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bond markets. It examines market size
and composition, market liquidity, and
yields and returns. Recent policy reforms
are also highlighted. The ABM covers the
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Market Performance in 2005
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Monitoring Financial Integration in East Asia

e In East Asia, cross-market differentials in interest rates and bond
yields are significant, and intraregional cross-border portfolio
investment is small relative to the region’s total cross-border
portfolio flows. These suggest that the level of financial integration
remains low.

e Yet, cross-market differentials in interest rates and bond yields are
declining, cross-market co-movements in money and bond markets
are increasing, and intraregional cross-border portfolio investment is
growing. These indicate some progress toward financial integration.
East Asian investors also purchase a significant proportion of USD-
and EUR-denominated debt issued by East Asian issuers. And the
region’s banks are major participants in the region’s syndicated
loan markets.

e East Asian equity markets are more integrated than money
markets or bond markets, with a higher level of cross-market
co-movements in stock returns than money market rates or bond
yields. A higher proportion of the region’s total cross-border equity
investment is directed to the region itself compared with fixed-
income investment.

e The low level of financial integration in East Asia is partly a result of
institutional and regulatory barriers to cross-border capital flows.

- Among the 10 East Asian economies examined, Japan; Singapore;
and Hong Kong, China are the most open markets, with no
or minimal restrictions on cross-border investment by either
residents or nonresidents. Korea has also increasingly opened
its markets to cross-border investment.

- In other markets, various restrictions remain, despite progress
in liberalizing financial sectors and opening capital accounts. This
is particularly true for residents investing abroad.

e The relatively small size, low liquidity, and various structural
weaknesses of the region’s financial markets also hinder financial
integration, as these limit investor choice, increase transaction
costs, and lead to high perceived risks.

e Continued policy and institutional reform is the key to accelerating
East Asian financial integration. East Asian governments should
continue efforts aimed at capital market development and financial
liberalization, with a well-sequenced program supported by a strong
institutional and regulatory framework.

¢ Regional cooperation is important in facilitating East Asian financial
market development and integration. Monetary and financial
cooperation has indeed moved forward, especially under the
ASEAN+3 Finance Ministers’ Process, with many initiatives filtering
into reform agendas. These efforts should be applauded, and
accelerated.





