardizing in-

formation about issuing corporations in terms

of coupon rates, maturity, etc. and disseminat-

ing timely and credible information in the

market.  This all enhances transparency of their

information so that well-informed public in-

vestors take their own decision to make invest-

ment in corporate bonds.  Therefore, invest-

ment banks do not bear risks as ultimate in-

vestors in corporate bonds.

8. Another fundamental difference lies in the

characteristics of contracts.  Those for bank

loans tend to be largely implicit in nature, as

conditions for the granting of loans are flex-

ible and discretionary.  As loan transactions

are repetitive, contracts tend to be long-term

relationship-based.

9. In contrast, contracts for bond finance are by

design highly explicit, with terms for borrow-

ers being inflexible, standardized and non-ne-

gotiable.  Bank loans are typically accessible

to small and medium enterprises (SMEs)

whose information is highly idiosyncratic and

hence not easily transferable in the market.

Therefore, mutual trust generated through re-

petitive transactions between borrowers and

bankers does matter.  Bond finance, on the

other hand, is limited to large and reputable

firms whose information can be standardized,

and hence transferable in the marketplace

which is open to public investors.  Recently,

in many industrial countries, information about

bank loans is becoming more standardized and

hence more possible to be securitized.  In de-

veloping countries, however, only bank loans

in limited areas such as mortgage and con-

sumer loans are being securitized but not in-

dustrial and commercial loans due to idiosyn-

cratic information about defaults of borrow-

ing firms.

10. Further, these fundamental differences account

for the differences in regulatory frameworks

between bank loans and bond finance.  The

main objectives of bank regulations are to limit

banks’ excessive risk taking, protect deposi-

tors, and prevent systemic banking crises.  In

sharp contrast, the main objectives of bond

markets (or capital markets in general) regu-

lations are to protect public investors (retail in
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particular), especially from manipulation and

deception by securities traders.

11. Any regulatory system cannot function well

unless rules are properly in place and enforce-

ment is effective.  Both the banking system

and the corporate bond market requires appro-

priate bankruptcy laws that ensure creditors’

rights and smoothen debt restructuring pro-

cesses.  Here again there is a sharp difference,

however.  The banking system is relatively

easier to regulate, because there is a focal point

for regulators to examine: i.e., the bank.  Banks

generally have access to liquidity provisions

of central banks who examine banks’ behav-

ior and balance sheets, whereas most issuers

of bonds (i.e., corporations) do not.  Deposi-

tors can be protected by deposit insurance

schemes, while prudential regulations are im-

posed on banks, ensuring proper risk manage-

ment.  In contrast, regulators in capital mar-

kets must deal with the market as a whole in

order to protect dispersed public investors from

many opportunities for fraud, such as market

manipulation and insider trading.  Such mal-

practices are often perpetrated not only by bro-

kers and dealers but also by investment banks

as underwriters.  To enforce capital market

regulation, mandatory disclosure of informa-

tion should work well, supported by proper ac-

counting and auditing rules.  Defrauded inves-

tors should be allowed to resort to legal rem-

edies, requiring a well-functioning judicial sys-

tem with reliable courts and lawyers.  But it

takes a great deal of time to establish such a

complex institutional infrastructure.

3. BASIC RATIONALE FOR AN

INTERMEDIATE FINANCIAL

MARKET STRUCTURE

12. As just indicated by the stylized facts, banks

in Asia engage not only in traditional banking

business but also securities businesses as ma-

jor buyers, guarantors, and issuers of corpo-

rate bonds.  Banks tend to hold corporate bonds

up to maturity (3-5 years).  This situation can

be broadly characterized as an intermediate fi-

nancial market structure, existing between a

system that is the predominantly bank-cen-

tered and one that has a full-fledged capital

market.  Is their any economic rationale for

this intermediate financial market structure

in Asia?

13. The answer to this question will be more eas-

ily found, if the following three basic difficul-

ties faced by many developing economies in

attempting to develop corporate bond markets

are well understood.  These difficulties will

not quickly disappear even after government

bond markets are well developed and more

liquid and hence providing benchmark

curves.

14. First, because of the severe information asym-

metry between issuing companies and public

investors in the corporate bond market, and

the associated weak confidence in information

provided by issuing corporations, the public

demand for long-term, fixed income corporate

bonds tends to be limited.  Investors tend to

discount corporate bonds regardless of the is-

suers (i.e., the so-called lemon problem).  This

severe information asymmetry often invites too

restrictive regulations on portfolio selection of

insurance and pension funds in order to pro-

tect the public as ultimate investors.

15. Second, issuing companies should be large,

mature, and reputable so that their information

is credible.  However, the number of such com-

panies is very small in developing countries,

reflecting the early stage of their economic de-

velopment.  Therefore, the supply of corpo-

rate bonds tends to remain limited.
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16. Third, as explained earlier, it takes a long time

to establish such an institutional infrastructure

for sound capital markets as enforceable legal

and regulatory frameworks.  Further, if eligi-

bility conditions for issuing companies are too

tight and administrative procedures for bond

issuance are too cumbersome, as authorities

try to protect public investors from default risks

and misconducts, the supply of bonds will be

even more limited.  However, if conditions are

too loose, public investors may not have

enough protection.

17. In the financial environment characterized by

the above three difficulties, it would be quite

logical to expect that commercial banks would

become important intermediaries in underde-

veloped bond markets.  They would be major

holders of corporate bonds up to medium-(not

long) term maturity, through using the pooled

small savings from households as well as uti-

lizing information about issuing companies

that has been collected and processed by their

banking business.  In addition, banks them-

selves issue the bonds or bank debentures, since

they are large and already reputable.  There-

fore, banks can be both major buyers and issu-

ers of corporate bonds in developing countries.

In other words, banks play an complementary

role in the underdeveloped, fledgling bond

markets in emerging market economies in an

intermediate financial market structure, de-

posit-taking banks are an imperfect substitute

for fledgling corporate bond markets until bond

markets can mature over time.  In the process,

this helps reduce the fundamental problem of

maturity mismatches.  These features present

the essence of an intermediate financial mar-

ket structure.

18. However, when designing this structure, where

banks conduct both traditional banking and se-

curities business, great care has to be taken.

Banks should not be allowed to become too

powerful that they may undermine the full de-

velopment of corporate bond markets, which

could happen if they entirely substitute bank

loans for corporate securities.  This important

challenge should also be met by appropriate

policy measures.
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III.

