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Abstract 
This paper  takes stock of the state of financial integration in East Asia. It contrasts the 
international integration of equity markets, the regional integration of the markets for bonds 
and syndicated loans denominated in US dollars, and the insularity of most local currency 
bond markets. In the last, it finds that the regional issuance in the Japanese foreign bond 
(“Samurai”) and euroyen markets did not recover from the shocks during and after the Asian 
financial crisis. However, it finds a  strong element of regional integration in the “Uridashi” 
market in which Japanese investors have bought relatively large sums of Australian and 
New Zealand dollar bonds. Regional central banks have sought to jump-start development of 
domestic  bond  markets  by  investing  limited  amounts  of  their  official  foreign  exchange 
reserves in each other’s domestic bond markets. The willingness of Japanese investors to 
take on the currency risk of the Australian and New Zealand dollars offers hope that capital 
can flow within the region without the vehicle of an extra-regional currency. 

 
The largely global integration of East Asian equity markets highlights the risk of opening 
bond markets to global  investors if  institutional investors in  the region remain sidelined in 
domestic  assets.  Without  a  substantial  regional  bid  for  equities,  investors  in  individual 
economies can end up bearing the brunt of heavy selling by global investors. If institutional 
investors in the region were able to invest more abroad, they could help lend stability to local 
bond markets. 
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I. INTRODUCTION 
 

Building an integrated capital market in East Asia remains very much a work in progress. In 
banking and fixed income markets, the integration that characterizes the United States (US) 
dollar markets can be found only in pockets of the local currency markets. The yen bond 
market has come to serve as no more than a niche source of funding for a few of the best 
credits in East Asia outside Japan. One of the strongest links in the region joins bond 
investors in Japan to firms in Australia and households in New Zealand. With exceptions, 
equity markets in the region share much of their price movement. This, however, reflects 
less a regional bid than their common integration with major global markets through imitation 
and common capital flows. 

 
This review takes stock of integration in the debt and equity capital markets by examining 
evidence on both flows of transactions and stocks of asset holdings as well as evidence on 
pricing. Unlike most recent studies  of the subject, this review does not rely on the stock 
holdings of East Asian debt by East Asians.1  To rely on such evidence makes it impossible 
to  distinguish  the  well-integrated  foreign  currency  bond  market  from  the  very  domestic 
currency markets. Instead, evidence from the primary market for foreign currency bonds is 
consulted.  For a different reason, the Bank for International Settlements (BIS) data on 
international banking are not used  as the primary source for measuring the integration of 
East Asian  banking markets. In this case, it is the very partial coverage of BIS  reporting 
economies in the region that argues for another approach. Again, data from the primary 
market, this time for internationally syndicated loans, are consulted. 

 
It should be clear at the outset what this review does not attempt. While the relationships 
among short-term interest rates in the region represent  an important aspect of  financial 
market integration (De Brouwer, 1999; Cheung et al., 2003), the short end of the yield curve 
lies outside this review’s scope. Similarly, the relationships among exchange rates in the 
region, which show waning stability against the US dollar and waxing stability against trade- 
weighted baskets, and between onshore and offshore exchange rates (Ma et al., 2004; Ho et 
al., 2005; Cairns et al., 2007) lie outside this review’s scope. The growing body of work on 
the relationship between financial integration and the responsiveness  of consumption to 
domestic output is also not addressed (Mercereau, 2005; Kim, Kim, and Wang, 2006; Kim, 
Lee, and Shin, 2006). Finally, policy questions like those addressed by Kuroda (2003) and 
Kuroda and Kawai (2003) are not systematically addressed, though there is some analysis 
of the response of market participants to the Asian Bond Fund initiative. 

 
This stock-taking essay approaches regional financial integration in the capital markets of 
East Asia by examining first the fixed income markets and then the equity markets. The 
section below measures the substantial regional integration evident in the US dollar markets 
for international bonds and syndicated credits. This integration then provides a contrast to 
the generally insular domestic currency bond markets in the region. Finally, the considerable 
co-movement in equity prices is interpreted not as a sign of regional integration but rather is 
ascribed  to  the common response to common capital flows emanating from shifts in the 
behavior of global asset managers. 

 
 
 
 
 
 
 
 
 
 
 

1    The coordinated portfolio investment survey of the IMF is analyzed inter alia by Bae et al. (2006); Eichengreen 
and Luengnaruemitchai (2006a); Kim, Lee, and Shin (2006); and Lee (2006). 
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II. MAJOR CURRENCY DEBT MARKETS 
 

Asian  investors  already  buy  Asian  issuers’  international  bonds  to  a  very  considerable 
extent.2  Similarly, Asian  banks already figure very prominently among the participants in 
internationally syndicated loans for Asian borrowers. Below, evidence is provided for these 
generalizations. Their implications should be clear from the outset. The debt markets of Asia 
could become integrated in one way or another. This integration can occur through the 
vehicles of the major currencies,  principally the US dollar.  Or integration can occur in the 
local currencies of Asia. The increasing flexibility of Asian currencies against the US dollar 
makes the integration through the US dollar in some ways less risky—borrowers are less 
likely to suffer the illusion of fixity—and it may make such an evolution less likely. But the 
head start of the dollar markets is considerable. Thus, in many respects, integration through 
the major currencies can be considered the default option. That is to say, policy needs to 
recognize the tendency toward integration in the dollar markets and pursue a coherent and 
disciplined strategy to steer development in another direction. 

