DEVELOPMENT OF ASIAN BOND MARKETS
Current Situation and Future Prospects

ISHRAT HUSAIN


Historical and empirical studies carried out during the last several decades have amply demonstrated that an effectively functioning financial system is linked to economic growth, macroeconomic stability and poverty reduction. What are the mechanisms through which financial system plays such an important role? First the financial system is the main conduit through which funds are transferred in exchange of goods, services or promises of future return. Second, it mobilizes savings from those who have surplus disposable funds and allocates these funds among the efficient and productive investors for expansion of the economy. Third, it transforms risk through aggregation from a large number of economic actors and then distributing it among who are more willing to bear it. Fourth, the financial institutions monitor performance of the users of the funds.

The financial system in any country consists of a spectrum of institutions – organized securities markets at one end to microfinance at the other with banks and non-banking financial institutions appearing somewhere in between. The securities markets and banks are the major components of the system and the relative shares vary both between developing and emerging countries and also within developed and emerging countries. There is no sound reason as to which one of these two components is to be preferred. Evidence points out that the development of the banking sector tends to strengthen the securities market and vice-versa. It is fair to say that banking is more deeply rooted in developing countries relative to securities markets although the distinction between banks, investment banks, corporate brokerage houses is getting blurred. At lower levels of per-capita income, it has been empirically found that the value of banks’ assets tends to be a much large multiple of stock market capitalization than in higher income countries.

How do these two sources of financing differ and in what ways do they influence firm performance? Firms tend to behave differently when they fund themselves through bank credits or through securities market. Banks typically finance established businesses with good track record and provide financing for short term. Banks are neither geared nor willing to extend their time horizon nor equipped to take risk on innovative and not fully known ways of businesses. Capital markets bring together a range of investors with differing perceptions and risk-bearing capacities. These investors are thus willing to provide more long term capital for financing new business or technology. Governments have in the past attempted to fill in this demand for long term financing by providing subsidized and directed credit administered though development financial institutions but by and large these institutions (DFIs) have been a failure and distorted the markets. Most developing countries are therefore abandoning this model of state-owned and managed DFIs and turning to Commercial Banks and capital markets for development finance.
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The other reason, is that the collective savings in form of mutual funds, life insurance, pension and retirement funds, provident funds, endowments and trust funds are growing quite rapidly. This group of investors is not contented with earning meager returns on bank deposits and are keen to earn higher returns. Financial innovations such as asset-backed securities, structured finance and derivative products and synthetic products that protect investors have been possible due to the support of these institutional investors. These innovations help to enhance the quality of risk management throughout the economy and the main channel for these innovative product development has been the interaction between the banks and capital markets.

For example, the banks have a relative advantage in originating mortgages because of their widespread network of distribution. But it is not in their interest to carry large concentrated portfolios of mortgage loans on their balance sheets. It is to the advantage of the banks if these mortgages are pooled, securitized and sold by the banks to those institutional investors who have the appetite for holding this pool of asset backed securities because of their trade ability, liquidity, risk profile, tenor and price discovery. The distribution of risk through this mechanism from those who are least willing and able to those who are better equipped makes a lot of sense from system-wide risk management viewpoint. 
Why have we seen such heavy reliance on bank lending in developing countries, while it is obvious on grounds of efficiency that capital markets could be an important source in many cases? There are many reasons for this hesitant approach towards capital markets in general and bond markets in particular. 
First, the relationship between corporates and the banks have evolved over a long period of time and a sense of trust and comfort has developed on both sides- the borrowers and the lenders. The cost of switching from banks to capital markets may therefore have to be much lower than the perceived benefits derived from this relationship.
Second, the spread of Universal banking in many Asian countries has enabled the banks to offer tailor made one window financial solutions to the corporate borrowers thereby holding them tied to the apron strings of the banks. The borrowers can raise large capital volumes through syndicated loans.
Third, it is only in last decade or so that capital markets have begun to be properly regulated and supervised by strong and effective supervisory bodies such as Securities and Exchange Commissions. In absence of such regulatory oversight the markets were considered to be illiquid, narrow, and manipulated by insiders who indulged in collusive practices  that proved detrimental to the interests of investors. 