MAIN POLICY ISSUES AND

MEASURES ADDRESSED BY THIS

REPORT: ITS SCOPE AND LIMITS

19. Given the economic functions unique to bank

loans and bond finance, respectively, and at

the same time, their complementary roles in

an intermediate financial market structure in

the foreseeable future, the Asian Policy Forum

adopts a two-pronged approach for policy rec-

ommendations.  One set of policy proposals

tackles how to strengthen the banking sector,

while the other set of policy proposals dis-

cusses how to develop corporate bond markets.

20. This report is not meant to provide an overall

reform program that is applicable to a new and

balanced financial market structure in Asia.

Rather,  the scope of our proposals is restricted

to the areas of highest priority in the context

of the long-run evolution of a sound interme-

diate financial market in Asia.  Policy propos-

als for strengthening the banking sector are re-

stricted to the areas that are pre-requisite to

banks, complementary roles in promoting bond

market development1.  This report does not dis-

cuss such problems as non-performing loans,

de-nationalization of recapitalized banks, de-

sirable schemes of deposit insurance and the

roles of special government financial institu-

tions (say, for small and medium scale enter-

prises).  Main policy issues addressed for

strengthening the banking sector areas are as

follows:

(1) How should we strengthen banks’ incentives

to monitor borrowing firms, in light of heavy

government intervention and connected lend-

ing between family business and banks?

(2) What measures can strengthen prudential and

supervisory regulations on banks, given spe-

cific local conditions of Asian developing

economies? Does one size fit all regarding the

application of best practices in advanced

economies?

(3) In designing an intermediate financial market

structure, what policy measures should be

taken to minimize its disadvantages and to pre-

1 Regardless of whether the financial market structure is intermediate or full-fledged capital market-based, the well functioning
banking system is prerequisite for the well functioning the capital market since intermediaries in the capital market (e.g.,
investment banks) always need to obtain lines of credit from banks for maintaining liquidity.
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vent banks from becoming too powerful that they

will act as a substitute for corporate bond mar-

kets and hence undermine the development of

full-fledged capital markets?

21. Proposals for developing corporate bond mar-

kets are also restricted to basic minimum policy

issues that cover the following:

(1) What is the appropriate sequencing of policies

in bond market development?

(2) How important is the creation of benchmark

yield curves through the establishment of a

government bond market?

(3) What measures should be taken to create com-

petitive primary markets and promote liquid-

ity in the secondary markets?

(4) What measures can stimulate the demand for

bonds including the role of institutional inves-

tors and nurturing the supply of corporate bonds?

(5) What taxes and other measures are appropri-

ate to generate incentives to develop bond

markets without creating an uneven playing

field for other segments of the financial sys-

tem?

(6) What roles should be played by governments

in building the complex institutional infrastruc-

ture and sophisticated human resources re-

quired for the development of sound bond

markets?

(7) What is the rationale for establishing an Asian

regional bond market (i.e., an international

bond market for Asia)?  Could it be a way of

overcoming the limited size of individual cor-

porate bond markets?  Or, is it a way of keep-

ing and tapping large savings within the Asian

region which would otherwise be pulled out

and utilized inefficiently and even specu-

latively?  And what are the costs and ben-

efits of establishing such a regional bond

market?
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IV.

PROPOSALS FOR HOW TO FOSTER

CORPORATE BOND MARKETS

THROUGH STRENGTHENING THE

BANKING SECTOR

A. ENHANCING SOUNDNESS

AND EFFICIENCY OF THE

BANKING SECTOR: FIRST

PRIORITY

A-1 Minimizing Government
Interference and Enhancing
Banks’ Monitoring Power

Problems:

22. Banks’ problems in Asia have been aggravated

by three major factors: (i) government inter-

vention in directing credits to targeted indus-

tries and firms, (ii) cross-subsidization of loss-

making businesses and the bailing out of banks

and big borrowers regardless of their viability,

and (iii) the family-ownership structure of

banks and related lending characterized by high

non-repayment ratios.

23. Government intervention and generous bail-

out policies have considerably weakened

banks’ own incentives to monitor borrowing

firms by processing their inside information.

Once such government intervention is termi-

nated, banks should develop stronger incen-

tives to engage in monitoring, through en-

hancement of their own risk management ca-

pability.  This should restore banks’ indispens-

able and unique economic functions, for which

bond finance cannot be a substitute (as ex-

plained in Section II.).

24. Whenever banks go bankrupt and are re-capi-

talized by government, bank shareholders should

suffer losses on their investments and the senior

bank management should resign to assume re-

sponsibility for their failures.  However, this has

not necessarily been the case in Asia.

25. Regulatory and/or supervisory authorities

have to politically independently step into

the vacuum created by the failure of cer-

tain players (e.g., law makers, auditors, ex-

ecutive managers) in the risk management

chain.  Yet more often than not, top man-

agement teams of the regulatory and super-

visory authorities are likely to be politically

appointed so that they could not or would

not resist interference from governing par-

ties with vested interests.
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Proposal #1:
Reducing Government Interference in
Banks’ Financing Operations and
Eliminating Abuses of Connected Lending

Government interference in the operation of

banks should be minimized, particularly when

it takes the form of directed credits to govern-

ment-targeted industries and firms and also

overly generous bailing-out of insolvent banks.

Connected lending by banks to family busi-

nesses should also be minimized.  Information

on ownership, bank loans, and investments must

be officially disclosed while making controlling

shareholders and managements liable for any

bank failure.  Government should provide su-

pervisors with appropriate financial resources

and incentives as well as appropriately-remu-

nerated skilled human capital, in order for

them to be free from corruption and political

pressure.

Advantages and Disadvantages:

26. An advantage of the proposal lies in the com-

prehensive corporate governance-risk man-

agement framework, which tends to be lack-

ing or incomplete in Asia.  Since strong gov-

ernment interventions have reduced banks’

incentives to monitor borrowers and under-

mined their capability in risk management,

minimizing such intervention should

strengthen banks’ monitoring capabilities,

for which bond finance cannot substitute.

27. While lack of competition is likely to give

rise to poor baking practices, intensified

competition may provide banks with insuf-

ficient franchise value and thus reduce in-

centives to finance SMEs in urban and rural

areas, and to mobilize small savings in these

areas.  Therefore, a policy governing the

entry to the banking sector with a view to

restraining competition may be necessary in

an intermediate financial market structure.

Policy-makers must distinguish this objec-

tive of competition-restraining policy from

the previously pursued credit-directing

policy.

28. A policy governing the exit of banks should

be pre-determined and explicit, particularly

about bankruptcy procedures and the pro-

tection of creditors’ rights.

Implementation Issues:

29. The quality of government, particularly in

terms of integrity, holds the key to success

of this proposal.

