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Emerging East Asian Local Currency Bond
Markets: A Regional Update

Highlights

Bond Market Development in 2006, Outlook, and Policy Options

e Emerging East Asian bond markets expanded rapidly in the second
half of 2006, lifting full-year growth to 32.4%, well above the rates
for both 2004 and 2005.

e Local currency government bond market growth remained strong
in 2006, despite declining central government deficit financing in
most countries.

e Corporate bonds outstanding surged 36% in 2006, largely the result
of growth in the PRC and the trend of encouraging quasi-government
corporations to issue under corporate market regulations.

e Despite the rapid growth in total bonds outstanding in 2006,
turnover ratios showed no clear regional trend in the government
sector, while corporate ratios were generally down.

e After yield curves steepened during the first half of 2006—the result
of monetary tightening and inflationary fears—continued sound
economic growth and stabilized short-term rates brought long-term
rates lower, flattening yield curves.

e Local currency bond index returns were exceptionally high in 2006
across most emerging East Asian markets, reflecting flattening yield
curves and currency appreciation in many markets.

e The region’s financial sectors remain strong into 2007, but there are
signs of uncertainty such as softer-than-expected economic growth,
inflationary pressures, persistent global payments imbalances, and
financial market volatility.

e Governments in emerging East Asia have shown increasing
confidence in the pace of reform, expanding their focus from market
deepening to broadening supply and attracting increased investor
demand.

Securitization—Concepts and Development in East Asia

e Asia’s use of securitization is far more modest than in Europe and
North America despite its growth since the 1997/98 financial crisis.
Yet structured finance holds considerable potential for regional
development.

e Securitization can be applied to all defined credit risks—including
delinquent assets or claims—but for costs is typically associated with
risks involving similar, unconnected, and predictable cash flows.

Continued overleaf
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e Securitization in Asia evolved from simple profit-seeking prior to the
crisis to debt recycling afterward. Future Asian securitization may
have broader applications by facilitating the release of individual
capital and assisting in public policy.

¢ National and regional policies should complement commercial trends
by supporting institutional improvements; promoting common
standards and applying structured finance techniques.

e In addition to institutional improvement, the promotion of common
standards can both support securitization and provide incentives
for improved intermediary practice, especially in data collection,
documentation, and credit risk appraisal.

e Specific new initiatives to encourage the use of securitization include
(i) supporting refunding through microfinance, (ii) providing credit
support and refunding for long-term student loans and human
resource development, and (iii) securitization of infrastructural
risk.



Emerging East Asian Local Currency
Bond Markets: A Regional Update

Bond Market Development in 2006, Outlook, and Policy Options

Figure 1: Growth of Emerging East Asian
Local Currency Bond Markets in 2006 (%)
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Hong Kong, China (Hong Kong Monetary Authority);
Indonesia (Surabaya Stock Exchange); Republic of Korea
(KoreaBondWeb); Malaysia (Bank Negara Malaysia);
Philippines (Bureau of the Treasury); Singapore (Monetary
Authority of Singapore); Thailand (Bank of Thailand); Viet
Nam (VietComBank Securities); Japan (Japan Securities
Dealers Association); Bloomberg LP; Bank for International
Settlements; and AsianBondsOnline estimates.

Size and Composition

Emerging East Asian bond markets expanded rapidly
in the second half of 2006, lifting full-year growth
to 32.4%, well above the rates for both 2004 and
2005.

Strong growth in the value of local currency bonds outstanding
continued across emerging East Asia! during the last 6 months
of 2006, reaching USD?2.8 trillion as of 31 December 2006,
up 32.4% from the USD2.1 trillion outstanding at end-2005
(Table 1).2 Growth was strongest in the People’s Republic of China
(PRC) (51%) and Thailand (42%); followed by Singapore and
the Republic of Korea (Korea) (19% each); Indonesia and Viet
Nam (15% each); Malaysia (14%); Hong Kong, China (12%);
and the Philippines (8%) (Figure 1).

Emerging East Asia’s bond markets continued to grow at rates
above growth in gross domestic product (GDP). Thus, the local
currency bond-to-GDP ratio continued to rise, from 53.0% at
end-2005 to 61.5% end-2006 (Table 2).

Foreign exchange rate appreciation was partly responsible for the
large net increase in bonds outstanding in USD terms. Since the
start of 2006, emerging East Asian currencies—with the exception
of Hong Kong, China; and Viet Nam—have appreciated strongly
against the USD. While some of these currencies weakened
slightly against the USD in the first 3 months of 2007, this has
not offset the general trend (Table 3).

tIn this report, emerging East Asia is defined as People’s Republic of China; Hong
Kong, China; Indonesia; Republic of Korea; Malaysia; Philippines; Singapore;
Thailand; and Viet Nam.

2 To ensure the most up-to-date data, with this issue Asia Bond Monitor estimates
bonds outstanding based on national and market-related sources as compared
with institutional estimates, such as the Bank for International Settlements. These
new estimates are slightly above those stated in previous issues, which affects
growth rates and turnover ratios slightly. The new time series are available at
asianbondsonline.adb.org.
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Table 1: Size and Composition of Emerging East Asian Local Currency Bond Markets

2004 2005 2006 Growth Rate (%)
Amount Amount Amount
($ billion) % share ($ billion) % share ($ billion) % share

2005 2006

China, People’s Rep. of

Total 623.76 100.00 895.54 100.00 1,350.60 100.00 43.573 50.81
Government 433.57 69.51 610.67 68.19 877.89 65.00 40.846 43.76
Corporate 190.18 30.49 284.87 31.81 472.70 35.00 49.788 65.94

Hong Kong, China

Total 78.21 100.00 85.59 100.00 96.19 100.00 9.44 12.38
Government 15.77 20.16 16.34 19.09 16.94 17.62 3.61 3.70
Corporate 62.44 79.84 69.25 80.91 79.25 82.38 10.91 14.43

Indonesia

Total 49.42 100.00 46.55 100.00 53.40 100.00 (5.79) 14.70
Government 43.07 87.17 40.68 87.38 46.56 87.19 (5.57) 14.46
Corporate 6.34 12.83 5.88 12.62 6.84 12.81 (7.35) 16.38

Korea, Rep. of

Total 708.59 100.00 804.60 100.00 958.97 100.00 13.55 19.19
Government 337.18 47.58 404.14 50.23 469.13 48.92 19.86 16.08
Corporate 371.42 52.42 400.45 49.77 489.84 51.08 7.82 22.32

Malaysia

Total 96.77 100.00 106.70 100.00 121.26 100.00 10.26 13.65
Government 48.10 49.70 52.25 48.97 60.89 50.21 8.63 16.54
Corporate 48.67 50.30 54.45 51.03 60.37 49.79 11.88 10.88

Philippines

Total 35.32 100.00 40.53 100.00 43.88 100.00 14.74 8.27
Government 35.05 99.22 40.20 99.20 43.50 99.13 14.71 8.20
Corporate 0.28 0.78 0.32 0.80 0.38 0.87 17.56 17.71

Singapore

Total 79.98 100.00 83.10 100.00 99.18 100.00 3.91 19.35
Government 44.25 55.33 46.90 56.44 55.92 56.38 6.00 19.23
Corporate 35.73 44.67 36.20 43.56 43.26 43.62 1.32 19.50

Thailand

Total 66.65 100.00 78.84 100.00 112.01 100.00 18.28 42.08
Government 44.36 66.55 54.29 68.86 74.58 66.58 22.38 37.38
Corporate 22.29 33.45 24.55 31.14 37.44 33.42 10.13 52.47

Viet Nam

Total 3.79 100.00 4.30 100.00 4.93 100.00 13.47 14.57
Government 3.77 99.50 4.20 97.52 4.50 91.28 11.22 7.24
Corporate 0.02 0.50 0.11 2.48 0.43 8.72 461.50 302.65

Total Emerging East Asia

Total 1,742.49 100.00 2,145.76 100.00 2,840.42 100.00 23.14 32.37
Government 1,005.12 57.68 1,269.67 59.17 1,649.91 58.09 26.32 29.95
Corporate 737.37 42.32 876.09 40.83 1,190.51 41.91 18.81 35.89

Japan

Total 7,447.42 100.00 7,046.41 100.00 7,096.10 100.00 (5.38) 0.71
Government 6,556.28 88.03 6,302.54 89.44 6,389.17 90.04 (3.87) 1.37
Corporate 891.14 11.97 743.87 10.56 706.93 9.96 (16.53) (4.97)

Notes:

1. Please see footnote 2, page 3 for explanation of change in data sources.

2. Corporate bonds include issues by financial institutions.

Sources: People’s Republic of China (Bloomberg LP); Hong Kong, China (Hong Kong Monetary Authority); Indonesia (Surabaya Stock Exchange); Republic of Korea
(KoreaBondWeb); Malaysia (Bank Negara Malaysia); Philippines (Bureau of the Treasury); Singapore (Monetary Authority of Singapore); Thailand (Bank of Thailand); Viet
Nam (VietComBank Securities); Japan (Japan Securities Dealers Association); Bloomberg LP; Bank for International Settlements; and AsianBondsOnline estimates.
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Table 2: Size and Composition of Emerging East Asian Local
Currency Bond Markets (% of GDP)

China, People’s Rep. of

Total
Government
Corporate

Hong Kong, China

Total
Government
Corporate

Indonesia

Total
Government
Corporate

Korea, Rep. of

Total
Government
Corporate

Malaysia

Total
Government
Corporate

Philippines

Total
Government
Corporate

Singapore

Total
Government
Corporate

Thailand

Total
Government
Corporate

Viet Nam

Total
Government
Corporate

Total Emerging East Asia

Total
Government
Corporate

Note: Corporate bonds include issues by financial institutions.