Fourth, the cost to issuers of bringing their securities for listing and floatation of their bonds on the markets were quite significant and acted as a deterrent. The supporting infrastructure was also in most cases deficient or missing.
Fifth, the public disclosure requirements, the standards of transparency about the holdings and financial strength of the sponsors did not meet the threshold of comfort of family owned companies. These companies still play a dominant role in the Asian industrial and services sectors. 
All or some of these constraints are beginning to be addressed to a varying degree in many Asian countries and the coming decade we are likely to witness some more progress.
CURRENT SITUATION.

As this conference is mainly focused on Asian countries let me provide a backdrop as to where Asian countries stand today in respect to their financial sector development. For the purpose of this exposition we can divide Asia into three parts – Japan, East Asia and South Asia – depending upon the sophistication of the financial markets. On this scale Japan is the most advanced market followed by East Asia (China, Korea, Malaysia, Thailand, Singapore, Hong Kong, Philippines and Indonesia). Last on this spectrum is South Asia where India has a large and vibrant stock market with the largest number of companies listed while the bond market is still in a fledgling state. To avoid repetition I would not deliberately dwell upon Pakistan’s markets as a number of other speakers are going to present this case before you. I have therefore decided to focus my remarks this morning on East Asia (ex-Japan) as there are many interesting insights we can pick up from their experience and there is a great deal of diversity to absorb.

Financial markets in East Asia (ex-Japan) have grown rapidly in the last decade. The sum of bank assets, equity markets and bond markets has reached US $ 9.6 trillion or equivalent to 258% of combined GDP of these countries. Banking assets have grown from 94.6% of GDP in 1997 to 149.5% in 2005, equity market capitalization from 37% to 70.9% and bonds outstanding from 18% to 39.5%. Banking assets dominate the financial markets but the growth of equity and bond markets have been quite impressive. I should, however, hasten to add that the inclusion of two regional financial centers – Hong Kong and Singapore – in this analysis exaggerates the picture of the equity market capitalization and China alone accounts for almost 50% of the total banking assets of East Asia. Table-1 provides a more disaggregated country specific picture of the evolution that has taken place in East Asian financial markets between 1997-2005.

This picture shows a highly varied performance of securities markets across the region. Hong Kong and Singapore have well developed equity markets and account for almost one half of market capitalization. Korea and China on the other hand, have large volume of bonds outstanding. Together they have almost three fourth of the share of East Asian Bond Market. Malaysia has a large equity and bond market in relation to its GDP. Indonesia and the Philippines have yet to take off while Thailand Bond Market is growing rapidly mainly due to the issuance of government and financial institutions bond for recapitalizing the banks. China is becoming a big player in securities market as is evident from the recent IPO by the Industrial and Commercial Bank of China (ICBC) which was the world’s largest listing and exceeded the $ 175 billion record for institutional orders set by Bank of China’s IPO. ICBC raised a record $ 19.5 billion followed by Bank of China with $ 14.5 billion and China Construction bank $ 9.4 billion.

At US$9.6 trillion in 2005, the assets of the East Asian financial markets were equivalent to about 21 percent of the U.S. financial market and almost half of that of Japan. Measured in terms of market capitalization, East Asia’s equity market has tripled since 1997, amounting to US$2.3 trillion in 2004 and US$2.8 trillion in 2005. Stock  markets in the region aggregate still account for only 6 percent of world stock market capitalization. Stock market capitalization as a percentage of GDP is larger in Hong Kong (China), Singapore, or Malaysia than in the United States, United Kingdom, or Germany. 

The region’s bond markets have also seen sizable growth over the past six or seven years, albeit with considerable variation across countries. In the region as a whole, bonds outstanding amounted to US$1.4 trillion in 2004 and US$1.5 trillion in 2005. However, much of the growth in bond markets (and more than 50 percent of the growth during 1997–2004 in all economies in the region except Hong Kong (China) and the Republic of Korea) has been on account of bonds issued by governments, largely to restructure banking systems. Although corporate bonds have accounted for a reasonable proportion of the growth in several jurisdictions, in most they remain quite a small proportion of the overall bond market. 

