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Summary

1. Moves toward regional economic and financial integration in Asia are accelerat-
ing. The ASEAN members have agreed to establish an ASEAN Community consist-
ing of a political-security community, economic community and socio-cultural com-
munity by 2015. From the financial perspective, preparations for the creation of an
economic community include a plan to integrate capital markets, primarily through
the integration of stock markets within the region. ASEAN will also work toward the
gradual liberalization of capital transactions. In addition, since the 1997 Asian finan-
cial crisis, the ASEAN+3 group has implemented a regional financial cooperation
program based on (1) stronger economic surveillance within the region, (2) the es-
tablishment of a system to supply liquidity in emergencies, and (3) the development
of Asian bond markets.

2. The onset of the global financial crisis has highlighted the need for the im-
provement of crisis response capabilities in Asian countries. At a time when flows
of capital into Asia are conspicuously unstable, there is a growing need to reduce
reliance on capital flows from outside of the region by deepening regional financial
integration, and to improve the region’s capacity to withstand external shocks. Asia
also needs to expand intraregional demand, since it can no longer rely on demand
from advanced countries, where growth rates are falling. Progress toward regional
financial integration can be expected to strengthen the functions of financial systems
in various ways and to increase the capacity to provide financial services to the real
economy, thereby accelerating the transition to growth led by domestic demand.

3. A feature of Asian bond markets in recent years has been the conspicuous ex-
ansion of the corporate bond market. However, there is still considerable scope for
urther development. Also, an analysis of the balance of long-term bond investment

in each country shows that the percentage of intraregional investment in Asia rose in
2010. Reasons for this appear to include progress toward re%ional economic integra-
tion and a growing preference for intraregional investment by Asian investors. Con-
tinued efforts to develop and open up national markets are crucial to the maintenance
of this trend. Regional financial integration also appears to be mitigating the impact
of the crisis, as indicated by the fact that banks Wltgin Asia are bridging the gap left
by reductions in lending to Asia by European banks.

4. Asiais also being affected to some extent by the European debt crisis. In this sit-
uation, it will be necessary not only to strengthen regional financial integration, but
also to develop a range of stronger measures to deal with crises. Specific priorities
include, by using foreign exchange policies, fiscal and monetary policies, financial
regulations and capital transaction regulations, to curb excessive capital inflows and
outflows, and to implement countermeasures when such situations arise. Continued
efforts to improve domestic financial systems are also essential.

5. China is implementing a yuan internationalization strategy, prompted mainly by
declinin conﬁd%nce in the role of the U.S. dollar as a key currency since the global
financial crisis. This is also significant from the viewpoint of regional financial in-
tegration, since it will cause a gradual shift away from the dollar over the long-term
future. The Japanese government is supporting this shift because of the benefits that
it will bring to the activities of Japanese businesses and financial institutions and to
the Tokyo market. In July 2012, the Japanese cabinet adopted the “Japan Revitaliza-
tion Strategy,” the aims of which include the establishment of a presence in Asia for
Japanese companies, financial institutions and markets through the creation of Asia’s
top exchange in Japan, and by making Japan the hub for domestic and international
flows of funds. These various developments in countries and regions within Asia are
expected to drive steady progress toward regional financial integration.
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Introduction

There is an accelerating trend toward regional
economic and financial integration in Asia. This
article examines regional financial integration.
There is no accepted definition of regional in-
tegration, but according to the Asian Economic
Integration Monitor (AEIM) launched by the
Asian Development Bank in July 2012, regional
integration is a process leading to greater interde-
pendence in such areas as trade, investment and fi-
nance. Integration affects people, goods and mon-
ey. It is driven by market forces and policy-based
efforts. The AEIM examines regional integration
in relation to (1) production networks and trade,
(2) financial integration, (3) macroeconomic inter-
dependence, (4) international and regional trans-
migration, (5) infrastructure connectivity, (6) co-
operation in trade policy, and (7) macroeconomic
and financial cooperation. The specific indicators
used in this analysis are intraregional trade, in-
traregional direct investment, intraregional equity
and bond holdings, intraregional tourism flows,
intraregional population migration, and national
output correlations.

When discussing regional integration in Asia,
we first need to deal with the question of scope.
The analyses in AEIM refer to the entire region,
which is defined as consisting of the 48 member
countries of the Asian Development Bank (ADB).
These are divided into Central Asia, East Asia,
South Asia, Southeast Asia, the Pacific Islands
and Oceania. Of course, there are various sub-
regional frameworks in Asia, such as ASEAN, the
East Asia Summit, APEC and the GMS. At pres-
ent there is no generally accepted view on which
areas should be the main focus.

The level of integration varies in each of the
sub-regions but is relatively advanced in East
Asia and Southeast Asia. ASEAN, or ASEAN+3,
has become an important framework for regional
financial integration, and this aspect will be the
main focus of the analysis in this article.

A feature of integration in Asia is the fact that
the process is being driven primarily by market
forces. This is a major contrast with integration
in Europe, which has been a policy-based process

oriented toward political union. No institutional
frameworks have been created in Asia with the
aim of achieving integration, and the process has
basically been characterized by gradual progress,
and by openness to the rest of the world. In this
context, moves to establish an ASEAN Commu-
nity can be seen as a highly significant from the
viewpoint of creating institutional structures.

If integration is moving forward under the im-
petus of market forces, what reasons are there to
use policy tools to accelerate the process? This
is the question that will be examined in this ar-
ticle. The reason emphasized in the AEIM is the
fact that slower growth in industrialized coun-
tries since the onset of the global financial crisis
means that Asia can no longer look to demand in
those countries as the source of its growth. Asia
already accounts for 36.6% of the world’s GDP
and 56.2% of its population. The region includes
countries with extremely high income levels, and
countries that are achieving dynamic growth. Re-
inforcement of regional integration seems to be a
reasonable option for Asian countries wishing to
secure growth under their own impetus. However,
the fact that two-thirds of the world’s poor live in
Asia raises the question of how the benefits of in-
tegration will be distributed.

This article is structured as follows. In Part
I we will consider the significance of policy-
based moves toward regional financial integration
through the creation of the ASEAN Economic
Community and regional financial cooperation
within the ASEAN+3 region. In Part II, after first
looking at the current state of bond markets in
Asia, we will use data to ascertain whether prog-
ress is being made toward regional integration of
long-term bond investment, equity investment and
bank lending. We will also look at issues affecting
progress toward regional integration in the area of
bond investment. In Part III, we will analyze the
impact of the European debt crisis on Asia and
consider how Asian countries should respond to
instability in the international financial environ-
ment. We will also identify lessons that can be
learned from the European debt crisis. In Part IV
we will examine two factors that will influence
regional financial integration: China’s yuan inter-
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nationalization strategy and financial cooperation
between Japan and China, and Japan’s efforts to-
ward regional financial integration.

I. The Significance of Regional
Financial Integration

1. Progress toward Capital Market In-
tegration in ASEAN and Financial
Cooperation in the ASEAN+3 Re-
gion

(1) Capital Market Integration in ASEAN

In this section, we will consider the significance
of regional financial integration initiatives under-
taken in the ASEAN and ASEAN+3 groups. We
will look first at the current level of financial co-
operation in each of these regions.

ASEAN aims to create an Economic Commu-
nity by 2015. As a part of this effort, in addition to
the Implementation Plan for ASEAN Capital Mar-
kets Integration, which focuses on regional stock
market integration, ASEAN will also work toward
the gradual liberalization of capital transactions.
The Implementation Plan for ASEAN Capital
Markets Integration recognizes the inadequate
scale of capital markets in individual ASEAN
countries. It consists of specific measures to har-
monize market infrastructure in order to increase
intraregional cross-border transactions in the re-
gion’s securities exchanges. The main elements of
the plan are the creation of a basic environment (1)
the establishment of a harmonization and mutual
recognition framework), the creation of market
infrastructure ((2) the establishment of an ASEAN
exchange alliance and governance framework,
(3 the development of new products, (4) the rein-
forcement of bond markets), the reinforcement of
the implementation process ((5) alignment of do-
mestic capital market development plans, (6) rein-
forcement of structures within ASEAN). The plan
is being promoted by the ASEAN Capital Markets
Forum (ACMF), which was established in 2004
as a forum for discussion among securities regu-
latory authorities concerning the development of
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capital markets within the region.

A significant achievement in relation to market
integration was the creation of the ASEAN and
Plus Standards Scheme. Conceived by the ACMF,
this is a set of disclosure standards to be applied to
intraregional cross-border equity and bond offer-
ings. The aim is to promote awareness of ASEAN
as a single asset class by facilitating cross-border
issues and enhancing the transparency of securi-
ties within the region.

Working alongside the ACMF are the Task
Force on Regional Securities Market Linkages
and the ASEAN 100 Task Force. While the ACMF
consists of representatives of securities superviso-
ry authorities, the other two task forces are made
up of representatives of securities exchanges. The
Task Force on Regional Securities Market Link-
ages is working toward the inter-linkage of the
trading and settlement systems of securities ex-
changes within the region.

Launched in June 2012, the ASEAN Exchanges
system connects seven exchanges within the re-
gion via an electronic network, allowing 210 rep-
resentative issues to be traded. Other initiatives
have focused on the simplification of procedures
for the reciprocal listing of ASEAN companies on
securities exchanges within the region, and on the
assessment of the corporate governance of compa-
nies listed within the ASEAN region.

The ASEAN 100 Task Force aims to establish
ASEAN as an asset class through the development
of ASEAN stock indices and ETFs. In 2005, the
FTSE/ASEAN180 and FTSE/ASEAN40 indices
were developed in collaboration with the British
FTSE Group.

As indicated by these initiatives, the main focus
of regional financial integration in ASEAN has
been the creation of a single asset class for ASE-
AN through market expansion.

(2) Regional Financial Cooperation in the
ASEAN +3 Region

We will look next at recent moves toward fi-
nancial cooperation within the ASEAN+3 region.
In May 2012, the finance ministers and central
bank governors of the ASEAN + 3 group issued a



joint statement calling for the following steps to
strengthen the Chiang Mai Initiative Multilater-
alization (CMIM), which is an emergency liquid-
ity supply scheme. First, the overall scale of the
scheme would be doubled from $120 billion to
$240 billion (Table 1). Second, the IMF de-linked
portion of the scheme would be increased from
20% to 30%, and to 40% in 2014 if conditions are
suitable. Third, loan maturity and extension peri-
ods would be lengthened. Fourth, a crisis preven-
tion facility known as the “CMIM Precautionary
Line” (CMIM-PL) would be introduced.

To ensure the effective operation of CMIM,
the ASEAN+3 Macroeconomic Research Office
(AMRO) has been established in Singapore and
has commenced surveillance activities. Specific
activities will include the regular submission of
economic reports at the regional and national lev-
els, and consultation with individual countries.

The Asian Bond Markets Initiative (ABMI)
launched in 2003 has produced many achieve-
ments. First, there was the recent creation of the
Credit Guarantee and Investment Facility (CGIF).
This institution guarantees corporate bonds is-
sued in local currencies within the region. It was
established as an Asian Development Bank trust
fund with initial funding of $700 million. The es-

Table 1 Contributions to CMIM

($100 million)
Country Contribution Loan multiplier

China (Notes) 768.00 0.5
Japan 768.00 0.5
South Korea 384.00 1
Indonesia 91.04 2.5
Malaysia 91.04 25
Singapore 91.04 25
Thailand 91.04 25
Philippines 91.04 2.5
Vietnam 20.00 5
Cambodia 2.40 5
Myanmar 1.20 5
Brunei 0.60 5
Laos 0.60 5
Total 2,400.00 -

Notes: Hong Kong will provide $8.4 billion of China’s $76.8

billion contribution. Hong Kong is not an IMF mem-

ber and will not receive support linked to IMF loans.

