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Highlights

Bond Market Developments in the First Half of 2007

Aggregate local currency bonds outstanding in emerging East
Asia grew 10% in the yrst half of 2007, expanding faster than
gross domestic product in most markets.

Government local currency bond markets grew 10% in the yrst
half of the year, partly because central banks issued more debt
to absorb excess liquidity derived from the region’s large capital
inpows.

Corporate bond markets grew slower than most government
markets for the yrst time in 18 months, due partly to the rising
cost of short-term ynance.

Turnover ratios were mostly higher in the yrst half of 2007 than
in 2006 as steepening yield curves led investors to reassess the
term structures of their bond portfolios, while in some markets
new regulations also encouraged increased trading.

Yield curves generally steepened in 2007. Short-term rates
fell slightly in response to the liquidity surge, while long-term
rates rose in response to the reemergence of inflationary
expectations.

Despite further currency appreciation, local currency index
returns were lower during the yrst half, repecting steeper yield
curves.

Continued reforms and liberalization have led to credit-rating
upgrades for several of the region’s economies, laying the
groundwork for more rapid expansion of bond markets.

Outlook, Risks, and Policy Challenges

Recent ynancial market turmoil and a slight easing of economic
activity are expected to moderate global GDP growth in 2008.

Continued overleaf
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In external markets, the expansion of global liquidity and
increasing demand for high-yielding assets resulted in complex
new instruments entering debt markets—often without
consideration of the underlying risk—and kicking off a wave of
imprudent ynancing.

The rising cost of funds—beginning in mid-2004—led to defaults in
late 2006 and early 2007, resulting in a further round of declines
in asset prices.

In emerging East Asia, strong economic growth and robust
financial sector conditions—together with relatively small
exposure to US subprime mortgages—have helped limit spillover
effects of the US subprime turbulence to the region.

Although the region is more resilient than in previous periods of
ynancial market turbulence, several risks remain:
= generally deteriorating global economic growth and credit
conditions;
 prolonged ynancial market volatility;
= a sharper-than-expected slowdown in US growth; and
= aresurgence of inpationary pressures that could spill over
into local currency bond markets.

The recent external ynancial market turbulence underscores
the need to address several shortcomings in the region’s debt
markets—not only in the markets themselves, but also in the
regulatory and supervisory systems in which they operate:
= improving transparency by better valuation and accounting
of off-balance sheet risks;
= strengthening risk assessment and risk management
among ynancial institutions, regulators, and credit rating
agencies;
= enhancing the enabling environment for local currency bond
markets; and
= increasing regional cooperation in monitoring and regulating
ynancial markets, and in developing ynancial institutionsd
risk management techniques.



Emerging East Asian Local Currency
Bond Markets: A Regional Update

Bond Market Developments in the First Half of 2007

Figure 1: Growth of Emerging East Asian
Local Currency Bond Markets in 1HO7 (%)
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Sources: People’s Republic of China (ChinaBond.com); 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); and Japan (Japan Securities Dealers Association).

Size and Composition

Emerging East Asia’s local currency bond markets are
continuing to deepen, expanding faster than gross
domestic product in most markets.

The value of local currency (LCY) bonds was USD3.0 trillion,
9.9% above the USD2.7 trillion outstanding at end-2006 and up
17.2% from June 2006 (Table 1). Viet Nam’s bond market grew
fastest in the yrst half (44%); followed by the Peopleis Republic of
China (PRC) (13%); Malaysia (12%); Indonesia (10%); Thailand
(9%); Singapore and Republic of Korea (Korea) (7%); Hong Kong,
China (4%); and the Philippines (4%) (Figure 1).1

Emerging East Asia’s bond markets expanded faster than gross
domestic product (GDP) in all markets except the Philippines.
The ratio of LCY bonds outstanding to GDP grew from 54.7% at
end-2006 to 56.8% as of end-June 2007 (Table 2).

Foreign exchange rate gains contributed to the rise in the USD
value of bonds outstanding in most economies. In some markets
the currency appreciation partly repected strong inpows of
liquidity from overseas investors. Central bank attempts to
sterilize the inpationary effect of the new liquidity was a signiycant
factor in the growth of government bond issues across the region.
Even currencies that had weakened slightly in the yrst quarter of
2007 have strengthened somewhat since (Table 3). Signiycant
increases in the value of real estate and higher equity market
capitalizations attest to the insufyciency of these signiycant
attempts to absorb excess liquidity.

No consistent factor contributed to the overall growth in bond
markets. In several countries (PRC, Singapore, and Malaysia),
growth was much stronger in government debt markets, while in
others (the Philippines and Viet Nam), corporate issuances rose

1 The growth ygures in this section repect LCY changes in bonds outstanding and
do not include the signiycant foreign-exchange appreciation against the USD that
most regional currencies have experienced.
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Table 1: Size and Composition of Emerging East Asian Local Currency Bond Markets (in USD billions)