Sources: People’s Republic of China (Bloomberg LP); Hong Kong, China (Hong Kong Monetary
Authority); Indonesia (Surabaya Stock Exchange); Republic of Korea (KoreaBondWeb); Malaysia
(Bank Negara Malaysia); Philippines (Bureau of Treasury); Singapore (Monetary Authority of
Singapore); Thailand (Bank of Thailand); Viet Nam (VietComBank Securities); and Japan (Japan
Securities Dealers Association); GDP (World Economic Outlook, International Monetary Fund);

2004

32.29
22.45
9.85

47.16
9.51
37.65

19.42
16.93
2.49

104.21
49.59
54.62

81.69
40.60
41.08

40.74
40.42
0.32

74.40
41.16
33.24

41.22
27.44
13.79

8.37
8.33
0.04

49.06
28.30
20.76

Amount
2005

40.08
27.33
12.75

48.17
9.20
38.97

16.55
14.46
2.09

102.16
51.32
50.85

81.55
39.93
41.62

41.20
40.87
0.33

71.16
40.17
31.00

45.54
31.36
14.18

8.38
8.17
0.21

52.97
31.34
21.63

2006

52.88
34.37
18.51

50.98
8.98
42.00

15.21
13.26
1.95

109.32
53.48
55.84

82.48
41.42
41.07

37.53
37.20
0.33

74.28
41.88
32.40

5757
38.33
19.24

8.93
8.15
0.78

61.50
35.73)
25.78

Bloomberg LP; Bank for International Settlements; and AsianBondsOnline estimates.
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Table 3: 2006/07 Appreciation
(Depreciation) of Emerging East Asian
Currencies (%)

Against USD

Currency 2006 2007 YTD
CNY 3.34 1.02
HKD (0.30) (0.46)
IDR 8.89 (1.40)
KRW 8.25 (1.13)
MYR 6.89 2.02
PHP 7.99 1.53
SGD 8.05 1.13
THB 14.62 9.00
VND (0.87) 0.22
JPY (1.11) 1.05 °

Notes:

1. Appreciation (depreciation) is computed for each year using
natural logarithm of end-of-period rate/start-of-period rate.
2. 2007 YTD is as of 31 March 2007.

Source: Bloomberg LP.

Figure 2: Growth of Emerging East
Asian Local Currency Government Bond
Markets in 2006 (%)
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Indonesia (Surabaya Stock Exchange); Republic of Korea
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Authority of Singapore); Thailand (Bank of Thailand); Viet
Nam (VietComBank Securities); Japan (Japan Securities
Dealers Association); Bloomberg LP; Bank for International
Settlements; and AsianBondsOnline estimates.

Local currency government bond market growth
remained strong in 2006. Although central
government deficit financing declined in most
countries, government agencies and several local
governments issued new bonds last year.

Government bond markets in emerging East Asia grew 30%
during 2006, with net issuance strongest in PRC, Thailand,
Singapore, Malaysia, and Korea (Figure 2). The following market
specific factors contributed to growth in 2006:

The high growth rate in the PRC (44%) continued as the
central bank (People’s Bank of China) continued to issue
bonds to absorb excess liquidity in the renminbi market. It
was by far the largest issuer, raising twice as much in bonds as
the central government. For the past 2 years, the government
and policy banks’ share of total government bond issuance
has dropped, as the amounts raised on behalf of state-owned
enterprises continued to decline. Increasingly, state-owned
enterprises are allowed to issue corporate bonds directly on
the capital market.

In Thailand (37%), government issuance was significantly
higher in 2006, increasing by nearly double the average
annual rate for the past 2 years. The increase was evident
across all issuing categories, especially in retail bonds issued
by the central bank (Bank of Thailand) and for government-
financed infrastructure development.

Singapore’s market growth (19%) in 2006 returned to the
average annual growth trend of the past decade following the
slower 6% growth in 2005. The government is continuing its
policy of deepening and broadening bond markets—it offered
the first 20-year bond on 1 March 2007 (the SGD2.5 billion
offer was more than 100% oversubscribed). In December
2006, the government abandoned its multiple-price Treasury
bill (T-bill) auction format in favor of a single price format,
bringing it in line with international practice. The net increase
in government T-bills outstanding accounted for about a third
of market growth in 2006.

In Malaysia (17%), the pace of growth in outstanding local
currency government bonds increased significantly in 2006,
overtaking the corporate bond market in overall size. Central
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government bonds and government Islamic investment bonds
were the largest contributors to new supply. In an effort
to increase liquidity at key points on the yield curve, the
government began exchanging some outstanding bonds with
new issues at 3-, 5-, and 10-year tenors. It also introduced
a callable bond in December 2006 with a view to eventually
provide a benchmark for the private sector.

Korea (16%) issued somewhat fewer bonds in 2006 as the
government cooperated with the central bank (Bank of Korea)
in cautiously tightening economic conditions. The result was a
slightly slower pace of growth than in the previous 2 years,3
with total government bonds outstanding falling below that
of the corporate sector. Monetary stabilization bonds were
again the largest portion of public issue, with public works
development projects—including provincial issues—making
up the next largest sector. In March 2007, the government
issued its first 20-year note and plans to issue more long-
dated bonds this year in an effort to extend its yield curve
beyond its current 3- to 5-year concentration.

In Indonesia (14%), bond markets grew substantially after
shrinking somewhat in 2004 and 2005. The new growth
occurred despite a continuing program extending the maturity
profile of government bonds. IDR14.4 trillion in bonds
maturing in 2007-2011 were replaced in 2006 with bonds
maturing later. To attract smaller investors to the market,
the government issued its first retail bonds in August of 2006
and issued IDR6.3 trillion more in March 2007.

The Philippine government bond market (8%) grew more
moderately than in recent years, due to the declining fiscal
deficit. The most notable development was the completion
in the third quarter of a bond-restructuring program, which
extended maturities of some outstanding peso issues and
replaced older high-coupon bonds that had become illiquid.
Although the percentage of government bonds issued in USD
increased slightly, the restructuring of the domestic maturity
profile was intended to allow a significant reduction in foreign
currency bond issuance for 2007.

3 Republic of Korea bonds outstanding were restated in 2004 and 2005 to reflect
issues previously not included in aggregate statistics. Previously-reported annual
growth rates decreased as a result.
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Figure 3: Growth of Emerging East Asian
Local Currency Corporate Bond Markets
in 2006 (%)
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Hong Kong, China (Hong Kong Monetary Authority);
Indonesia (Surabaya Stock Exchange); Republic of Korea
(KoreaBondWeb); Malaysia (Bank Negara Malaysia);
Philippines (Bureau of the Treasury); Singapore (Monetary
Authority of Singapore); Thailand (Bank of Thailand); Viet
Nam (VietComBank Securities); Japan (Japan Securities
Dealers Association); Bloomberg LP; Bank for International
Settlements; and AsianBondsOnline estimates.

e In Viet Nam (7%), continued steady growth of central
government issues, mostly in support of public infrastructure,
drove the public bond sector higher last year. Policy bank
issues in the 10-, 15- and 20-year tenors, representing over
half of new government bonds, reinforced earlier efforts at
yield curve extension.

e InHong Kong, China (4%), the Hong Kong Monetary Authority
(HKMA) continued increasing Exchange Fund Note and Bill
issuance to maintain liquidity, concentrating issues in bills.
Amounts issued remained relatively small, however, reflecting
the government’s confidence in reducing its deficit through
tax receipts, as economic growth was strong. The focus of
bond issuance remains with the private sector.

e Development in government bond markets progressed in
other markets as well. The government of Brunei Darussalam,
for example, continued issuing 91-day Islamic securities,
raising the equivalent of USD77 million in 2006, after
redemptions.

Corporate bonds outstanding surged 36% in
emerging East Asia in 2006, largely the result of
growth in the PRC and the trend of encouraging
quasi-government corporations to issue under
corporate market regulations.

Aside from its rapid growth in absolute terms, corporate bond
market growth was well ahead of the government sector in
2006, as both strong demand using domestic savings outside the
banking system and the growing need to finance infrastructure
boosted supply.

The strongest growth was in the PRC, where net new corporate
issuance accounted for 60% of the total for all of emerging
East Asia. This was followed by solid growth in Thailand, Korea,
Singapore, Philippines, and Indonesia (Figure 3).

e The high growth in PRC corporate bonds outstanding (66%)
can be largely attributed to new regulations streamlining
corporate issuance. Previously, all new corporate issues
required National Development and Reform Commission
approval prior to review by the China Securities Regulatory
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Figure 4: Securitized Notes Outstanding,
2005 and 2006 (% of GDP)
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Sources: People’s Republic of China; Hong Kong, China;
Indonesia; Republic of Korea; Philippines; Singapore;
Thailand; and Viet Nam (Bloomberg LP). Malaysia (Malaysian
Rating Corporation Berhad, Rating Agency Malaysia, and
Bloomberg LP), Japan (Japan Securities Dealers Association,
R&I, and Bloomberg LP). GDP from World Economic Outlook
(International Monetary Fund).

9

Commission (CSRC). The CSRC is now the principal authority
vetting new corporate issues. This shifts the main criterion
for approving new issues from how the borrowed funds are
to be used to how the issue meets disclosure and financial
soundness standards to make it suitable for investors.
Expanded membership in the interbank over-the-counter
market also helped increase the supply from the corporate
sector. The domestic securitization market grew in value to
USD2.9 billion, or about 0.1% of GDP (Figure 4).

In Thailand (52%), the corporate bond market expanded
rapidly for the second consecutive year. Registration
requirements for foreign issuers in the baht market were
eased, allowing manufacturing and sales firms with a
foreign parent or joint-venture partner to enter the market.
Implementation of tax incentives and the halt to policy
rate hikes also encouraged corporate issuers. Domestic
securitization grew rapidly to USD375 million.

Korea (22%) maintained its rank as the largest corporate
bond market in emerging East Asia, with USD490 billion in
outstanding issues. Corporate issuers returned to the market
in the second half of 2006, but the majority of issuance
continued to be by financial institutions rather than industrial
corporations. The securitization market continued to grow
rapidly, rising 61% to USD36.8 billion, accounting for 8% of
the overall corporate outstandings.

In Singapore (19%), corporate bond issuers returned to the
market during 2006, after a cautious year in 2005 (again
largely mimicking growth in government issues). Strong
domestic economic growth attracted USD2.9 billion from
new foreign issuers. Domestic property developers offered
a similar volume of new supply. The securitization market
grew to USD2.7 billion, a 25% increase.

The local currency corporate bond market in the Philippines
(18%) continued its moderate growth from a small base,
raising USD57 million in net new issues during 2006.
Government-owned and controlled corporations were the
largest issuers. The Philippines continues its preference for
issuing USD rather PHP bonds.



ASIA BOND MONITOR

In Indonesia (16%), the corporate sector bounced back
after shrinking more than 7% in 2005. The clarification of
new investment rules for mutual funds bolstered investor
confidence and eased market access for domestic issuers.
Plans to start municipal bonds, Islamic bonds, and securitized
instruments are expected to provide substantial new supply
of corporate paper in 2007.

Malaysia’s corporate bond market growth continued at a
solid, moderate pace (11%). The two largest issuers, the
state-owned National Mortgage Corporation (Cagamas) and
the government investment holding firm (Khazanah Nasional)
issued 20-30% less than in 2005, partly in response to
accusations of crowding out other corporate issuers, and
partly due to rising interest rates and an exchange rate trend
that reduced demand. Net new securitization in Malaysia grew
by USD709 million, a 21% increase over 2005.