Governments in East Asia have reduced their fiscal deficits in the aftermath of the Asian financial crisis of mid 1990s. Thus their recourse to bond markets is likely to be more subdued compared to what was happening in the early 1990s. In 1994 East Asian Governments were the major issuers of bonds and accounted for 45% of all bond issues. But this ratio has already dwindled by 2005. 
The existence of a well-developed government bond market has been important in the development of the corporate bond markets and cross-country analysis suggests that countries with larger outstanding government debt securities tend to have larger corporate bond markets. While bank lending remains the main source of corporate finance in most mature and emerging markets corporate bond financing is increasing in relative terms e.g the corporate bond markets in Malaysia and Korea are among the largest in the world in terms of GDP: 38 and 21 percent, respectively. Corporate bond markets in Thailand have been growing fast and reached about 12 percent of GDP by end-2004.

In Asia, corporate bond markets increased from 4.3 percent of GDP to 8.4 percent, with large variance across countries. Malaysia and Korea’s bond markets reached their largest sizes in 2001 (at 48 percent of GDP) and 2002 (at 30 percent of GDP), respectively. The stock of outstanding corporate bonds also doubled in Thailand. Despite important structural progress, the takeoff of several emerging market corporate bond markets has a strong cyclical component. Structurally, the fastest growing segment of the bond market is likely to be the corporate sector.


East Asia as a region generates a high rate of domestic savings and thus has high liquidity. But why doesn’t this high liquidity translate into better securities market performance? The reasons for this discrepancy are high transaction costs, inadequate information to price accurately and a lack of diversified investor base. In some countries, policy distortions or institutional deficiencies also contribute to the weak growth of securities markets. In Japan, for example, the issue of long-term debentures was the exclusive monopoly of long-term credit banks owned by the government and this discouraged the development of bond markets until recently. The Thai government had also created a similar monopoly for its private long-term credit banks. Poor collateral law and weak judiciary in some countries make it hard for contracts to be enforced weak laws and judicial systems do not protect creditors’ rights adequately in event of a default.
FUTURE PROSPECTS.

What are the prospects for the development of bond markets in East Asia? There are at least three factors that, in my view, offer some compelling reasons for favorable development in the coming decades. These factors are (a) rapid growth rates (b) changing demographics and (c) peculiar characteristics of family owned firms.


East Asia is expected to continue a reasonably fast rate of growth over the next decade. Financing this growth will come from many different sources-domestic savings, foreign direct investment and other cross border capital flows. Most of the funds will be raised by the private sector and infrastructure projects will require long-term financing and the bond markets will offer the right kind of financing for infrastructure. As East Asian countries have accumulated huge foreign exchange resources the likelihood that the pace of accumulation will slow down in future and some of the savings will be diverted towards private consumption particularly in China is quite strong. In China, there will be need for large investments as rural population migrates to the cities in response to job opportunities. Mortgage financing will continue to originate by the Chinese banks but mortgage backed securities are already becoming popular. Real estate investment trusts are a large potential reservoir for absorbing a large volume of savings. 

Demographic projections for the next 30 years indicate that East Asian Countries would have large population of people above 60. Ageing population in these countries will accelerate the flow of funds towards pension funds, life insurance annuities, retirement accounts, and other institutional investors and promote fixed-income investment vehicles. These institutions will therefore remain a reliable and growing  base for supply of investible funds to the bond markets and provide liquidity which is one of the major constraints faced by the markets today.