 
 

A. East Asian Financial Integration in the US Dollar Bond Market 
 

The Republic of Korea’s April 1998 $4 billion dollar bond re-opened the global dollar bond 
market to East Asian issuers after the trauma of downgrades and defaults during the Asian 
financial crisis. Spreads on dollar bonds issued by East Asian borrowers narrowed over the 
following years, creating a favorable backdrop to further issuance. With the current account 
surpluses and corporate financial surpluses of the period since the crisis, however, issuance in 
the dollar or indeed in the G3 currency markets has not recovered its pre-crisis importance 
(Schmidt, 2004). 

 
The ample liquidity of the region—whether viewed from the standpoint of surging national 
official  reserves  of  foreign  currency,  low  loan-to-deposit  ratios  in  banking  systems,  or 
generous corporate cash positions—lay behind what came to be known in the market as the 
“Asian bid” for Asian bonds. This referred to the importance of Asian investors both in the 
primary market and in the secondary market. While the former can be measured through the 
reports by underwriters to issuers of the primary placement of bonds, as described below, 
the latter cannot be measured. Still, its importance was emphasized  by market observers 
like Fernandez and Li  (2002), who ascribed the waning sensitivity of Asian bond market 
prices in 1999–2002 to developments elsewhere in emerging market bond markets to the 
readiness of Asian investors to take bonds off the hands  of global investors at times of 
strain. This argument implied that the share of Asian dollar-denominated bonds held in the 
hands of regional investors tended to rise from the level observed in the initial primary 
market distribution. 

 
Relying  on  the  commentary  about  new  bond  issues  in  trade  periodicals  FinanceAsia, 
Asiamoney,  and International Financing Review, 3  McCauley et al. (2002) measured the 
Asian share of the initial allocations of bonds issued by Asian borrowers from April 1999 to 
August 2002. Borrowers from China Hong Kong SAR, Indonesia, Korea, Malaysia, the 
Philippines, Singapore and Taipei,China were included in the sample. The limitation of this 
approach  was  its  reliance  on  second-hand  reports  from  underwriters  that  are  at  best 
approximations and the coverage of which is incomplete. 4  It is practically impossible to 

 
2    This could account for the finding of Eichengreen and Luengnaruemitchai (2006a) that, in some specifications, 

an Asian dummy enters with a positive coefficient, signalling more holdings of Asian bonds by Asian investors 
than one would expect from the gravity model of size and distance. See also McCauley and McGuire (2006). 

3    This commentary is not included in the electronic records usually relied on by the BIS for its compilation of 
international bonds. 

4    Eichengreen  and Park (2005) challenge the reliability of  these data, but see Schmidt (2004, p. 5) and the 
market participants quoted therein: “Asia’s moderate new-issue levels were easily mopped up by a massively 
improved liquidity  position in Asia’s banking sector. While most immediate post-crisis  offerings still saw the 
traditional price leadership from US investors, an increased number of more recent issues have seen Asian 
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obtain details of every  single bond issue. For the issues  covered by  the periodicals, the 
share-by-region figures give a broad geographic split among three regions, namely US, 
Europe, and Asia, where “Asia” generally refers to East Asia including Japan. Bear in mind 
that these sources provide an indication of only the primary market allocations; as argued 
above, however, subsequent trading in the secondary market is likely to move more paper 
into regional portfolios. 

 
Analysis of 71 bonds found that the average Asian share is 46%, while the average weighted 
share was slightly lower at 44%. By economy, the Asian share ranged from 35% plus in the 
case of Korea and Singapore to almost 80% in the case of Indonesia (Figure 1). Thus, it was 
not unusual for the primary market to feature the following succession of events. An Asian 
issuer chooses an affiliate of a North American or European firm as book runner,5 the latter 
takes  the  issuer  on  a  roadshow  and  assembles  a  syndicate  of  underwriters,  and  the 
underwriters sell about half of the paper to Asian accounts. There are elements of hub and 
spokes in this scenario, with the funds typically clearing through New York (or in Europe in 
the case of the euro issues). But at the end of the day, a large portion of the Asian IOUs 
finds a home in Asian portfolios. 

 

 
Figure 1: Regional Purchases of International Bonds Issued by East Asian Issuers, 

1999–2002 

Issuer residence along x-axis; shares purchased by Asian investors, in percentages of amounts 
issued, along y-axis 
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Note: CN denotes China;  HK,  Hong  Kong, SAR; ID, Indonesia; KR, Korea; MY, Malaysia; PH, the 
Philippines; SG, Singapore; Supranat, Supranational (e.g., Asian Development Bank). 
Source: McCauley et al (2002). 

 
 

What are the characteristics of Asian issues of dollar or euro bonds that led to a larger or 
smaller initial regional  distribution? McCauley et al. (2002) regressed the Asian  share on 
bond rating, size, and maturity, and on dummies for currency and sovereign issuer. Larger 

 
 

participation in excess of 50% on the back of a ferocious appetite from the banking sector as well as rapidly 
growing asset-management and insurance industries.” 