Corporate bonds dominate outstanding issues in Hong
Kong, China (14%), where a diverse mix of domestic
issuers, ranging from power utilities to property developers
and manufacturers, and the home-mortgage refinancing
corporation, Hong Kong Mortgage Corporation, led new issues.
Foreign issuers also contributed to the growth, attracted by
slightly lower yields compared with the USD market and the
HKD exchange rate peg.

In 2006, Viet Nam began building its corporate bond market
in earnest. While bonds are normally listed on the Ho Chi
Minh City Securities Trading Centre, most trading occurs
over the counter. At end-2005, a handful of small issues
worth just under USD66 million were outstanding and almost
none were listed. In 2006, USD420 million of new issues
entered the market, led by Electricite’ de Vietnam (EVN)
with USD280 million. The market is expected to grow 300%
in 2007, with EVN issuing almost USD1 billion worth of new
5-year and 10-year bonds.

10
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Figure 5: Government Bond Turnover
Ratios!
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Figure 6: Corporate Bond Turnover Ratios!
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Turnover

Despite the rapid growth in total bonds outstanding
in 2006, turnover ratios—a measure of market
liquidity—showed no clear regional trend in the
government sector, while corporate ratios were
generally down—with the exception of the PRC,
where new quasi-government issues dominated
trade, and Indonesia, which rebounded from a
difficult 2005.

Turnover ratios—the ratio of trading volume to total bonds
outstanding—were mixed in 2006. For government bonds, they
rose in PRC; Hong Kong, China; Indonesia; Malaysia; and Viet
Nam, but fell in Korea, Philippines, Singapore, and Thailand
(Figure 5). The average ratio declined by 8% to 2.51 times the
value of total bonds outstanding. In the corporate sector, turnover
ratios rose dramatically in the PRC and more than recovered
in Indonesia, raising the average for the region 40% to 0.63
(Figure 6). The disparity between government and corporate bond
market liquidity remains stark, even though the growth in new
corporate bond issuance is helping to gradually close the gap.

e Hong Kong, China—with the highest turnover ratio among
emerging East Asian markets—saw 2006 government bond
trading volumes to total government bonds outstanding
rise even further (from 53.35 to 69.39). In the corporate
market, however, despite higher issuance, there was a slight
decline in turnover ratio (from 0.20 to 0.16). The prospect
of renminbi-denominated bond issuance on the local market
will require new rules, with market players anticipating much
higher corporate bond turnover levels as a result.

e In Korea, the trend of rising reference rates continued into
early 2007 and has had a damping effect on market activity.
In 2006, turnover ratios declined for both government bonds
(from 3.29 to 2.60) and corporate bonds (from 0.54 to 0.52).
A related decline in the issuance of asset-backed securities
lowered hedging demand and reduced the securities lending
for government bonds.

e In Singapore, 2006 turnover ratios in the government bond

market continued to decline from 2.80 to 2.59. The trend of
rising reference rates during the first 3 quarters of the year
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discouraged many potential sellers, as bond-price hedging is
yet to become an established practice in the market. Monetary
Authority of Singapore announcements of new products and
procedures for 2007, along with increased issuance of large,
long-term investment trusts may also have absorbed some
bond allocations and delayed portfolio rebalancing.

In Malaysia, the government bond turnover ratio rose from
1.69 to 1.97 times the outstanding amount. By contrast, the
corporate ratio declined from 0.74 to 0.59 amid a continued
rollout of new products, such as exchangeable Islamic bonds.
The continued issue of new products in small amounts and
the lack of reissues may have been a contributing factor to
the lower turnover ratio—as investors flocked to the new
issues rather than trade existing portfolios. The government
market may see a dip in its turnover ratio during the first
half of 2007, as the market absorbs the new Bank Negara
Monetary Notes, as replacements for Bank Negara'’s bills and
negotiable notes.

In Thailand, turnover ratios in 2006 declined slightly for
both government bonds (from 1.86 to 1.68) and corporate
bonds (from 0.23 to 0.15). This was despite a rapid increase
in corporate turnover during the first half of the year.
The continued rise in short-term policy rates discouraged
some trading and delayed the planned launch of several
fixed-income mutual funds, which would have been active
participants in the markets.

In the Philippines, the government bond market’s turnover
ratio in 2006 declined from 2.26 to 1.66. A contributing
factor was the government’s bond exchange program, which
extended the market’s maturity profile. Also, PHP appreciation
encouraged more USD issuance, diverting some potential new
peso market inventory.

In the PRC, the government bond market turnover ratio rose
from 1.34 in 2005 to 1.42 in 2006.4 The number of participants
eligible to use the interbank over-the-counter market
managed by the central bank increased, as did the variety
of corporate bond issues allowed to be traded. Insurance

4PRC government bond turnover was revised in 2005 to reflect over-the-counter
bonds not previously reported.
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company premiums continued rising rapidly, increasing
demand for sovereign paper to cover insurance reserves and
the higher-yielding corporate paper for investment accounts.
The increased supply of corporate paper led to some portfolio
rebalancing as well.

e In Indonesia, partly due to better defined trading and
accounting rules, mutual fund and bank trading increased in
both government bonds (from 0.65 to 0.87) and corporate
bonds (from 0.21 to 0.28). The significant, continuing decline
in short-term reference rates throughout 2006 also stimulated
bond trading, as did the introduction of retail bonds in the
second half of the year. Use of a central depository has
improved the efficiency of settlements (fewer failed trades),
encouraging more activity. A continuing dispute between
dealers and regulators—over a requirement that all bond
trades be reported to the Surabaya Stock Exchange (SSX)—
has likely kept trading activity below its potential.

e InViet Nam, government bond market turnover ratios doubled
in 2006 (from 0.37 to 0.70). An increase in both the number
of investors and the number of tradable bonds was behind the
rapid increase. Both the nascent corporate bond market and
the government market grew by more than USD300 million
in 2006. Viet Nam’s credit rating was upgraded to BB by
Standard & Poor’s in September and its accession to the
World Trade Organization was approved in November, both
events further boosting market confidence.

Bond Yields

After yield curves steepened during the first half
of 2006—the result of monetary tightening and
inflationary fears—continued sound economic growth
and stabilized short-term rates brought long-term
rates lower, flattening yield curves and creating
a conducive climate for greater bond issuance in
2007.

Short-term reference rates in emerging East Asia reached 5-year
peaks either at the end of 2006 or in February 2007—with the
exceptions of Indonesia and the Philippines, which began easing in
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Table 4: Short-term Interest Rates

Market
China, People’s Rep. of
Hong Kong, China
Indonesia
Korea, Rep.of
Malaysia
Philippines
Singapore
Thailand
Japan
us

Sources: Bloomberg LP, except KORIBOR (Korea Federation of Banks).

Reference Rate
CHIBOR 1 Month
HIBOR 1 Month
JIBOR 1 Month
KORIBOR 1 Month
KLIBOR 1 Month
PHIBOR 1 Month
SIBOR SGD 1 Month
BIBOR 1 Month
TIBOR 1 Month
Federal Funds Rate O/N

31-Dec-05 31-Dec-06 28-Feb-07
1.90 2.80 3.80
4.10 3.91 4.15
13.60 9.49 8.94
3.80 4.65 4.74
3.13 3.62 3.60
7.81 6.81 5.75
3.19 3.44 3.30
4.30 5.24 4.73
0.06 0.42 0.63
4.25 5.17 5.25

2006. The rise in short-term rates in 2006 contained inflationary
pressures and stimulated an appreciation in most currencies
(Tables 3 and 4). At the same time, persistently tight global and
national resource markets in several key world economies will
also likely keep monetary authorities vigilant against resurgent
inflation (Figure 7).

Higher yields, coupled with largely controlled inflationary
pressures across emerging East Asia, have attracted both foreign
and domestic investors to the region’s markets, thus raising
government and corporate bond prices. The higher prices in
longer-dated bonds flattened yield curves across the region’s
markets in the second half of 2006—the continued decline in
the 2-year to 10-year interest-rate spreads (Figure 8). The
only exception to this trend is Indonesia, where the yield curve
steepened throughout the year as rates fell (Figure 9).°

e Inthe PRC, the central bank’s efforts to slow monetary growth
to sustainable levels brought short-term rates to more than
twice their end-2005 levels by February 2007. With the
corporate bond market a new channel for companies to access
credit, new issuers flocked to the market despite rising rates.
Nonetheless, investor demand continues to outstrip supply
and the yield curve flattened from 83 basis points (bp) at the
start of 2006 to 77 bp at the end of February 2007.6

5In October 2006, Indonesia and Malaysia issued 2-year notes. The yield curve
spread calculation used here switches from the spread over the 3-year to the 2-
year as of October 2006.

5Figure 6 shows the 2-10 year yield curve spread since August 2006. Prior to that
date, ChinaBond.com published the 2-12 year spread.
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Hong Kong, China, with its currency board peg with the USD,
has roughly tracked shifts in the US Treasury yield curve,
falling from 15 bp in January 2006 to 8 bp a year later and
recently rising to 18 bp at the end of February 2007.

Indonesia’s yield curve distinctly steepened in 2006. The
3-10 year yield curve spread widened from 57 bp in January
2006 to 161 bp by end-February 2007. As policy rates fell,
mutual fund and institutional demand was fairly strong for
older 10-year notes. This drove 10-year yields down 340 bp
over 14 months, but 3-year yields have fallen even further.
This may imply a significant expected inflation rate or just
the preference for flexibility by the mutual fund sector.

In Korea, rising policy rates in 2006 both slowed economic
expansion and reduced inflationary pressures. This helped
wipe out the 2-10 year yield curve spread over the course
of the year, down from 72 bp to 0 bp at the end of February
2007. A gradual increase in issuance of longer-dated
government bonds helped reduce the liquidity premium
normally charged for bonds with higher maturities. Also,
foreign investor participation in the bond market increased
demand for these long-term notes. Together, this contributed
to a reduction in the 10 year yield-to-maturity from 5.7% to
5.0% by year-end and to 4.9% by end-February.

In Malaysia, the 3-10 year yield curve gradually flattened
throughout 2006, after some fluctuation in the second
quarter. The yield spread narrowed from 63 bp to 10 bp
during the year, before widening slightly to 19 bp by the end
of February 2007. The MYR also continued to appreciate, as
regional investors were attracted by the relatively higher
long-term yields.

The Philippines also enjoyed a significant decline in short-term
interest rates, despite the policy rate being held at 7.5%. The
10-year Treasury yield fell by 325 bp from the beginning of
2006 until the end of February 2007. But the 2-10 year yield
curve spread moved erratically throughout the year due to
a variety of policy debates—from 146 bp in January 2006 to
a low of 70 bp in April, up above 200 bp in May, gradually
returning to 70 bp in November, and since rising once more
to 151 bp as of end-February 2007.
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In Singapore, the yield curve flattened substantially over
2006, falling from 54 bp to 17 bp at the end of February
2007. In spite of significant new supply of government
and corporate paper to the market, the majority were bills
and bonds with maturities less than 10 years. As a result,
the relative shortage of 10-year bonds increased, drawing
yields in.