30. Supervisors must not be dismissed when a

new administration takes office and their

agency budget should not be subject to po-

litical approval.  Supervisors must be pro-

tected from personal liability for their offi-

cial decisions.  Independence of regulatory

and supervisory authorities from political

interferences and vested interest groups

may be a tall order and will take time to

develop, given the long-standing tradition

of “heavy-handed” governments.

31. For instance, a good incentive scheme

should provide supervisors with high sala-

ries and generous pensions that should, how-

ever, be removed if they violate good su-

pervisory practice and prohibit supervi-

sors from going on to work for banks for

some years.

32. Boards of directors of family-controlled

banks are often dominated by relatives or

friends, who may not possess the necessary

expertise on banking.  Likewise, senior man-

agements appointed by family-owners may

be unable to take professional decisions.
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A-2 Strengthening Prudential and
Supervisory Regulations on
Banks Fitted to Local
Conditions

Problems:

33. The problem at the core of banking risk mis-

management in Asia is not simply inad-

equate capital ratios.  Rather, it is the atti-

tude and aptitude of financial institutions.

A key question in general is whether it is

possible to install truly appropriate, effec-

tive, and feasible prudential and supervisory

regulations seen in industrial countries,

given specific local conditions.  What is

more important is how bank credit risks can

be identified, measured, monitored and man-

aged by taking into consideration economic

characteristics of economies in Asia com-

pared with industrial countries.

34. It has been widely acknowledged that the use-

fulness or the relevance of mechanical formu-

las such as the capital adequacy ratio (CAR) is

limited.  A capital ratio may not be an adequate

indicator of the true net worth of a bank, which

depends, particularly in emerging markets

economies, on the quality of portfolio assets.

This is because the quality of the bank’s assets

is (i) strongly influenced, for example, by con-

nected lending with potentially high non-re-

payment ratios, and (ii) is not appropriately re-

flected in loan-loss provisions.

35. The new 2001 Basle Capital Accord (BCA)

proposed on minimum regulatory capital re-

quirements is meant mainly to counter one of

the major criticisms of the 1998 BCA; that is,

somewhat arbitrary risk weights are attached

to bank capital requirements.  New minimum

regulatory capital requirements can be assessed

by both the revised standardized approach and

the internal rating-based (IRB) approach.

Guiding principles, which are generally suit-

able for any bank in any jurisdiction, embody

three pillars: (i) minimum capital requirements,

(ii) a supervisory review process, and (iii) ef-

fective market discipline.

36. Bank capital is intended to meet unexpected

losses and any systemic crisis.  However, rat-

ing agencies are paid to assess default risks of

individual banks, not to anticipate the risk of

correlated systemic shocks.  Moreover, the sov-

ereign rating will no longer set a ceiling for

the rating of banks since banks are proposed

to be given two options for the determination

of capital requirements: one is linked to the

actual rating of the specific institution and the

other is one notch below the sovereign rating.

This reflects changes in the practices of major

rating agencies which recently eliminated the

sovereign ceiling.

37. There is a strong tendency toward pro-cycli-

cal changes in assessment of risks, including

those conducted by rating agencies.  As a re-

sult, capital requirements in developing coun-

tries will be exposed to cyclical swings asso-

ciated with pro-cyclical revisions of ratings,

thereby providing no early-warning signals

but instead aggravating boom-and-burst

cycles in bank behavior and hence macroeco-

nomic fluctuations.

38. Connected lending is one of the most seri-

ous problems in Asia.  Many Asian banks are

family owned and the region’s financial cri-

sis revealed that these banks played a para-

mount role in financing the expansion of fam-

ily businesses.  “Relationship-based” bank-

ing, which should help in banks’ monitoring

of borrowing firms, as explained in Section

II, tends to degenerate into “cronyism and/or

nepotism”.
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Proposal #2:
Strengthening Prudential and Supervisory
Regulations on Banks Fitted to Local
Conditions

Instead of simply relying on CAR, Prudential

and supervisory regulations should be strengthened

in terms of CAMEL (Capital adequacy, Asset qual-

ity, Management competence, Earnings, and Liquid-

ity).  In light of the pro-cyclical nature of move-

ments of capital ratios, capital requirements and

loan-loss provisions should be increased when the

overall climate is favorable and investor confidence

is high.  Possible damage to asset quality should be

avoided by introducing rules aimed at reducing the

risk of connected lending associated with high fam-

ily ownership concentration.  Liquidity is often a

primary proof of solvency in emerging market

economies and can be used as an early warning sig-

nal, while taking into account the cash flow impact

of off-balance sheet liabilities.

Advantages and Disadvantages:

39. The CAMEL approach should help to enhance

banks’ asset quality.  This will directly

strengthen capitalization and increase earnings,

which, supported by higher efficiency, will al-

low them to better cope with new financial ser-

vices and default and other new risks, as well

as strengthen liquidity.  Thus, the CAMEL ap-

proach should strengthen internal risk assess-

ment skill whereby supervisors give teeth to

prudential regulations.

40. It cannot be presumed that all the signatory

countries have the compatible institutional in-

frastructure and arrangements for universal

prudential regulations.  Fitting them to local

conditions is important if they are to effec-

tively work in practices in developing coun-

tries.  In fact, BCA allows national supervi-

sory authorities considerable discretion in

such areas as prompt corrective action and

dealing with banks that are unable to meet

minimum capital requirements.  There is no

formal enforcement mechanism for prompt

corrective action.  Supervisors at their discre-

tion can reach agreement with banks on their

own model of risks and penalties to be faced

for violating the model.  However, greater dis-

cretion has to be accompanied by even greater

oversight.

41. Furthermore, it should be stressed that indi-

cators for assessing the soundness of banks

used in industrial countries, such as capital

adequacy ratios, are not so useful in emerg-

ing market economies and developing coun-

tries given that bank equity and assets are of-

ten “correlated” and thus their quality is low

since banks often belong to family-controlled

conglomerates.

42. Moreover, regulators should carefully exam-

ine the quality of liquid assets when the liquid-

ity ratio is examined.  It is important for banks

to hold liquid assets that do not lose value in

bad times, typically like treasury bills.  Also,

it may be useful for countries to arrange con-

tingent lines of credit with foreign banks or

creditors that provide liquidity during bad

times.

43. Even under the proposed 2001 BCA with the

revised standardized risk-weighted approach

and an advanced IRB approach, there is still

a lack of consensus as to how various risks

can be technically factored into an objec-

tive calculation.  Further, general difficul-

ties exist in their implementation even if

such calculation formulae can be applied.