5    Underwriters of international bonds issued by East Asian borrowers between April 1999 and August 2002 were 
headquartered by region as  follows: North  America,  54%; Europe, 29%; and Asia, 17% (7% if HSBC and 
Standard  Chartered  are  considered  European).  These  observations  are  consistent   with  claims  that 
international firms take the leading position in Asian bond deals of Park and Bae (2002) and Eichengreen and 
Park  (2005:  61–68).  But  even  before  the  introduction  of  the  euro,  US  firms  lead  underwrote  54%  of 
international dollar issues by all non-US borrowers (McCauley and White, 1997: 340), suggesting that the US 
role in Asian issues was not atypical. For the competitive challenge of global underwriters after the introduction 
of the euro, see Santos and Tsatsaronis (2003). 
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issues and  longer maturity issues  were placed outside the region to a larger extent. This 
maturity effect is consistent with the stronger US demand for bonds of ten or more years’ 
maturity, reflecting the importance of pension funds and insurance companies with long- 
duration liabilities; it is also consistent with the importance among buyers of dollar bonds in 
Asia of commercial banks and central banks, with their preference for intermediate-term 
issues. Almost a fifth more of euro-denominated issues were placed outside the region in 
Europe, reflecting the limited appetite of central banks for relatively illiquid euro-denominated 
bonds and the limited penetration of the euro in foreign currency bank deposits in the region. 
The rating or sovereign status had a weak effect on placement. 

 
Given the regional integration observed in the US dollar bond market for Asian issuers, 
policymakers should recognize the risk of regional integration through the US dollar market. 
This is the case in North America, where most Canadian corporate bonds are marketed in 
US dollars to tap the deep and liquid US bond market (McCauley and Park, 2006). In the 
context of well-developed derivatives markets, such a catering to the US market may well be 
benign since it need not create currency mismatches for Canadian firms given the ability of 
the  issuers  to  swap  the  liability  back  into  Canadian  dollars  (and  the  parallel  ability  of 
Canadian institutional investors to swap the US dollar asset back into Canadian dollars). In 
the current state of development of the Asian derivatives market, corporate issuance in the 
US dollar or other major markets cannot be regarded as posing little risk. In terms of the 
competition of the dollar markets, Fernandez and Klassen (2006: 133) find its sharpest edge 
at longer maturities. “Corporate issuance in local currency is heavily skewed to the very 
short end.  For issuance above five years, foreign-currency bonds are favored over local 
bonds.”  Foreign  currency  issuance  also  has  the  edge,  albeit  a  less  sharp  edge  than 
heretofore, in larger sized offerings: “On average, issue size of local currency issuance is 
less than half that of foreign currency issuance. It should be noted that, over time… that size 
gap  is  narrowing.”  These  observations  suggest  that  policymakers  might  give  particular 
weight to improving liquidity in Asian local currency bond markets, particularly at the longer 
maturities. 

 
 
B. East Asian Financial Integration in the Internationally Syndicated Loan Market 
Ideally, one would like to have a full matrix of banking data for the East Asian economies 
that one could use to measure the extent of integration of banking markets in the region. Is it 
true, as has been claimed, that despite the large and growing intra-regional trade, there is no 
correspondingly large and rapidly growing stock of bank  claims, including that associated 
with the financing of international trade? Unfortunately, the data are not available to the BIS 
at  this  point  to  answer  this  question  fully. 6  An  alternative  approach  is  to  examine  the 
participation in internationally syndicated loans. Under normal circumstances, syndicated 
loans represent something like the flows that correspond to the changes in the underlying 
stocks of bank loans (Gadanecz and von Kleist, 2002).7 

 
Banks from East Asia  and the Pacific initially  provided 40–80% of funds in internationally 
syndicated loans to borrowers in East Asia (Figure 2). Banks of the same nationality as the 
borrower typically provided 20% and banks from East  Asian economies other than Japan 

 
 

6    In June 2002, BIS consolidated banking statistics showed that about a fifth of the consolidated international 
claims of banks in Hong Kong, Singapore; and Taipei,China were on borrowers residing in emerging markets 
in Asia-Pacific and Hong Kong SAR and Singapore versus 74% against industrial countries. The equivalent 
percentages for Japanese banks were 9% and 77%. Euro area banks’ cross-border claims on the euro area 
were 45%. See Eichengreen and Park (2004), who supplement the BIS data then available with Korean data to 
contrast the low level of integration in Asia with that of Europe. Given the rapid integration of the money market 
in the euro area after the introduction of the euro in 1999, however, it  would seem more appropriate to 
compare the observed integration of banking markets in Asia with that in Europe before 1999. 

7    As with the bonds above, the analysis relies on the primary market distribution. With the growth of loan trading 
in Asia with standards set by the Asia Pacific Loan Market Association, subsequent secondary market activity 
may leave a larger share of syndicated loans for regional borrowers in the hands of regional banks. 
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typically provided another 20% of the funds. Japanese banks accounted for another 13% on 
average. 

 
Figure 2: Regional participation in syndicated loans for East Asian borrowers, 

January 1999 to August 2002 
 
 

Borrower residence along x-axis; supply of funds by nationality of banks in percentages along y-axis 
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Note: Nationality breakdown  by  ultimate  ownership of banks. HSBC and Standard Chartered  were considered 
Hong Kong groups for this exercise. Deals where banks of only one nationality provided funds were excluded from 
the sample. TP denotes Taipei,China; see Figure 1 for other isocodes. 

 
Sources: Dealogic Loanware; McCauley et al. (2002). 

 
 
Evidently, the shift from dollar loans to local currency loans in this market stimulated regional 
financial integration. Internationally syndicated loans, unlike international bonds, are to a 
significant extent denominated in regional currencies, with US dollar loans amounting to less 
than half the total. Loans denominated in local currencies attract more regional participation 
than dollar loans. 

 
Otherwise, the regional share in loan syndicates suggests the importance of credit standing 
and liquidity. Loans for borrowers assessed more creditworthy feature greater participation 
of banks headquartered outside the region, as do larger syndicated loans. 