In Thailand, the tightening policy of the central bank peaked
in the third quarter of 2006 and the subsequent reduction in
inflation expectations pulled the spread of long-term yields
over the 2-year yields down from 47 bp in January 2006
to around 10 bp in mid-December 2006. After the spike in
response to new capital account restrictions, the yield curve
spread had settled back to 15 bp by late February 2007.
A softening of short-term policy rates and an increase in
volatility surrounding the new reserve requirements for
certain foreign investors has since pushed the 2-10 year yield
curve spread back up a bit to 15 bp.

In Viet Nam, the local currency government bond market
consists almost entirely of 5-year issues. Thus, there is no
reliable way to determine a yield curve. Although corporate
bonds issued in 2006 were consistently priced about
25bp higher than the 5-year government bond, portfolio
investments from abroad became significant in the second
half. These inflows significantly influenced 5-year government
bond yields, which fell from a stable 8.75% in the first half of
the year to 8.20% by year-end, with a further drop to 7.6%
by end-February 2007.

Bond Index Returns

Local currency index returns were exceptionally high
in 2006 across most emerging East Asian markets,
reflecting the flattening of yield curves and currency
appreciation in many markets—this could entice
greater investor demand in 2007.

Improving macroeconomic fundamentals and flattening yield
curves provided the basis for strong returns on the medium-
and long-term bonds included in the iBoxx ABF Index Family,
which—on an unhedged basis—reached 13.6% for 2006 and
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Table 5: iBoxx ABF Index Family Returns

Market
China, People’s Rep. of 4.47
Hong Kong, China 3.37
Indonesia 4.33
Korea, Republic of 3.19
Malaysia 4.22
Philippines 3.99
Singapore 4.57
Thailand 4.72
Pan-Asian Index 3.98
US Govt 1-10 years 3.40

Notes:

2006 Returns (%) 2007 YTD Returns (%)
Local Currency Local Currency
Bond Index Bond Index
2.32 5.73 0.21 1.01
5.77 5.46 (0.67) (1.12)
26.48 37.72 1.37 (0.18)
6.00 14.75 1.04 (0.35)
4.81 12.03 0.78 1.49
22.24 32.01 0.30 1.20
3.73 12.08 0.49 0.87
5.48 20.90 4.71 9.39
NA 13.64 NA 0.79
3.52 1.27

1. Market bond indexes are from iBoxx ABF Index Family. 2007 YTD is year-to-date returns as of 28 February 2007.
2. Annual return is computed for each year using natural logarithm of year-to-date index value/ beginning year index value.

3. Duration is as at 28 February 2007.

Sources: AsianBondsOnline, Bloomberg/EFFAS for US Government Bond Index.

0.8% over the first 2 months of 2007 (Table 5). Local currency
returns were similarly strong, led by Indonesia (26%) and the
Philippines (22%). All emerging East Asia markets except the
PRC and Hong Kong, China produced double-digit returns on an
unhedged USD basis.

The trend of falling short-term interest rates in Indonesia and the
Philippines, as several analysts had predicted, helped drive the
exceptional returns in those markets. Increased investor interest
as the year progressed, in turn contributed to the currency
appreciation. But effective macroeconomic management could
be seen generally across the region, where firm central bank
responses to local inflation signals paid off in the form of only
moderate tightening and enhanced bond market returns.

Institutional and Regulatory
Developments

Governments in emerging East Asia have shown
increasing confidence in the pace of reform. They
have enhanced reforms from focusing solely
on market deepening to broadening supply and
attracting increased investor demand.
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The pace of institutional reform accelerated across the region
in 2006, as well as the breadth of areas being addressed. Local
currency bond market development now includes increasing
liquidity for sovereign benchmarks and easing access to foreign
investors. New initiatives range from rationalizing or unifying
regulatory authority and simplifying corporate bond issuance
procedures to stimulating the securitization, retail, and housing
finance markets.

e Regional cooperation has moved ahead toward agreeing on
settlements standards and reducing transaction costs on cross-
border deals. While the four Asian Bond Markets Initiative
Working Groups have continued their policy consultations,
various exchanges and central depositories have made
considerable progress at the technical level over the past
2 years. Progress in exchange collaboration can be seen in
the agreements between the Singapore Exchange (SGX),
Bursa Malaysia, and Indonesia’s Jakarta Stock Exchange
(3SX)—which is in the process of merging with Surabaya
Stock Exchange (SSX). SGX also has a memorandum of
understanding with the Korea Stock Exchange (KRX) to
establish joint-trading of certain derivatives. KRX has also
been working directly with Bursa Malaysia, which has built up
its electronic trading platform for bonds based on a version
of the KRX bond trading platform. It has also signed a
memorandum of understanding with Cambodia’s Department
of Financial Industry to develop a stock exchange that will
also list bonds.

e In December 2006, the PRC central bank, the People’s
Bank of China, approved new rules to (i) improve the credit
guarantee system for small and medium enterprises (SMEs)
and (ii) establish the China Foreign Exchange Trade System'’s
own clearing house. Both steps improve the flow of funds from
bond markets to end users. For example, refined versions of
existing securitization vehicles can use the credit guarantee
system to create a new channel to help finance SMEs. And
with cross-border flows an increasingly important part of
the financial system, the new clearing house will help bond
market development by limiting failed trades and building
investor confidence. In addition, the new Shanghai Interbank
Offered Rate (SHIBOR) launched in January 2007—replacing
the CHIBOR short-term reference rate benchmark—provides
a more definitive benchmark for a broader spectrum of
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interest rates. Simultaneous with SHIBOR'’s launch, Standard
Chartered Bank and HSBC traded the first non-deliverable
renminbi interest rate swap based on SHIBOR.

The Hong Kong Monetary Authority (HKMA) and the
Securities and Futures Commission began discussions with
PRC authorities about allowing PRC banks to issue RMB
bonds in Hong Kong, China. Separately, HKMA launched a
cross-border payment-vs-payment system with Malaysia’s
central bank (Bank Negara Malaysia) to allow simultaneous
settlement of MYR against USD in securities trades and other
transfers. More details of the HKMA's plans to improve local
bond markets have been announced, including measures to
increase competition among dealers and to shift to single-
price auctions.

The Indonesian government has confirmed plans to begin
offering its first shari‘a-compliant Treasury bonds in the
second half of 2007. In the meantime, it is working through
the related tax regulations needed and, in late 2006, issued
47 licenses to insurance companies to operate shari’a
divisions. In an important step to improve pricing short-term
risk, the government plans to stop issuing 3- and 9-month
central bank certificates, or Sertifikat Bank Indonesia (SBI),
and replace them with regular Treasury bill auctions beginning
April 2007. The phased transition would replace half the SBI
volume this year, giving the Treasury more control over pricing
in the short-term portion of the yield curve. In preparation,
Bank Indonesia will change its reference rate from the 1-
month SBI to its overnight loan rate. The consolidation of
the JSX and SSX stock exchanges—previously bonds were
listed exclusively on the SSX—is expected to be completed
by the end of 2007. This will allow a central depository and
settlement system for all domestic bonds, in addition offering
a single site for price discovery. This should further improve
market confidence in local currency bonds.

In December 2006, Korea established the Asset Managers’
Association of Korea, a self-regulatory umbrella to coordinate
the corporate pension system’s operations. New guidelines
include an increase in the bond allocation within these
pensions as part of an emphasis on long-term stability in
returns. Related plans include increasing the issuance of
10-year bonds and starting to issue 20-year bonds to match
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funding requirements for public infrastructure and pension
plan investment requirements. Separately, the Financial
Supervisory Service plans to ease rules on asset-backed
securities (ABS) to smooth funding flows and to improve
market efficiency. The rise in policy rates during 2006 led to
a 20% decline in domestic ABS issuance volume.

In November 2006, Bank Negara Malaysia began allowing
foreign currency bonds to be issued on domestic markets,
with Islamic (sukuk) bonds especially encouraged. Also, for
the first time, foreign governments, agencies, and multilateral
development institutions can issue on the domestic market.
This is part of a regional effort to increase cross-border
issuance and investment. For investors, the Securities
Commission announced plans to reform unit trusts to use
the bond market as a cost-effective and competitive channel
for retirement savings. New disclosure rules are meant to
lower sales charges and improve performance reporting.
In particular, the reform is meant to increase offerings of
conservative investment programs suitable for individual
retirement plans. These products should be more attractive
to investors in other markets. The plan should also encourage
more foreign funds to be offered in Malaysia.

The Philippines announced a 5-year plan to develop its capital
markets. Personal pension accounts are planned deepen the
pool of long-term funds and, in particular, to offer overseas
workers retirement plans. In addition, new rules took
effect in December 2006 reforming the over-the-counter
system through a mandatory self-regulatory organization,
which dealers are required to organize during 2007. One
requirement is to report all bond trades through a central
system within 15 minutes of trade execution. Separately, the
central bank reinstituted a bank reserve interest rate scheme
that will offer progressively lower rates on reserves placed
with the central bank above each of several size tiers—to
move poorly intermediated funds out of the banking system
and into either loans or bonds.

In December 2006, the Monetary Authority of Singapore
upgraded its real-time gross settlements system to allow
larger order volumes and smoother settlement. It also
now uses the Society for Worldwide Interbank Financial
Telecommunication (SWIFT), the largest global custodial

23



ASIA BOND MONITOR

messaging system. This upgrade is part of a wider strategy
to extend government bond maturities and increase points
of investor access, such as the e-bond program announced
earlier in 2006. From January 2007, Central Provident Fund
(CPF) participants will be able to buy Treasury bills directly
from their CPF accounts, rather than only through bond
funds.

In Thailand, the Securities and Exchange Commission
(SEC) has allowed foreign investment-grade issuers the
same (3-year) shelf filing of bond issues that it accords
domestic issuers. It has also allowed simultaneous offers
of debt securities in Thailand and overseas under the same
credit rating. Both are intended to increase the ease with
which foreign firms can issue Thai domestic bonds and to
facilitate cross-border liquidity. Related to this, the Ministry
of Finance authorized foreign governments and their financial
institutions to issue THB bonds onshore without obtaining
special permission from the Ministry in advance. The SEC has
also given securitization vehicles greater latitude to distribute
available income to investors in a bid to increase issuance
volume. In December 2006, the Bank of Thailand imposed
new capital account controls to limit speculative cross-border
trades by requiring domestic financial institutions to set aside
30% of certain qualified (short-term) foreign investor funds
in unremunerated reserves.