For this reason, although its loan multiplier is 2.5,
its loan ceiling will be 84 x 2.5 x 30%.
Source: Joint statement from 15th meeting of ASEAN+3

tablishment general meeting was held in Novem-

ber 2010, and a head office was opened in Manila.

Guarantees will be provided to investment grade

companies within the region (based on ratings is-

sued by local rating agencies). The first guarantee

is expected to be issued before the end of 2012.

Second, the ASEAN+3 Bond Markets Forum
(ABMF) was established in 2010 to study ap-
proaches to regional market harmonization and
integration and to consider the establishment of a
private placement bond market for professionals
as an international (offshore) bond market. After
conducting detailed surveys of regulations, market
infrastructure and other conditions in each coun-
try, the ABMF explored the potential for the intro-
duction of harmonization and mutual recognition
frameworks. It completed the “ASEAN+3 Bond
Market Guide” in early 2012. It has now entered
the second phase of its activities and is working
toward the introduction of a standardized issu-
ance program within the region—the Asian Multi-
Currency Bond Issuance Program (AMBIP)—with
the aim of creating bond markets for professionals
in each of the region’s countries.

The Joint Statement issued in May 2012 indi-
cated that the existing roadmap had been revised,
leading to the adoption of New Roadmap+, for
which nine priorities were listed (Table 2). The
Joint Statement called for the retention of the four
existing task forces, but with changes to the items
on which they would work.

The nine priorities are as follows.

(1) Critical ongoing priorities requiring further
improvements to produce tangible outcomes
(follow-up issues):

(D Commencement of CGIF operations

(2) Development of infrastructure financing
schemes

(3) Creation of an investment-friendly envi-
ronment for institutional investors, and
the provision of information

(4) Enhancement of ABMF activities

(5 Initiatives leading to the establishment
of a regional settlement institution (RSI)

(2) Additional issues that need to be addressed in

finance ministers and central bank governors (May
3,2012)

order to strengthen the momentum of ABMI

discussions
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Table 2 New Roadmap+ (2012)

Task Force 1 (Chaired by China and Thailand)

—including pilot projects in Laos and Thailand
(3) Development of derivative/swap markets...2nd

Task Force 2 (Chaired by Japan and Singapore)

with ABMI (F)...1st

Task Force 3 (Chaired by Malaysia and Japan)
Improving regulatory framework

—Common bond issuance program

Improvement of bond market infrastructure

institution (RSI) (F)...1st

market development capabilities...1st

Promoting issuance of local currency-denominated bonds
(1) Commencement of guarantee operations by Credit Guarantee and Investment Facility (CGIF) (F)...1st
(2) Development of infrastructure financing schemes (F)...1st

Facilitating the demand for local currency-denominated bonds
(1) Further development of government bond markets (A)...1st
Development of repo market and security-based lending markets
(2) Development of investment environment for institutional investors and information sharing

(3) Promotion of cross-border bond transactions...2nd

(1) Reinforcement of activities of ASEAN+3 Bond Market Forum (ABMF) (F)...1st

(2) Improvement of access to finance for individuals and SMEs (A)...1st
(3) Improvement of bankruptcy procedures relating to bond transactions...2nd

Task Force 4 (Chaired by South Korea and the Philippines)
(1) Facilitation of activities in preparation for the establishment of a regional settlement

(2) Strengthening of infrastructure for regional rating systems (A)...1st
(3) Improvement of financial knowledge and education (R)...2nd

Technical Assistance Coordination Team (TACT) (Chaired by Brunei, Laos and Vietnam)
(1) Facilitation of technical assistance to ASEAN members with the aim of improving bond

Notes 1: “(F)” denotes a follow-up task, “(A)” an additional task and (R) a related task.
Notes 2: “1st" and “2nd” indicate the level of priority allocated to each activity.
Source: The Joint Statement of the 15th ASEAN+3 Finance Ministers and Central Bank Governors’

Meeting (May 3, 2012)

(6) Further development of government
bond markets
(7 Enhancement of access to finance for
consumers and SMEs
Strengthening the foundations for a re-
gional credit rating system
(3) [Issues requiring action because of changes in
the international financial environment (rel-
evant issues)
(9 Improvement of financial knowledge
These items were selected after careful discus-
sions based on awareness of the need to produce
more tangible outcomes than in the past. They
constitute a comprehensive list of key issues.
They also reflect the view that regional financial
integration will become an important focus for fu-
ture efforts. Decisive action will need to be taken
on each of these priorities, and the joint statement
stipulates that each of the task forces should pro-
duce a work plan and make steady progress.
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2. The Significance of Financial Inte-
gration to Financial Cooperation in
the ASEAN+3 Group

(1) Prior to the Global Financial Crisis

We will next review the aims of moves toward
financial cooperation within the ASEAN+3 group
since the 1997 Asian financial crisis. Having con-
cluded that the main cause of the financial crisis
was double mismatching resulting from exces-
sive reliance on overseas funds, especially short-
term bank loans, countries in the group have since
strengthened their financial systems through re-
gional financial cooperation. A particular priority
has been the development of domestic bond mar-
kets through the ABMI and other initiatives. The
purpose of these moves is to replace financial sys-
tems that are heavily weighted toward the banking
sector with more balanced systems that are capa-
ble of supplying long-term funds, and to strength-



en financial intermediary functions so that domes-
tic savings can be linked to investment. Financial
cooperation was seen as a way of strengthening
domestic financial systems and reducing reliance
on borrowing from domestic and overseas banks.

Another goal is to strengthen regional financial
integration, specifically by expanding cross-bor-
der bond transactions. A particular focus for the
ABMF at present is the creation of bond markets
for professionals in each country, with harmonized
regulations, in order to increase cross-border bond
issues.

Regional financial integration has become a
goal because of concern about the fact that al-
though Asian countries have generally had sub-
stantial excess savings since the financial crisis,
most of that money flowed into the financial and
capital markets of advanced countries, such as
the United States, rather than becoming a source
of funds for capital investment and infrastructure
development within the region. Mechanisms to
channel Asian savings into Asian investment were
seen as necessary in order to reduce this asymme-
try in capital flows. The lesson of the financial cri-
sis was that funds from outside of the region could
not be relied upon. After the financial crisis, Asia
shifted to a surplus liquidity situation resulting
from its excess savings position and the accumula-
tion of foreign currency reserves. For this reason,
it was thought excessive reliance on foreign funds
could be avoided more efficiently if funds were
circulated within the region, rather than simply
through efforts to reduce surplus savings within
each country.

While this view is to some extent understand-
able in terms of the fundamental nature of region-
al integration, it is a very regionalist perspective.
How different are the characteristics of outside
money from those of regional money? Since re-
gional money is not monolithic in nature, this is
an important issue that needs to be verified.

When we consider regional financial integration
in Asia, we need continuous verification of related
factors, including the ways in which Asia’s excess
savings have changed, the shape of capital flows
into Asia, and the differences between regional
and non-regional funds.

(2) Atfter the Global Financial Crisis

(DThe Growing Importance of Crisis Counter-
measures

The global financial crisis had major effects on
the aims of regional financial integration. The first
effect was to encourage efforts to strengthen crisis
response measures. Asian financial systems were
affected by the crisis in the following ways. (1)
Capital inflows were dramatically reduced, caus-
ing currencies and share prices to fall. Foreign
currency reserves were also depleted because of
forex market intervention and other factors. (2) It
became almost impossible to procure dollars over-
seas. Trade finance shrank rapidly, and spreads on
dollar-denominated bonds expanded. Domestic
liquidity was also affected, and in some countries
short-term interest rates rose sharply. However, in-
ter-bank markets continued to function. (3) Access
to funds from domestic and overseas capital mar-
kets was reduced. This had a serious impact, espe-
cially on domestic stock markets. The effects were
also felt in other areas, including securitization
and issues of CP and low-rated corporate bonds.
However, the decline in corporate bond issues was
only temporary. The banking sector, which makes
up a substantial part of financial systems, was not
significantly affected.

This experience shows the importance of mea-
sures to contain the ripple effects of disruptions in
international financial markets. Several approach-
es should be considered in this context. First,
there is the reduction of reliance on capital flows,
such as through the tightening of restrictions on
capital inflows. Second, there is the reinforcement
of supplies of liquidity, especially dollars. Pos-
sible ways to achieve this include the expansion
of currency swaps with foreign central banks, the
accumulation of foreign currency reserves, and
the reinforcement of the regional currency swap
network (CMIM). Third, there is the development
of domestic financial and capital markets. It is
important to maintain the functioning of domes-
tic financial systems when international financial
markets are affected by crises. Asian bond mar-
kets were comparatively successful in maintaining
their normal functions during the global finan-
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Fig. 1 Outstanding Issues in Asian Bond Markets

($billions)

4,000

3,500

3,000

2,500

2,000

1,500

1,000

500

0

1997 98 99 2000 01 02

03

[J Government bonds

04 05 06 07 08 09 10 11

(Calendar years)
[l Corporate bonds

Notes: Totals for China, Hong Kong, Indonesia, South Korea, Malaysia, the Philippines, Singapore,

Thailand and Vietnam
Source: Asian Bonds Online

cial crisis (Fig. 1), and most financial institutions
and major companies that became unable to raise
funds overseas sought to return to domestic mar-
kets. This experience led to renewed recognition
that excessive reliance on capital flows was prob-
lematic and that bond market development was an
effective way of alleviating this problem.

Fourth, there is the reinforcement of financial
regulation and supervision to maintain confidence
in financial systems. The focus here is on the rein-
forcement of precautions against sudden outflows
of capital. One approach is to impose restrictions
on banks’ foreign currency transactions in order
to limit currency mismatching. Another priority is
to prevent domestic credit from flowing into un-
productive areas. Speculative investment by banks
in stocks and real estate and related lending must
be closely monitored and regulated. It is also im-
portant to improve the risk management capabili-
ties of financial institutions to keep pace with the
growing complexity of financial products and the
diversification of financial services. To ensure ef-
fective regulatory supervision, the authorities also
need to give priority to the establishment of train-
ing systems for their personnel and necessary in-
stitutional framework.

Another priority when developing regulatory
systems is to apply the lessons learned through the
global financial crisis. In particular, it is necessary
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to ensure that banks do not rely excessively on
money procured from the markets, that the author-
ities are properly aware of advances in financial
technology, including problems relating to secu-
ritization and credit ratings, and that trade finance
is available. The issues surrounding securitization
and credit ratings have profound implications for
bond market development. The experience of the
global financial crisis should also be taken into ac-
count when developing many bond market-related
financial products and infrastracture, such as over-
the-counter derivatives market.

One approach that is likely to gain renewed
recognition as an important part of these crisis
countermeasures is the reduction of reliance on
external capital flows through the reinforcement
of regional financial integration. During the crisis
recovery process, monetary easing in advanced
countries, expectations of growth in Asia and oth-
er factors have been reflected in a rapid increase
in capital inflows and conspicuous instability in
capital flows. This has strengthened the tendency
to see regional financial integration as an impor-
tant priority.