The IRB approach is perhaps applicable to

the more sophisticated banks, whereas the

standardized approach, which proposes spe-

cific risk weightings for sovereigns, banks,

and corporations, is much more relevant to

developing economies.
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Implementation Issues:

44. Strong political will and sheer determina-

tion would be required for regulatory and

supervisory authorities to urge banks to dis-

close information about connected lending

(i.e., the terms and conditions) in order to

prevent possible abuses by family-owned

banks and family-controlled conglomerates.

To enhance management competence, up-

grade assets quality, improve liquidity, and

increase bank earnings, it may be necessary

to boost banks’ efficiency by encouraging

them to divest unrelated businesses and con-

centrate instead on financial activities based

on their core competencies.

45. The new BCA and IRB approach could well

increase the cost of bank credit if capital re-

quirements are linked to volatility of bank

loans caused by insufficiently diversified

economic activities in developing coun-

tries.

46. Risk management processes should be im-

proved by eliminating incentives for capital

arbitrages driven by inconsistent regulations

among different financial institutions and

gradually promoting banks to move from the

standardized approach towards the more ad-

vanced IRB approach.

47. Regarding competitive equity, the new BCA

must be sufficiently consistent in capital

treatment across financial institutions, in-

strument types and national jurisdictions.  It

is worth considering the introduction of sub-

ordinated debt into bank capital, once cor-

porate bond markets have developed.  Since

subordinated debt holders suffer downside

risk while not enjoying capital gains as much

as equity holders, such debt holders will be

strongly motivated to monitor banks for ex-

cessive risk-taking.

48. The new BCA must not impose overly stringent

conditions for compliance.  Otherwise the pro-

posals will hinder rather than assisting better capi-

tal management of banks in developing coun-

tries.  It must take into account a possible trade-

off between prudential levels of bank capital ra-

tios and bank credit availability and costs.

49. Regarding effective market discipline, the costs

incurred for greater data requirements should

be taken into consideration, when the new BCA

enhances further risk disclosures by banks.

A-3 Examining the Corporate
Structure of Banking
Organizations to Manage the
Disadvantages of an Intermediate
Financial Market Structure

Problems:

50. Despite various advantages that strongly jus-

tify an intermediate financial market structure

(Section II), there are several disadvantages.

First, too powerful banks may emerge, hinder-

ing bond market development by substituting

bank loans for bond finance.  Second, power-

ful banks may discourage product innovation

simply by emphasizing cost-saving.

51. Third, switching from bank underwriters to in-

dependent underwriters will be costly since cli-

ents will have already formed long-term bank-

ing relationship.  Fourth, conflicts of interest

between banks and investors may arise, for in-

stance, when banks attempt to underwrite se-

curities of troubled borrowers and the proceeds

of the issues are used to pay off banks’ own

loans to the firms.  The presence of such con-

flicts of interest may weaken investor confi-

dence in the capital market and thus discour-

age the market from developing further.
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52. Fifth, when banks not only engage in large-

scale securities trading but also deal in deriva-

tives, they bear new risks, increasing the pos-

sibility of systemic crises.

53. What policies should be adopted to alleviate

these disadvantages? What is the most appro-

priate corporate structure for a banking orga-

nization to overcome these, while maintaining

the advantages of an intermediate financial

market structure?

Proposal #3:
Reducing Disadvantages of Intermediate
Financial Market Structure through
Introducing Appropriate Corporate
Structure of Banking Organizations

To better manage disadvantages and risks of an

intermediate financial market structure as well as

enhance its advantages and market efficiency, we

need to examine the most appropriate corporate

structure for a banking organization.  There are es-

sentially two options: either establishing separately

capitalized subsidiaries of banking and securities

businesses under a holding company; or, alterna-

tively, monitoring banking and securities businesses

in respective departments of the Same Entity.

Advantages and Disadvantages:

54. If banks are permitted to directly engage in se-

curities and related activities under the same

entity, regulators need to contain various risks

associated with securities services and maintain

the solvency of the banking sector.  To achieve

this, two different approaches for capital ad-

equacy requirements would be available under

the same entity.  One is combining all activities

within the single entity and pooling risks with a

common capital adequacy requirement for the

combined businesses of banking and securities.

The other is defining banking and securities

activities, respectively, and applying differen-

tial capital requirements.  The latter approach

generally requires banks to set higher capital

adequacy requirements on banking services than

securities services, because banks are exposed

to both liquidity and insolvency risks.

55. In practice, however, the latter approach may

be difficult to implement.  First, the approach

requires sophisticated accounting, auditing and

disclosure standards in order to mitigate the

disadvantages arising form banks’ involvement

in securities business.  Second, differential

capital requirements among various types of

services may give rise to regulatory arbitrage.

Third, since banks are able to obtain funds at

lower cost than nonbank financial institutions

thanks to various safety nets, they may have

strong incentives to engage in securities busi-

nesses more intensively.  This may lead to

moral hazard problems, encouraging banks to

take even greater risks.  These problems are

serious, particularly in Asian developing coun-

tries where regulatory capacity and expertise

are limited.

56. In these circumstances, it may be desirable for

banks to provide securities services at separate

subsidiaries or legally independent firms.  Le-

gal separateness may shield banks against risks

that securities may entail by introducing

“firewall provisions.”  This organizational form

may promote a level playing field between

banks and non-bank institutions since legally

separated securities subsidiary cannot obtain

liquidity support from central banks and at the

same time mitigate conflicts of interest such as

insider transactions.  Therefore, it may be easier

for regulators to supervise and monitor this kind

of a corporate structure for banking organiza-

tions, making it the most favorable option for

bond market development.  This is especially

true in a number of emerging market economies

where  regulatory capacity is limited in terms

of human resources, skills, and experiences.
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Implementation Issues:

57. “Firewall provisions” may be difficult to imple-

ment, particularly in exceptional circum-

stances, such as when (i) related firms fail, (ii)

creditors of related firms sue banks to honor

the debts, and (iii) loss of depositor confidence

occurs even though the banks are legally sepa-

rated from troubled firms under a holding com-

pany.  Thus, regulators need to improve their

monitoring capability, reducing overly heavy

reliance on firewall provisions.

58. Further, as derivatives businesses grow, banks

need to enhance their internal credit rating sys-

tems.  This requires expertise and human re-

sources.  Such systems involve gathering quan-

titative and qualitative information on highly

complicated transactions, comparing the stan-

dards for each grade of transactions, choosing

a borrower grade, and establishing mathemati-

cal models.  Given this trend toward sophisti-

cation, regulators should direct their supervi-

sory methods toward more risk-focused moni-

toring rather than balance sheet-based moni-

toring.  The focus should be placed on identi-

fying the types of risks that banks face and

specifying how they manage those risks.