Viet Nam issued a decree in June 2006 authorizing firms with
foreign equity and joint-stock companies to issue corporate
bonds. A separate rule planned by the State Securities
Commission would raise the minimum capital required
by joint-stock companies to issue bonds or equity to the
equivalent of a little more than USD3 million. These measures
are part of a series of new rules to increase the amount and
diversity of bonds offered and to better protect investors.
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Outlook for 2007

The region’s financial sectors remain strong but
there are signs of uncertainty such as softer-than-
expected economic growth, inflationary pressures,
persistent global payments imbalances, and financial
market volatility.

Overall, the global and regional economic and financial conditions
remain robust and economies are now less exposed to sharp
changes in debt-related capital flows than in past episodes of
financial turbulence. Yet there are signs of uncertainties about
global and regional economic trends. For example, US markets
are jittery about the possibility that weakness in the sub-prime
mortgage market will spread to the wider economy, exacerbating
the expected moderation of GDP growth. So too, the more open,
export-oriented economies in emerging East Asia are vulnerable
to weaker-than-expected external demand, which would dampen
growth in 2007 beyond the moderate slowdown expected. Also,
headline and core inflation rates in key economies have dissipated
but remain elevated, and although sustained government efforts
to reign in excessive investment growth have had some success,
there remains a risk of reacceleration, which could add to regional
and global inflationary pressures. Large and persistent payments
imbalances and perceived exchange rate misalignments in
emerging economies will likely require both a rebalancing of global
sources of growth away from the US and significant exchange
rate movements.

Asia’s debt markets are expected to continue to attract global
investors searching for yield, but increased market volatility
will likely raise the cost of financing, giving policy makers an
incentive to continue deepening financial markets. Conditions for
prospective issuance can also be adversely affected by higher
volatility, as the uncertainty can cause companies to delay plans
for raising new money. At the same time, sudden changes in
risk perception in emerging markets can lead to investors fleeing
for the safety of more developed, deeper markets, and safer
assets. Anincrease in market volatility can also negatively impact
securitization packages of prime mortgages, credit card loans,
student loans, and other liabilities.
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Policy Challenges for Bond Market
Development

The current regulatory environment discourages
institutional investors from trading, rather than
encouraging them to manage risk prudently.

Institutional investors face strict prudential limits on the value
of bonds they hold—minimum and maximum allowed levels
are defined based on credit rating or a bond’s currency. For
pension and insurance funds, for example, there is a sizable
minimum amount of local currency government bonds required
in a portfolio, and in general, there is no alternative instrument
allowed for insurance reserves. While these controls are meant
to protect investor assets from fund mismanagement, they arose
from market conditions in the late 1970s and, in the current
environment, prevent fund managers from learning to manage
market risk. This reduces market flexibility as funds then tend to
“hold to maturity.” In turn, this discourages the use of prudent
trading strategies to rebalance portfolios to match liability profiles
and changing market conditions. It also blocks the potential for
greater market liquidity. In economies with fairly open capital
accounts, this approach of reduced capacity and flexibility in
managing portfolios actually creates a hidden systemic risk. To
reduce this source of risk and provide a boost to market liquidity,
measures aimed at raising the financial professionalism among
examiners and policy makers could be introduced. Capacity
building measures that address this risk include:

e Develop a risk-based regulatory environment that combines
some degree of self-assessment with sound regulatory
supervision. For example, in both cases, statistical control
and process measurement techniques could be required, as
Basel II proposes;

e Set a timetable for the gradual relaxation of the current
mandated minimum and maximum holding levels—based
on continued market stability and improvement in risk
management techniques;

e Introduce and actively promote the use of tools—such as

financial derivatives—to manage interest rate risk, credit
risk, and foreign exchange risk; and
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e Introduce separate professional certifications for financial
supervisors and portfolio managers that set standards for
both measurement and performance.

Expanding ways to hedge market risk can boost
market liquidity.

The lack of hedging tools increases transaction and search costs,
as the risk of taking the market position required to facilitate
a trade is absorbed by the dealer, rather than the institutional
buyer or the seller. It is logical that dealers will not carry an
inventory of bonds for ready delivery to investors unless they
can hedge the associated risk. By instituting new programs—or
accelerating existing programs—that allow regulated short selling
and onshore derivatives trading, regulators will likely see market
liquidity rise as hedging markets develop and become more
competitive. Without hedging, market dealers would rather act
only as primary dealers than be market-makers on the secondary
market. Corporate issues in particular are easier to trade if liquid
market hedges exist. The lack of available hedging tools can be
attributed to the low turnover ratios across the region’s corporate
bond markets (with the exception of Hong Kong, China for reasons
cited above). There are several measures that could improve
risk-hedging options for dealers and investors:

e Allow regulated securities lending for short selling, as Korea
currently does and Malaysia is about to, but on a larger
scale;

e Create a formal rights and obligations agreement between
regulators and the dealer market that expands available the
tools dealers can use to manage the risks regulators would
like them to assume;

e Implement recommendations from existing plans’ to create
exchange-traded derivatives.

7Several countries have drawn up plans for launching exchange-traded futures and
options for bonds, interest rates, or currencies—the Thailand Futures Exchange and
the Malaysia Derivatives Exchange—offers interest-rate and 5-year bond futures
and options.
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Given the current global financial climate, large
capital flows can be handled with less economic
disruption by promoting risk management tools—and
by issuing bonds with longer maturities at amounts
above funding requirements .

One of the problems faced by small economies with open capital
accounts—or larger economies progressively developing capital
markets—is how to handle large capital flows without disrupting
the domestic economy, particularly sudden flows motivated by
external events or global market perceptions. Deep markets can
absorb large cross-border and cross-asset flows through two-way
trading at any maturity point, thus avoiding momentum trading (of
the kind recently witnessed in Thailand). Low turnover ratios are
just one expression of the absence of an active two-way market
in bond-risk pricing across an entire yield curve. Financial market
deepening requires an abundant stock of long-dated bonds, as
well as providing “space” to move them in and out of an investor’s
portfolio. This space is created through repurchase and hedging
markets, inter-dealer platforms and public exchanges, and bond-
pricing and rating agencies. In the absence of deep domestic
markets, however, central banks are hesitant to loosen capital
controls and encourage greater financial integration because of
the risk to financial stability. There are several measures that
could lead to deeper, two-way bond markets:

e Focus government bond issuance on longer maturities, as
Korea and Singapore have started;

e Issue bonds at amounts above deficit requirements—an
explicit, temporary cost that develops bond market
infrastructure;?®

e Actively promote the use of tools that manage interest rate
risk, credit risk, and foreign exchange risk—such as exchange-
traded derivatives, commercial repo® markets and regulated
short-selling facilities.

8 Singapore has been issuing government bonds above its deficit financing needs
since 1997.

°Repurchase agreements, or “repos,” constitute a form of collateralized cash lending.
The holder of an eligible bond sells it with an agreement to repurchase that same
bond or its equivalent at a certain date and discount rate. This can provide financing
to the seller during the period of the agreement. Since the buyer can replace the
bond with its equivalent, he has in effect borrowed the bond and can sell it so long
as he buys the equivalent back to settle the agreement at its end. In that case the
“reverse repo”, as the buyer side of the agreement is called, becomes a means of
securities borrowing that can facilitate regulated short selling.
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Securitization—Concepts and Development in East Asial®

Asia’s use of securitization is far more modest than in Europe
and North America despite its growth since the 1997/98 financial
crisis. Yet structured finance holds considerable potential for
regional financial development.

Since the 1980s, securitization has become a powerful and
widely-used tool in both developed and emerging markets across
the globe (Figure 10). The process usually uses pooled assets or
income, configured to provide yield that investors find acceptable
over extended periods of time from institutions with credible
credit ratings. In Asia securitization has been used increasingly
in the wake of the 1997/98 Asian financial crisis as a means to
address loan losses by financial intermediaries or as a device to
help bring about regional, market-based systemic reform.

Commercial and official interests have devoted considerable
resources to promoting the use of securitization and smoothing
its path through legal and regulatory reform. The result has been
an increase in securitization in almost all East Asian jurisdictions—
particularly in Korea, where it has become a useful tool in
corporate and financial sector restructuring. Yet securitization in
Asia remains underutilized and is often costly.

The modern history of advanced securitization is brief, but the
underlying concept has been known for centuries. Medieval
European monarchs raised funds through the forward sale of
tax receipts, and 17th century Dutch investors made loans to
Caribbean plantation owners secured against the proceeds of sales
of harvested sugar. In the 1930s, the first US federal refunding
agencies helped encourage bank lending for home purchases as a
measure of public policy, an objective widely emulated elsewhere
in various ways.!!

10 East Asia in this chapter refers to People’s Republic of China (PRC); Hong
Kong, China; Indonesia; Japan; Republic of Korea (Korea); Malaysia; Philippines;
Singapore; Thailand; and Viet Nam.

1 Danish and German covered transactions were first known in the 18th century
and began to resemble modern transferable issues in the late 19th century.
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Figure 10: Outstanding Securitization Market in Selected Economies, 1985—2006 (USD trillions)
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Note: Selected economies include Australia; Canada; Denmark; France; Germany; Hong Kong, China; Indonesia; Japan; Repubic of Korea;
Malaysia; Philippines; Singapore; Thailand; and United Kingdom (UK).

Sources: Bloomberg LP, AsianBondsOnline.

This theme chapter examines the progress of securitization in
Asia—including cash and synthetic transactions—and identifies
comparable and instructive uses in developed markets and
elsewhere. The study is based on a contemporary appraisal of
current and prospective uses of securitized transactions in East
Asia’s leading economies and seeks to identify applications that
have received little attention elsewhere.

The chapter also considers the concepts underlying securitization
and examines the cost attractions and drivers for such issues
in Asia and elsewhere. It describes how securitization becomes
feasible, the conditions allowing individual transactions to
succeed, and the obstacles that cause them to fail or to become
unattractive to investors. It examines the significant impact of the
1988 Basel capital accord (Basel I), which classified bank credit
risk according to type, and inadvertently promoted securitization
to assist portfolio management by regulated bank intermediaries.
The possible impact of the introduction in Asia of the revised Basel
capital accord (Basel II) is also explored.

The chapter argues that established interests in East Asia prefer
the immediate rewards of the existing financial system, with
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its emphasis on bank credit creation, to securitization. These
interests include governments, bank and nonbank financial
intermediaries, or transaction arrangers such as investment banks
and their advisors, which may derive exceptional profits from
their market power in fragmented or illiquid securities markets.
Governments in some Asian economies also use the banking
system to implement monetary or exchange rate policy—not
easily possible in open economies.