2005 2006 1HO7 (1 Jan—30 Jun) Growth Rate (%)
(Uég](t))?lﬁgn) % share (Uggtt))lijllr;(t)n) % share (Ugg‘;’lﬂgn) % share 2005 2006  1HO7
China, Peoplets Rep. of
Total 953.22 100.00 1,213.97 100.00 1,368.42 100.00 40.57 27.35 12.72
Government 652.84 68.49 805.81 66.38 922.99 67.45 38.51 23.43 14.54
Corporate 300.38 31.51 408.16 33.62 445.43 32.55 45.28 35.88 9.13
Hong Kong, China
Total 84.90 100.00 95.69 100.00 99.20 100.00 9.18 12.72 3.66
Government 16.21 19.09 16.86 17.62 17.20 17.34 3.37 4.01 2.02
Corporate 68.69 80.91 78.84 82.38 82.00 82.66 10.65 14.77 4.01
Indonesia
Total 50.71 100.00 53.21 100.00 58.45 100.00 (0.10) 4.95 9.84
Government 44 .31 87.38 46.40 87.19 49.96 85.48 0.14 4.72 7.68
Corporate 6.40 12.62 6.81 12.81 8.49 14.52 (1.75) 6.48 24.54
Korea, Rep. of
Total 879.87 100.00 965.61 100.00 1,035.84 100.00 10.80 9.75 7.27
Government 441.95 50.23 472.38 48.92 485.66 46.89 16.95 6.89 2.81
Corporate 437.92 49.77 493.23 51.08 550.17 53.11 5.20 12.63 11.54
Malaysia
Total 116.80 100.00 123.91 100.00 139.03 100.00 9.67 6.09 12.20
Government 57.20 48.97 62.22 50.21 76.40 54.95 8.04 8.79 22.79
Corporate 59.61 51.03 61.69 49.79 62.63 45.05 11.27 3.50 1.52
Philippines
Total 47.27 100.00 47.73 100.00 49.74 100.00 9.93 0.98 4.23
Government 46.20 97.74 46.15 96.69 45.38 91.23 8.30 (0.11) (1.65)
Corporate 1.07 2.26 1.58 3.31 4.36 8.77 218.42 48.20 175.73
Singapore
Total 90.31 100.00 99.65 100.00 106.89 100.00 5.90 10.35 7.26
Government 50.97 56.44 56.07 56.26 60.90 56.98 8.03 10.00 8.62
Corporate 39.34 43.56 43.59 43.74 45.98 43.02 3.26 10.80 5.50
Thailand
Total 102.04 100.00 125.26 100.00 136.51 100.00 24.69 22.75 8.98
Government 70.26 68.86 83.40 66.58 93.18 68.26 29.01 18.69 11.72
Corporate 31.78 31.14 41.86 33.42 43.33 31.74 16.10 31.73 357,
Viet Nam
Total 4.25 100.00 4.91 100.00 7.08 100.00 14.52 15.57 44.23
Government 4.14 97.52 4.48 91.28 6.41 90.57 12.24 8.17 43.11
Corporate 0.11 2.48 0.43 8.72 0.67 9.43 466.67 306.16 56.02
Emerging East Asia
Total 2,329.36 100.00 2,729.96 100.00 3,001.15 100.00 21.25 17.20 9.93
Government 1,384.08 59.42 1,593.76 58.38 1,758.09 58.58 24.68 15.15 10.31
Corporate 945.28 40.58 1,136.20 41.62 1,243.07 41.42 16.56 20.20 9.41
Japan
Total 6,735.79 100.00 6,859.33 100.00 6,843.13 100.00 8.55 1.83 (0.24)
Government 6,024.71 89.44 6,175.99 90.04 6,154.61 89.94 10.29 2.51 (0.35)
Corporate 711.08 10.56 683.34 9.96 688.52 10.06 (4.23)  (3.90) 0.76
Notes:

1. Growth rates are calculated from LCY base and do not include currency effects.

. Calculated using data from national sources.

. Corporate bonds include issues by ynancial institutions.

. Philippines and Singapore 1HO7 corporate ygures are AsianBondsOnline estimates.

. Bloomberg current end-of-period LCY/USD rates are used in emerging East Asia total.

abwnN

Sources:

People’s Republic of China (ChinaBond.com); 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), and AsianBondsOnline estimates.
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Table 3: 2006707 Appreciation
(Depreciation) of Emerging East Asian

Currencies (%)

Currency
CNY
HKD
IDR
KRW
MYR
PHP
SGD
THB
VND
JPY

Notes:

Against USD
2006 2007 YTD
3.34 3.91
(0.30) 0.04
8.89 (1.23)
8.25 1.60
6.89 3.48
7.99 8.66
8.05 3.25
14.62 10.61
(0.87) (0.19)
(1.11) 3.65

1. Appreciation (depreciation) is computed using natural
logarithm of (end-of-period rate/start-of-period rate).
2. 2007 YTD is as of 30 September 2007.

Source: Bloomberg LP.

Table 2: Size and Composition of Emerging East Asian Local
Currency Bond Markets (% of GDP)

Amount Outstanding

1HO7
2004 2005 2006 (1 Jan—
30 Jun)
China, Peopleis Rep. of
Total 32.29 39.47 43.83 46.06
Government 22.45 27.03 29.09 31.07
Corporate 9.85 12.44 14.74 14.99
Hong Kong, China
Total 47.07 48.00 50.74 50.88
Government 9.49 9.16 8.94 8.82
Corporate 37.58 38.84 41.81 42.06
Indonesia
Total 19.95 16.43 14.39 14.56
Government 17.39 14.36 12.54 12.44
Corporate 2.56 2.07 1.84 2.11
Korea, Rep. of
Total 94.11 100.26 105.19 109.73
Government 44.78 50.36 51.46 51.45
Corporate 49.33 49.90 53.73 58.28
Malaysia
Total 77.57 77.63 74.72 80.59
Government 38.56 38.02 37.52 44.29
Corporate 39.01 39.62 37.20 36.31
Philippines
Total 40.77 40.15 36.55 36.37
Government 40.45 39.25 35.34 33.19
Corporate 0.32 0.91 1.21 3.19
Singapore
Total 121.39 71.15 72.62 73.87
Government 67.16 40.16 40.86 42.09
Corporate 54.23 30.99 31.76 31.78
Thailand
Total 39.97 45.64 50.80 53.47
Government 26.60 31.43 33.82 36.50
Corporate 13.37 14.21 16.98 16.97
Viet Nam
Total 8.36 8.18 8.13 10.97
Government 8.32 7.97 7.42 9.94
Corporate 0.04 0.20 0.71 1.04
Emerging East Asia
Total 48.94 52.36 54.74 56.78
Government 28.28 31.11 31.96 33.26
Corporate 20.66 21.25 22.78 23.52
Japan
Total 153.38 165.50 166.44 164.36
Government 135.03 148.03 149.86 147.83
Corporate 18.35 17.47 16.58 16.54
Sources:

People’s Republic of China (ChinaBond.com); 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); GDP (CEIC); and AsianBondsOnline estimates.
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Figure 2: Growth of Emerging East
Asian Local Currency Government Bond
Markets in 1HO7 (%)
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Sources: People’s Republic of China (ChinaBond.com); 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).

strongly. Securitized notes actually contracted by 5% in the yrst
half of 2007, largely as a result of the US subprime mortgage
crisis. New securitized issues were withdrawn as demand dropped,
while investors re-assessed their portfolios.