59. Regulators should also consider limiting risks

and problems associated with derivatives by

encouraging transactions to be conducted at

organized exchanges, or imposing margin re-

quirements and/or increasing collateral if

transactions take place at over-the-counter

(OTC) markets.  Also, it may be desirable to

impose certain limits on large-scale derivatives

trading.

60. As banks increasingly trade in securities and

derivatives, regulators need to improve coor-

dination in order to boost their effectiveness.

The effectiveness of coordination can be im-

proved if banking and securities regulatory au-

thorities are integrated under a uniform author-

ity.  However, for the following two reasons, it

may be desirable for Asian developing coun-

tries to promote coordination by maintaining

separate authorities for the time being.  First,

prudential and supervisory regulations on

banking sectors will remain weak in many

countries.  There is a concern that if banking

supervision is removed from the central bank

and combined with other supervisory bodies,

its supervisory power on banks and systemic

risks will be weakened, due to overstretched

supervision, given limited human resources.

Second, there is no strong point in integrating

supervision so long as banking and securities

businesses are conducted by legally separated

subsidiaries.

B. PROPOSALS FOR FOSTERING

THE DEVELOPMENT OF

CORPORATE BOND

MARKETS

61. The Asian Policy Forum suggests a proper step-

by-step and sequencing approach for bond mar-

kets development by providing a mutually con-

sistent set of proposals.  These can be divided

into three related categories: (1) the immediate

establishment of a  government bond market to

create effective benchmark yield curves, (2)

enhancing the depth and breadth of corporate

bond markets by carefully designed policies at

different stages of their development, and (3)

systematically building up legal, regulatory, and

informational infrastructure for corporate bond

markets, and preparing for regional bond mar-

ket integration and an Asian regional bond mar-

ket.  It should be emphasized that these pro-

posals should be brought in as a package-each

recommendation carefully takes into consider-

ation critical interactions with the others.
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B-1   Sequencing Bond Markets
Development: Planning,
Prioritizing and Pacing Markets
Activities

Proposal #4:
Planning, Prioritizing and Pacing Bond
Markets Activities

Properly sequenced bond markets development

needs to be planned, prioritized and paced through

different stages of economic development with gov-

ernments playing a pivotal role.  A series of specific

steps should be taken-some sequential, some taken

together-that will lead to a critical mass of factors

essential for bond market development.

62. The general sequential pattern for bond mar-

ket development in Asia can be identified as

follows:

(1) Establishing a consensus on why bond markets

should be developed and how bond markets

perform functions that cannot be substituted by

bank loans.  The consensus should be shared

amongst policy makers, governing authorities,

would-be market traders and investors.

(2) The government bond market should be estab-

lished via a competitive market-based pricing

system for various maturities so that the bench-

mark yield curve can be established.

(3) Promoting and encouraging primary market

trading activities for national bonds by estab-

lishing a highly liquid money market includ-

ing a repo market in order to ease inventory

funding and, if necessary, by initially impos-

ing statutory requirements on financial insti-

tutions to hold government bonds as minimum

liquid assets.

(4) Promoting secondary market trading activi-

ties through an appropriate depository, clear-

ing, and settlement system, fiscal incentives,

and educational programs to generate wider

public interests, which would help entice both

retail and institutional investors including

banks.

(5) Encouraging the development of corporate

bond markets through both supply and de-

mand-side, once the basic yield curve bench-

marks and human resource expertise are in

place.  The following institution building is a

must: the improvement of legal, regulatory, and

informational frameworks for securities mar-

kets, and enhancing transparency and objec-

tivity of information on corporate bond issu-

ers with the help of both external and internal

credit rating agencies.

(6) Gradually reducing statutory requirements on

minimum liquid assets of banks and also on

government bond holdings to maturity by des-

ignated financial institutions as well as tax in-

centives, once bond markets become mature.

(7) Establishing related financial markets, par-

ticularly derivatives, to improve risk manage-

ment and further boost liquidity in the bond

markets.

(8) Preparing for an Asian regional bond market

by examining the associated costs and benefits,

in view of the limited size of each local bond

market in individual countries.

B-2 Providing Benchmark Yield
Curves by Establishing
Government Bond Market,
supported by Market-Based
Pricing System, as a
Precondition for Developing
Corporate Bond Markets

63. Without developing the reliable benchmark

yield curve of risk-free interest rates, corpo-
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rate bonds would not be adequately priced.  The

slope of the yield curve reflects market expec-

tations of future interest rates, inflation, liquid-

ity preferences, and fiscal health.  While it is

not crystal-clear whether it is a prerequisite to

develop a government bond market in order to

establish benchmark yield curves, there ap-

pears no better alternatives.

Problems:

64. Before and even after the Asian financial cri-

sis of 1997-1998, most Asian governments did

not typically operate with large fiscal deficits.

This lack of “natural” need to issue govern-

ment bonds has constrained their supply.  The

scale of issuance tends to be small and maturi-

ties are short, mostly less than five years, and

also quite concentrated.

65. The difficulties of establishing market-based

and reliable benchmark yield curves are exac-

erbated by the limited participation or lack of

critical mass of investors and traders in the pri-

mary and secondary markets.

66. The limited supply of government bonds also

inhibits active trading in the secondary market,

particularly when dealers’ short positions on

bonds cannot be covered by overnight repur-

chases from the central banking authority in such

a market.  When the secondary market is illiq-

uid, the problem of a “false” benchmark is com-

pounded by insufficient trading activities of pri-

mary dealers who are obliged to make a market

for all issues under any market conditions.

67. In many developing countries, governments

tend to save their budget by issuing govern-

ment bonds at artificially low interest rates.

This, however, undermines the full develop-

ment of both the primary and secondary mar-

kets and impedes financial resource allocation

through market-based interest rates.

68. In order to promote the national bond mar-

ket at the initial stage, the statutory require-

ments for liquid assets for banks and those

for investing in government bonds till matu-

rity for designated financial institutions may

be necessary.  However, once the national

bond market grows and gets mature, such

statutory requirements should be dismantled.

This is because such statutory requirements

tend to discourage active trading, causing the

secondary markets to be inactive and illiq-

uid, hampering market-based interest rate

formation.

Proposal #5:
Regular Issuance of Government Bonds with
Well-Spaced Maturities Mix Regardless of
Actual Budget Balance and Adoption of
Comprehensive Market-Based Pricing System

In order to establish effective benchmark yield

curves, a sizable amount of new government bonds

should regularly be issued, given fiscal prudence.

Their maturities should be mixed appropriately and

spaced over an extended time period (10 years or

even beyond).  In order to establish a comprehen-

sive market-based pricing system, interest rates on

government bonds have to be liberalized, appropri-

ate bidding scheme has to be introduced, and repur-

chase agreement facilities have to be available for

market dealers.