Underdeveloped securities markets for securitized transactions
may represent a timing problem—only within certain jurisdictions
and risk segments are data sufficiently adequate and robust
to assist the credit rating process, provide external credit
enhancement, and thus support new and repeat transactions. For
similar reasons, few credit derivatives exist for Asian risk so as to
limit the creation of synthetic transactions such as collateralized
debt obligations (CDOs). A lack of data makes securitization very
difficult, even in relatively sophisticated markets.

The aim of this chapter is to determine why certain Asian
economies make considerable use of securitization techniques for
policy purposes, why others allow a broad range of commercial
transactions, and what obstacles hinder similar developments
elsewhere. It concludes that multilateral development institutions
might usefully support further reforms to strengthen property
rights, the judicial process, promote standards for pool data
collection and analysis, establish common best practices in
documentation and risk appraisal among financial intermediaries
(especially in tandem with regulatory improvements), and
encourage the use of securitization to refinance lending in certain
areas of interest for public policy, notably microfinance, student
loans, and infrastructural risk.

The possibility that multilateral institutions could take an
intermediary role in these specific areas represents an original
and non-conflicting use of official capital, with clearly identified
value in terms of financial sector development in emerging
market economies. These are practical schemes that are
otherwise unlikely to find commercial support unless incentives
are developed to persuade banks to become involved.

The scope for multilateral involvement may be constrained by

conflicts associated with encouraging credit risk transfer at a
time when national supervision and reporting among substandard
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bank and nonbank intermediaries may need enhancement. In this
respect, support for national implementation of the second and
third pillars of Basel II would be beneficial, and might contribute
to regional cooperation.

A note of caution is necessary in interpreting the data on
securitization in this study—as it is largely based on one source
and thus is not complete. Despite this limitation, data is compiled
on various securitization asset types for 17 economies over a
10-year period.

1. Concepts

Securitization can support financial development,
bridging the gap between prevailing Asian credit
quality and investor risk preferences.

“Cash securitization” is the irrevocable transfer of defined financial
assets by their originator, funded by the simultaneous sale to a
third-party investor of new securities issued by the asset buyer.
Neither asset buyer nor investor has transactional recourse to
the originator. By contrast, “synthetic securitization” involves
forms of CDOs that wholly or partly replicate for the originator
the credit risk transfer involved in cash transactions, without an
outright transfer of claims (Box 1).

“Covered bonds” are a related form of structured finance, have
long been used in Denmark and Germany, and since the mid-
1990s have become increasingly popular elsewhere in Europe.
These are distinct in that they create a security interest for
investors (Box 2). Covered bond holders obtain preferential rights
over pools of claims that remain funded assets on the balance
sheet of the originating intermediary; those assets are said to
“cover” the investor’s claim as dedicated collateral but without
an irrevocable transfer.

With conventional cash securitization, the asset buyer is a special
purpose vehicle (SPV) in the form of a single purpose company
or trust, depending on legal practice in the jurisdiction of the
domicile of the assets. Securities are typically issued in tiers or
tranches, known as “waterfalls”, that carry different commercial
terms and risks—to extract the maximum value of the assets
over time.
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Box 1: Generic Cash and Synthetic Transactions

Figure B1.1: Generic Cash Securitized
Transactions
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Financial assets are sold by their originator to an insubstantive domestic
special purpose vehicle (SPV), then resold to a similar offshore vehicle
that in turn funds the purchase—simultaneously or after a short period
for asset accumulation—with an array of new securities enjoying direct
claims of varying seniority over all or part of the asset pool.

“Cross-border” indicates the use of securitization vehicles remote from
the source assets, located offshore, as a means to ensure the asset
transfer is irrevocable. Securities created with the sale may be acquired
at issue or later by any investor, whether or not of the same domicile
from which the original assets are first sold.

Qualifying assets may include impaired assets, commercial mortgage
loans, corporate loans, and major lease receivables, among others.
Asset-servicing becomes independent of the originator, who may
continue to deal commercially with any ultimate debtor except in cases
involving impaired assets.

Securities (typically notes, bonds, or commercial paper) are issued
in tranches to meet required target credit ratings and the risk-return
preferences of various investor classes while extracting the fullest
economic use of pool cash or proceeds.

Value is first extracted from the asset pool internally. External sources
then provide additional credit support such that each series of
bonds meets a target initial credit rating, achieved through iterative
consultation with a rating agency.

Credit enhancement is provided by an external provider, typically
incorporated in a tax-neutral jurisdiction and managed in an Asian
financial center.

The external backing is facilitated by additional third-party support,
for example by means of funded or contingent capital, guarantee, or
dedicated insurance. It may cover defaults within the collateral pool
or the entire transaction, including with cross-currency issues specific
support to induce a counterparty to enter one or more currency
swaps.

External sources provide sufficient additional credit support for each
series of bonds to meet target credit ratings. This backing is given by
a third party through funded or contingent capital, financial guarantee,
or insurance. It may cover defaults within a collateral pool, whole
transactions, or support swap collateralization.
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Figure B1.4: Generic Synthetic Securitized
Transactions
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Synthetic transactions replicate part of the value of cash transactions for
originators by alternating the risk composition of their source balance
sheet through credit risk support via an array of credit derivatives.
Investors similarly engage in a transaction with different legal rights to
a cash securitization, but which may accurately replicate the risk-return
qualities of one or more tranches of such a transaction.

In this generic example—a template for far more complex deals—the
proceeds from the sale of securities are used to buy credit protection
structured to meet the expected risk performance of the originator’s
asset pool. In effect, the originator buys tailor-made credit protection
funded by the sale of an irrevocable interest in its risk portfolio.

The most significant difference in transaction economics between cash
and synthetic deals is that with the latter, proceeds generated by the
sale of securities remain within the transaction and can thus assist in
servicing the claims of their investors—by making or replenishing a cash
reserve for scheduled payments, for example.

The transaction economics of synthetic structures are geared toward
credit rating augmentation to a greater extent than cash deals. This
requires an array of credit-default swaps, and a diversified investor
base that allows the creation of subordinated tranches or equity. This
may prove to be more costly under Basel II.

Figure B1.5: Generic Synthetic Collateral
Debt Obligation (CDO)
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Box 2: Covered Bonds

A form of structured finance related to securitization has
long been used in Denmark and Germany, and is now
popular elsewhere in Western Europe and certain transition
countries. Covered bonds share one main objective of cash
securitization; to assist in funding by intermediaries. But they
are distinct in that they create a security interest for investors.
Covered bond holders obtain preferential rights over pools
of claims that remain funded assets on the balance sheet of
the originating intermediary. Those assets “cover” the new
transaction as dedicated collateral, without the irrevocable
transfer associated with securitization. Covered bonds (first
known in Germany as “pfandbriefe”) typically offer a funding
cost advantage compared with securitized transactions as the
bond holder retains some form of recourse to the originator.
As a result, they require less intensive structuring or credit
enhancement.

Covered bonds are largely a Continental European
phenomenon, resulting from legislation supporting
development and social policy objectives in Denmark dating
from 1850 and in Germany from 1900. In the last five years,
the market’s growth has been supported by European Union
(EU) legislation. According to data published by the European
Covered Bond Council, total covered bond outstandings in
Europe exceeded EUR1.8 trillion (USD2.35 trillion) at end-
2005, with German issues accounting for approximately 60%
of the total. Denmark, France, Spain, and Sweden also saw
significant new issue volumes. Gross European issuance was
approximately EUR475 billion (USD620 billion) in 2005, with
Germany and Denmark contributing the largest amounts.

The major distinction between the covered market and
securitization issues common in North America is that
covered bonds require no transfer of pool assets to a special
purpose vehicle (although certain national markets require
pool loans to be housed in a dedicated subsidiary). Within
Continental Europe, covered structures have a relatively
similar importance and volume as residential mortgage-
backed securities in the United States (US), where similar
secured loan concepts have been used elsewhere as funding
tools—by the Federal Home Loan Banks, for example.

Covered bonds are traditionally associated with civil law
jurisdictions in which national legislation allows generally
similar transaction structures and increasingly encourages
cross-border investment. Most create their collateral pools
from residential mortgages or loans for public infrastructure.
As such, the concept may have relevance for civil law
jurisdictions in Asia. Covered bonds also began to be common
in Ireland and the United Kingdom (UK) in 2002-03, under
both commercial and EU influence.

More generally, the EU’s Consolidated Banking Directive
(2006/48/EC) and Capital Requirements Directive (2006/49/
EC) encourage investment in covered bonds by allowing
holders among EU banks a 10% risk asset weighting if
the bonds meet conditions contained in the Directive on
Undertakings for Collective Investment in Transferable
Securities (85/611/EEC). Other EU rules permit covered
mortgage bonds that conform to national laws to be used
as borrowing collateral in the same way as sovereign bonds.
Others exempt covered issues from prudential limits to risk
concentration.

Most EU member states have enacted covered bond legislation
and those remaining are now doing so, including the UK,
which may become a prominent center for issuance. To date,
one major US mortgage lender has also issued covered bonds
in Europe. If the introduction of Basel II changes transaction
economics for loan originators contemplating securitization,
the major markets may see greater prominence for the
covered structure, and deals that combine the advantages
of both securitized and covered issues.

Figure B2: Covered Bonds Outstanding in
European Markets (USD billion)
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Note: Data includes covered bonds outstanding for Austria, Czech
Republic, Denmark, Finland, France, Germany, Hungary, Ireland,
Italy, Latvia, Lithuania, Luxembourg, Netherlands, Poland, Spain,
Sweden, Switzerland, and United Kingdom.
Source: European Covered Bonds Council.
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Internal enhancement usually takes the form of over-
collateralization or a subordinated tranche that absorbs first
losses. External enhancement is commonly cash collateral,
third-party financial guarantees (standby letters of credit in US
banking practice) or insurance policies. Guarantees, or “wraps”,
are provided by specialist monoline insurers (specialist insurers
doing only financial guarantees), which first appeared in the early
1970s in the US municipal bond market but have since taken on
a powerful role in many structured finance markets.*? Guarantees
for mortgage-backed securities (MBS) are also provided by US
corporations, such as Freddie Mac and Fannie Mae.

Although the process of securitization is not new in
East Asia, it gained new impetus after the 1997/98
financial crisis, particularly for debt workouts in
Korea.

The first asset-backed security (ABS) was issued in Asia in the
mid-1990s. Most Asian asset-backed bonds have been negotiated
as single transactions. But in the aftermath of the crisis, many
impaired financial assets in Korea were used as collateral for
new collateralized bond obligations. Since 2000, the volume of
new Asian transactions created as part of ongoing programs
has increased, notably in Hong Kong, China; Japan; Korea; and
Malaysia—all involving housing loans—and a series of transactions
supported by Singapore commercial property risk.