(2)The Need to Boost Intra-Regional Demand
Since the 1997 financial crisis, Asia has

achieved export-driven economic growth led by

manufacturing. However, it has become increas-



ingly difficult to rely on demand from advanced
countries, whose growth rates have fallen since
the global financial crisis, which means that Asian
countries now need to expand domestic demand
and modify their export-led growth strategies.
China needs to focus primarily on measures to
boost consumption, while in other Asian countries
the emphasis should be on investment promotion.

Asia’s excess savings after the 1997 financial
crisis resulted mainly from a decline in invest-
ment, and an investment recovery became a key
priority. The inadequate level of investment is also
an issue at present, especially the relative lack of
growth in investment relating to domestic demand.
The need for an investment recovery in areas that
yield significant domestic demand expansion ben-
efits appears to be greater than ever.

Domestic demand expansion in Asia would also
be highly significant for Japan. To maintain its
growth, Japan needs to deepen its economic re-
lationships with Asian countries, and to focus on
business areas targeted toward domestic demand
in those countries. This process has heightened
the need to procure finance in local currencies,
leading to an increase in local bond issues by Jap-
anese companies'”. Risk management in relation
to local currencies has become a key priority for
many companies. Various methods are used, such
as foreign exchange swaps, bond issues and loans
denominated in local currencies. In this sense,
Japanese companies and financial institutions can
be said to be playing a significant role in regional
financial integration.

Increased domestic demand in Asian countries
would also lead to the expansion of intra-regional
trade in final products. Compared with the EU and
NAFTA, the percentage of final goods exported to
markets within the region is relatively low. Fac-
tors that will help to boost the trade in final goods
include the expansion of FTAs and EPAs, and
rising income levels in the countries concerned.
Through this process, Asia is expected to provide
the impetus for global economic growth not only
as the world’s workshop, but also as the world’s
consumer market. This could result not only in
the accelerating reduction of reliance on exports
to advanced countries, but also in further progress

toward integration at the real economic level.

The strengthening of regional financial inte-
gration is seen as an effective way to drive the
transition to domestic demand-led growth. This
is because progress toward regional financial in-
tegration has the potential to strengthen financial
systems in the following ways, thereby enhancing
the capacity to provide financial services to the
real economy.

First, greater openness would stimulate com-
petition, which would strengthen the region’s
financial and capital markets and financial insti-
tutions. This would reduce financial limitations
on individuals and enterprises, while transfers of
financial expertise would lead to the development
of new financial products. We can also expect the
improvement of corporate governance and disclo-
sure, and the reduction of price volatility in mar-
kets. Second, individuals and enterprises in the
region would have access to new financial servic-
es. Third, capital would be distributed more effi-
ciently within the region. Fourth, progress toward
market integration would yield economies of scale
and induce new investment, allowing the cost of
funds to be reduced. There would also be a major
improvement in market liquidity. The aforemen-
tioned concept of integration within an ASEAN
Economic Community emphasizes this aspect.

If Asia can make progress toward integration
at the real economic level, including the reduc-
tion of reliance on exports to advanced countries,
there will be an increase in cross-border business
activities, and in the need for finance to support
those activities. This would lead in turn to further
progress toward regional financial integration. In
this way, financial integration and real economic
integration within the region can each be expected
to provide the impetus for the other.

(3) Summary

The main aims of regional financial integra-
tion are to reduce dependence on capital flows
from outside of the region, and to support efforts
to boost regional domestic demand by strengthen-
ing financial services within the region. The latter
benefit would also be likely to reduce Asia’s ex-
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cess savings.

Numerous structural factors determine the
savings-investment balance, including the demo-
graphic structure and growth rate of the population,
income levels and growth, and the fiscal balance.
However, many analyses have confirmed that the
consumption, investment and saving behavior of
individuals and enterprises are influenced by the
availability of financial services. Pongsaparn and
Unteroberdoerster [2011] used data from 105
countries to show that financial integration was
a decisive factor in determining the savings-in-
vestment balance. Asian countries have generally
responded to the increasing instability of the inter-
national financial situation by tightening restric-
tions on capital transactions. According to this
analysis, economic health could be improved by
stimulating domestic demand through accelerated
financial integration. Their conclusion is that the
long-term benefits of financial integration should
not be overlooked. However, they do not exam-
ine the question of whether integration should be
sought within the region or beyond (globally).

Table 3 examines saving and investment rates
in Asian countries. When we compare 2007 and
2010, we find that all countries but South Ko-
rea reduced their excess savings, indicating that
their growth may have been rebalanced for some
reason. Governments have also made domestic
demand expansion a priority. For example, Chi-
na’s efforts to make the transition to a domestic
demand-led economy have produced a number of
changes, including a rise in the qualitative level of
consumption (increased expenditure on durable
consumer goods and services) resulting from in-
creased urbanization and higher income levels,
as well as increased investment resulting from
infrastructure development, especially in inland
regions. Similarly, Malaysia has since 2010 been
implementing the Economic Transformation Pro-
gram, the main aim of which is stimulate invest-
ment in order to lift Malaysia out of the “middle
income trap.”

Table 4 traces trends in foreign currency re-
serves over the past few years. With the excep-
tion of year on year declines in Indonesia, South

Table 3 Savings and Investment Ratios (GDP Ratios)

(%)

1995 | 1997 | 1999 | 2001 | 2003 | 2005 | 2007 | 2008 | 2009 | 2010

Savings ratio 39.6| 39.0| 38.0| 39.0| 43.0| 46.4| 505| 51.5| 51.0| 53.0

China Investment ratio] 41.9| 37.9| 36.7| 36.3| 412| 421 | 41.7| 44.0| 483| 482
Savings excess| 42.3 1.1 1.2 2.7 1.8 4.3 8.8 7.5 27 4.8

Savings ratio 29.6| 30.7| 30.1| 298| 31.2| 33.0| 31.8| 30.7| 28.8| 29.3

Hong Kong |Investmentratio] 34.1| 34.0| 24.8| 25.3| 21.9| 20.6| 209| 204| 213| 237
Savings excess| 44.4| A3.4 5.3 4.5 92| 124| 10.8| 103 7.5 5.6

Savings ratio 36.5| 35.0| 35.1| 31.3| 322| 323| 30.9| 30.0| 29.9| 322

South Korea |Investmentratio| 36.9| 35.4| 28.9| 29.2| 29.9| 29.7| 294| 31.2| 26.3| 29.2
Savings excess| 40.4 | A0.4 6.2 2.1 2.3 27 15| a1.2 3.6 3.0

Savings ratio 28.6| 272| 275| 253| 272| 27.3| 29.6| 27.3| 25.8| 297

Taiwan |Investmentratio] 26.7 | 25.1 25.0| 19.8| 19.9| 22.7| 221 224| 17.7| 22.6
Savings excess 1.9 2.1 25 5.5 7.3 4.6 7.5 4.9 8.1 71

Savings ratio 30.6| 315| 19.5| 30.0| 23.7| 275| 281| 31.0| 31.7| 34.2

Indonesia |Investmentrato] 31.9| 31.8| 11.4| 225| 25.6| 25.1 249| 278| 31.0| 325
Savings excess| 41.3| 4A0.3 8.1 75| A19 24 3.2 3.2 0.7 1.7

Savings ratio 39.7| 439| 47.4| 418| 425| 428| 421| 425| 36.0| 39.2

Malaysia |Investmentrato] 43.6| 43.0| 224| 244| 228| 20.0| 21.6| 193| 14.4| 214
Savings excess| 43.9 09| 25.1 174] 19.7| 228| 205]| 232| 21.6| 17.8

Savings ratio 145| 142| 150| 153| 154| 159| 172| 16.8| 155| 187

Philippines |Investmentratio] 22.5| 24.8| 19.0| 22.1| 230| 21.6| 173| 19.3| 16.6| 205
Savings excess| A7.9 |A10.6| 4A4.0| A6.8| A76| A57| A0.1| A25| A11]| A18

Savings ratio 50.0 n.a. n.a. n.a. na.| 494| 533| 51.1| 50.0| 51.9

Singapore |Investment ratio] 33.3 n.a. n.a. n.a. na.| 200 21.1| 302| 26.4| 238
Savings excess| 16.7 n.a. n.a. n.a. na.| 294| 322| 209| 236 28.1

Savings ratio 369| 353| 325| 314| 32.0| 309| 344| 326| 31.3| 334

Thailand |Investmentrato] 42.1| 33.7| 20.5| 241 | 25.0| 314| 26.4| 291| 21.2| 26.0
Savings excess| 45.2 16| 12.0 7.3 71| A0.6 8.0 35| 10.1 7.4

Source: Asian Development Bank, Key Indicators
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Table 4 Foreign Currency Reserves

(Unit: $100 million, %)

1997 2007 2008 2009 2010 2011 GDP Ratio

China 1,399 15,282 19,460 23,992 28,473 31,811 43.6
Hong Kong 928 1,527 1,825 2,558 2,687 2,854 117.3
Indonesia 174 550 496 636 929 998 11.8
South Korea 204 2,622 2,011 2,699 2,915 3,042 27.3
Malaysia 210 1,007 915 968 1,066 1,333 47.8
Philippines 88 302 332 379 554 673 31.6
Singapore 713 1,630 1,742 1,878 2,258 2,377 91.5
Taiwan 835 2,703 2,917 3,482 3,820 3,855 82.6
Thailand 270 875 1,110 1,384 1,721 1,751 50.7
Total 4,821 26,498 30,808 37,976 44,423 48,694 44.0
Excluding China 3,422 11,216 11,348 13,984 15,950 16,883 44.8

Notes: GDP ratios refer to 2011.

Source: Statistics from each country

Korea and Malaysia as a result of capital outflows dination.

following the Lehman shock in 2008, all of the
countries have recorded consistent upward trends.
The main reason for this appears to have been a
rapid increase in flows of capital into Asia. The
total foreign currency reserves of the nine coun-
tries and regions shown in the table reached ap-
proximately $4.9 trillion (44% of GDP) at the end
of 2011. China’s importance continues to rise, as
indicated by the fact that it accounted for $3.2 tril-
lion, or 65.3%, of this total.

3. Specific Measures to Stimulate Re-
gional Domestic Demand

Domestic demand expansion requires compre-
hensive policy packages, including measures to
eliminate barriers to consumption and investment
and change production mixes. Foreign exchange
policies and improvements to financial systems
form part of this process.

One foreign exchange-related measure is to al-
low the value of domestic currencies to rise in or-
der to drive a shift in production resources from
trade goods to non-trade goods, and to encourage
consumption through increases in the purchasing
power of consumers. A flexible foreign exchange
policy also increases the degree of freedom avail-
able for the implementation of monetary poli-
cies. These measures have the potential to expand
domestic demand. Furthermore, as intraregional
trade expands, intraregional exchange rate stabil-
ity becomes increasingly important, heightening
the significance of foreign exchange policy coor-

From the viewpoint of financial system devel-
opment, financial intermediation functions play an
essential role in efforts to stimulate consumption
and investment. For example, various methods are
being developed specifically for the utilization of
bond markets, including the use of securitization
to supply funds to small and medium enterprises,
which play an important role in domestic demand
expansion, and the expansion of bond issues re-
lating to domestic demand and service industries,
such as the securitization of housing loans and
card receivables. If these financing methods can
be combined with cross-border investment, re-
gional financial integration will have the effect of
accelerating domestic demand expansion.