Government local currency bond markets grew 10%o
in the yrst half of the year, partly because central
banks issued more debt to absorb excess liquidity
derived from the regionis large capital inpows.

Government bond markets in emerging East Asia grew by 10%
through June 2007 (Figure 2).The increased issuance by central
banks was especially strong in the PRC, Thailand, Malaysia, and
Indonesia.

< Viet Nam (43% government bond market growth in the yrst
half of 2007) has begun to issue large amounts of government
bonds now that it has completed the early stages of its 10-
year Capital Market Roadmap. The net increase in the yrst
half of 2007 was six times the amount issued during 2006,
with most of the increase occurring in the second half. Some
of the new issuance was also aimed at absorbing excess
liquidity, as was a USD1 billion government issue shortly
after June 2007. A much larger portion of the issuance was
for infrastructure development—a trend expected to continue
into 2008 and beyond.

< In Malaysia (23%), the increased issuance in the yrst half of
2007 was almost entirely (90%) comprised of the central bank
issuance of Bank Negara Monetary Notes (BNMNs). BNMNs
are speciycally designed as a liquidity management tool and
the amount outstanding varies directly with domestic credit
conditions and capital account inpows. Islamic bonds issued
by the government showed the highest rate of growth—as
they have for the past 5 years—growing at an annualized
rate of 85%.

< In the PRC, the government bond market growth of 15% in
the 6 months to end-June 2007 was in line with the average
annual growth rate of 31% over the past 3 years. Growth
picked up after slowing to 6% in the second half of 2006. As
was the case in 2006, the central bank’s (People’s Bank of
China’s) sterilization efforts contributed more than half of the
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growth as the government’s highly successful privatization
record during the past 2 years actually reduced the China
Development Bank’s need to issue government bonds.
Coupled with the PRC’s previous high rate of issuance, the
country’s government bond market now accounts for 52% of
emerging East Asia's total government bond market.

In Thailand (12%), government bonds outstanding grew
close to the average rate of the past 3 years. As the regional
market with the highest currency appreciation to June 2007
(over 23%), the central bank signiycantly increased its own
issues, as well as applying new restrictions on the capital
account. Monthly issues by the Bank of Thailand rose at year-
end 2006 and have remained at a level four times above the
2006 monthly average.

Singapore’s (9%) LCY government bond growth accelerated
steadily in the yrst half of 2007, as the central bank worked
to absorb capital inpows that lifted the SGD more than
3% in the year to June 2007. Nonetheless, 75% of the net
increase came from two new issues. The Monetary Authority
of Singapore issued large amounts of 5- and 20-year bonds
in the yrst half of 2007 as part of its renewed yield-curve
building program.

Indonesia’s (8%) government bond market growth to end-
June 2007 was twice the 2006 rate as a result of market
restructuring carried out during 2005-06, plus recent efforts
to stimulate a market for Treasury bills (from May 2007)
and a retail bond market (from March 2007). A signiycant,
if temporary, contribution to this growth also has been the
central bank’s issuance of more bills to absorb a surge in
liquidity accompanying higher levels of foreign investment
during the past year.

In Korea (3%), the growth in new government issuance
was half as fast as in the yrst half of 2006, as a result of
central bank tightening and the government’s plan to reduce
public debt to a level below 50% of GDP.?2 Unlike several of
its neighbors, Korea has not needed to issue bills to mop
up excess liquidity, removing one source of market growth
seen elsewhere. This is a result of proactive central bank

2 The Bank of Korea discussed these plans in Operational Direction of Monetary and
Credit Policies in 2007, issued in January.
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Figure 3: Growth of Emerging East Asian
Local Currency Corporate Bond Markets
in 1HO7 (%)
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Sources: People’s Republic of China (ChinaBond.com); 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).

measures in tightening credit conditions, which have in turn
contributed to the 11% appreciation of the KRW against the
USD over the past 2 years.

= In Hong Kong, China (2%), the government’s issuance was in
line with its long-term average but the rate has been slowing
over the last two semiannual periods. The government has
reduced its yscal deycit and projects a surplus for the yscal
year ending in March 2008. Because of this, the Hong Kong
Monetary Authority (HKMA) is concentrating its issuance in
the bills segment in order to maintain a liquid money market.
The HKMA is looking to develop liquid maturities at 10 years
and above. The issuance program to support these plans
remains under discussion.

e In the Philippines (-2%), the value of LCY government
bonds outstanding declined during the year to end-June as
the government used its recently improved yscal position
to delay refinancing bonds due for redemption rather
than maintain a predictable supply for investors. Several
auctions were cancelled because they drew average bids
with unacceptable yields higher. This policy raises questions
about the Treasury’s role as purely a funding agency or as a
reliable contributor to bond market infrastructure. Treasury
bills and bonds outstanding declined signiycantlyd 12% and
15% respectively—with the remaining public debt issued by
the central bank to absorb part of the excess liquidity that
drove the 13% appreciation of the PHP against the USD since
June 2006.

After outpacing government bond market growth for
the previous 18 months, corporate bond markets in
emerging East Asia grew at a slower pace in the yrst
half of 2007 due partly to the rising cost of short-
term ynance.

Corporate bond markets grew at a slower pace in the yrst half of
2007, yet several surged ahead (Figure 3). The fastest growing
markets—Philippines, Viet Nam, Indonesia, and PRC—also
liberalized their bond issuance procedures dramatically in 2006. In
the case of Viet Nam and the PRC, the growth was also achieved
despite rapidly rising interest rates. Nonetheless, the general
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Figure 4: Securitized Notes Outstanding,
2006 and 1HO7 (% of GDP)
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Bloomberg LP), Japan (Japan Securities Dealers Association,
Rating and Investment Information Inc., and Bloomberg LP),
and GDP (CEIC).