The most important conceptual aspect of forming cash and
synthetic securitized transactions arises from this process—using
pooled assets or income to create securities with combinations of
credit ratings, yield and duration that are attractive to investors.
Even comparatively simple transactions require extensive
modeling of pool performance, relying heavily on robust data
records and an understanding of the payment and default history
on the pool or similar assets.

2 Asian Securitization & Infrastructure Assurance Pte Limited (ASIA Limited) was
an Asian regionally-orientated monoline insurer established in 1996 by ADB and
certain commercial interests, later becoming dormant due to losses incurred during
the Asian financial crisis. See Douglas Arner, Park Jae-ha, Paul Lejot, and Liu Qiao
(eds.), Asia’s Debt Capital Markets: Prospects & Policies for Development (Springer,
2006), pp. 284-285.
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Investor assessments of risk and return are crucial
to the pricing and structure of securitizations, as all
parties seek to maximize their share of the assets’
value.

Investor risk-return preferences provide the starting point to
pricing and structuring, with originators and transaction arrangers
seeking to extract the greatest value from the resources available
in an asset pool. This manipulation of financial value is central to
all securitized issues and partly explains their relative complexity
and transactional expense. It also explains the potential for
securitization to assist in general financial market transparency
and development, and provide an incentive to support improved
risk assessment and data collection.

This applies particularly to nonperforming loans (NPLs), a fact
which is most apparent in the use of securitization. In this way, the
market-determined yield given to the ultimate investor provides a
transparent mechanism to value a pool of impaired assets where
none otherwise existed.

The commercial and financial benefits become manifest in one
or more of the following five ways:

e A means to make certain risk attractive to an investor,
assuming that each potential investor has known risk-return
objectives.

e A credit rating higher than its respective sovereign ceiling
and/or that of the originator with appropriate political risk
guarantee or insurance. This may be especially attractive in
the context of infrastructure financing.

e The means to price asset pools that are difficult or impossible
to value, usually to make their sale feasible. This applies
particularly to NPLs and other impaired financial claims.

e A method to create capital market funding where none
previously existed.

e For asset originators, a funding source where none was

available at an acceptable cost, especially when lending
becomes subject to quantitative regulatory constraints.

37



ASIA BOND MONITOR

The essential commercial concept of securitization
is to separate future cash flows from their originator
and use the flows to generate funding resources.

In addition to single risks, entire businesses have securitized
distinct parts of their commercial activities (for example, to
improve an overall credit rating by reducing consolidated leverage,
and to lessen the costs associated with external financing). The
result may be to increase the liquidity associated with certain
fixed assets or business streams, with broader results in terms
of accounting, costs, and credit standing.!® Securitization can
therefore be seen as the converse of typical corporate activity.
Even simple enterprises gather together complementary
specialized functions to minimize transaction costs and achieve
economies of scale. Securitization is thus a mirror of vertical
integration, because it separates activity from organizational
concerns. It will only succeed, however, if basic institutions are in
place, including reliable property rights and the means for their
effective and enforceable transfer.

For financial intermediaries, securitization is similarly
a separation of business activities into constituent
parts.

Traditional bank intermediation involves at least three
transformations involving time, credit risk, and value:

e Duration transformations arise from differences in the
contractual period of loans (assets) and deposits (liabilities).
An intermediary must manage the reinvestment risk
associated with withdrawal of a deposit prior to repayment
of the loan that it finances.

e Credit risk transformations stem from differences in
concentrations of risk between lending and funding. The
liability composition of many commercial bank intermediaries
will be far more diverse than their loan portfolios.

e Value transformations reflect the presumption that unless
an intermediary becomes insolvent, it will expect to repay
liabilities at their nominal value, but may not recover the full
amount of any single loan should the borrower default.

13This commercial interpretation of securitization is amplified in Steven Schwarcz,
“The Universal Language of Securitization,” 12 Duke J. Comp. & Int’l. L. 285-308
(2002). Whole business securitizations have been attempted in Asia only in the
commercial property sector.
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Securitization represents one solution to these mismatches,
providing a means to align duration, credit risk, and value.
For this reason, the mechanics and enabling institutions of
securitization require high transactional reliability and integrity.
Incompleteness in these respects seems to have impeded Asian
market growth.

For the financial sector, securitization is a critical
mechanism for credit risk transfer.

Securitization may achieve other objectives for some users or be
attractive in particular phases of interest rate or credit cycles,
and may have developmental or incentive features for both
originators and investors or for general economic welfare. But
credit risk transfer needs to be assessed in both the transactional
sense of allowing users to manage more freely asset or liability
portfolios, and more generally moving in and out of the regulated
banking sector.

Thus, it is now common for regulators to consider the
consequences of enhanced risk transfer for the dispersal of risk
within and between domestic financial systems. First, there are
several dimensions to this, some of which may be beneficial for
efficiency and financial stability—such as lessening concentrations
of geographical or sectoral risk—and includes transfers of credit
risk to lightly regulated nonbank financial intermediaries or other
investors. The increasing velocity of risk transfer presents first-
order information problems when banks—which in this case act
as transferors of credit from one party to another—are poorly
regulated or their compliance standards are uncertain. This was
notable in the 1997/98 financial crisis, especially where nonbank
intermediaries were active in corporate lending and consumer
credit.

Second, securitization may enable funding or refinancing by
financial intermediaries, often involving the creation of official
housing finance agencies. This may include the entry of new
commercial parties into established financing sectors, such
as residential mortgage finance or consumer credit, with
consequences for overall efficiency and use of capital.'*

4 0n a larger scale than so far seen in Asia, the introduction of ABS and residential
mortgage-backed securities (RMBS) in the US arose from banking and securities
laws that gave an incentive to investment banks to create and securitize risks that
historically were provided by commercial banks.
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Figure 11A: Total Outstanding
Securitization by Asset Type in Selected
Developed Economies, 2000 and 2006
(USD trillion)
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Sources: Bloomberg LP, AsianBondsOnline.

Figure 11B: Total Outstanding
Securitization by Asset Type in Emerging
East Asia, 2000 and 2006 (USD billion)
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Figure 11C: Total Outstanding
Securitization by Asset Type in Selected
Developed Economies, 2000 and 2006
(% of total bonds outstanding)
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Securitization can be applied to all defined credit
risks—including delinquent assets or claims—but
for costs is typically associated with risks involving
similar, unconnected, and predictable cash flows.

Assets commonly used in cash securitization include residential
or commercial mortgage loans, credit receivables, credit card
receivables, vehicle or fleet loans, certain cash receivables,
air ticket sales, taxes on revenue, transport or other tolls,
licensing fees, foreign worker remittances, and music royalties
(Figures 11A-D). Almost all of these assets have been used in
transactions in Asia during the past decade.

The technique has been applied in advanced markets to entire
businesses, discrete business streams, and more widely to
single large-scale commercial properties. Commercial property
transactions are a potential new source of securitization in Asia
given their importance to bank lending, especially if real estate
investment trusts (REITs) become more popular. The use of
NPLs is also a comparatively new phenomenon, even in certain
Organisation for Economic Co-operation and Development
(OECD) economies, and especially in civil-law jurisdictions such
as Germany.

Securitization represents a complex means to achieve simple
ends—in making available well-defined risk to of investors. The
technique has a reputation of being overly complex. It has high

Figure 11D: Total Outstanding
Securitization by Asset Type in Emerging
East Asia, 2000 and 2006

(% of total bonds outstanding)
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Box 3: Financial Market Development and Growth of Securitization in East Asia

The depth of securitization is aligned with the
development of financial markets as measured by
financial market deepening, bond market size, and
credit creation. Financial market deepening—the sum
of the bond market, equity market, and the banking
sector relative to gross domestic product (GDP)—tends
to increase use of securitization because the availability
of potentially tradable instruments increases as
markets develop and transaction costs are reduced.
Large corporate bond markets, in particular, tend to be
a by-product of well-developed markets with defined
government benchmarks. As bond markets develop,
demand for assets increases—in part fuelled by the
development of contractual savings. Securitization of
assets can satisfy part of this demand. Credit creation
also tends to increase the use of securitization by
providing pooled assets to create securities with
combinations of credit ratings, yield, and duration that
are attractive to investors.

Since 2000, the use of securitization in new
Asian transactions has increased, notably in Hong
Kong, China; Japan; Republic of Kores (Korea);
and Malaysia, all involving housing loans. In Korea,

securitization became a useful tool in corporate and
financial sector restructuring in the crisis aftermath
when a large volume of impaired financial assets
was used as collateral for new collateralized bond
obligations. The development or use of securitization
in People's Republic of China (PRC), Indonesia, and
Thailand remain nascent.

Taking data limitations into consideration, the two-
tiered development in emerging East Asia with Hong
Kong, China; Japan; Korea; and Malaysia on the one
hand, and PRC, Indonesia, Thailand and Philippines
on the other, can at least in part be attributed to the
effectiveness of enabling legal provisions—which is
particularly pronounced in Hong Kong, China; Korea;
Malaysia; and Singapore. Legal elements typically
associated with securitized transactions in advanced
markets—common law review jurisdictions—are
also present in Hong Kong, China; Malaysia; and
Singapore.

Figure B3: Securitization vs. Financial Market Deepening
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marginal transaction costs and development periods for one-
off transactions—perhaps comprising several tranches that can
extend over months or years—especially when prevailing laws
hinder rather than help transactions. These obstacles have yet
to be surmounted in East Asia, and multilateral development
organizations have been usefully devoting resources to the
task.

2. Development in East Asia

Securitization in Asia evolved from simple profit-
seeking prior to the crisis to debt recycling afterward.
Future Asian securitization may have broader
applications by facilitating the release of individual
capital and assisting in public policy.

Since the early 1990s, the driving forces behind securitization
have changed, especially in Asia’s emerging markets. The shift in
emphasis in global drivers is shown in Figure 12, with traditional
commercial motives for borrowers to use securitization as an
elective part of funding strategy being supplanted by regulatory
motives, largely prompted by bank capital regulations. Successive
international banking crises led to increasingly common regulation
of bank capital, coming to influence the nature, composition, and
funding of all lending activity.

This produced a new objective for structured finance and led to a
material expansion in banks and other regulated intermediaries use
of securitization. Thus, the incentive to securitize shifted gradually
from commercial motives to one with roots in transactional or
systemic regulatory arbitrage. Rapid growth in issuance in the
major developed financial sectors after the early 1990s is largely
attributable to the consequences of harmonized capital regulation,
including the creation of regulatory capital and the assumption
of weightings for bank risk assets, and the implementation of
exposure limits on sectoral and single obligors.*®

15“Recent years have seen remarkable growth in securitisation around the world.”
Gyntelberg & Remolona, supra n. 2, p. 67.
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Figure 12: Long-term Global Drivers for Securitization
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As governments sought to assist in resolving NPLs
resulting from the Asian financial crisis, securitization
began to expand and evolve at an ever-increasing
pace.