In Asia, family owned firms, still dominate the scene. They would rather finance expansion through debt rather than equity financing as it would allow them to retain their control. Bank loans can no longer offer the volumes, terms, maturity structures as these firms would like. Prudential regulations limiting exposures to a single party or group also act as a constraint in addition to asset-liability maturity mismatches. Corporate bond market allows them both the flexibility to retain control as well as avoid some of the constraints faced by the banks. Syndicated bank loans are no longer as popular as they used to be in 1980s and 1990s. For these reasons, the family owned firms are most likely to resort to bond markets for financing their expansions and growth.
East Asia’s securities market infrastructure is relatively well developed. Almost all countries in the region possess advanced clearing and settlement systems with the recommended features to minimize the risks (including the potential opportunity costs of delayed or failed trade) that are associated with pre-settlement and settlement of securities. Going forward, these systems will need to expand to handle substantially larger volumes of transactions.  

Corporate bond markets are still relatively small in most of the countries in the region, and could play a greater role in corporate financing than they do at present. The key reason for the small corporate bond markets is the lack of liquidity in secondary markets. A shortage of liquidity in secondary markets matters not only for efficiency, but also for the overall size of the market, because there is a two-way interaction between the size of the primary market and liquidity in the secondary market. Investors are generally willing to invest in securities only if there is enough liquidity for them to sell and exit easily when needed. And, if liquidity is low and price discovery does not function well, the investors that do participate will generally demand a higher interest rate or return to compensate for the low liquidity, and this in turn may further deter companies from listing on the stock exchange or issuing bonds. 

Three main factors affect liquidity or the lack of it: the availability of information to price securities accurately; transaction costs; and the size and heterogeneity of the investor base. To enhance the efficiency of the securities markets, policymakers will need to address each of these factors.

Accurate pricing can be facilitated with several additional infrastructural components. First, there is the need to be able to price corporate bonds with reference to a “risk-free” benchmark (or index interest rate)—mostly commonly the interest rate of a government bond. To be a valid comparator, the price of a government bond must be truly driven by supply and demand. Benchmark bond issues must also be large and stretch across the maturity spectrum. Countries in the region have attempted to build benchmark yield curves in government bonds since 1998. And though Hong Kong (China) and Singapore have succeeded in building both short and intermediate yield curves (for up to 15 years), in other economies, liquidity in issues with a maturity of more than five years is limited. China has no benchmark yield curve yet. The use of primary dealer systems can help to promote greater liquidity in government benchmark issues, and aspects of these systems need strengthening in several countries in the region.
A second important element for corporate bond pricing is the existence of good credit-rating agencies. Rating agencies play a very important role in helping to determine the credit risk and thus the spread pricing of corporate bonds. Although rating agencies exist in most of the countries in Asia, and their penetration in domestic markets is relatively high, they have yet to build a track record and credibility. International rating agencies, for their part, rate only cross-border issues. Some of the international agencies have formed joint ventures with local rating agencies, but difficulties in comparability across countries can still hamper cross-border investments. 
The factors that affect explicit and implicit transaction costs include withholding taxes and fees, the efficiency of the intermediaries, market infrastructure and institutional arrangements, and “complementary” infrastructure.
In improving the informational basis for pricing securities, a fundamental element will be the continued strengthening of corporate governance and of information disclosure. Korea and Malaysia, followed by Thailand, have moved the furthest in reforming their laws and regulations and practices. In Indonesia and the Philippines there is still considerable scope to strengthen corporate governance. More recently, China has also begun to strengthen corporate governance. It is important to continue to raise awareness of good corporate governance principles and practices among companies, directors, shareholders,  and other interested parties in the region.
To foster greater liquidity and efficiency in the securities markets, countries in the region also need to enact measures that can help broaden and diversify the investor base. It is important to have a wide, heterogeneous investor base with different preferences and risk appetites. Thus, in addition to the contractual savings industry (pensions and insurance), countries will need to further develop a mutual fund industry that can cater to retail investors, whose needs and risk appetites may be even more heterogeneous. Also important in attracting a wide variety of investors is the ability to provide different types of products to suit the different risk preferences of investors and to foster greater integration by opening up and facilitating cross-border investments. We will now examine the measures that can help develop the bond markets.