Table 4: Short-term Interest Rates

Market Reference Rate
China, People’s Rep. of CHIBOR 1 Month
Hong Kong, China HIBOR 1 Month
Indonesia JIBOR 1 Month
Korea, Rep.of KORIBOR 1 Month
Malaysia KLIBOR 1 Month
Philippines PHIBOR 1 Month
Singapore SIBOR SGD 1 Month
Thailand BIBOR 1 Month
Japan TIBOR 1 Month

us Federal Funds Rate O/N

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

trend is that growth in corporate issuance continues to outpace
economic growth. Regulatory reform in each market is continuing
to be a signiycant driver of corporate bond market growth.

The securitized-note markets of the region declined by 5% in
value during the yrst half of 2007 as existing issues matured
and investor appetite for new issues dwindled—particularly in
Japan’s asset-backed commercial paper market (Figure 4). The
big innovators of 2006 (the PRC and Hong Kong, China) reyned
new structures for issuance later in 2007. Other contributing
factors to this decline were the rising cost of short-term ynance
in most markets and rising volatility in offshore markets since
late February 2007 (Table 4).

* In the Philippines (176% corporate bond market growth in
the yrst half of 2007), the corporate bond market grew 50%
in the second half of 2006 and accelerated substantially in
the yrst half of 2007. Despite the growth, corporate debt
securities comprise only 8.8% of LCY bonds outstanding.
The increase in issuance is partly due to clearer guidelines on
underwriting and to measures that improve price discovery
in a very illiquid market. But the biggest factor is the surge
in portfolio investments that lifted overall liquidity levels and
lowered the cost of funding. As a strengthening peso made
currency swaps less attractive, some domestic companies
switched to LCY ynancing to replace maturing USD debt.
The mutual fund sector, revived just 3 years ago, is creating
demand in the bond market (90% of all mutual-fund assets
under management are debt securities). Despite the LCY
renaissance, the securitized note market contracted 6%
as prior foreign currency issues matured. In August 2007,
the securitized note market came under pressure when the

31-Dec-05 31-Dec-06 31-Mar-07 30-Jun-07 28-Sep-07

1.90 2.80 2.46 3.15 3.08
4.10 3.91 4.23 4.48 5.47
13.60 9.49 9.04 8.26 7.97
3.80 4.65 4.76 4.86 5.7
3.13 3.62 3.59 3.56 3.57
7.81 6.81 5.38 6.13 6.7
3.18) 3.44 2.94 2.38 2.52
4.30 5.24 4.69 3.75 3.50
0.06 0.42 0.63 0.62 0.70
4.25 B.dL7/ 5.38 5.38 4.50
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special purpose vehicle ynancing part of Manilais Metro Rail
Transit (MRT3) lacked sufycient funds to redeem one of its
senior notes. After a credit warning from Fitch Ratings, the
government and participating banks managed to organize
sufycient ynancing to redeem the notes on schedule.

In Viet Nam (56%), the LCY corporate bond market grew
more than the government bond market. The rate of growth
was far less than the 112% observed in the last 6 months
of 2006, as some very large issuers tapped the offshore
USD market. The central bank also tightened policy rates to
counter the excess levels of liquidity. This stalled the stock
market’s rapid appreciation and tempered issuer sentiment
in the debt market. The main driver of growth has been
infrastructure spending, supported by a high level of demand
from both foreign and domestic investment funds.

In Indonesia (25%), the LCY corporate bond market grew
rapidly during the yrst half of 2007, accelerating from 2% in
the second half of 2006. The announcement during the second
quarter and passage into law in the third quarter of new tax
incentives to corporate bond issuers was a major factor in the
market’s growth. In addition, a nascent Islamic bond market
is attracting a new investor base and at USD330 million now
makes up 4% of the corporate bond market. The steady
decline in the central bank’s reference rate from 9.75% at
year-end 2006 to 8.25% in early July 2007 also encouraged
new investors and issuers into the market.

In Korea (12%), corporate issuance accelerated in the yrst
half despite expectations that a slowing economy might
reduce corporate demand for credit. The securitization note
market remained steady despite successive interest-rate hikes
and currency volatility, which made these instruments less
attractive to foreign investors. To facilitate the participation of
foreign issuers and investors in the debt markets, the central
bank and the securities regulator have taken measures to
increase the range of risk-management techniques and for
investor eligibility. The securities regulator has also loosened
rules for collateral inclusion in funds. The corporate bond
market is now 58% of GDP, while the securitized note market
is only 2% of GDP.

10
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The PRC (9%) has led the region in corporate bond market
growth for the past 3 years and in the yrst half of 2007
remains the regionis second fastest-growing major market
(after Korea) in terms of bonds outstanding. More important
than its strong growth, however, is the diversity of issuance. A
majority of corporate bonds were issued by listed companies
in which the government’s stake has been reduced (below
50%) or which have no government stake. Innovation has
been an important factor, as numerous convertible bonds
were issued to take advantage of the stock market’s dramatic
rise this year. Subordinated debt also made its debut in the
LCY bond market, when the Bank of Communications issued
10- and 15-year subordinated notes comprising 9% of net
bond ynancing in the yrst half of 2007. No new LCY securitized
notes were issued in the yrst half of the year and 39% of the
previous issues matured, reducing the amount outstanding.
Nonetheless, regulatory guidance regarding the issue of
securitized notes was clariyed by both the central bank and
the securities regulator.

Singapore’s (6%) LCY corporate bonds outstanding grew
modestly in the yrst half of 2007 from the equivalent of
USDA43.7 billion in December 2006. A contributing factor was
the steady rise in the number of foreign yrms issuing SGD
bonds in Singapore. Foreign-based issuers constitute almost
25% of total LCY corporate bonds. Some of this growth in
2005 and 2006 also came from real estate equity investment
trust (REIT)-related bond issuers. While the REIT sector
continues to grow, securitized notes as a whole contracted by
15% in the yrst half. Increasing volatility in the international
securitization sector reduced the appetite for many of the
market’s traditional investors.