Advantages and Disadvantages:

69. In order to establish benchmark yield curves, a

continued and constant supply of government

bonds is required even without budget deficits

or equilibrium.  Government bonds provide an-

other form of asset accumulation.  Further, mar-

ket-determined interest rates in the government

bond market can provide financial instruments

for risk management in the private sector.  How-

ever, there is a concern that government bonds

may crowd out private sector borrowing and
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investment through higher interest rates.  How-

ever, so long as the actual budgetary  balance

remain unchanged, a balance between total in-

vestment (demand for loanable funds) and to-

tal savings (supply of funds), which determines

long-term interest rates, will also remain un-

changed, exerting no crowding out effect.

70. Tax incentives covering all aspects of bond

markets can be introduced to stimulate bond

investment.  Withholding tax, transaction tax,

and stamp tax have to be reduced or eliminated.

Underwriters could be granted tax exemption

on fee income.

71. The market-based pricing model should allow

interest rates to move freely, to fully reflect

market forces on bond process and associated

risks.  However, the pre-condition for a suc-

cessful market-based pricing model is to as-

certain the critical mass of both the volume of

new issues being put up for auction and the

number of players in the secondary market in

face of high volatility of bond prices.

72. Attempts to stimulate demand for domestic

bonds by attracting wider participation from

foreign investors will face a trade-off between

attracting foreign investors to local bonds mar-

kets and restricting non-residents’ holdings of

domestic currencies of emerging market and

developing economics.  This latter policy,

which was recommended by the report on how

to avert a capital account crisis prepared by

the Asian Policy Forum (July 2000) and imple-

mented by some Asian countries, is aimed at

reducing opportunities for speculative attacks

on the currencies of emerging market econo-

mies.  These attacks are often facilitated by

unlimited holdings of domestic currencies by

non-residents in off-shore markets.  However,

this trade-off would become serious only when

emerging economies were able to attract for-

eign investors who would buy long-term bonds

denominated in the domestic currencies of

emerging economies, despite high foreign ex-

change and sovereign risks.

Implementation Issues:

73. The bond issuance calendar should be arranged

in such a way that new stocks must be replen-

ished in time to replace the mature stocks, with-

out disturbing market liquidity.

74. Competitive bidding is suitable for primary

dealers since they consist mostly of profes-

sional investors.  Meanwhile, a uniform price

auction is preferred when bidders are largely

inexperienced investors.  Further, while bid-

ders should be completely free to bid prices,

regulators should be aware of the possibility

of collusion in bidding when the number of

big players is limited, with the resultant seri-

ous misallocation of financial resources.

75. Compulsory subscription system, if neces-

sary, at the infant stage of the government

bond market has an advantage that all issues

will be taken up and that market mechanisms

will do necessary price adjustments.  A dis-

advantage is that the burden of underwriting

out-weighs the potential of profitability,

thereby discouraging participation from pri-

mary dealers.

76. Regulatory authorities should eventually ter-

minate the statutory minimum requirements.

Such regulations include overly high statutory

requirements on minimum liquid assets for

banks, and statutory requirements on govern-

ment-sponsored pension funds and insurance

companies which are “forced” to hold longer-

term government bonds until maturity.  The ter-

mination of the statutory requirements will re-

lease captive stocks of government bonds and

revitalize secondary market trading, resulting

in lower bond holding cost for financial insti-
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tutions and allowing the interest rate determi-

nation to be more market determined.  How-

ever, such statutory minimum liquid assets re-

quirements should be reduced only gradually

so as not to cause unnecessarily abrupt disrup-

tion to the yield curve and trading.

B-3 Overcoming the Factors
Responsible for Underdevelopment
of Corporate Bond Markets

Problems:

77. One of the factors responsible for the limited

supply of corporate bonds by corporations is

government polices that tacitly support bank-

based financial systems, including lower-than-

market interest rates and too strict eligibility

for bond issuers.

78. A shortage of professional expertise on se-

curities business, weakness of enforceable le-

gal, regulatory informational infrastructure

that should protect the interests of public in-

vestors and infant domestic credit rating agen-

cies have all contributed to the underdevel-

opment of Asia’s corporate bond markets.

79. If credit rating agencies, whether internal or

external, compromise their objective inde-

pendent assessment and are susceptible to

market sentiment, social-political pressure,

and business interest, it would undermine the

interests of public investors.  In addition, ex-

cessively pro-cyclical revisions of credit rat-

ings revealed around the time of the Asian

financial crisis, particularly by global rat-

ing agencies, lead to questions about the

transparency and objectivity of their assess-

ments.

80. There is a  sharp difference in tax-related in-

centives between bond and equity markets.  For

fixed income bond holders, income taxes on

interest returns cannot be compensated for by

capital gains which are limited.  Equity hold-

ers, capital gains are not generally taxable,

while dividends are subject to the same income

taxes as interest income.  Hence, individuals

tend to view bond investment to be less attrac-

tive than equity investment.

81. It appears common practice in Asia to grant

financial institutions and corporations con-

cessionary taxes on interest income earned.

But such tax benefits are not extended to in-

dividual investors, discouraging retail inves-

tors.

Proposal #6:
Stimulating Demand and Supply of
Corporate Bonds through Establishing
Legal, Regulatory, and Informational
Infrastructure for Bond Markets and
Introducing Tax Incentives at Infant Stage

Legal, regulatory, and informational infrastruc-

tures should be firmly established to protect public

investors from false information and misconducts

in the securities markets.  Disclosure of credible and

timely information requires proper accounting and

auditing.  To enforce rules and regulations, inde-

pendent lawyers, judges and strong courts are

needed.  Rating agencies should be strengthened for

the provision of fair, transparent and objective in-

formation on bond issuers.  Appropriate tax incen-

tives should be introduced at infant stage.

Advantages and Disadvantages:

82. Legal regulatory and information infrastruc-

tures should be firmly established in order to

protect public investors from fraud and insider

trading.  Without such infrastructure, public

investors cannot be confident in the corporate

bond market, resulting in weak demand for

bonds.
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83. Enforceable laws on full disclosure of infor-

mation will mean that accountants, auditors

and investment banks can be penalized for giv-

ing false information and engaging in insider

trading and market manipulation.

84. Unambiguous rules and procedures should

govern compliance to all aspects of the infra-

structure, including the irrevocability of pay-

ments, finality of settlements, securities as col-

lateral for credit, and netting of obligations and

allocation of liabilities amongst participants.

85. It is in the interests of a company to pay rating

agencies for assessments of corporate perfor-

mance.  This is because the greater certainty

and assurance provided by rating agencies

about the company’s performance and credit

risk will increase net proceeds to it during a

new issuance.