Corporate bonds constitute an attractive instrument for institutional investors that need to match assets and liabilities; these investors are also attracted by the pickup in yield provided by some exposure to credit risk. In some Asian countries state-run pension funds are increasingly farming out the management of assets to private managers: An increasingly commercial orientation may lead to further demand for corporate bonds. In Asia, the growth of insurance companies has been an important source of demand for corporate bonds. From a similar level of 14 percent of GDP in 1998, insurance companies’ assets under management at end-2003 had grown to 25 percent of GDP in Korea and to 19 percent in Malaysia

Contractual savings institutions particularly in Singapore and Malaysia have been playing a major role in Capital Markets of the region. The total assets of the Government Investment Corporation have grown rapidly and they have been diversifying their portfolios. Indonesia, Thailand have set up Social Security Funds and their coverage is rising exponentially. Insurance industry is not yet so well developed in East Asia but Mutual Fund industry is expanding rapidly.

The assets of institutional investors in East Asia is estimated to have increased to around 45% of Gdp. Since the supply of government securities will remain limited in the future, the institutional investors will have to seek out other investment opportunities and there is a clear need to develop instruments that appeal to a broad base of investors.

Corporates consider several factors in deciding whether to use bank funding or bond funding. These include cost considerations, access to long-term funding, disclosure requirements, and the desire to diversify funding sources. In some countries, corporates have found strong incentives to issue bonds when faced with increasing costs of bank lending or when they were rationed out of the loan market—as a result of banking distress. However, even when bond issuance was advantageous—including in terms of maturities and covenants—some corporates were reluctant to issue bonds to avoid the disclosure implicit in securing market funding. The growth in Asian corporate bond markets has been driven mainly by corporates’ need for alternative sources of funding in the face of a collapse in bank lending.  Korea and Malaysia had already developed corporate bond markets in the mid-1990s, but both markets more than doubled, relative to GDP, between 1997 and 1999. In Korea, the issuance of non-guaranteed corporate bonds increased sharply after the financial crisis of 1997, aided by the fact that conglomerates owned the investment trust companies (ITCs)  hat bought the new bonds. However, the mid-1999 collapse of Daewoo Group, the third largest onglomerate, triggered a sharp withdrawal of funds and liquidity problems in the ITCs, which were the main holders of the bonds issued by the group. The Korean experience also demonstrates the potential problems associated with increased issuance of corporate bonds during a period of intensive corporate restructuring, as well as how poor credit risk management by investment trust companies contributed to and further magnified the turmoil in the corporate bond market.
Regional Initiative.
Initiatives to develop a regional bond market have been underway for quite sometime. The crisis of 1997 brought to the fore the importance of having more diversified financial systems in order to increase the risk-bearing capacity of the East Asian economies.  Some noteworthy measures have been taken at the regional level. Under the Executives’ Meetings of East Asia Pacific Central Banks (EMEAP), two Asian Bond Funds have been launched using a portion of EMEAP’s international reserves. The first of these, the Asian Bond Fund 1 (ABF1), pooled $1 billion of reserves and invested in US dollar-denominated government and quasi-government bonds of eight ASEAN3 countries. The second (ABF2), of US$2 billion, is investing in local-currency denominated sovereign and quasi-sovereign bonds. Its aim is to give both retail and institutional investors access to local bond markets in the region in a transparent and cost effective manner, and it is being enlarged through private placements by institutional investors, participating dealers, and market makers. ABF2 should also provide an impetus to broader market development in two ways. 
First, like ABF1, by being an actual fund it has allowed policymakers to learn from  experience and has helped to identify critical impediments to cross-border listing and investing.
Second, it is expected to spur the introduction of new instruments for investors: since the construction of the index and the compilation methodology will be published, managers of private funds can use these indexes as benchmark indexes and replicate or customize these for their fixed-income products. 
Working groups under ASEAN3 and Asia-Pacific Economic Cooperation (APEC) have addressed some of the supply-side constraints on cross-border investments, including the issuance of new securitized debt instruments; credit guarantee and enhancement mechanisms; foreign-exchange transactions and settlement issues; the issuance of bonds denominated in local currency by multilateral development banks, foreign agencies, and multilateral corporations; and local and regional credit-rating agencies. While regional cooperation is providing an impetus toward achieving more diversified financial markets, many of the needed policy measures will have to be undertaken at the domestic level. 
Securitization, which entails transforming illiquid assets into securities that can be traded on securities markets, can provide an important mechanism for sharing risks—in particular, credit risks.  For investors, securities offer yields that exceed those on comparable corporate bonds and provide diversification into a different form of investment. Securitization therefore broadens the investor base because it caters to investors with different risk/return appetites who are willing to bear incremental credit, prepayment, and liquidity risks in return for a higher yield. And for originators, such as corporations, asset securitization provides a new and potentially cheaper form of financing. 
Securitization is increasingly being used for a wide variety of purposes—ranging from facilitating access to capital markets for small and medium-size enterprises and the transfer of credit risk from banks to capital markets, to the transfer of both banks’ and non-bank financial institutions’ mortgage loans to capital markets. In East Asia thus far, most of the securitization activity has taken place in Hong Kong (China), Korea, Malaysia, and Singapore, although a few deals have taken place in Thailand and in the Philippines.