In Thailand (4%0), the corporate bond market grew strongly
(18%) in 2006, but slowed in the yrst half of 2007 in response
to policy uncertainty and a signiycant increase in issues from
the central bank. The securitized note market also declined,
by 7% in the yrst half. Even though the central bank cut its
policy rate six times between December 2006 and July 2007,
to 3.25%, and the 5-year yield dropped to 4%, the yield curve
steepened steadily and many yrms chose to borrow short-
term funds from banks, which reduced new debt issues.
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Figure 5: Government Bond Turnover
Ratios?*

China, People's Rep. of
Hong Kong, China
Indonesia

Korea, Rep. of
Malaysia

Philippines
Singapore

Thailand

Viet Nam

m1H 2007
2H 2006

—
|—

-

——

—

— m1H 2006
|——

f—

[—

—

Japan

0 1 10 100

1 Calculated as LCY trading volume (sales amount only) divided
by average LCY value of outstanding bonds during each 6-month
period.

Sources: People’s Republic of China (ChinaBond.com); Hong
Kong, China (Hong Kong Monetary Authority); Indonesia
(Bank Indonesia and Surabaya Stock Exchange); Republic of
Korea (KoreaBondWeb); Malaysia (Bank Negara Malaysia);
Singapore (Monetary Authority of Singapore); Thailand (Thai
Bond Market Association); Viet Nam (VietComBank Securities
and Ho Chi Minh City Securities Trading Center); and Japan
(Japan Securities Dealers Association).

< In Hong Kong, China (4%), the corporate bond market
continued growing at twice the rate of the much smaller
government note market. However, growth decelerated from
the 8% achieved in the second half of 2006. A signiycant
factor was the extremely strong equity market, where price-
earnings ratios rose to such high multiples that it became
much cheaper to ynance projects with equity than debt.
The securitized note market contracted by 28% in 2007,
falling to below 1% of GDP as several issues matured. More
securitized note deals have been issued in the second half
of the year. But the main reason for the lack of new issues
was the focus on PRC-related ynancings, for which very little
structuring was required amid investor enthusiasm on both
sides of the border.

= Malaysia’s (2%) corporate bond market growth was modest,
decelerating over the past year and declining slightly as a
percentage of GDP. Although corporate demand for funds
has remained strong, it has to a larger extent been satisyed
by banks or by the recently booming equity market. The
reduced demand for bonds was even more pronounced in
the securitization market, which declined 14% in value in the
yrst half. The Islamic Finance sector continued its double-
digit growth over the period at an annualized rate of 26%.
Islamic securities now comprise more than half of corporate
bonds outstanding (61% as of end-June 2007).

Turnover

Turnover ratios were mostly higher in the yrst half
of 2007 than in 2006 as steepening vield curves led
investors to reassess the term structure of their bond
holdings, while in some markets new regulations
also encouraged increased trading.

Turnover ratios, a measure of market liquidity, rose appreciably
in government bond markets in Indonesia, PRC, and Thailand,
while Malaysia; Hong Kong, China; and Singapore improved more
modestly in the yrst half of 2007, compared with the second
half of last year. Korea, Philippines and Viet Nam saw moderate
declines (Figure 5). For the LCY government bond sector, the
average turnover ratio rose 18% to 1.3 times the value of bonds
outstanding.
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Figure 6: Corporate Bond Turnover Ratios?
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1 Calculated as LCY trading volume (sales amount only) divided
by average LCY value of outstanding bonds during each 6-month
period.

Sources: People’s Republic of China (ChinaBond.com); Hong
Kong, China (Hong Kong Monetary Authority); Indonesia
(Bank Indonesia and Surabaya Stock Exchange); Republic of
Korea (KoreaBondWeb); Malaysia (Bank Negara Malaysia);
Singapore (Monetary Authority of Singapore); Thailand (Thai
Bond Market Association); and Japan (Japan Securities Dealers
Association).

Corporate bond turnover increased substantially in Hong Kong,
China and more moderately in Thailand and Indonesia. Corporate
bond market turnover declined in PRC, Korea, and Malaysia
(Figure 6). In the LCY corporate bond market, the average
turnover ratio fell by 31% to 0.32 times the value of bonds
outstanding.

e The PRC saw quite divergent trends in turnover in the
government and the smaller corporate sector. While the
government bond market’s turnover ratio rose 34% to
0.68 times bonds outstanding, the corporate market’s ratio
fell 42% to 0.55 times during the yrst half of 2007. The
PRC corporate bond market remains more liquid than the
government sector—in sharp contrast to the rest of the
region, where turnover in the government sector is 3 to 15
times that of the corporate sector. In part, this is due to the
novelty of corporate bonds. Even though all corporate bonds
required bank guarantees until the third quarter, they offer
considerably higher yields than government bonds. Since
corporate bond trading was allowed on the interbank market—
managed by the central bank—they have gained a wider range
of investors (including insurance yrms, as opposed to purely
banks before). In parallel, the new investors are gradually
allowed to access the interbank market. The interbank market
is where most bills and bonds are now traded. Much of the
rise in the government bond turnover ratio is attributable
to the rise in the proportion of central bank bills—to almost
50% of the total government market. These money-market
instruments are more liquid than medium-term notes and
bonds, adding to their popularity.