Infrastructure development also plays an im-
portant role in the use of investment to acceler-
ate economic growth through domestic demand
expansion. Infrastructure development not only
maintains the momentum of economic growth, but
also helps to distribute the benefits of high growth
to a greater number of people while reducing re-
gional disparities. In addition to domestic infra-
structure development, cross-border infrastructure
development can also be expected to contribute
to the improvement and integration of networks
in such areas as transportation, energy and com-
munications, thereby accelerating economic and
financial integration.

Infrastructure development in Asia has not kept
pace with economic growth, and current estimates
indicate that investment of around $8.2 trillion,
or $750 billion per year, will be needed between
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Table 5 Amount of Infrastructure Development Investment

Required in Asia (2010-2020)

(Billions of 2008 dollars)

Sector East Asia an_d South Asia Central Asia Pacific Total
Southeast Asia
Electric power 3,182.5 653.7 167.2 - 4,003.3
Transportation 1,593.9 1,196.1 104.5 4.4 2,898.9
Telecommunications 524.8 435.6 78.6 1.1 1,040.1
Water/sanitation 171.3 85.1 23.4 0.5 280.2
Total 5,472.3 2,370.5 373.7 6.0 8,222.5

Source: Asian Development Bank [2012b]

2010 and 2020 (Table 5). Asia’s infrastructure has
improved in recent years, but the level of develop-
ment remains low compared with advanced coun-
tries.

Infrastructure development requires massive
amounts of money. Because government budgets
are limited, it will be necessary to expand the role
of the private sector through the increased imple-
mentation of projects based on public-private part-
nerships (PPPs). The track record for private sec-
tor participation is limited, and most PPPs have
been in the areas of telecommunications and en-
ergy. They have also been heavily concentrated in
certain countries, such as China, India, Indonesia,
Malaysia and the Philippines. To expand private
sector investment, it will be necessary to deal with
a number of issues, including the improvement of
investment environments. One reason for the lack
of growth in investment is the inadequate develop-
ment of financial and capital markets. In addition
to bank loans, greater use will need to be made of
other methods, such as financing through infra-
structure funds and capital markets. It will also be
necessary to expand cross-border financing.

In May 2012, the ASEAN Infrastructure Fund
(AIF) was established with capital provided by
ASEAN members and the Asian Development
Bank. Its mission is to expand infrastructure fi-
nance and facilitate regional cooperation on cross-
border projects. Initially it will provide loans
amounting to around $300 million each year, and
its loan balance is expected to reach $2.1 billion
in 2020 and $4.0 billion by 2026. The AIF will
also be able to participate in PPPs as a public sec-
tor entity. Over the past 20 years, the Asian De-
velopment Bank has invested around $35 billion
in infrastructure development and other projects
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designed to strengthen linkage and integration in
the Asian region. The AIF can be characterized as
a mechanism focusing on the financing aspects of
these initiatives.

Il. Regional Financial Integra-
tion—Current Situation and Is-
sues

1. Level of Development of Asian
Bond Markets

In this section we will analyze the current state
of regional financial integration, beginning with
a brief examination of the state of Asian bond
markets. Table 6, which is based on the same data
as Fig. 1, shows the balances of outstanding is-
sues in Asian bond markets. The balance for cor-
porate bonds at the end of 2011 shows a smaller
increase compared with the position at the end of
2000 than that for government bonds, but a larger
increase when compared with the level at end of
2007. Government bond markets have provided
the impetus for the expansion of bond markets in
Asia, but in recent years there has also been con-
spicuous growth in corporate bond markets. Cor-
porate bond markets are expanding in many of the
region’s countries, and growth since the end of
2007 has been particularly conspicuous in China
(5.4 times), Vietnam (4.7 times), the Philippines
(2.8 times) and Indonesia (1.9 times). With the
exception of China, however, the scale of the mar-
kets is small, and their contributions to the total
outstanding issues are limited. Furthermore, as is
apparent from the ratios of outstanding issues to
GDP, there is considerable scope for the expan-



Table 6 Outstanding Issues in Asian

Bond Markets
($billions, times)
End of End of End of
2000 (A) | 2007 (B) | 2011 (C) | ©/A | C/B
Government 493.4| 24634 37744| 76| 15
bonds
gorp"'a‘e 3426| 9292| 1,897.0| 55| 20
onds
Total 836.0| 3,3926| 5671.4| 68| 1.7

Notes: Totals for China, Hong Kong, Indonesia, South Ko-
rea, Malaysia, Philippines, Singapore, Thailand and
Vietnam

Source: Asian Bonds Online

Table 7 Ratios of Outstanding Bond

Issues to GDP
(%)
End of 2000 End of 2011
vernment PO vernment PO
Gobfmdse t Cigfd?e Total Gobfmdse t C%E:d:te Total

China 166| 03| 169| 339| 11.4| 453
Hong Kong 82| 276 358| 371| 31.9| 69.0
Indonesia 354| 14| 36.8| 114| 20| 134
Japan 84.3| 254|109.7| 175.4| 17.5| 192.8
South Korea | 25.7| 48.8| 74.4| 47.5| 67.0| 1145
Malaysia 380| 35.2| 73.3| 56.6| 380| 946
Philippines 311| 02| 31.3| 303| 45| 348
Singapore 26.6| 20.9| 47.5| 47.0| 282| 751
Thailand 228| 45| 274| 545| 13.0| 675
Vietnam 03| 00| 03| 127]| 17| 144

Source: Asian Bonds Online

Table 8 Shares of World Total of
Outstanding Bond Market

Issues
(%, $billions)
Dec. 1996 Sep. 2011

East Asia 2.1 8.1
China 0.2 4.8
South Korea 1.1 1.7
Indonesia 0.03 0.2
Malaysia 0.3 0.4
Philippines 0.1 0.1
Singapore 0.1 0.3
Thailand 0.1 0.3
Vietnam - 0.03
Australia 1.0 1.5
Brazil 1.2 2.0
India 0.3 1.0
Russia 0.2 0.1
South Africa 0.3 0.3
U.S.A. 42.9 38.7
Japan 17.5 18.7
France 4.9 5.0
Germany 7.4 3.9
U.K. 2.7 2.6
Total 25,469 67,638

Source: Asian Development Bank [2012a]

sion of the relatively small corporate bond mar-
kets of these four countries (Table 7).

Outstanding issues in Asian bond markets have
increased from 2.1% of the world total in 1996 to
8.1% in September 2011 (Table 8). If China is ex-
cluded, however, the increase is from just 1.9% to
3.3%, indicating that these markets are still very
small.

Significant progress has been made toward the
development of Asian bond markets over the past
10 years. This has resulted mainly from market
development measures implemented by the au-
thorities in each country, but regional financial co-
operation initiatives, such as the ABMI, have also
made a major contribution. Of particular impor-
tance is not only the expansion of market size, but
also the heightened level of maturity®.

On the other hand, as has been often stated,
there is still substantial scope for market develop-
ment. Asian bond markets have yet to reach the
level of markets in advanced countries by many
measures, including the ratio of outstanding bond
issues to GDP, the liquidity of secondary markets,
and the development of investors. In particular,
the issuer base is weighted heavily toward gov-
ernment corporations, banks, infrastructure com-
panies and other major corporations, and even
the number of these issuers is generally limited.
Corporate bonds should be used as an important
source of funds for a wider range of enterprises.

The level of bond market development also var-
ies according to the economic development stage
and other factors. Bond markets scarcely exist
in some countries, such as Cambodia, Laos and
Myanmar. In view of the small overall scale of
Asian bond markets, consideration should perhaps
be given to some form of regional market integra-
tion. However, variation in the level of market de-
velopment would be a major barrier to integration.
Market development in relatively less developed
countries and approaches to market integration
will be extremely important questions.

In summary, the main priorities for bond market
development in Asia are (1) the development of
markets in less developed countries and the reduc-
tion of gaps in market development stages, (2) the
expansion of corporate bond markets and the im-
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provement of secondary market liquidity in each
country, and (3) the expansion of cross-border

transactions”.

2. The Current State of Regional Fi-
nancial Integration

(1) Bond and Stock Investment: Analysis
Based on CPIS

We will next use data from the Coordinated
Portfolio Investment Survey (CPIS) conducted
by the IMF to analyze intraregional investment.
According to Pongsaparn and Unteroberdoerster
[2011], securities investment assets in Asian coun-
tries amount to around 20-30% of GDP. While
this is far higher than the ratios for Latin America
and Eastern Europe, it is low compared with the
120% ratio for the Euro-zone. The same is true of
the assets and liabilities of BIS reporting banks.
This is indicative of major differences between the
scale of financial systems in advanced countries
and developing countries. The small balances of
investment assets and liabilities in securities are a
sign that there is considerable scope for the devel-
opment of bond markets and institutional inves-
tors in Asia.

Table 9-1 shows the level of bond investment
from eight countries and regions to 10 countries
and regions. The total balance of investment from
the eight countries and regions as a percentage of
the world total for outstanding securities invest-
ment has moved from 17.7% to 11.8%, 12.8% and
14.2%. These figures reflect the late emergence
of growth in the balance of total investment from
Japan. Table 9-2 shows that the balance of invest-
ment by countries and regions other than Japan
remained almost unchanged at around 2% of the
world total. Returning to Table 9-1, we find that
the percentage of intraregional investment has
moved from 3.3% to 3.5%, 3.7% and 4.3%. Most
of the growth, especially since the global financial
crisis, has been in the ratios for ASEAN countries
(Malaysia, the Philippines, Singapore and Thai-
land), whose investments have been toward ASE-
AN and South Korea. Investment in China and Ja-
pan has also increased. The main contributor here
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is Hong Kong.

However, the only countries/regions to invest
more than $10 billion in the region are Hong
Kong, Singapore and Japan. It is significant that
investment from Hong Kong and Singapore is
mostly handled by asset management companies
in Europe and North America.

Japan’s total investment balance is far higher
than those of other countries/regions, with the re-
sult that the intraregional investment ratio without
Japan increases from 12.0% to 15.3%, 16.7% and
20.4%, as shown in Table 9-2. The corresponding
ratios in Table 9-3, which relates only to the ASE-
AN members, are 6.5%, 10.2%, 9.4% and 14.4%.

Because there has been little increase in Japan’s
intraregional investment ratio, the over all intrare-
gional investment ratio shows minimal growth
when Japan is included. When Japan is excluded,
the trend toward regional integration becomes ap-
parent. The large changes that occurred between
2009 and 2010 point to the possibility that the
integration process is accelerating. This can be at-
tributed to the development and expansion of na-
tional markets within the region.

A more detailed analysis of each country’s in-
traregional investment ratios and investment recip-
ients reveals that there is a strong tendency among
ASEAN members to direct investment toward
countries within ASEAN. Capital flows involving
advanced countries play a key role in Hong Kong,
Japan and South Korea, and the emphasis on in-
traregional investment is relatively weak. In 2010,
there was an increase in the percentage of intrare-
gional investment into Japan, but this was mostly
attributable to investment from Hong Kong and
South Korea, and there was little investment into
Japan from ASEAN members.