 
Recently, Gadanecz and McCauley (2006) updated this analysis for the case of the financing 
of casinos and related hotels in Macao and Singapore. Asian banks tended to account for 
30–50% of  the funding, notwithstanding the very limited participation of Japanese  banks. 
Asian shares tended to be higher on linked casino-hotel projects, reflecting constraints on 
certain Asian banks. The share of Asian banks would have been higher were it not for the 
marketing  of  one  leveraged  loan  in  the  United  States  through  a  Delaware  financing 
subsidiary to leveraged loan investors, including insurance companies, mutual funds, hedge 
funds, and collateralized debt obligations. 

 
In sum, the internationally syndicated credit market for Asian borrowers, like the international 
bond market for Asian issuers, shows a fairly high level of regional integration. Admitted, the 
evidence for this conclusion is not up-to-date, but there is little reason to think that much has 
changed in the distribution patterns in these markets. Where the market has been allowed to 
use regional currencies, in syndicated credits, even higher levels of regional integration are 
observed.  In  contrast,  domestic  currency  bond  markets,  to  which  we  now  turn,  have 
remained relatively local. 
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III. ASIAN DOMESTIC CURRENCY BOND MARKETS 
 

Local currency markets in East Asia show very limited integration with each other and highly 
variable integration with major global markets. A very limited exception to the generalization 
that East Asian fixed income markets are not integrated with each other is the issuance by 
the highest rated East Asian names in the Japanese yen bond markets. And, if the scope of 
the analysis is widened to include East Asia and the Pacific, there is extensive integration of 
the  Japanese  and  Australian  and  New  Zealand  fixed  income  markets  in  the  form  of 
investment  by  Japanese  investors  in  Australian  and  New  Zealand  dollar-denominated 
bonds. (At this stage of the exchange rate cycle of the Australian and New Zealand dollars, 
however, this integration is not altogether comfortable for the receiving countries.) Given the 
lack of integration in domestic currency bond markets in East Asia, the Asian Bond Fund 2 
initiative represents an  attempt by  the authorities in the region to provide leadership to 
private market participants. 

 
 

A. Local Bond Markets: Relatively Closed and Variably Responsive to Global 
Pricing 

 

In contrast  to the regionally integrated international bond  and syndicated credit  markets, 
most local  currency bond markets in East Asia remain quite local affairs.8 Regional  bond 
markets were characterized as unintegrated by Park and Bae (2002) and Eichengreen and 
Park (2005). More recently, however, analysis of the matrix of cross-border bond holdings 
has found evidence of Asian integration (Lee, 2006; Eichengreen and Luengnaruemitchai, 
2006a), albeit, unsurprisingly, not as strong evidence as in the euro area. 

 
In all likelihood, the regional integration identified in these recent studies reflects the pattern of 
ownership of US dollar bonds issued by Asian borrowers, as described above. Evidence for 
this supposition comes from the US data on foreign bond holdings, which are broken 
down  by  currency.  US  holdings  of  bonds  issued  by  borrowers  in  East  Asia  were 
denominated in domestic currencies only to the extent of 15% of total holdings despite the 
fact that the stock of local currency debt far exceeds that of foreign currency debt across 
Asia (Table 1).9  Even if the US share of local bonds is lower than that of other holders of 
Asian bonds, most of the regional  integration found in studies of the  coordinated portfolio 
investment survey could reflect US dollar bond holdings. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

8 This assessment of relatively closed local currency bond markets does not take into account the possibility of 
systematic positioning in them by non-residents through derivatives. Only in Korea can some ongoing measure 
of such positioning in the Korean Treasury bond futures be taken. Elsewhere positioning in interest rate swaps, 
cross currency swaps, and longer dated foreign exchange swaps/futures, including  nondeliverable ones, 
generally elude measurement. The results of the April 2007 central bank triennial survey of foreign exchange 
and derivative market activity  will  be closely scrutinized for evidence of the development of fixed income 
derivative markets in the region. 
9    US investment in bonds issued by German or Japanese obligors, by contrast, mostly took place in domestic 

currencies, with the share of euro and yen holdings, respectively, at two-thirds and three-quarters at end-2005. 
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Table 1: US Investors’ Holdings of Asia-Pacific Bonds by Currency, End-2005 
 

Total US dollar bonds 
holdings 

 

Euro, yen, 
sterling holdings 

 

Local currency 
holdings* 

 
Australia 48,560                   40,851 1,414 6,294 

 
China 1,544                     1,508 36 0 

 
Hong Kong 1,731                     1,543 3 185 

 
India 473                        469 0 4 

 
Indonesia 1,874                     1,322 0 552 

 
Korea 8,243 6,690                       80                       1,474 

 
Malaysia 4,348                     3,818 4 526 

 
New Zealand 5,238 2,207                       50                       2,981 

 
Philippines 4,111                     3,993 93 25 

 
Singapore 6,938 5,408                       28                       1,503 

 
Taipei,China 789 281                        386                        122 

 
Thailand 1,400 975                          0                          425 

 
Total 85,249                   69,065 2,094 14,091 

 
Memo: Total ex 
Australia & NZ 

 

    As a % of total 
US Asian bond 
holdings 

 
31,451                   26,007 630 4,816 
 
 
100% 82.7%                    2.0%                    15.3% 
 
 
 

* Strictly speaking, currencies other than the US dollar, euro, yen, or sterling. 
Source: US Treasury et al. (2006: 60–65). 