< Hong Kong, China retained its position as having the highest
turnover ratio in the region’s government bond sector. A
contributing factor is the Hong Kong Monetary Authority’s
continued issuance at the short end of the yield curve. Its
primary objective is to support a liquid money market, as
this reinforces the territory’s banks and debt and equity
underwriting markets. In the yrst half of 2007, turnover
rose moderately (18%) to 40 times government bonds
outstanding. The high percentage of bills (53%) is the main
reason for the high turnover ratio. Similarly, the much larger
corporate bond market’s turnover ratio rose 25% to a less
liquid 0.10 times bonds outstanding. A major factor in this
rise has been the dramatic surge in HKD liquidity over the
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past year as the PRC has gradually opened more investor
channels into Hong Kong, China. This expansion of funding
sources has matched the enormous increase in Hong Kong,
China-based fund raising for PRC-based yrms. Over USD42
billion in new HKD-denominated equity and USDO.65 billion
in new RMB-denominated debt for PRC concerns has been
raised in Hong Kong, China’s capital markets in the year to
June 2007. This compares with USD99 billion of issues over
the past decade.

In Indonesia, new tax incentives for corporate bond issuers
and new rules for price discovery have boosted both issuer
and investor participation in the debt capital markets over
the past year. Since the beginning of May, government bonds
can be traded on the Surabaya stock exchange and liquidity
has improved for both government and corporate bonds
as a result. The merger of the Surabaya and Jakarta stock
exchanges takes effect on 1 December 2007. Increased
investor participation was especially visible in the yrst half of
2007, during which government bond turnover rose 58% to
0.76 times bonds outstanding and the corporate market rose
11% to 0.25 times bonds outstanding. The boost in market
activity has also been supported by the continued decline in
interest rates. Rates fell all along the yield curve during 2006
as the central bank continued cutting its reference rate until
June 2007. The consequent rise in bond prices has induced
both trading and issuance.

Korea’s government bond market turnover ratio fell 2.5% to
1.18 times bonds outstanding, while corporate bond market
liquidity declined by 1% to 0.24 times during the yrst half of
2007. Central bank tightening led to a 50 basis point (bp) rise
in yields over the period, which discouraged trading. At the
same time, the mutual fund market has continued growing
at a fast pace for many years, bringing new small investors
to the yxed-income and equity markets. This meant that
institutional investors tended to wait for new issues at the
higher yields rather than trade existing notes.

In Malaysia’s capital markets, turnover in the government
bond market (up 24% to 1.39 times bonds outstanding) rose
moderately, while that in the corporate bond market (down
31% to 0.32 times bonds outstanding) fell substantially.
The government market beneyted from the increased share
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of issuance in the money market—where most trading
occurs—combined with some uncertainty over future interest-
rate trends. The inpux of foreign capital that motivated the
central bankis increased issuance in the yrst place powed
into government and corporate debt securities, increasing
the foreign-held share during the yrst half of 2007 by almost
50%, and raising turnover.

In the Philippines, the signiycant reduction in market yields
and the increasing inpux of nonresident funds (some of it an
increase in repatriated income) have made bond issuance
more attractive to corporations. But this surge in liquidity led
the central bank to begin tightening late in the yrst quarter
and to increase bill issuance to mop up some of the liquidity.
Unlike many other markets, this new issuance did not lead
to a rise in turnover (which was down 3.3% to 0.66 times
bonds outstanding), as the prospect of higher yields (up since
April) has discouraged new trades. The practice of declining
bids at treasury auctions also discouraged turnover as market
participants were reluctant to position their portfolios ahead of
auctions. Certainty of the amount and timing of government
debt supply is crucial to building market conydence. No
corporate debt securities turnover data is available although
the signiycant rise in new corporate issues may lead to
measurable turnover in the near future.

Singapore’s LCY government bond market turnover rose
20% to 1.63 times bonds outstanding during the yrst half
of 2007. A 0.75% decline in short-term yields and sell-off in
longer-dated bonds led to a steepening of the yield curve,
which somewhat discouraged outright trading of bonds by
institutional investors. Countering this disincentive was the
large increase in bills issuance to absorb liquidity which
resulted in an increase in the money market share of overall
trading. Some support for increased liquidity came from
several re-openings of existing government benchmark issues
to provide more depth.

In Thailand, the pattern of solid issuance volumes and
stronger trading volumes seen in several markets was
repeated. Higher-than-average market growth was repected
in the highest turnover increase in the region, up 62% to 1.68
times government bonds outstanding during the yrst half of
2007. The most active part of the government market was
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Figure 7: Reemergence of Inpationary
Pressures (%)
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Source: OREI staff calculations based on CEIC data.

short-term notes and bonds issued by the Bank of Thailand,
which pays a moderately higher yield than the sovereign.
These instruments are used to sterilize excess liquidity.
Turnover increased yve-fold over the average for the past 2
years during the yrst half of 2007. In late February 2007, the
central bank lowered its policy rate and the general decline
in interest rates that followed stimulated the corporate bond
market—both for new issues and for trading. The corporate
bond turnover ratio rose 17% to 0.09 times as a result.

e Viet Nam’s bond market continues to evolve rapidly and
the response to policy signals and external changes in the
supply of funds is changing with it. Amid the strongest bond
market growth in the region, turnover in government bonds
declined substantially, to 0.23 times bonds outstanding. The
main cause of the decline was the central bank’s tightening
policy in response to excess funds supply, especially from
nonresidents. As the State Bank of Vietnam has limited policy
tools at the moment, it has increased reserve requirements
and the base lending rate to cool the market. The expectation
of further tightening has encouraged investors to wait for
future issues at higher rates rather than switch out of older
issues into the current higher-yielding notes. The corporate
bond market is less than 1 year old and no systematic
measure of its activity is available, but market reports suggest
that its limited liquidity declined somewhat in the yrst half
of 2007.

Bond Yields

Reversing the general trend of the previous 2 years,
yield curves generally steepened in 2007. Short-
term rates fell slightly in response to the liquidity
surge, while long-term rates rose in response to the
reemergence of inpationary expectations.

During most of the yrst quarter of 2007, interest rates in emerging
East Asia held steady and currencies continued to appreciate (see
Table 3, pg. 5 and Table 4, pg. 9). Slight rises in headline inpation
and continued high oil and other commodity prices (Figures 7, 8)
led to a rise in inpationary expectations and most yield curves
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began to steepen in the second quarter as global uncertainties
and increased volatility from global credit markets impacted on
local currency debt markets (Figures 9, 10).