In each of the tables, the figures immediately to
the right of the intraregional investment ratios rep-
resent investment into Asia as percentages of total
investment by investors worldwide. These figures
are indicative of a clear regional bias among in-
vestors within the region. In Table 9-3, for exam-
ple, investment in ASEAN accounted for just 0.7%
of total investment by investors worldwide, while
the intraregional investment ratio was far higher at
14.4%.



Table 9-1 Balance of Cross-Border Investment in Long-Term Bonds in East Asia
2001 ($millions)

Source of Investment
Recipient of Hong South Total balance|Percentage of
| Indonesia| Japan Malaysia | Philippines | Singapore | Thailand |  Total of inward |intraregional
nvestment Kong Korea . ) .
investment |inward investment
China 1,776 - 880 118 - - 325 - 3,099 5,504 56.3
Hong Kong - 95 1,254 288 28 25 920 47 2,657 15,625 17.0
Indonesia - - 106 40 8 3 260 - 418 1,613 25.9
Japan 4,980 1 - 75 15 5 3,606 - 8,682 169,196 5.1
South Korea 2,680 - 5,435 - 3 7 1,670 - 9,794 22,389 43.7
Malaysia 1,766 - 2,197 295 - 9 1,392 - 5,660 9,263 61.1
Philippines 1,152 - 1,347 89 41 - 577 - 3,207 8,843 36.3
Singapore 1,225 35 928 141 7 59 - 9 2,404 13,227 18.2
Thailand 530 - 748 159 21 - 500 - 1,958 3,613 54.2
Vietnam - - 30 15 - - - - 45 101 44.6
Total 14,109 131 12,925 1,221 122 108 9,251 56| 37,924 249,374 15.2
Total investment balance | 85,877 687 | 1,004,878 5,284 551 1,641 | 41,960 327 | 1,141205| 6,430,125 17.7
Intraregional investment (%) 16.4 19.1 1.3 23.1 22.2 6.6 22.0 171 3.3 3.9
2007 ($millions)
Source of Investment
Recipient of Hong South Total balance|Percentage of
| Indonesia| Japan Malaysia | Philippines | Singapore | Thailand |  Total of inward |intraregional
nvestment Kong Korea . . .
investment |inward investment
China 5,440 - 458 202 6 - 907 15 7,028 13,313 52.8
Hong Kong - 66 849 1,768 68 155 3,399 42 6,347 17,276 36.7
Indonesia - - 604 191 111 - 4,048 1 4,954 15,558 31.8
Japan 2,835 - - 540 20 12 2,421 47 5,875 232,505 25
South Korea 13,125 9 8,117 - 295 169 | 10,468 278 | 32,462 82,963 39.1
Malaysia 3,613 3 2,031 240 - - 4,153 39| 10,080 28,632 35.2
Philippines 592 2 1,635 14 44 - 874 2 3,163 20,593 15.4
Singapore 2,834 177 3,872 346 89 497 - 54 7,869 35,913 21.9
Thailand 442 - 289 115 9 33 1,119 - 2,008 4,044 49.7
Vietnam 724 - 64 6 - - 638 29 1,460 2,157 67.7
Total 29,605 256 | 17,919 3,423 642 867 | 28,027 508 | 81,246 452,954 17.9
Total investment balance | 205,319 1,576 | 1,924,829 | 53,256 3,405 4,792 | 103,120 4,368 | 2,300,664 | 19,441,450 11.8
Intraregional investment (%) 14.4 16.3 0.9 6.4 18.8 18.1 27.2 11.6 3.5 2.3
2009 ($millions)
Source of Investment
Recipient of Hong South Total balance|Percentage of
| Indonesia| Japan Malaysia | Philippines | Singapore | Thailand |  Total of inward |intraregional
nvestment Kong Korea ) . .
investment |inward investment
China 8,271 - 521 141 - - 1,390 -1 10,324 15,962 64.7
Hong Kong - 73 1,390 378 100 69 3,694 185 5,890 11,421 51.6
Indonesia 203 - 1,792 163 48 - 5,575 8 7,790 24,738 315
Japan 3,742 - - 686 - 7 1,488 90 6,013 216,051 2.8
South Korea 10,671 11 8,440 - 1,296 153 | 14,319 8,362 | 43,251 98,391 44.0
Malaysia 2,987 6 2,509 130 - 56 4,528 201| 10,418 27,733 37.6
Philippines 651 4 1,477 55 196 - 1,273 29 3,685 17,398 21.2
Singapore 2,896 214 3,595 100 605 - - 10 7,422 27,131 27.4
Thailand 173 - 684 73 104 18 1,238 - 2,291 5,551 413
Vietnam 96 - 33 2 2 - 120 - 253 1,363 18.6
Total 29,691 309 | 20,443 1,729 2,352 303 | 33,626 8,885| 97,338 445,739 21.8
Total investment balance | 244,908 2,212 | 2,224,756 | 26,492 6,493 3,861 | 126,317 | 12,989 | 2,648,029 | 20,640,109 12.8
Intraregional investment (%) 12.1 14.0 0.9 6.5 36.2 7.9 26.6 68.4 3.7 2.2
2010 ($millions)
Source of Investment
Recipient of Hong South Total balance|Percentage of
| Indonesia| Japan Malaysia | Philippines | Singapore | Thailand |  Total of inward |intraregional
nvestment Kong Korea . . .
investment |inward investment
China 12,763 13 494 146 9 - 1,721 1 15,147 22,348 67.8
Hong Kong - 83 1,443 405 234 210 4,570 215 7,161 20,026 35.8
Indonesia 116 - 2,646 74 253 695 8,054 42| 11,880 35,735 33.2
Japan 11,025 - - 1,220 65 12 1,240 63| 13,624 295,049 4.6
South Korea 13,528 102 | 11,650 -- 2,427 - 13,775 7,906 | 49,387 131,081 37.7
Malaysia 3,173 12 2,773 186 - 18 6,468 125| 12,755 39,662 32.2
Philippines 931 - 2,908 219 512 - 1,687 46 6,303 25,113 25.1
Singapore 3,561 622 4,664 149 1,967 96 - 23| 11,081 34,831 31.8
Thailand 164 - 851 83 165 - 2,280 - 3,543 10,186 34.8
Vietnam 75 - 38 21 - - 91 - 225 2,633 8.6
Total 45,336 833 | 27,467 2,503 5,631 1,032 | 39,886 8,421 | 131,107 616,664 21.3
Total investment balance | 251,417 4,432 | 2636,112| 29,889 | 10,770 5,266 | 126,746 | 13,311 | 3,077,943 | 21,735,503 14.2
Intraregional investment (%) 18.0 18.8 1.0 8.4 52.3 19.6 31.5 63.3 4.3 2.8

Notes 1: China and Vietnam are not included among sources of investment because no data are available.
Notes 2: The figures in the lower right of each table represent world totals of outstanding investment.
Source: IMF, Coordinated Portfolio Investment Survey
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Table 9-2 Outstanding Cross-Border Investment in Long-Term Bonds in East Asia

(Excluding Japan)

(Percentages of intraregional investment)

Total balance

Hong Kong | Indonesia Eg'r‘gz Malaysia | Philippines | Singapore Thailand Total .Of inward
investment
2001 10.6 19.0 21.7 19.5 6.3 13.5 17.1 12.0 1.2
2007 13.0 16.3 5.4 18.3 17.8 24.8 10.6 15.3 1.1
2009 10.6 14.0 3.9 36.2 7.7 25.4 67.7 16.7 1.1
2010 13.6 18.8 4.3 51.7 19.4 30.5 62.8 20.4 1.5

Notes: Calculated by excluding Japan from Table 9-1. “Total balance of inward investment” denotes investment in East Asia (excluding

Japan) as a percentage of total world investment.

Source: IMF, Coordinated Portfolio Investment Survey

Table 9-3 Outstanding Cross-Border Investment in Long-Term Bonds in East Asia

(ASEAN Region)

(Percentages of intraregional investment)

Total balance
Indonesia Malaysia Philippines Singapore Thailand Total of inward
investment
2001 5.1 13.9 4.3 6.5 2.8 6.5 0.6
2007 11.5 7.4 11.1 10.5 2.9 10.2 0.5
2009 10.2 14.7 1.9 10.1 1.9 9.4 0.5
2010 14.3 26.9 15.4 14.7 1.8 14.4 0.7
Notes: Calculated by excluding Hong Kong and South Korea from Table 9-2. “Total balance of inward investment” denotes invest-

ment in East Asia (ASEAN region) as a percentage of total world investment.

Source: IMF, Coordinated Portfolio Investment Survey

We will now apply a similar analysis to stocks
(Table 10-1 through 10-3). In these tables, in-
traregional investment ratios move from 9.7% to
24.7%, 21.6% and 20.9%, from 17.9% to 33.0%,
30.1% and 28.1%, and from 24.9% to 10.5%, 8.6%
and 11.0% respectively.

These figures contrast with the upward tendency
in the ratios for bond market investment. Between
2001 and 2007, intraregional stock investment by
Hong Kong, Japan and South Korea increased, but
the ratios for Hong Kong and South Korea sub-
sequently declined, as did the ratio for East Asia
as a whole. The level of intraregional investment
by Japan is low and has not changed significantly
since 2007. According to the AEIM, this decline
in the intraregional investment ratio for East Asia
reflects the fact that Asia stock markets suffered
larger price falls than markets in advanced coun-
tries after the Lehman shock.

The intraregional investment ratio for ASEAN
members either fell or remained static between
2001 and 2007 and has followed a similar pattern
since then. Despite a regional bias among inves-
tors in ASEAN countries, the intraregional invest-
ment ratio has not risen.
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Among ASEAN members, Malaysia has in-
creased its intraregional investment ratios for both
bonds and stocks in recent years. It is possible that
Malaysia will emerge as a new driving force for
regional financial integration.

The total balance of intraregional bond invest-
ment by the seven countries/regions other than
Japan in 2010 was 5.5 times higher than the 2001
level and 1.6 times higher than the figure for 2007.
However, the ratio for stocks has peaked out at
10.9 times the 2001 level but only 0.9 times than
the 2007 figure. Also of interest is the fact that the
intraregional investment ratio for bonds within the
ASEAN region is higher than that for stocks.

We will conclude this analysis by looking at
Table 11, which compares regional trends in in-
vestment by investors worldwide in 2005 and
2010. East Asian investors reduced their invest-
ment in European bonds between 2005 and 2010
and diverted their funds into investment within
Asia or in other regions. There was also a decline
in investment in European and U.S. stocks, ac-
companied by an increase in stock investment
within Asia or in other regions. This pattern was
more pronounced than in the case of bonds.