 
 
Turning to the correlation of returns, the impression that Asian local currency bond markets 
are local affairs is reinforced (Figure 3). In the case of China and India, the low  or even 
negative correlation in this sample period reflects the capital controls that effectively limited 
non-resident investment, as well as a lack of business cycle synchronization. In the case of 
Indonesia (not included) and the Philippines, idiosyncratic political developments worked in 
this sample period to lower the co-movement with global markets. The correlations in Korea; 
Taipei,China, and Thailand are moderate and reflect segmentation arising from withholding 
taxes  and  other  impediments  to  cross-border  investment  (Takeuchi,  2006).  Only  Hong 
Kong’s and Singapore’s bond markets represent the exceptions, showing strong links with 
major markets as represented by the US Treasury market. (It would be worthwhile to test for 
co-movement of the idiosyncratic returns in Asian bond markets, with the prior expectation 
that such co-movement is weak.) 
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Figure 3: Returns of Local Currency Bonds and US Treasury Bonds 
 

Correlation between January 2001 and March 2004a 

 
US dollar return correlation 
Local currency return correlation 

 

 
 
 
0.8 

 

 
0.6 

 

 
0.4 

 

 
0.2 

 

 
0 

 
 
 

CN HK IN KR MY PH SG TP TH Asia AU XM JP 

 

 
-0.2 
 

 
Note:  IN denotes India, AU Australia, XM, the euro area, JP, Japan; see Figures 1 
and 2 for other isocodes. 
a  Based on  weekly changes in  US  dollar and  local  currency  returns at Thursday 
closing  for  Asia  and  Wednesday  closing  for  US  Treasuries.  The  period  is  from 
January 2001 to March 2004. 
Sources: Bloomberg; McCauley and Jiang (2004). 

 
 
One way of looking at these very different degrees of integration into global bond markets is 
that the markets in East Asia are at different points along the path taken by the Australian 
bond  market  (Figure  4,  updating  Kortian  and  O’Regan,  1996).  This  market  went  from 
insularity maintained by capital controls in the early 1980s, through low but highly variable 
correlation as non-residents began to invest in the domestic market and offshore issues, to 
the high integration of the late 1990s (McCauley, 2006b). These days most of the movement 
of bond yields happens between the close of Sydney and its opening the next day; the US 
employment report is the piece of  news that moves the  market most (Kearns, 2006). For 
years the close linkage could be ascribed to business cycle similarity, but this broke down in 
the early years of this century, while the linkage of the markets remained. 

 

 
Figure 4: Correlation of yields on Australia and US 10-year bonds 

 
Correlation based on weekly changes in government bond yields, rolling window of one year. 
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It should be noted, however, that Asian local currency bond markets might not end up as 
highly correlated with the US dollar bond market as the Australian dollar bond market, or the 
euro bond  market for that matter. The yen bond market has retained a low correlation 
notwithstanding the deep involvement of foreign banks and securities firms in the market. 
Although there is some recent evidence of closer linkage of the yen bond market and global 
bond markets, the record from the mid-1980s into this century, at least, suggests that Asian 
local markets might not be on the path taken by the Australian bond market. 

 
B. The Samurai Market 

 

The yen bond market for East Asian issuers  has not contributed as much to regional 
integration as one might have anticipated given Japan’s status as a creditor country. There 
was a time before the Asian financial crisis when it seemed that Asian issuance in the yen 
bond market in Tokyo (the so-called Samurai market) might really take off and that this 
market  might  develop  a  strong  regional  bias.  But,  as  noted  by  Ogawa  (2005),  Asian 
issuance in this market never really recovered from the Asian financial crisis (Figure 5). 

 

 
Figure 5: Asian Issuance of Samurai Bonds in the Tokyo Market 

 
In billions of yen (bars, left hand side) and as a percent of all issuance (line, right hand side) 
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Source: Nishi and Vergus (2006). 
 
 
Why is this so? Nishi  and Vergus (2006) note that lack of recovery of Asian  Samurai 
issuance reflected the current account and corporate surpluses in the region, as well as the 
stronger appeal of the euro bond market to regional issuers as compared with that of the 
predecessor currencies. Still, Asian issuance of US dollar  bonds did recover its pre-crisis 
levels, so the performance of the yen market remains to be explained. 

 
In retrospect, the timing of the elimination of the requirement for an investment grade rating 
for Samurai issuance in 1996 was unfortunate for the integration of Asian capital markets. 
This allowed issuance by an Indonesian name and a Hong Kong based securities firm with 
considerable credit exposure in Indonesia. Their defaults in 1997 left  Japanese  investors 
hesitant to  buy Asian bonds issued by names other than the best  sovereigns or quasi- 
sovereigns. This hesitation was reinforced by a subsequent default of a Chinese provincial 
name in 2000, the difficulties of Xerox, and the defaults of Enron in the euroyen market and 
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Argentina in the Samurai and euroyen markets (Nishi and Vergus, 2006; Schmidt, 2004).10 

The contemporaneous arrival of better-understood sub-investment grade domestic corporate 
issues allowed a home bias in credit risk. At the same time, Japanese investors drew the 
conclusion that they understood currency risk if not credit risk. This set the stage for the 
development of the Uridashi market not only for US dollar bonds but also those denominated 
in euro and Australian and New Zealand dollars. In short, a manifestation of credit risk at an 
early stage of Japanese investment into Asian credit all but cut off this channel  of Asian 
capital market integration.11 

 
 

C. The Uridashi Market for Australian and New Zealand Dollar Bonds 
 

As noted, the revulsion of Japanese investors to regional credit risk has been matched by 
their embrace of currency risk  in the form of  high-coupon foreign currency bonds. These 
have disproportionately included Australian and New Zealand dollar bonds. 