Cross Border investments and cross border bond flows have remained quite small within the region. The domestic market developments in removing some of the direct and indirect barriers will be critical for promoting these cross-border flows. The magnitude of Asian Bond Funds i.e about  US $ 3 billion in aggregate pales into insignificance when one considers the foreign exchange reserves of China alone amount $ 1000 billion. Thus, the scope for intra-regional capital flows through bond and equity markets and even syndicated loans is quite substantial if domestic markets are liberalized and the supporting market infrastructure is put in place. In this regard, I cannot overemphasize the role the Central Depository Committees of the region can play.
Although regulations prohibiting or restricting capital inflows and outflows have been progressively reduced several other factors continue to impede cross-border transactions in East Asia’s bond markets. These include tightness of spreads, withholding taxes, the lack of hedging instruments; and differences in market practices and infrastructure (for example, in the extent of documentation needed, trading platforms and conventions, procedures for clearance and settlement and custodian systems, or settlement of foreign exchange trades); as well as in credit rating, legal and regulatory systems; and accounting and auditing standards. These factors need to be addressed—and several of them are being dealt with by ASEAN3 working groups.
Bond markets requires the removal of constraints mainly on the supply side, as well as improvements in market microstructure. Small and medium-sized enterprises in many countries are not able to access bond markets because of the inflexible structure of bond contracts, the high costs associated with issuance, and the need for large issuance size. At the other extreme, large corporates could find it more efficient to issue bonds in international or regional markets, although this may expose them to currency risks.

In general, East Asia’s securities markets are relatively stable compared with those of other regions. Among a sample of 100 economies worldwide, Singapore falls in the highest (most stable) quartile, followed by Hong Kong (China), China and Malaysia in the second-highest quartile. Indonesia, the Philippines, and Thailand fall in the bottom quartile, as does Korea. Cross-country analysis suggests that inadequate disclosure of information can make it more likely that an equity market will be unstable and deliver large negative returns. Hence, continued improvements in disclosure should help to make the region’s markets more stable. 
MANAGING RISKS TO THE SYSTEM.