Table 10-1 Balance of Cross-Border Investment in East Asian Stocks
2001 ($millions)

Source of Investment
Recipient of Hong South Total balance|Percentage of
Indonesia| Japan Malaysia | Philippines | Singapore | Thailand | Total of inward |intraregional
Investment Kong Korea . . .
investment |inward investment
China 5,449 - 789 15 8 - 1,035 4 7,301 13,298 54.9
Hong Kong - 11 4,848 100 47 - 3,125 6 8,138 79,869 10.2
Indonesia - - 50 13 44 - 307 15 428 3,590 11.9
Japan 2,145 2 - 101 7 - 1,536 1 3,793 332,338 1.1
South Korea 1,311 - 381 - 8 - 1,034 - 2,735 51,869 5.3
Malaysia 604 - 339 124 -- - 5,295 - 6,361 12,882 49.4
Philippines 60 - 213 3 61 - 420 1 758 3,447 22.0
Singapore 1,403 2 924 1 461 2 - 8 2,801 36,185 7.7
Thailand 488 - 290 20 15 1 1,520 - 2,334 7,791 30.0
Vietnam - - 1 6 10 - 25 3 46 85 53.7
Total 11,460 16 7,834 385 661 4| 14,298 38| 34,695 541,354 6.4
Total investment balance | 94,615 17 | 227,343 1,300 1,332 111 31,319 82| 356,118 | 5,196,431 6.9
Intraregional investment (%) 12.1 95.0 3.4 29.6 49.6 3.2 45.7 46.3 9.7 10.4
2007 ($millions)
Source of Investment
Recipient of Hong South Total balance|Percentage of
Indonesia| Japan Malaysia | Philippines | Singapore | Thailand |  Total of inward |intraregional
Investment Kong Korea . . .
investment |inward investment
China 152,976 -| 15,043| 23,066 100 -1 12,807 8 | 204,000 409,119 49.9
Hong Kong - 351 ] 17,501 | 15,302 1,832 -1 16,206 104 | 51,296 315,692 16.2
Indonesia 468 - 800 561 212 - 3,556 18 5,615 39,684 14.2
Japan 8,540 3 - 4,813 200 -1 13,256 14| 26,827 | 1,057,999 25
South Korea 3,574 - 5,618 - 666 - 7,609 8| 17,476 263,551 6.6
Malaysia 1,964 1 1,158 701 - - 8,798 4] 12,626 53,319 23.7
Philippines 389 - 318 105 37 - 800 1 1,650 18,886 8.7
Singapore 4,285 6 6,457 1,264 2,110 3 - 256 | 14,382 127,683 11.3
Thailand 1,123 23 1,444 325 120 2 3,525 - 6,562 45,883 14.3
Vietnam 122 - 6 1,201 1 - 469 4 1,803 3,726 48.4
Total 173,441 385| 48,346| 47,338 5,279 5| 67,026 417 | 342,235| 2,335,543 14.7
Total investment balance | 514,511 866 | 573,469 | 104,858 9,422 186 | 176,803 3,300 | 1,383,415| 17,121,471 8.1
Intraregional investment (%) 33.7 44.4 8.4 451 56.0 2.8 37.9 12.6 24.7 13.6
2009 ($millions)
Source of Investment
Recipient of Hong South Total balance|Percentage of
Indonesia| Japan Malaysia | Philippines | Singapore | Thailand |  Total of inward |intraregional
Investment Kong Korea . . .
investment |inward investment
China 134,867 -| 12,600 12,428 240 - | 31,502 58 | 191,696 415,491 46.1
Hong Kong - 9] 15,055 6,721 2,246 - 7,156 121| 31,308 234,169 13.4
Indonesia 193 - 663 243 482 - 2,361 19 3,959 45,195 8.8
Japan 5,771 1 - 2,548 110 -1 13,812 12| 22,252 702,792 3.2
South Korea 1,860 - 4,508 - 540 - 7,599 1] 14,507 192,400 7.5
Malaysia 965 2 587 206 - - 7,283 8 9,050 38,800 23.3
Philippines 215 - 163 71 16 - 597 2 1,063 11,706 9.1
Singapore 5,674 7 6,061 657 2,251 - - 244 | 14,894 106,664 14.0
Thailand 608 39 1,054 179 230 2 2,103 - 4,214 43,117 9.8
Vietnam 43 - 22 516 685 - 447 11 1,724 2,774 62.1
Total 150,194 57| 40,713| 23,568 6,800 2| 72,859 476 | 294,669 | 1,793,108 16.4
Total investment balance | 498,708 852 | 594,069 | 75,230| 20,150 26| 170,432 3,299 | 1,362,765 | 13,712,846 9.9
Intraregional investment (%) 30.1 6.7 6.9 31.3 33.7 6.4 42.7 14.4 21.6 131
2010 ($millions)
Source of Investment
Recipient of Hong South Total balance|Percentage of
Indonesia| Japan Malaysia | Philippines | Singapore | Thailand |  Total of inward |intraregional
Investment Kong Korea . . .
investment |inward investment
China 140,155 13| 13,481| 10,639 347 -| 34,217 102 | 198,953 432,706 46.0
Hong Kong - 3| 16,554 6,134 2,599 - 8,192 206 | 33,687 300,919 11.2
Indonesia 1,871 - 3,341 416 766 - 2,877 21 9,292 60,971 15.2
Japan 5,771 - - 4,459 147 -1 14,713 16| 25,105 817,187 3.1
South Korea 1,765 - 5,816 - 403 - 8,385 1] 16,370 261,193 6.3
Malaysia 1,007 - 1,851 319 - - 8,613 12] 11,803 55,467 21.3
Philippines 142 - 271 116 28 - 974 2 1,632 17,089 9.0
Singapore 6,604 22 8,427 859 7,196 5 - 585 | 23,698 132,728 17.9
Thailand 898 - 1,605 321 320 - 2,978 - 6,123 55,443 11.0
Vietnam 140 - 222 480 31 - 395 12 1,281 2,698 47.5
Total 158,354 37| 51,568| 23,742| 11,837 5| 81,343 956 | 327,843 | 2,136,401 15.3
Total investment balance | 581,704 948 | 678,481 | 86,697 | 25,050 191 194,121 5,035 | 1,572,055| 15,503,684 10.1
Intraregional investment (%) 27.2 4.0 7.6 27.4 47.3 26.1 41.9 19.0 20.9 13.8

Notes 1: China and Vietnam are not included among sources of investment because no data are available.
Notes 2: The figures in the lower right of each table represent world totals of outstanding investment.
Source: IMF, Coordinated Portfolio Investment Survey
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Table 10-2 Outstanding Cross-Border Investment in East Asian Stocks (Excluding Japan)

(Percentages of intraregional investment)

. South . o . . Total. balance
Hong Kong | Indonesia Korea Malaysia | Philippines | Singapore Thailand Total .Of inward
investment
2001 9.8 81.7 21.8 491 2.7 40.7 45.1 17.9 4.0
2007 32.1 44.0 40.6 53.9 2.7 30.4 12.2 33.0 7.5
2009 29.0 6.7 27.9 33.2 6.4 34.6 14.1 30.1 8.0
2010 26.2 4.0 222 46.7 26.1 34.3 18.7 28.1 8.5

Notes: Calculated by excluding Japan from Table 10-1. “Total balance of inward investment” denotes investment in East Asia (excluding
Japan) as a percentage of total world investment.
Source: IMF, Coordinated Portfolio Investment Survey

Table 10-3 Outstanding Cross-Border Investment in East Asian Stocks (ASEAN Region)

(Percentages of intraregional investment)

Total balance
Indonesia Malaysia Philippines Singapore Thailand Total of inward
investment
2001 13.3 44.3 2.7 24.2 32.9 24.9 1.2
2007 3.5 26.3 2.7 9.7 8.6 10.5 1.7
2009 5.5 18.2 6.4 7.5 8.6 8.6 1.8
2010 2.3 33.3 24.6 8.2 12.5 11.0 241

Notes: Calculated by excluding Hong Kong and South Korea from Table 10-2.

ment in East Asia (ASEAN region) as a percentage of total world investment.
Source: IMF, Coordinated Portfolio Investment Survey

“Total balance of inward investment” denotes invest-

Table 11 World Balance of Outstanding Cross-Border Investment

Long-term bonds—End of 2005 ($billions)
Source of Investment
NAFTA EU15 East Asia Others Total
Recipient Amount Share Amount Share Amount Share Amount Share Amount Share
NAFTA 244 22.4 1,100 14.8 669 33.9 1,432 48.9 3,444 25.7
EU15 441 40.4 5,008 67.5 717 36.4 1,041 35.5 7,207 53.7
East Asia 58 5.3 151 2.0 51 2.6 73 25 332 2.5
Others 348 31.9 1,157 15.6 536 27.2 386 13.2 2,427 18.1
Total 1,001 100.0 7,415 100.0 1,972 100.0 2,931 100.0 13,409 100.0
Long-term bonds—End of 2010
Source of Investment
NAFTA EU27 East Asia Others Total
Recipient Amount Share Amount Share Amount Share Amount Share Amount Share
NAFTA 399 215 1,829 16.2 1,030 33.5 2,559 46.5 5,817 26.8
EU27 731 39.4 7,600 67.3 992 32.2 2,018 36.6 11,341 52.2
East Asia 100 5.4 232 241 131 4.3 154 2.8 617 2.8
Others 627 33.8 1,632 14.5 925 30.1 777 141 3,961 18.2
Total 1,857 100.0 11,293 100.0 3,078 100.0 5,508 100.0 21,736 100.0
Stocks—End of 2005
Source of Investment
NAFTA EU15 East Asia Others Total
Recipient Amount Share Amount Share Amount Share Amount Share Amount Share
NAFTA 499 13.5 1,027 21.0 226 31.3 284 25.1 2,036 19.5
EU15 1,449 39.3 2,584 52.7 197 27.3 464 41.0 4,694 45.0
East Asia 769 20.9 510 10.4 106 14.7 73 6.4 1,458 14.0
Others 967 26.2 780 15.9 193 26.8 311 27.4 2,250 21.6
Total 3,684 100.0 4,901 100.0 721 100.0 1,133 100.0 10,439 100.0
Stocks—End of 2010
Source of Investment
NAFTA EU27 East Asia Others Total
Recipient Amount Share Amount Share Amount Share Amount Share Amount Share
NAFTA 776 14.8 1,290 19.4 380 24.2 542 26.6 2,988 19.3
EU27 1,707 32.7 3,390 50.9 287 18.3 767 37.6 6,151 39.7
East Asia 1,006 19.2 662 9.9 328 20.9 140 6.9 2,136 13.8
Others 1,738 33.3 1,323 19.8 577 36.7 591 29.0 4,229 27.3
Total 5,227 100.0 6,665 100.0 1,572 100.0 2,040 100.0 15,504 100.0

Notes: East Asia consists of 10 economies (China, Hong Kong, Indonesia, Japan, South Korea, Malaysia, the Philippines, Singapore,
Thailand and Vietnam). Because there are no data for China and Vietnam as sources of investment, there are only eight East
Asian sources of investment.
Source: IMF, Coordinated Portfolio Investment Survey
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The intraregional investment ratios for NAFTA,
Europe and East Asia in 2010 were 21.5%, 67.3%
and 4.3% respectively for bonds, and 14.8%,
50.9% and 20.9% respectively for stocks. East
Asia’s ratio for stocks was higher than that of
NAFTA. However, there was a major gap between
East Asia and Europe in relation to bonds. As we
have already seen, the ratios for bonds signifi-
cantly rise if we exclude Japan, and the gap is also
expected to narrow as the pace of regional integra-
tion accelerates.

As this analysis shows, there is a trend toward
regional integration in relation to bonds, but there
has been no clearly defined trend in relation to
stocks. This difference may have resulted from the
existence of the ABMI®.

Data concerning cross-border bond issues in the
main currencies (dollar, euro, yen) by Asian issu-
ers are available from Asian Bonds Online, but it
is difficult to obtain data about cross-border issues
in national markets within the region, and it is
hoped that data resources will be improved in this
area.