 
A remarkable feature of this integration of Australian and New Zealand dollar bonds into the 
bonds  regularly  offered  to  Japanese  investors,  particularly  households,  is  that  the 
distributors, and not the issuers,  have made the investment in investor education. The 
issuers act, in the main, purely opportunistically, using their high credit ratings  to secure 
cheap funding as measured against US dollar Libor or euribor. In contrast, the distributors, 
chiefly the Japanese securities firms, in effect market Australia and New Zealand as well as 
their currencies to the investors. For instance, the head of the Japanese securities firm’s 
affiliate in Sydney, rather than any issuer, conducts the investor seminars not only in Tokyo 
but  around  Japan.  Housewives  can  pose  questions  about  the  outlook  for  interest  and 
exchange rates in the Antipodes. 

 
A question then for the financial integration of Asia then comes into view. Under what 
circumstances would it make sense for the Japanese securities firms to similarly “invest” in 
the marketing of an Asian economy and bonds denominated in its currency? 

 
 

D. The Asian Bond Fund 2 Initiative 
 

The Asian Bond Fund 2 followed a previous, less ambitious initiative by the same group of 
East Asian and Pacific central banks. In July 2003 they pooled $1 billion of their reserves in a 
fund that purchased US dollar-denominated government and quasi-government bonds 
issued by eight of the eleven economies involved. If one accepts the argument above that 
East Asian investors figure prominently among the buyers of US dollar-denominated bonds 
sold by East Asian issuers, then the first Asian Bond Fund (ABF1) allowed the central banks 
to catch up with private portfolio managers.12 

 
In contrast, the Asian Bond Fund 2 (ABF2) initiative of the Executive’s Meeting of East Asia 
Pacific central banks (EMEAP) can be seen as an effort by officials to lead the markets. For 
one thing, the initiative flagged a new asset class for global private investors. For another, 

 
10  Ito (2003, p. 210) described the default of Argentina as a “cold shower.” 
11  The liquidity  advantage of the US  dollar  markets may  to some  extent account for the lack of recovery of 

issuance by East Asian issuers in the yen markets. For a Japanese life insurer, it may make more sense to buy a 
Korean dollar bond  with  an active secondary market  and to asset swap it into  yen. This is a superior 
transaction to buying the same issuer’s yen bond if the latter would trade with substantially less liquidity. If, for 
instance, the insurer  wanted to take profit  on the Korean bond, it might be able to sell the dollar  bond and 
unwind the dollar/yen cross-currency swap at lower cost than selling the yen bond of the same issuer. Schmidt 
(2004) notes a related disadvantage of the Tokyo market: defaulted  issues are  worth less because the 
creditors are left to negotiate one-by-one. 

12  From the standpoint of cooperation among central banks in managing reserves, however, ABF1 can be seen 
as going beyond practice in the Eurosystem. Although there a much larger sum of reserves are legally pooled, 
and arrangements exist for a further call to pool still more reserves, day-to-day management of the reserves is 
housed  with the national central banks, although these are constrained  to a common benchmark and other 
limits on discretionary management. 
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East Asian investors were given the example of official reserve managers’ investing in a low- 
cost indexed product. 

 
If  the  ABF2  sought  to  lead  market  participants,  then  their  response  to  it  merits  some 
analysis.13  The $2 billion invested by the central banks was intended to serve as no more 
than seed  money. The aim was to catalyze  private investment in bond funds  managed 
against indices created and maintained by a global index provider. While to some extent the 
value of the project lay in the reforms induced by the process and the force of comparison 
(EMEAP, 2006; Ma and Remolona, 2005) as well as the habits of cooperation engendered, 
the private investment drawn to the project offers one metric for the results of the effort. 

 
In assessing the private response to the ABF2, it must be recalled that the opening of the 
various funds to the public occurred unevenly, in part reflecting the challenges posed by the 
introduction of an innovative product. Thus, while the Pan-Asia Index Fund was launched in 
July 2005, individual market funds were subsequently launched over the next nine months in 
Hong Kong, Korea,  Malaysia, Singapore; and Thailand. Then over the period April 2006– 
March 2007, further public funds were offered in Indonesia and the Philippines. At writing, 
only the individual market fund for China remains to be offered to the public (Table 2). 

 
Table 2: Growth of the Asian Bond Fund 2 through March 2007 

 

Date opened to 
private investors 

 

 
 

 

Date listed on 
stock exchange 
 

 
 

 
Size of fund on 
31 March 2007 
(millions of US 

dollars) 

 

Size of fund 
relative to 

EMEAP seed 
money 

 
China 140* 

 
Hong Kong SAR 17 June 2005 21 June 2005 308 

 
Indonesia 14 March 2007 33 

 
Korea 31 July 2005 403 

 
Malaysia 12 July 2005 18 July 2005 150 

 
Philippines 21 April 2006 93 

 
Singapore 26 August 2005 31 August 2005 306 

 
Thailand 31 March 2006 27 April 2006 135 

 
Sum of 8 single 
market funds 

 

Pan Asia Index 
Fund 

 
1568 157% 

 
 
29 June 2005 7 July 2005 1545 155% 
 

 

Total 3113 156% 
 

* Estimate based on China Asset Management announcement on www.chinaamc.com/portal/en/second.jsp . 
Sources: HSBC Investments, Ltd., PT Bahana TCW Investment Management, Samsung Investment Trust 
Management, AmInvestment Management, Bank of the Philippine Islands, DBS Asset Management, Kasikorn 
Asset Management, State Street Global Advisors, BIS. 