Policy makers, including those at the People’s Bank of China,
tightened interest rates in the early part of the year in response
to rising inpation. When the Shanghai Stock Exchange index fell
more than 10% in 2 days, global markets briepy panicked and
investors began to re-evaluate their securities holdings based
on heightened perceptions of ynancial risk. Market participants
began to withdraw credit lines from each other in reaction to
rising defaults in the US subprime mortgage market and increased
market volatility. These actions triggered a fundamental change
in regional bond markets. Long-term bond yields began to rise,
signiycantly reversing direction in the case of Indonesia and
particularly in Thailand and Malaysia. In some markets, short-
term interest rates rose as central banks issued bills to absorb
liquidity although in others they remained relatively unchanged.
But regardless of these policy actions, many market participants
found it difycult to borrow as credit lines contracted.

By late July—partly as a response to the very public failure of
several large credit hedge funds®—long-term yields in many
Asian markets were repecting global trends and had already
risen by 50bp to 100bp. Central banks generally loosened policy*
to reduce the effects of a global credit squeeze and short-term
yields eased in response.

Long-term yields remain high relative to short-term rates to repect
the heightened risk premium in all emerging East Asian markets
except Japan and Singapore, which are functioning as regional
safe havens. Yield curves in the rest of Asia have steepened as
investors moved into shorter maturities to wait out the turbulence.
The two exceptions were Indonesia and the PRC, where overdue
central bank tightening raised short-term rates enough to patten
the local yield curves markedly in the third quarter.

3 Bear Stearns, a major New York securities yrm, was forced to wind up two hedge
funds that it managed, the High-Grade Structured Credit Strategies Fund and the
High-Grade Structured Credit Strategies Enhanced Leverage Fund, after injecting
more than USD3 billion into the former in July 2007. Sowood Capital Management LP,
a hedge fund manager that had held over USD6 billion in assets under management,
had to wind up both of its hedge funds in July 2007.

4 This action took several forms. In some cases Central banks kept policy rates
unchanged but eased access requirements to emergency funding or widened
acceptable securities collateral to include prime name paper. In others, both policy
rates and collateral arrangements were eased.
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In the PRC, yields have risen in step with the central bank’s
progressive tightening, which began early in 2006 and
accelerated in the second and third quarters of 2007. As
inpation continued rising throughout this period, the yield
curve, as repected by the 2710 year curve spread, steepened
about 55bp from January through August. The spread has
pattened somewhat (about 30bp) as global debt and equity
markets recovered in September and October. At its steepest,
the 2—-10-year term spread was 131bp steeper than the
equivalent term spread in the US, repecting the relatively
higher inpationary expectations. The yield curve spread may
remain high over the next year. As part of the new parcel of
reforms, the 10-year Treasury bill will ynd new competition
from corporate bonds that will be issued at higher yields
and without bank guarantees and its yield may have to rise
somewhat to repect the increased competition for investment
funds from corporate borrowers.

Yields in Hong Kong, China track US yields most closely
because of its currency peg with the USD and the divergence
between the two markets remained consistently at around
20—30bp until August 2007. Increasing monetary ties with the
PRC are beginning to change the dynamics of this relationship.
Qualiyed Domestic Institutional Investor and similar programs
in the PRC are bringing more funds into Hong Kong, China
both into equities and local debt securities. The continued
inpux of funds has meant that the local 2110 year yield curve
spread stopped widening just as US credit markets tightened
dramatically in response to market turbulence. Since August
the divergence has almost completely disappeared.

Indonesia, like the Philippines and the PRC, beneyted in
the early half of 2007 from an increasing number of foreign
investors attracted by the high yield of its bonds and its
progression of public-sector reforms. The central bank
continued to lower its policy rate throughout the yrst half
of the year, increasing the likelihood of capital proyts from
holding debt securities. As a result, the 2—10 year LCY vyield
curve spread declined approximately 100bp to fewer than
120bp between January and June 2007. Foreign credit
problems increased awareness of risk in all markets and
pushed the term spread back out briepy to 200bp in August.
In the third quarter Indonesia raised policy rates to support
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the currency in the light of global turbulence, which has
narrowed the 2—-10 year spread to approximately 100bp.

In Korea, domestic credit markets expanded rapidly in
response to a series of liberalizing steps that allowed a wider
range of borrowers to access the market. New demand for
investment capital helped push LCY yields higher across the
yield curve by an average of 50bp by mid-July. The Bank
of Korea raised policy rates in December 2006, and this
combination of policy actions ensured that the yield curve
remained pat until early May. At that point, rising foreign
credit concerns and domestic inpation risks pushed up the
10-year yields and increased the local currency 2P10 year
spread to 30bp, until the central bank raised the overnight call
rate in July and August, pattening the yield curve again.

In Malaysia, the yield curve remained fairly pat with yields
at about 3.75% throughout the year. During the period of
rising global credit concerns, beginning in mid-May, there
was a considerable reallocation of funds between various
maturities in the LCY bond market. As a result the 2-10
year yield curve spread gyrated between +30bp and -30bp,
although the long-term trend of a pat yield curve remained
relatively intact. The increased volatility was a test of the
new openness in the countryis capital account, as signiycant
amounts of foreign investment money had entered the LCY
market during 2006 and had helped lift the currency almost
10% in the 18 months to end-June 2007. The size of the LCY
government and corporate bond markets and the balance of
outbound and inbound investments helped keep the currency
stable during this period of foreign investor uncertainty.