Implementation Issues:

86. The Securities Commission should monitor

compliance with the securities laws, with re-

gard to licensing of issuers and ensuring a

due diligence process, and proper account-

ing, auditing, and disclosure rules imposed

on issuers.

87. The judiciary system should investigate and

bring civil and/or criminal enforcement actions

against the violators of securities laws.

88. If the authorities determine rules that include

a “minimum rating” and restrictive regulations

such as mandatory rating by a local rating

agency as a precondition for bond issuance,

these will discourage the participation of in-

ternational investors.

89. When designing withholding tax exemptions,

authorities must be careful not to create differ-

ent classes of bonds within the same market

arising from different origination dates, caused

by non-retrospective tax concessions.

90. In countries where there is no capital gain tax,

it is not clear how zero-coupon or discounted

bonds are taxed.  Such uncertainty may hinder

the demand for certain segments of the bond

market and thus distort borrowing and invest-

ment decisions.

B-4 Establishing Related Financial
Markets to Facilitate Risk
Management Strategies

Problems:

91. In the absence of well functioning bond mar-

kets, it may be possible to obtain forwards,

swaps and options that are specially tailored for

clients, but such financial deals will be relatively

more expensive because they can not be hedged

efficiently.  The consequence is that market par-

ticipants will be exposed to more financial risks

than they would choose to accept if they had

access to well functioning derivatives markets.

Proposal #7:
Establishing Related Financial Markets, in
Particular, Derivatives Markets to Improve
Risk Management and Enhance Liquidity

Related financial markets such as forwards, inter-

est rate swaps, options and bond futures markets ought

to be established to improve risk management, as well

as promote financial hedging and enhance liquidity.

Advantages and Disadvantages:

92. The market-determined term structure of in-

terest rates in well-developed bond markets

will assist in the growth of efficient related de-

rivatives markets that enable economic agents

to manage financial risks.
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93. Establishing related financial markets to im-

prove risk management and financial hedging

will in turn help to enhance market liquidity

for bond trading.  Since derivatives markets

have not been well developed in Asia, bond

investors face excessive exposure to financial

risks with little opportunity for hedging dis-

couraging their participation in bond markets.

94. Without a developed bond market and efficient

derivatives markets, the financial system will

be imbalanced and continue to rely on bank-

based and equity-based financing.  In retro-

spect, many market participants prior to the

Asian crisis had accepted excessive exposures

to foreign exchange risk and excessive invest-

ment in equity assets.

95. In order to develop a market for repurchasing

agreements, central banks should play an ac-

tive role by committing themselves to trading

with any counter-party of repos, especially

overnight repos.

96. Without a matured bond market, it is unlikely

that there will be sufficient activity to develop

a futures exchange, suggesting the importance

of sequencing in market development.  In Asia,

active trading in futures exchanges is largely

confined to Singapore and Hong Kong, China

although futures exchanges are found in many

other parts of Asia (including the People’s Re-

public of China, Malaysia, Philippines and

Taipei, China).

B-5 Improving Clearing and Settlement
Systems to Limit Systemic Risk

Problems:

97. There are several risks associated with securi-

ties trading.  A replacement cost risk refers to

the risk that the counter-party may default prior

to settlement, denying the non-defaulting party

any unrealized gains on the unsettled contract.

A principal risk is that the seller of a security

could deliver but not receive payment or that

the buyer of a security could make payment

but not receive delivery.

98. A liquidity risk is defined as the risk that the

counter-party will not settle an obligation for

full value when due, but on some unspecified

date thereafter.  This includes the risk that the

seller of the security does not receive payment

when due and may have to borrow or liquidate

assets to complete other payments and the risk

that the buyer of the security does not receive

delivery when due and may have to borrow the

security in order to complete his own delivery

obligation.

Proposal #8:
Improving Clearing and Settlement
Systems

Countries should establish or improve their clear-

ing and settlement systems to prevent systemic risk.

A centralized depository system should be set up

for securities operating on the book entry system

and a principle of delivery against payment in a

checking and settlement process adopted on a mul-

tilateral rather than bilateral basis.

Advantages and Disadvantages:

99. The checking and settlement process should

be executed on a multilateral basis so that a

central checking and settlement organization

would function as the counter-party in each

transaction and thus reduce bilateral credit and

counter-party risks.

100. A delivery versus payment system eliminates

the principle risk (and contributes to a reduc-

tion in liquidity risk).  However, it does not
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eliminate the replacement cost risk or a liquid-

ity risk.  Thus regulators should also provide

some protection against these risks, such as

access to central bank financing.

Implementation Issues:

101. Even under any good clearing and settlement

system, problems are bound to surface from

time to time, while under any good regulatory

regime, contingency arrangements or plans

must be on standby in anticipation of potential

failures.

102. Replacement cost risk is positively related

to the length of the settlement lags and it

should be shortened to the minimum days

required technically between trading and

settlement.

B-6 Preparing for an Asian
Regional Bond Market through
Costs and Benefits Analysis

Problems:

103. Given the limited size of each individual

economy and hence of its local bond market,

it may not be cost-effective to develop a local

bond market in each country.  Fixed costs for

establishing institutional infrastructures are

relatively expensive and economies of scale

are limited in such a small individual market.

Unless there are cost-effective bond markets,

borrowers are likely to shun costly bond fi-

nancing and turn instead to cheaper bank

loans.  In comparison, an international bond

market located in Asia (i.e., an Asian regional

bond market) could be more cost-effective

because of economies of scale.  Further, this

regional bond market could help diversify

corporate financing, provide an extra invest-

ment avenue, and better tap and more effec-

tively mobilize not only abundant regional

financial resources but also corporate reputa-

tions within Asia.

104. However, such advantages of an Asian regional

bond market must be weighted against the costs

of currency mismatch problems.  Bond issues

in such a regional market would be denomi-

nated not in the local currency but in regional

key currencies.  Also, if the bonds are issued

in the local currency (hence, avoiding a cur-

rency mismatch), this may lead to nonresidents

having substantial holdings of the local cur-

rency (or an internationalization of the local

currency), which can, in turn, give rise to cur-

rency speculation.

105. Despite repeated calls for a regional initiative

to promote Asian regional bond markets,

progress has so far been fragmented and slow.

The Hong Kong, China; Singapore; Sydney;

and Tokyo markets have failed to gain any sig-

nificant momentum from the New Miyazawa

Initiative (NMI), underscoring the lack of

progress in this direction.