(2) Bank Lending

(DIntraregional Banking Flows

It is difficult to build a detailed picture of in-
traregional banking flows in Asia. Table 12 traces
trends in borrowing by the ASEAN+3 countries
and Hong Kong from BIS reporting banks accord-
ing to the nationality of the banks. The BIS report-
ing banks referred to in this table are located in 30
countries, and most of them are important coun-
tries. The totals in Table 9B obviously include
Finland, Hong Kong, India, Luxembourg, Norway
and Singapore, but data for individual countries
are not disclosed.

The ratio for Europe fell from 52.4% in De-
cember 2001 to 46.1% in June 2011 and 42.6% in
March 2012, while that for the United States rose
from 10.9% to 18.6% and 18.4% over the same
period. There was little change in Japan’s ratio,
which stood at 9.1%, 8.5% and 8.5% respectively.

The figures for “Others” were also largely un-
changed at 26.4%, 23.8% and 27.4% respectively.
Asian countries and regions, especially Hong
Kong and Singapore, account for an estimated
20% of them. The scale of lending by Asian banks
can be estimated from the locational banking sta-
tistics in Table 2A (External assets of banks as of
March 2012), which includes figures of $3,049.3
billion for Japan, $955.3 billion for Hong Kong,
$883.9 billion for Singapore, $225.8 billion for
Taiwan, $129.4 billion for South Korea, and $54.2
billion for Malaysia. There appears to be no sub-
stantial lending to Asia from regions other than
Europe and the United States. Based on data pub-
lished by the financial authorities in Hong Kong
and Singapore, lending from this region/country
to ASEAN+3 is estimated to account for around
40% of total lending. On this basis, we can con-
clude that Hong Kong and Singapore each account
for about 10% of lending toward the region, and
that the shares of South Korea and Malaysia (not
included in the data for reporting banks in Table
9B) are substantially smaller than this.

This means that intraregional flows make up
over 30% of banking flows (based on the total for
Hong Kong, Singapore, Japan, Taiwan, etc.). The
fact that this ratio has not changed significantly
over the past 10 years suggests that banks from
the countries and regions concerned are maintain-
ing a stable presence in the region. However, the
discussion so far has not included Chinese banks.
If China’s rapidly expanding banks were included,

Table 12 Sources of Funds Borrowed by Banks in ASEAN+3 and
Hong Kong (Amounts Outstanding)

($millions, %)
' Nationality of Lending Banks
Total |
otal lending Europe | Australia | Canada | Taiwan Japan U.S.A. Others
Dec. 2001 1,244,242 52.4 n.a. 1.2 n.a. 9.1 10.9 26.4
Jun. 2011 3,549,297 46.1 1.1 0.5 1.4 8.5 18.6 23.8
Mar. 2012 3,709,327 42.6 1.1 0.3 1.7 8.5 18.4 27.4

Source: BIS, Table 9B: Consolidated foreign claims of reporting banks-immediate borrower basis
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the percentage of intraregional lending could in-
crease.

In the preceding analysis, we looked at the
nationalities of the reporting banks that provide
loans in countries within the region, but we did
not consider the methods used by reporting banks
to procure their funds. If reporting banks procure
some of their funds from outside of the region, we
must assume that the percentage of intraregional
lending would be proportionately lower.

(2Recent Changes

An analysis of changes in the ratios between
June 2011 and March 2012 shows that the ratio
for European banks fell from 46.1% to 42.6%,
and that the only ratio to rise was that of Taiwan
(27.8% increase in the balance of loans outstand-
ing). The ratio for “Others” rose from 23.8%
to 27.4%, apparently because of contributions
from Hong Kong and Singapore. This means that
banks within the region, including those in Tai-
wan, Hong Kong and Singapore, are offsetting
the reduction of lending by European banks. The
balance of loans outstanding provided by “Oth-
ers” increased by 20.3% during this period. The
balance of loans outstanding provided by the big
three Singaporean banking groups (DBS, OCBC,
UOB) amounted to S$500 billion (¥31.5 trillion)

at the end of June 2012, a year on year increase of
17%. 1t is estimated that a constant percentage of
their loans was channeled into the Asian region.

Top-ranked Malaysian banks are also expand-
ing their business in the region, although these are
not included in the statistics. As shown in Fig. 2,
there has been a gradual upward trend in the ex-
ternal assets of the Malaysian banking sector as a
percentage of total assets, and the main borrowers
of these external liabilities appear to be foreign
banks. The fact that Asia accounted for 56.4% of
the external assets of the Malaysian banking sec-
tor at the end of 2011 indicates that the neighbor-
ing countries are the main focus of overseas busi-
ness (Fig. 3).

Overseas expansion has become an important
strategy for Malaysian banks, some of which re-
gard themselves as ASEAN regional banks. Ma-
laysian companies are expanding their overseas
investment, especially in the areas of energy, con-
struction, plantation and services, and banks are
also expanding overseas to support these com-
panies. Banks have also started to build a cross-
border involvement in consumer business, such as
credit cards. In addition, overseas expansion by
local banks is contributing to the economic devel-
opment of the countries in which their overseas
operations are located.

Fig. 2 External Assets and Liabilities of the Malaysian Banking

Sector
(Millions of ringgit) (%)
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120,000 70
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5.0
80,000
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Il External assets [] External liabilities —— External assets/Total assets (right axis)

Notes: The 2012 figures are as of the end of June.

Source: Bank Negara Malaysia, Monthly Statistical Bulletin June 2012
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Fig. 3 External Assets of the
Malaysian Banking Sector
(Region, %)

56.4

[ Asia [JLabuan []JEU-3
Other European []U.S.
[l Middle East [ Others

Source: Bank Negara Malaysia, Financial Stability and
Payment Systems Report 2011

At the end of 2011, six of Malaysia’s eight
banking groups had over 50 offices in 19 coun-
tries. As Malaysia’s neighbor, Singapore was tra-
ditionally the main focus of overseas expansion.
However, in recent years, Indonesia has also be-
come an important target.

As shown in Table 12, Australian and Japanese
banks have also maintained their shares of lending
and are playing an important role in the supply of
funds to Asia. The balance of credit provided to
Asia by Japanese banks increased by 24% year
on year in 2011 and reached a new record of $210
billion (approximately ¥17.2 trillion) at the end
of that year. Japanese banks are harvesting the
buoyant demand for funds for such areas as infra-
structure development and resource development,
and are increasing their share in areas in which
European banks excel, notably trade finance and
project finance. In 2012 (up to mid-September),
the three mega-banks also lifted their rankings in
the area of co-financing in the Asia-Pacific region.
This accelerated move into Asia has heightened
the reliance of major enterprises in the region on
Japanese banks.

(3Expectations toward the Regional Banking
Sector
The expansion of cross-border activities by

the banking sector not only supports the cross-
border activities of businesses but also leads to the
growth of financial sector within the region. Like-
ly benefits from this process include a rise in the
level of growth rates within the region, as well as
the potential for greater financial stability. Malay-
sian and Singaporean banks, which are among the
most highly developed in the region, are expected
to act as drivers for regional financial integration
in the future.

The banking sector also contributes to econom-
ic growth in each country by stimulating domestic
demand. Most large corporations have the credit
ratings needed to allow them to issue bonds, but
there are many areas in which the banking sector
must provide appropriate financial services, in-
cluding lending to SMEs and the consumer bank-
ing business. Priorities from the viewpoint of fa-
cilitating lending in these areas include the estab-
lishment of credit risk information data bases and
the reinforcement of credit guarantee systems. In
the consumer banking business, consumer protec-
tion measures need to be strengthened and appro-
priate regulations introduced because of the risk
of excessive borrowing.

Another priority when economic structures are
changing is the provision of diversified financial
services. Specific examples include pension-re-
lated financial products, services for the wealthy,
the provision of credit for the establishment of
new businesses, finance for infrastructure projects,
micro-finance, and Islamic finance. Participation
in banking transactions is still low in many Asian
countries, and measures to facilitate financial in-
clusion, such as the development of bank branch
networks in rural areas and the expansion of
micro-finance, have become important priorities
from the viewpoint of reducing income disparity.

3. Priorities for Regional Financial In-
tegration

(1) Reasons for the Expansion of Cross-Bor-
der Transactions

Investors are becoming increasingly interested
in Asian bond markets, and foreign investors’
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Fig. 4 Overseas Investor Ratios of GB
Markets
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holding rates in government bond markets are ris-
ing (Fig. 4). There are a number of reasons for
this trend. First, the expansion and development
of bond markets and domestic institutional inves-
tors is accelerating, and there are expanding op-
portunities for even individual investors to invest
through investment trusts. Second, investors feel
more confident thanks to the efforts of individual
countries to improve their markets, as well as re-
gional financial cooperation through the ABMI
and other mechanisms. Third, foreign investors
are being encouraged to participate through regu-
latory changes, such as the easing of restrictions
on capital transactions. Fourth, the trend toward
investment in Asia has accelerated because of the
recovery of Asian economies after the global fi-
nancial crisis and their subsequent strong perfor-
mance, and the improvement of the sovereign rat-
ings of Asian countries.

In addition, from the investor’s viewpoint,
Asian bonds are a tool for international invest-
ment diversification. Other reasons include the
fact that nominal interest rates are relatively high
even though fiscal conditions are better than in
most advanced countries, and the fact that interest
rates can be expected to fall and currency values
to rise gradually in step with economic develop-
ment. Rates of return on investment in Asian bond
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markets have been excellent since 2000

In summary, the incentives for the expansion
of cross-border transactions come from the syn-
ergistic effects of the development and opening
up of markets in each country through govern-
ment and private sector efforts, the reduction of
investment risk, especially through the changes of
credit ratings, and the benefits in terms of invest-
ment returns. Furthermore, reasons for the rising
percentage of intraregional investment are likely
to include integration at the real economic level,
which appears to be accelerating, and the relative
attractiveness of intraregional investment to inves-
tors within the region compared with investment
in the markets of advanced European and North
American countries because of poor economic

performance in those countries®.

(2) What Needs to be Done to Increase Cross-
Border Transactions?

However, market development is still far from
complete, and much still remains to be done in or-
der to expand cross-border transactions (Table 13).
The missions of the four ABMI task forces are di-
vided into issuance expansion, demand expansion,
regulation and market infrastructure. A similar ap-
proach to the expansion of cross-border transac-
tions should be possible (Items 1-4 in Table 13).
The use of issues by international institutions is
still likely to be an effective approach to Item 1.
The ABMF regards the development of a com-
mon bond issuance systems as the most important
of the tasks listed in Item 4. In addition, action on
differences in credit rating systems in each coun-
try, including the methods used and the actual
content, is an important priority from the view-
point of encouraging cross-border investment, and
this aspect is being discussed by an ASEAN+3
research group in Fiscal 2012. Rating agencies
within the region will need to be strengthened,
since investors within and beyond the region cur-
rently use ratings provided by international rating
agencies as a standard for deciding whether or not
to invest.

In addition to these tasks, Item 5 also listed
priorities specific to cross-border transactions, in-



Table 13 Steps toward the Expansion of Cross-Border Transactions

-

creditworthiness of issuers.

>

harmonized.
5. Others:

systems).

exchange policy coordination.

beyond the region should be intensified.

government bonds.

. Expansion of issuer base: Securitization and credit guarantees should be utilized to complement the

2. Expansion of investor base: Institutional investors should be developed within the region, and
information-sharing and information provision activities for investors should be undertaken.

3. Product development: Cross-border products (securitization products, Asian corporate bond funds,

investment trusts, etc.) should be developed and used as catalysts.