What are the risks involved if the pace of corporate bond market has to be stepped up outside its current evolutionary process? While the growth in institutional investors’ assets under management may facilitate the deepening of the corporate bond markets, the lack of reasonable credits to invest in may lead to distortions and potential financial instability. The preference of institutional investors in these markets to hold high grade paper has limited the investible universe of corporates to large firms with strong credit fundamentals. Even in countries where institutional investors are not tightly regulated, self-imposed credit-based restrictions by individual companies constrain holdings of sub-investment-grade debt. There is a general trend to try to move toward a risk-based rather than an investment-limit-by-instrument regulatory regime. However, regulators are finding it difficult to define a regime that incorporates the many risks—market, credit, operational, and longevity—involved in pension fund management.
Similarly, foreign investors would have to move further down the credit spectrum to obtain sufficiently attractive yields commensurate with the risk exposure. They are not prepared to do so, however, because of the nonexistence or illiquidity of suitable corporates in these countries. Thus, to satisfy institutional investors’ demand, potential issuers will have to improve their credit fundamentals. This, in turn, requires an improvement in the legal and regulatory framework for these markets and their participants, and it involves, among other things, improvements in corporate governance and transparency.
The existence of a regulatory framework that ensures investor protection, market integrity, and contains systemic risks is therefore essential to provide an enabling environment conducive for mitigating these risks.  Unlike banks, individual bondholders typically have much smaller stakes in private firms and less bargaining power in the event of default or debt restructuring. Therefore, bankruptcy laws—which clearly define creditors’ rights and borrowers’ responsibilities, as well as the required enforcement mechanisms— are essential for establishing the legitimacy and credibility of corporate bond instruments. Adequate corporate governance practices and a timely and accurate public disclosure of financial information are important for maintaining credibility and stability of the corporate bond market. 
Most corporate debt securities in the largest Asian countries are plain vanilla fixed coupon bonds. Maturities range from short-term commercial paper sold on a discount basis to 3–10 year corporate bonds, with the majority under five years. As more sophisticated structures evolve over time the capacity to deal with new risks arising from these innovations has to be upgraded.


In some countries, credit enhancements and securitization are likely to broaden investor appeal. Credit guarantees have enabled low credit - quality borrowers to issue corporate bonds, especially in some Asian countries.  Several local markets have increased issuance of securitized and/or structured products, such as asset-backed securities (ABS) and collateralized bond obligations. Owing to the credit enhancements, these instruments normally receive better credit ratings than nonstructured transactions (usually by one or two notches), allowing regulated pension funds to invest in bonds from weaker credits.
Bond markets without minimum institutional support to deal with asymmetric information problems and other capital market imperfections—such as effective bankruptcy laws and transparency—could cause market turmoil and slow the development of such markets over the medium term. 


The recent growth of Islamic bonds in Malaysia has been spurred by the successful establishment of a government yield curve and their popularity among issuers who want to tap a wider investor base in local and regional markets. The issuance of Islamic bonds outstripped that of conventional bonds in Malaysia in 2002, and currently the outstanding stock of Islamic bonds amounts to almost 30 percent of GDP. Low issuance costs are likely to facilitate the development of local corporate bond markets, with positive implications for small enterprise creation. A reduction in these costs could contribute to increased access for lower tier credits and further deepen and broaden the corporate bond market.

We should also learn from the experience of Japan. The corporate bond market there was heavily regulated until 1985. The Government then decided to relax market eligibility standards, established rating agencies, and allowed bond futures trading. The measures taken to liberalize financial transactions included abolishing the securities transaction tax, deregulating brokerage commission, preparing the legal framework for securitization, allowing banks to issue straight (unsecured) bonds, and introducing a registration system for securities companies. As a result of these measures Local corporate bond markets in mature markets grew from about 5 percent of GDP in the early 1980s to an average of 16 percent of GDP during 2000–04.

Let me now briefly touch upon the largest financial market in South Asia i.e India.  In India, high issuance costs, the lack of transparency of the bond issuance process, and the barriers to domestic and foreign institutional investment are the main obstacles to the development of corporate bond markets. The procedures for corporate bond registration and approval are time-consuming and involve several agencies, making issuance costs so high that companies resort to private placements, which are not subject to the strict regulatory provisions and disclosure requirements of public issues. As a result, the proportion of total bond issuance done through private placements has grown from 29.8 percent in 1990 to more than 85 percent in 2004. The  heterogeneous tax treatments across different debt securities (issued by the same corporate) create financial distortions and make it difficult for investors to price different instruments. Moreover, the current barriers to institutional investors (e.g., the corporate bond ceiling for foreign institutional investors and the investment restrictions for mutual funds) pose further constraints for the growth of the corporate bond market.