In the Philippines, easier short-term interest rates pushed the
2-10 year yield curve spread to 220bp by March 2007. As
foreign investors became more concerned about credit risk
in the light of increased stock market volatility and emerging
inpation concerns, 10-year yields also began to rise. The
combination of the central bank tightening credit access and
the US-based credit crunch led to short-term rates increases
of more than 180bp, to nearly 7% in late July—nearly 1%
above the central bankis ofycial borrowing rate. The rise in
short-term rates and the promise of a reduced yscal deycit
helped patten the yield curve by over 130bp from March to
August 2007. Along with the central bank’s tiering scheme
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for reserves access (effectively rationing reserves without
raising rates), these measures began to slow some of the
effects of excess liquidity. The external shock from the US
credit markets also caused both the foreign currency and the
LCY term yields to see-saw. As peso holders sought safety in
the LCY sovereign note and foreign investors reduced their
Philippine USD sovereign debt holdings, the yield on LCY
Philippine Treasury notes came down to within 20bp of USD
bonds issued by the Republic of the Philippines, unimaginable
from the differential of 370bp seen 2 years earlier.

Singapore’s yield curve spread gradually steepened
throughout 2007, from just 5bp at year-end 2006 to nearly
70bp in September. The two main sources of this steepening
were a creepingd but still lowd inpation expectation which
caused longer bond yields to rise and investor fipight to
safety” which pushed the 2-year yield down 85bp. Investors
in other economies in Asia saw Singapore and Japan as
safe havens and moved investment capital in the short end
of the Singapore debt markets. Even though the Monetary
Authority of Singapore increased its issuance of bills and
short-term bonds to absorb the new liquidity, demand was
strong enough to bring short-term yields down further than
long-term yields.

In Thailand, continued enforcement of the 30% unremunerated
reserve requirement, imposed in December 2006, proved a
major inpuence in LCY debt markets. Once listed equity
investments were exempted, foreign investment powed back
into the equity market in 2007. The Bank of Thailand reversed
its policy stance and eased interest rates. Between January
and May 2007 both short-term and long-term interest rates
fell—ensuring that the 2-10 year yield curve spread remained
in a band between parity and +50bp. The return of global
risk perceptions then reduced the investment inpows. New
relaxation of rules for overseas investment by residents
combined with diminishing inpows by nonresidents created
a net outpow of portfolio money which helped lift the 2-year
yield over 50bp from mid-May. At the same time, 10-year
yields rose by 140bp as inpation concerns reemerged. As
a result the 2—10 year spread has steepened 100bp since
May.
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Table 5: iBoxx ABF Index Family Returns

Market

China, People’s Rep. of
Hong Kong, China
Indonesia

Korea, Republic of
Malaysia

Philippines

Singapore

Thailand

Pan-Asian Index

US Govt 1-10 years

Notes:

Modiyed Duration
(years)

4.11
3.37
4.89
3.20
4.31
3.88
5.02
4.94

4.08

3.52

= In Viet Nam, authorities raised concerns about the strong
inpow of funds driving stock and property prices up and over-
heating the economy. Bank lending to the securities sector,
whether to support trading or margin purchases, tripled in
the year to June 2007. These worries led the central bank
to tighten reserve requirements. A series of administrative
measures has also progressively limited individuals’ access
to credit. This tightening has resulted in yields for 5-year
bonds rising from 7.6% in early January to 8% in September.
This represents a reversal of the easing trend in 2006 when
5-year bond yields fell from 8.75% to 7.6%.

Bond Index Returns

Despite turbulence in international credit markets,
appreciating real currencies have resulted in 5.4%%
returns in US dollar terms over the yrst 9 months
of 2007.

The ABF Pan Asian index returned 5.4% in the 9 months to
September 2007, compared with full year returns of 13.64%
in 2006 (Table 5). Within the context of international volatility
in other global yxed-income asset classes, Asian yxed-income
returns are at least positive although some of the early gains from
lower long-term yields in most of the region’s markets during the

2006 Returns (%) 2007 YTD Returns (%)

USD Unhedged
Total Return

USD Unhedged

Local Currency Total Return

Local Currency

Bond Index Index Bond Index Index
2.32 5.63 (2.41) 1.43
5.77 5.49 1.60 1.80

26.48 35.46 10.23 8.54
6.00 14.38 1.95 3.59
4.81 11.82 3.05 6.16

22.24 30.05 2.02 10.71
3.73 11.91 4.27 7.09
5.48 18.67 7.00 12.09

NA 13.64 NA 5.40
3.52 4.95

1. Market bond indexes are from iBoxx ABF Index Family. 2007 YTD is year-to-date returns as of 30 September 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 30 September 2007.

Sources: AsianBondsOnline, Bloomberg/EFFAS for US Government Bond Index.
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yrst half of 2007 were reversed during the third quarter. When
overseas credit markets ran into liquidity problems, foreign
investors reduced their debt exposures in some economies. Earlier
positive returns due to appreciation of the region’s currencies
also partially reversed, reducing returns in USD terms in the
third quarter.

Nonetheless, Thailand and the Philippines showed very strong
USD returns with the help of large currency gains in the yrst
9 months of the year. While returns in the PRC bond markets
were slightly negative in local currency terms, an appreciating
RMB ensured positive returns in USD terms. Solid LCY returns
in Thailand and Indonesia resulted from continued central bank
easing throughout the period. Even with the rise in long-term
yields in Malaysia and Singapore in the third quarter, returns for
the 9 months remain positive in both local currency and USD
terms.

Institutional and Regulatory Changes

Continued reforms and liberalization have led
to credit-rating upgrades for several regional
economies, offering the best hope for more rapid
expansion of bond markets.

Market liberalization has continued at a fast pace in 2007. Several
markets are working on building liquidity in their government yield
curves by focusing issuance on benchmark maturities. Extending
the term of the yield curve has drawn renewed interest, as has
opening the capital account to balance the pow of cross-border
investments. Some markets have started experimenting with
higher-risk bond issues and synthetic credit risk in efforts to
increase credit market access for smaller companies.

* PRC authorities have worked on many fronts in credit markets
and have achieved signiycant breakthroughs in two related
areas: (i) improving the corporate sector’s access to credit,
and (ii) removing mandatory bank guarantees for corporate
issuers. With the yrst, the formal designation of the China
Securities Regulatory Commission (CSRC) as the sole agency
where ylings for bond issuance are vettedd against written
standardsd is a major positive reform. Reducing the role of
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