 
 

In the 21  months between the Pan-Asia Index Fund’s launch on the Hong Kong Stock 
Exchange and end-March 2007, its 17% total return has drawn private investment. This has 

 
 

13  See EMEAP (2006). Treatments by Park (2006, pp. 180–1) and Lejot, et al. (2006) are unreliable. 
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helped  to  boost  its  size  to  more  than  half  again  larger  than  the  original  central  bank 
investment. If the 19% growth of the PAIF over the original EMEAP listing through April 2006 
was judged “satisfactory” and comparable to that of other bond funds in the region (EMEAP 
Working Group on Financial Markets, 2006: 3), that 55% growth through March 2007 seems 
quite respectable. 

 
The PAIF is the ABF2 fund that serves most directly to increase the integration of capital 
markets in Asia. As it  expands, larger sums of local currency bonds are gathered into a 
single portfolio. Moreover, the origin of the investors other than central banks has also 
contributed to financial integration. It is said that Japanese institutional investors have been 
prominent among the investors. A yen-denominated feeder fund for  the PAIF has been 
established in Japan to centralize the currency conversion from yen to US dollars (EMEAP 
Working Group on Financial Markets, 2006: 22). 

 
The  individual  funds  have  also  drawn  private  investors  to  varying  extents.  Taking  the 
individual funds as a whole, investment by private investors along with price increases  in 
some cases have boosted the sum of the funds under management to, again, more than half 
again the scale of the original central bank seed money. 

 
All in all, the ABF2 assets under  management have grown from the initial central bank 
investment  of $2 billion to about $3.1 billion.  Of this growth, $800  million represents the 
private sums drawn to the funds. Private funds invested in the ABF2 family of funds could 
surpass that of the central banks in 2008. 

 
These results should be evaluated against the backdrop of the relative underdevelopment of 
exchange-traded  funds  (ETFs)  in  Asia.  These  low-fee,  listed  index  products  were  only 
introduced into Asia with the sale of the Tracker Fund by the Hong Kong authorities in 2000 
(Ho, 2006). By mid-2006, the number of ETFs in Asia had grown to 59, with $53 billion under 
management, mostly in Japan. These numbers lagged well behind the equivalent numbers 
from the United States and even  from Europe (Table 3). The diffusion of this financial 
innovation in Asia has been slowed not only  by the Asian preference for safety in bank 
deposits, on the one hand, and high-risk, high-return investments, on the other (initial public 
offerings, structured products). In addition, commission-based distribution channels face no 
incentives  to  sell  these  low-fee  products.  As  the  EMEAP  Working  Group  on  Financial 
Markets (2006: 21–2) put it, 

 
The  initiative  has  succeeded  in  bringing  an  alternative  low-cost  vehicle 
relative to what is currently available in each of the eight markets. However, 
the low-cost structure is a double-edged sword. While a low expense ratio is 
an attractive feature to investors, it limits the resources available for providing 
the necessary incentives for distributors to promote this product to the retail 
investors. 

 
In  the  United  States,  financial  planners,  who,  unlike  banks  or  brokers,  do  not  take 
commissions for the sale of funds to their principals, steer investors to low-cost products like 
exchange-traded funds. Such planners do not yet figure  prominently in Asian investing 
circles. 
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Table 3: The Geographical Distribution of Exchange-Traded Funds 
 

                                                       US Europe Asia Sum 
 

Number 275 216               59               550 
 

Assets under management 
(billion US dollars) 

 
344               71 53 468 
 

 
Sources: Morgan Stanley as cited by Ho (2006: 1). 

 
 
Thus, the PAIF for now relies on its own performance for its advertisement. The low fees 
help  lift  the  PAIF  on  the  league  tables  that  are  now  compiled  by  the  mutual  fund 
performance  tracker  Lipper  and  published  in  the  financial  press.  (This  compilation  and 
publication  themselves testify to the acceptance by market participants of a new asset 
class.) Low fees are no guarantee of relative performance if unindexed private managers get it 
right, at least for a time, and thereby earn their fees. But the PAIF ran well right out of the box. 
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Exhibit 1: “Fund Scorecard: Asia Bond Funds” 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Source: Wall Street Journal, 4 August 2006 
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Exhibit 2:  “Fund Scorecard: Asia Bond Funds” 
 
 

 
Source: Wall Street Journal, 28 September 2006 

 
 
E.        Summing Up 

 

In sum, fixed income markets for Asian issuers stand at two extremes. At one end is a well- 
integrated US dollar bond market that features East Asian buyers of East Asian bonds to a 
considerable extent. At the other extreme are the local currency bond markets of Asia that 
remain  very  local  affairs.  That  internationally  syndicated  loan  markets  in  some  local 
currencies also bring together Asian borrowers and lenders point to the possibility of more 
integrated domestic currency bond markets. For now, the central banks in the region have 
tried to narrow the gap between these extremes. They have helped to define Asian local 
currency bonds as an asset class and led by example by working with market participants to 
set up cost-effective vehicles for gaining exposure to this asset class. 

 
 
 

IV. EQUITY MARKETS 
 
Equity markets in East Asia are generally highly integrated into the global equity market. US 
and European investors bulk large among the foreign holders of East Asian equities (Table 
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4). Japanese investors have not been prominent. Other East Asian investors, mostly in Hong 
Kong and Singapore, hold about 10% of foreign-held East Asian shares. 

 
It is interesting but not informative to learn that the regional integration of equity markets in 
Asia  lags  behind  that  of  Europe  (Lee,  2006).  While  the  single  currency  had  its  most 
immediate and dramatic effect on  cross-border bank flows as a euro-area-wide interbank 
market sprang into being, it also had an important effect on the construction of European 
equity portfolios. In the absence of currency risk, portfolio managers shifted from allocating 
by country and then by industry in Europe to simply allocating by industry (Tsatsaronis, 
2001; Fratzscher, 2001; Adjaouté and Danthine, 2002). It is interesting but hardly surprising 
that Asia falls short of the capital market integration of post-euro Europe. It would be more 
informative  to learn whether Asia falls short of the capital market integration of pre-euro 
Europe. 