In India, the measures to improve regulatory practices by (1) ensuring homogeneity across different debt securities; (2) putting regulation of the corporate debt market under a single regulator, and streamlining disclosure and issuance practices for public debt issues in order to reduce transaction costs, time lags, and uncertainty; and (3) liberalizing restrictions on investments by institutional investors and gradually lifting the existing foreign investment ceiling on corporate bonds could improve the situation.
CONCLUSIONS
Asian bond markets have evolved during the last ten years, but they still remain a small part of the total financial assets with a large variation among the countries. A key constraint is the lack of liquidity, which affects efficiency and the overall role these markets are able to play. To enhance liquidity in the bond markets, non-bank financial institutions can play a critical role by mobilizing and channeling long-term resources through bond markets and meet the growing financing requirements particularly for infrastructure projects in the region.

 The recent initiatives at the regional level and the favorable macroeconomic and micro-structural factors should provide a boost to development of bond markets in the coming years. But this can be possible if measures are taken to ensure regular systematic issuance, effective primary dealer system, appropriate hedging and liquidity enhancement facilities, greater price transparency and access to market information by different groups of investors, and effective regulation, monitoring and surveillance of the market. Integration of bond markets across national boundaries, permitting issuance of unsecured bonds, liberalizing market eligibility standards, strengthening trading platforms, clearing and settlement system and establishing regional rating agencies and benchmark yield curves would reinforce regional initiatives taken.
TABLE 1 
Structure of Financial Systems (percent of GDP)

	
	Bank Assets
	Equity Market Capitalization
	Bonds Outstanding

	Economy
	1997
	2004
	2005
	1997
	2004
	2005
	1997
	2004
	2005

	China
	124.6
	176.4
	163.1
	11.2
	23.1
	17.8
	12.9
	24.9
	24.4

	Indonesia
	31.1
	14.6
	49.8
	12.2
	28.8
	28.9
	1.9
	22.6
	19.6

	Rep. of Korea
	37.9
	130.1
	93.5
	8.1
	57.1
	91.2
	25.2
	83.3
	76.2

	Malaysia
	100.9
	169.0
	159.4
	93.2
	153.3
	138.0
	57.0
	90.0
	88.0

	Philippines
	56.1
	66.5
	63.2
	37.7
	33.0
	40.4
	22.4
	28.4
	36.7

	Thailand
	79.7
	129.2
	103.6
	15.1
	71.4
	70.1
	7.1
	41.1
	40.8

	Hong Kong (China)
	205.1
	337.5
	444.6
	234.5
	519.5
	593.6
	26.0
	46.3
	46.6

	Singapore
	122.0
	176.8
	185.4
	110.8
	202.3
	220.4
	24.7
	73.1
	68.2


Sources: International Monetary Fund International Financial Statistics (IMF IFS), Bank for International Settlements (BIS), 

Asian Development Bank (ADB) Asian Bonds Online, and World Bank staff calculations
TABLE 2 
Bond Markets: Breakdown by Type of Bond Issuer
	
	1997 (% of GDP)
	2004 (% of GDP)
	Contribution to growth 1997–2004 (%)

	Economy/ region
	Government
	Corporate
	Financial
	Government
	Corporate
	Financial
	Government
	Corporate
	Financial

	China
	7.5
	0.7
	4.7
	14.8
	0.6
	9.5
	60.7
	–0.3
	39.3

	Indonesia
	0.4
	0.8
	0.7
	20.1
	1.5
	1.1
	94.6
	3.1
	2.3

	Rep. of Korea
	4.9
	10.3
	10.0
	25.2
	23.3
	34.9
	34.9
	22.3
	42.8

	Malaysia
	19.4
	20.8
	16.8
	38.2
	38.0
	13.9
	56.7
	52.0
	-8.8

	Philippines
	22.3
	0.1
	0.0
	28.7
	0.1
	0.0
	100.3
	–0.3
	0.0

	Thailand
	0.2
	6.0
	0.9
	22.4
	12.3
	6.4
	65.2
	18.6
	16.2

	Hong Kong( China)
	7.4
	18.5
	0.0
	9.5
	36.8
	0.0
	10.3
	89.7
	0.0

	Singapore
	13.6
	11.2
	0.0
	41.2
	32.4
	0.0
	56.6
	43.4
	0.0


Sources: ADB, BIS, and country sources.
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