In East Asia, where securitization’s shorter and less-developed
history began in the early 1990s, a more complex pattern
has emerged, involving both regulatory and other influences,
especially after the 1997/98 crisis (Figure 13). Prior to the
crisis, securitization resulted from commercial interests seeking
to replicate deals used in more established markets—in many
cases using Asian assets in offshore transactions for sale to yield-
seeking non-Asian investors—rather than as part of domestic

Figure 13: Emerging Drivers of Securitization in Asia
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financial reform. It became possible to complete securitized
transactions in most jurisdictions using complex structured
techniques to avoid legal or regulatory obstacles. The amounts
of completed securitizations were inevitably modest.

The 1997/98 crisis provided an incentive for certain jurisdictions
to use securitization to assist in resolving NPLs, and in some
cases was such a strong imperative that issuance began to
expand as never before.!® The result was a wave of new asset
management companies (AMCs)—publicly-capitalized agencies to
acquire impaired assets from public and private sector financial
intermediaries, usually at steep discounts to nominal values,
and then disposing of them, either by liquidation, further sale,
or rehabilitation.

The importance of the emergence of AMCs is comparable to the
role of the US Resolution Trust Corporation in the 1980s. The
most notable were the Korea Asset Management Corporation
(KAMCO), Malaysia’s Danamodal Nasional Berhad, and four AMCs
in the PRC created to assume defaulted loans from the four large
state-owned banks.

The aim was to derive a fair clearing price from an assessment
of the risk-return appetite of potential investors in securitized
issues for the removal of assets from the originator’s balance
sheet. Under this premise, simulation models of the kind used
by credit rating agencies—of the behavior and value of different
asset pools—can serve as price yardsticks for the initiating asset
sale. This is a more open and less controversial way of pricing
than the way sales were negotiated directly between an AMC and
privileged investors.

While this may not be a solution to all forms of financial distress, it
has valuable qualities in a developmental sense, most clearly seen
in postcrisis Korea. While the process has been widely regarded
as successful, the completeness of what is involved is not always
acknowledged. In certain cases, in the PRC and Indonesia, for
example, NPL sales to final investors were conducted under
circumstances that precluded securitization, with its underlying
necessity of transparency.

6 Issuance of ABS in the region has been dominated by Japan, Australia and Korea,
which account for around two thirds of overall issuance. [...] In addition, ...(Hong
Kong, China; Malaysia; the Philippines; Singapore; Taipei,China; and Thailand)...also
provide a steady flow of assets for securitisation.” Id.
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AMCs in the PRC are sizeable undertakings, but a lack of legal
support has thus far prevented them from becoming large-scale
users of securitization.” This may change if planned legal reforms
occur later this year. To date, AMC financing has been opaque,
and the main transaction activity has involved the auction of
loans, not securities. Compared with the urgency of postcrisis
objectives in fostering large-scale securitization in Korea, time
has lowered PRC’s imperative to resolve NPLs, aided by growth
of both international reserves and state bank capital, which
lessen the urgency for reform. If new securitization legislation is
to produce substantial transaction volumes in the PRC, then the
causes may be very different from elsewhere in Asia.'8

Like much structured finance, securitization
transaction expenses are usually high*®*—unless
marginal transacting costs are reduced due to deal
frequency or external legislative or regulatory
support.

The postcrisis need for repairing balance sheets made transaction
expenses more tolerable, resulting in a notable shift in assets,
some growth in synthetic transactions, and improved bank and
corporate balance sheets in certain countries—notably Korea
and Malaysia. The gravity of the crisis eased cost constraints,
perversely by making asset sales and the creation of ABS
essential to bank balance sheet rehabilitation and corporate
restructuring.

These conditions encouraged the belief in official and academic
circles that the crisis-driven need for several jurisdictions to allow
securitization could have a broader impact on financial market
development.?® In particular, it was argued within groups such
as the Association of Southeast Asian Nations plus PRC, Japan,
and Korea (ASEAN+3) and the Asia-Pacific Economic Cooperation
(APEC) that developing securitization to deal with pressing crisis-
related problems would lead to more effective debt markets and
gradually help the region guard against future shocks. Asia’s

7Ma Guonan and Ben Fung, “China’s Asset Management Corporations,” BIS Working
Papers No. 115 (2002).

80ne spur may be the demand among domestic investors for new instruments. See
“China’s short-term bond funds love ABS,” FinanceAsia, 10 February 2007.

9In the sense of expenses associated with pool data collection, deal development,
and completion.

20See, for example, Arner et al, supra n. 5, p. 271.
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postcrisis recovery and the accumulation of unprecedented
levels of international reserves may have removed the urgency
underlying this argument.

Furthermore, as the recovery progressed and led to improvements
in credit ratings, demand has increased among established
monoline insurers to wrap feasible Asian transactions, such that
credit enhancement is generally not a resource constraint in the
more developed economies. Availability of credit enhancement
has also been encouraged by yield-seeking investors during a
prolonged period of relatively low nominal interest rates. This
suggests that low securitization activity relative to other markets
and to bank credit creation reflects an actual or artificial shortage
of poolable assets, costly impediments to transactions, or a lack
of a synthetic means to replicate such assets.

In Hong Kong, China; Japan; and Singapore,
commercial and residential mortgage-backed
securities dominate, while ABS dominate in Korea
and throughout the rest of the region (Figures 14A-
16B).

Housing loans have tended to be the most consistent source
for securitization based on non-distressed assets, in part due to
official support.?! Thus, housing finance was made part of public
policy in Japan in 1950 (following the US); Malaysia in 1985; Hong
Kong, China from 1997; and Korea in 2004.2? Thailand’s state
Government Housing Bank is a substantial mortgage lender and
has been planning an inaugural securitized issue.??

This may be due to two main reasons: (i) the ultimate funding
cost provided by securitized corporate debt compares unfavorably
with bank lending, especially in a period of capital accumulation
among many of Asia’s banks; and (ii) adequate pool data for
mortgages and consumer credit is generally more available than

21 See Gyntelberg & Remolona, supra n. 2, p. 65.

22 Eric Chan, Michael Davies & Jacob Gyntelberg, “The Role of Government-supported
Housing Finance Agencies in Asia,” BIS Quarterly Review (December 2006), pp.
71-83. Publicly encouraged finance for house purchases is highly developed in
Singapore, but based on a state provident fund and does not entail market-based
funding or refinancing.

23“GHB prepares Asia’s biggest securitisation,” International Financing Review,
29 July 2006, based on a speech given by the bank’s chair to the IMN Asia
Securitisation conference; Hong Kong, China; June 2006. No issue is expected
before late 2007.
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Figure 14A: Outstanding Securitization Market, 2000 and 2006 (USD billion)
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Figure 14B: Outstanding Securitization Market, 2000 and 2006 (% total bonds outstanding)
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Figure 15A: Asset-backed Securities, 2000 and 2006 (USD billion)
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Figure 15B: Asset-backed Securities, 2000 and 2006 (% total bank lending)
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Figure 16A: Mortgage-backed Securities, 2000 and 2006 (USD billion)
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Figure 16B: Mortgage-backed Securities, 2000 and 2006 (% total bank lending)
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for diffuse corporate loans. As a result, securitization has focused
more on liquidity and funding enhancement than the reallocation
of credit risk by lenders.?*

Except for residential mortgage-based deals in
Hong Kong, China; and Malaysia; securitization
transactions have yet to be tested in a complete
credit cycle.

Jurisdictions where securitization is well established—Hong Kong,
China; Korea; and Malaysia—are not necessarily alike in needs
or objectives. Except in the common-law jurisdictions of Hong
Kong, China; Malaysia; and Singapore, offshore transactions
have usually been used to circumvent institutional weakness or
obstacles in law or regulation.

One way to consider Asian securitization is to look at three groups
of jurisdictions: (i) those that allow cash transactions freely
(Hong Kong, China; Korea; Malaysia; and Singapore); (ii) those
for which offshore cash transactions have been completed in
significant volumes, and (iii) those with obstacles to all or most
deals. Except for residential mortgage-based deals in Hong
Kong, China and Malaysia, the results have yet to be tested in a
complete credit cycle. This is important in part due to a lack of
credit derivative protection through single-name or index Asian
credit default swaps (CDS), even in Japan, and is also a constraint
to ABS growth based on corporate risk.?*

Section 5 of this chapter suggests reforms related to these aspects
of systemic market malfunction. At the same time, it must be
recognized that encouraging the transfer of credit risk to nonbank
financial intermediaries may have unwanted secondary results,

1d.

25 Note also that “Securitisation that uses lower-rated corporate paper as collateral
can be structured to provide largely AAA-rated note tranches for investors. Clearly,
such structures only work if there are also investors who are willing to hold the
subordinated tranches, including the equity tranche which absorbs the first losses.”
See Gyntelberg & Remolona, supra n. 2, p. 72. The same authors cite evidence
that in KAMCO's NPL securitization deals, deeply subordinated equity tranches have
been a relatively high 10-30% of nominal-issued amounts, and that KAMCO holds
much of those risk portions in most NPL securitizations. Id. at 73; see Ben Fung,
Jason George, Stephan Hohl & Guonan Ma, “Public Asset Management Companies
in East Asia, a Comparative Study,” FSI Occasional Paper, no. 3 (2004) available
at http://www.bis.org/fsi/fsipapers03.pdf. However, while there is no doubt that
KAMCO was a creation of public policy, the extent of state support for the credit risk
transfer that it was able to engineer may be less widely understood.
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given that lightly-regulated intermediaries were a cause of loan
losses and contagion in 1997/98. This suggests a dual strategy
to promote compliance and the regulatory quality aspects of
Basel II,%¢ while supporting the removal of national obstacles to
securitization and regional investment in securitized instruments,
especially to the extent that such a step would have broader
benefits in terms of economic growth, financial stability, and
poverty reduction.

3. Impact of national regulation and Basel
capital standards

Basel I induced rapid expansion in securitization and credit risk
transfer. Basel II aims to improve the economic rationality of
regulatory incentives for credit risk transfer and require capital to
reflect actual economic risk. It may also capture nonbank lending
through effective bank compliance and supervision.

The effect of Basel I on securitization was rapid, profound,
and largely unanticipated. This in turn influenced the nature,
composition, and funding of all bank risk and altered the use
of structured finance techniques by banks. Within 5 years,
the application of securitization for 