 
Table 4: Foreign Equity Holdings in East Asia, End-2003 

 
 Millions of US dollars 

 
 
 
Host 

 

 
United 
States 
 

 

Europe           Japan East Asia 
including 
Japan 

 

Total Memo: % 
of host 
GDP 

 
China 13,064            8,944 2,094            19,625 45,788 3.2 

 
Hong Kong 36210 35,223            5,594 7,901            92,889 59.3 

 
Indonesia           4,406 2,542 89 922 12,597 6.0 

 
Japan               255,496 175,975 — 5,569 493,763 11.5 

 
Korea                49,121 27,702 708 3,579 92,822 15.3 

 
Malaysia             4,075 4,862 296 3,258 14,544 14.0 

 
Philippines 1,634 683                158                325 3,027 3.8 

 
Singapore 21,932 12,579            1,280 4,096            42,857 46.9 

 
Thailand             6,477             6,746 393 4,759 21,291 14.9 

 
Total 392,415 275,256          10,612 50,034          819,578 

 
Total ex JP 
as host 136,919 99,281           10,612           44,465 325,815 
Memo: % 42.0% 30.5%             3.3%             13.6% 100.0% 

 
Note:  Europe  comprises  Austria,  Belgium,  Denmark,  Finland,  France,  Germany,  Greece,  Iceland, 
Ireland,  Italy, Netherlands, Norway, Portugal,  Spain, Sweden,  Switzerland, and  the United  Kingdom. 
East Asia comprises the named economies. 

 

Sources: Lee (2006: 32), based on IMF Coordinated Portfolio Investment Survey. 
 
 

One important development in the past several years that has tightened capital market 
integration in the region is the outflow of Japanese savings into equity securities in the 
region. China and India have both been major recipients. At the end of 2006, the Japanese 
external assets included ¥2.4 trillion in Hong  Kong-dollar-denominated equities,  much of 
which can be assumed to be H shares of Chinese firms. This represents a substantial rise 
from the sum of ¥1.5 trillion in the previous year (and the less than ¥0.3 trillion shown on 
Table 4 for 2003). 
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A comparison of equity and local currency bond correlations with the US market gives 
evidence of the global integration of the Asian equity markets (Figure 6).14 Apart from Hong 
Kong and Singapore, the equity correlations are  higher. The idiosyncratic political events 
during this  period in Indonesia and the Philippines did not prevent  moderate correlations 
between the local stock markets and global stock markets. Neither did the  limits  on non- 
resident  purchases  of  Indian  equities  keep  their  price  changes  from  echoing  global 
movements. Only China’s A share market was as hermetic as its bond market. 

 
Figure 6: Bond and Stock Market Correlations with the US Marketsa 

 

 
 
 

Bond market correlation 
Stock market correlation 
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-0.2 
 

 
Note: For an explanation of the country codes, please refer to Figures 1, 2 and 3. 
a  Bond market correlation is based on weekly changes in benchmark yields at Thursday 
closing for Asia and Wednesday closing for US  Treasuries. Stock  market correlation is 
based on weekly changes in stock market price indices at Thursday closing for Asia and 
Wednesday closing for the S&P 500. The period is from January 2001 to March 2004. 
Sources: Bloomberg; McCauley and Jiang (2004). 

 
 

Capital flows, mostly from outside the region, play a role in producing these correlations. 
Chai-anant and Ho (2007) confirm findings of earlier studies that non-residents generally buy 
into rising regional markets and sell into falling ones. They also find that inflows push up 
currencies  and outflows push down currencies. Their further finding that net equity flows 
show strong co-movement across six Asian equity markets suggests that equity capital flows 
may  subject  Asian  economies  to  common  shocks,  leading  at  times  to  common  policy 
responses. If foreign investors chase returns in regional equity markets, and affect currency 
values in the process,  some further thinking  is required on the procyclical nature of the 
international risk sharing implied by the substantial global holdings of Asian equities. In a 
regional downturn, global investors may not accept their share of the poor harvest, as they 
do in a textbook, but instead may demand that regional markets provide the liquidity for their 
exit. 

 
 
 

V. CONCLUSION 
 

This  review  has  contrasted  the  East  Asian  integration  in  the  international  bond  and 
syndicated loan markets with the generally closed local currency bond markets. The risk is 
that the US dollar capital markets for East Asia build on their early lead and end up serving 
as the predominant node for intraregional flows, despite evolving exchange rate policies 
pointing toward a smaller role for the US dollar as anchor currency (Ho et  al., 2005). 

 
14  Compare Oh et al., 2004. 
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Fortunately, Asian issuers have tended to favor domestic currency bond issuance in recent 
years. Still, the eclipse of the Samurai market as a source of funding for a broad range of 
Asian credits serves as a warning. At the same time, the willingness of Japanese investors 
to take on the currency risk of the Australian  and New Zealand dollars offers hope that 
capital can flow within the region without the conduit of an extra-regional currency. 

 
The largely global integration of regional equity markets highlights the risk of opening bond 
markets to global investors if regional investors remain sidelined in domestic assets. Without a 
substantial regional bid for equities, investors in individual economies can end up bearing the 
brunt alone of selling by global investors, whether resulting from a sell-off in the local or 
global equity markets or a change in the risk environment. 
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