106. Under the NMI, Japan pledged $30 billion,

with half of this amount made available to meet

the medium- to longer-term financial needs of

Asian economies affected by the recent finan-

cial crisis.  Particularly disappointing is the fact

that the majority of the sovereign and public

sector bonds of the crisis-affected Asian coun-

tries were not issued in the Asian region.  In-

stead, market activities moved to the Eurobond

and Yankee bond markets.

107. It is disappointing that the potentially impor-

tant Tokyo market is not ready to serve as a

regional bond trading center because of the in-

active yen-denominated Samurai bond market

and the lack of interest in issuing foreign cur-

rency-denominated Shogun bonds in Tokyo.
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Proposal #9: Preparing for Establishing
Asian Regional Bond Markets

To participate in an Asian regional bond mar-

ket, each country needs to carefully balance the po-

tential benefits, such as pricing advantages and ac-

cessibility to regional financial resources, against

the costs of currency mismatches and “internation-

alization” of local currencies.  For regional bond

market integration, synergies among such markets

as Hong Kong, China; Singapore; Sydney; and To-

kyo should formally be explored.

Advantages and Disadvantages:

108. It seems that Japan is perhaps the only

economy in Asia qualified for and capable of

functioning as an Asian regional bond mar-

ket, given the sizes of its existing business

volume and economy.  However, Tokyo is ill

prepared to undertake this venture, given the

difficulties in effectively internationalizing the

Japanese yen, and inappropriate institutional

infrastructure and arrangements for the Japa-

nese Government bond  (JGB) market.

109. If Asia’s abundant savings were successfully

tapped to satisfy the regional demand for long-

term capital via an Asian regional bond mar-

ket, there would be no more need for short-

term foreign liabilities to finance long-term

projects and investment.  Hence, the sudden

reversal of international capital flows that

caused the Asian financial crisis in 1997-1998

could be avoided.

110. Under the NMI, measures related to the pro-

motion of regionalized bond market activities

have included: (i) acquisition of sovereign

bonds issued by Asian economies by the Ja-

pan Bank for International Cooperation, (ii)

support for Asian countries in raising funds

from international financial markets through

the use of credit guarantee and/or interest rate

subsidies and (iii) possible establishment of

an international guarantee institution.

Implementation Issues:

111. An Asian regional bond market requires a criti-

cal mass of Asian issuers and  investors, as

well as a dominant Asian currency to serve as

a key international currency.  To realize this

objective, Asian bond market managements

will have to be integrated as part of the global

bond markets.

112. The high rate of savings in Asia can be more

effectively mobilized for long-term investment

through fuller dissemination of information

and utilization of the reputation about excel-

lent Asian companies, greater credit enhance-

ment for potential bond issuers, and increased

communication between the public and private

sectors.

113. The Tokyo market has so far been unable to

capitalize on the NMI because the yen is in-

sufficiently internationalized, there is a weak

institutional infrastructure surrounding Japa-

nese Government bonds, and an absence of

participation by foreign institutions.  Japan

should strength its efforts in these key ar-

eas.

114. A comprehensive study should be conducted

on action plans for the resolution of various

regional issues such as regional credit agen-

cies, regional clearing and settlement sys-

tems, cross-border securities borrowing and

lending mechanisms, credit enhancement and

guarantee agencies, harmonization of tax

treatment, and regional trading mechanisms.

These regional issues should be resolved in

preparation for future Asian regional bond

market integration which can be facilitated

by the NMI.
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APPENDIX II

A BRIEF DESCRIPTION OF
THE ASIAN POLICY FORUM

aim of the Forum Report is not necessarily to

achieve consensus, but rather to provide a sense of

whether there is a common Asian voice, reflected

in the degree of unanimity or divergence among

Forum participants.

The first policy cycle of the Forum began in De-

cember 1999 and the Forum member completed the

Report on “Policy Recommendations for Prevent-

ing Another Capital Account Crisis” in July 2000.

The second policy cycle subsequently began in Sep-

tember 2000 and completed this Report on “Design-

ing a New and Balanced Financial Market Struc-

ture in Post-Crisis Asia: Proposals for How to Fos-

ter Corporate Bond Markets through Strengthening

the Banking Sector.”

The membership of the APF currently consists

of 19 research institutes representing 14 Asian

economies.  Depending on the policy issue, experts

on the topic under consideration are designated from

each of the economies to participate in a six-month

process of technical analysis and then development

of policy recommendations.  Over that process, in-

ternational experts from outside of the region are

brought in to provide additional perspective, typi-

cally in the form of a “brainstorming” sessions on

technical issues.  The ADB Institute serves as the

APF’s secretariat.

The Asian Policy Forum (APF), which was es-

tablished in December 1999, is a new region-wide

mechanism for supporting intellectual and analyti-

cal leadership among Asian policy communities.

The APF brings leading members of Asian research

communities to work together through collabora-

tive activities and open-minded discussions to pro-

duce policy recommendations on the most challeng-

ing development issues confronting Asian

policymakers.  The Forum focuses on specific policy

issues that reflect current problems with long-term

development implications and that pose the oppor-

tunity to search for a common Asian voice.  Our

policy recommendations should reflect Asian reali-

ties in terms of each economy’s institutions, history

and stage of development.

The Forum operates on a six month to nine

month cycle for each topic—starting with the se-

lection of a key, well-defined policy issue, proceed-

ing through a literature review and analysis/re-

search stage, and concluding with the development

of policy recommendations reflecting the broad

views of Forum membership.  At the end of each

cycle, an APF Report of “Policy Recommenda-

tions” will be issued, accompanied by a technical

background paper and, as needed, additional sup-

porting documents such as country reports.  The



28

Collaborating APF Institutions Include:

Korea Development Institute

Institute of International and Area Studies, Sogang

University, Korea

Chung-Hua Institution for Economic Research,

Taipei, China

Lingnan University, Hong Kong, China

Institute for Economic and Social Research, University

of Indonesia

Philippine Institute of Development Studies

Pakistan Institute of Development Economics

Centre for Development Research, Bangladesh

Centre of Applied Economics, Central Institute of

Economic Management, Viet Nam

China Securities Regulatory Commission, People’s

Republic of China

Reserve Bank of India

Credit Rating Indonesia

Rating Agency Malaysia Berhad, Malaysia

University of Malaysia

Securities Commission of Malaysia

The Securities and Exchange Commission, Thailand

Ministry of Finance, Thailand

Securities and Exchange Board of India

Nanyang Technological University, Singapore



Asian Development Bank Institute

Tel: (81-3) 3593 5500
Fax: (81-3) 3593 5571
E-mail: info@adbi.org
http://www.adbi.org

Kasumigaseki Building 8F
2-5, Kasumigaseki 3-chome
Chiyoda-ku, Tokyo 100-6008
Japan