Modification and harmonization of regulations and systems: Systems and market infrastructure (capital

transaction regulations, taxation systems, market-related laws and regulations, ratings and other forms

of credit risk data, accounting and audit standards, settlement systems, etc.) should be modified and

(1) Differences in market development stages should be reduced through the development of bond markets
in each country (including the expansion of issuer scale, the improvement of creditworthiness, the
improvement of secondary market liquidity, and the development of risk hedging tools and settlement

(2) Currently-related problems should be overcome through the development of foreign exchange markets,
the liberalization of capital transactions, internationalization of currencies in the region and foreign

(3) Debate on approaches to and the costs and benefits of economic and financial integration within and

(4) Official institutions should engage in cross-border transactions, including reciprocal holding of

Source: Compiled by the author

cluding the development of markets in each coun-
try, and action in various currency-related issues.
Priorities for market development in each country
include the improvement of secondary market li-
quidity, the development of risk hedging tools,
and the improvement of settlement systems. It
should also be remembered that a properly devel-
oped government bond market is essential to cor-
porate bond market expansion.

lll. The Unstable International
Financial Situation and the
Asian Financial Sector

1. The Impact of the European Debt
Crisis

In Part III we will look at the relationship be-
tween the international financial situation and the
Asian financial sector. Asian economies recov-
ered quickly after the Lehman shock. However,
the growing seriousness of the European debt cri-
sis has started to impact on Asian exports, and in
many countries economic growth rates peaked out
in the first half of 2010 and have since started to
fall.

From a financial perspective, rapid inflows of
capital into Asia in 2009 and 2010 resulted in
closer integration with advanced countries’ mar-

kets and increased exposure to the influence of
those markets. Money flows into Asia are driven
by the relatively strong performance of Asian
economies, the increased availability of invest-
ment funds due to monetary easing in advanced
countries, and expanding interest rate gaps. On
the other hand, the risk stances of investors in ad-
vanced countries shift very often in response to
changes in the European situation or other factors,
with the result that the volatility of these inflows
of money has increased.

After rising in step in economic recovery, stock
prices in China plummeted in August 2009 and are
still following a downward trend punctuated by
occasional upward movements (Fig. 5-1). Stock
prices in Hong Kong, South Korea and Singapore
also began to drop in the second half of 2011 and
have since gone through a series of rises and falls.
However, stock prices in ASEAN countries have
remained firm, in part because of relatively strong
real GDP growth rates (Fig. 5-2).

After generally gaining value against the dollar
from 2009 onwards, most Asian countries’ curren-
cies shifted to a downward trend in mid-2011 (Fig.
6-1, 6-2). This has also halted the accumulation of
foreign currency reserves (Fig. 7-1, 7-2). The re-
serves of Thailand and Indonesia in particular are
significantly lower, possibility as a result of inter-
vention to support domestic currencies.

While the situation is not serious, these trends
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Fig. 5-1 Stock Prices
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Fig. 5-2 Stock Prices
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show that the European debt crisis is also impact-
ing on Asian economies and financial and capital
markets.

An analysis of balance of payments positions in
2011 reveals that inflows of portfolio investment
(gross) have declined compared with the previous
year in all of the countries surveyed. In Fig. 4, we
see a conspicuous decline in the foreign investor
ratio for the Indonesian government bond market
since mid-2011, indicating that funds are flowing
out of the bond market. Table 11 shows that the
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Fig. 6-1 Nominal Dollar Exchange
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Fig. 6-2 Nominal Dollar Exchange
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percentage of European investors investing in East
Asian bonds and stocks fell from 45.5% in 2005
to 37.6% in 2010 in the case of bonds, and from
35.0% to 31.0% in the case of stocks. This is also
likely to be a result of the European debt crisis.

As shown in Table 12, banks within the region
have taken up the slack left by the accelerating
reduction of lending (deleveraging) by European
banks. It appears from this that the crisis within
the advanced countries is driving regional finan-
cial integration in Asia.
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While Asia has been affected to some extent
by the European debt crisis, the region has so far
been able to cope with the situation. However, Eu-
rope’s problems are likely to persist for a consid-
erable period, and Asia could also face an increas-
ingly serious situation if capital outflows expand.
Crisis countermeasures will need to be strength-
ened against this contingency.

2. Asian Countries’ Response to an
Unstable International Financial
Situation

In responding to the current international eco-
nomic and financial situation, Asian countries will
need to focus not only on regional financial inte-
gration, but also on the following factors.

(1) Groundwork for the Liberalization of
Capital Transactions

One possible way to contain the ripple effects
of turmoil in international financial markets would
be to reduce reliance on capital flows by tighten-
ing restrictions on capital inflows. While Hong
Kong and Singapore have made progress toward
the liberalization of capital transactions, other
Asian countries still maintain relatively stringent
restrictions, and many are using sterilized inter-
vention to curb increases in currency values while
maintaining a degree of freedom for monetary
policies. There is a tendency to restrict outflows
more stringently than inflows, in part because of
the experience of the Asian financial crisis. After
the crisis, many countries also strengthened mea-
sures designed to restrict capital transactions and
deinternationalize their currencies. These restric-
tions have been gradually eased since then, but
there are now moves to tighten controls over capi-
tal flows again because of the experience of the
global financial crisis, and because of a desire to
curb rapid increases in capital inflows into Asia”.

The volatility of net capital inflows into Asia
has risen in recent years, and there has also been
a significant increase of risk exposure related to
capital flows, shown for example by the upward
trend of the foreign investor ratio of government
bond markets. Moves to restrict capital inflows are
perhaps inevitable. However, liberalization of cap-
ital transactions is prerequisite for regional finan-
cial integration. The best approach, therefore, is to
move toward liberalization while taking appropri-
ate precautions against the risks associated with
capital flows. Progress toward regional financial
integration is also being hindered by the limited
scale of foreign exchange transactions involving
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Asian currencies, and the fact that those curren-
cies are not internationalized. After liberalizing
capital transactions, Asian countries should also
aim to internationalize their currencies.

It is well known that sound macroeconomic pol-
icy management and the improvement of domestic
financial systems are prerequisites for the liber-
alization of capital transactions. This is known as
the “integrated approach.” Macroeconomic poli-
cies include a flexible foreign exchange policy to
provide freedom for monetary policy, and fiscal
and monetary policies that ensure appropriate re-
sponses to capital inflows and outflows. The most
effective approach to the other prerequisite, the
improvement of domestic financial systems, is
the development of financial and capital markets,
accompanied by the strengthening of regulatory
supervision over markets and market participants.
Since foreign exchange transactions will increase
rapidly in step with increases in capital flows,
there is also likely to be a need for measures to
strengthen foreign exchange markets, including
increased flexibility (reduced intervention) in re-
lation to exchange rates, and the development of
currency derivative markets.

The easing of restrictions on capital outflows is
likely to be a more effective approach to reduction
of net capital inflows than the tightening of restric-
tions on inflows. In recent years, this approach
has been adopted by several countries, including
China, South Korea, Malaysia and Thailand. With
the improvement of the capacity to manage risks
associated with overseas investment, it is required
to encourage companies and institutional investors
to internationalize their activities.

Of course, regional financial integration must
not result in a financial crisis. To stabilize capital
inflows, it is necessary to use foreign exchange
policies, fiscal and monetary policies, financial
regulations and restrictions on capital transac-
tions to curb excessive inflows and outflows and
implement countermeasures when these situations
occur. Another requirement is the continuing im-
provement of domestic financial systems.

Restrictions on capital transactions have been
the subject of extensive debate. In developing
countries, including those in Asia, full deregula-
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tion must be seen a long-term goal.
(2) Developing Domestic Bond Markets

As has been stated repeatedly, the development
of domestic financial systems is essential. When
we consider the importance of bond markets in re-
lation to crises, it becomes apparent first of all that
while bond market improvements are unlikely to
reduce capital inflows during normal times, they
can be expected to influence the composition of
inflows. In other words, bond markets can func-
tion as a substitution mechanism for inflows of
higher-risk capital. Second, if bond markets have
been developed they can be expected to provide
the means to complement capital flows when in-
flows shrink rapidly or outflows increase.

To provide these functions, it is necessary to de-
velop robust bond markets. In particular, it is im-
portant to diversify the investor base by bringing
in various characters of foreign investors and de-
veloping domestic investors, and to stabilize mar-
ket prices and improve secondary market liquid-
ity. These improvements will help to curb sudden
one-way shifts in market prices.

In the past, the main cross-border investors
were hedge funds. With the inclusion of bonds
from developing countries in global indexes,
however, there has been a gradual increase in the
presence of real money investors, such as pension
funds. This trend can be expected to bring greater
stability to overseas funds.

However, foreign funds will inevitably flee
when crises occur. That is why the development
of domestic investors is also essential. At pres-
ent, local banks hold large amounts of govern-
ment bonds, but they are not especially active in
trading. By increasing the number of institutional
investors, such as pension funds and investment
trusts, it should be possible to diversify investment
methods and improve liquidity.

There are other requirements in relation to the
improvement of liquidity. For example, it is essen-
tial to establish benchmark interest rates, improve
the transparency of transaction prices, strengthen
market maker functions, and develop markets for
bond and interest derivatives. One of the weak-



nesses of Asian bond markets is the inadequate
development of derivative markets. Given that
over-the-counter derivative markets are regarded
as high-risk markets, the best approach would
probably be to create bond futures markets based
on securities exchanges"” .

Measures implemented during crises have also
included the easing of conditions for the accep-
tance of bonds as loan collateral, and the tempo-
rary easing of regulations concerning the market
valuation of bonds. While these measures are ef-
fective, their implementation needs to be based on
a proper awareness of the functioning of market
mechanisms.

(3) Introduction and Expansion of Islamic Fi-
nance

Islamic finance has characteristics that help to
enhance financial sector stability. Shariah gover-
nance based on Shariah principles contributes to
the improvement of governance in the financial
sector. Strong Shariah governance systems ensure
that funds are allocated for productive purposes
and are always backed by real assets. Speculation
is prohibited in Islamic finance, and there are no
speculative transactions such as derivatives trans-
actions or foreign exchange dealings. These fea-
tures are in tune with the values of ethical invest-
ment and financing, including socially responsible
investment (SRI), the growth of which has been
particularly conspicuous since the global financial
crisis.

Islamic finance appears to have the potential
to contribute to global financial stability and the
stability of national financial markets. Asian coun-
tries should give positive consideration to the ex-
pansion of this type of finance.

(4) Reinforcement of Financial Regulation

Since the global financial crisis, there has been
growing international debate about the need to
strengthen financial regulation. The Lehman
shock also impacted on Asia through reduced ex-
ports and capital inflows, shrinking liquidity, and
a decline in issues of high-risk financial products.

All of these phenomena resulted from ripple ef-
fects from advanced countries, and the soundness
of domestic financial systems was maintained.
However, the Asian financial sector is part of the
international financial system and cannot be iso-
lated from the debate over the reform of interna-
tional financial regulation. At present the debate is
focusing mainly on the following points".

First, there is the reinforcement of micropru-
dential supervision, which means monitoring of
individual financial institutions. This process is
being introduced basically through a review of
the Basel rules. Key points of debate include the
reinforcement of capital adequacy, the improve-
ment of liquidity, and the limitation of leverag-
ing. Examples of this type of regulation include
the Volcker Rule, which separates the commercial
banking business from other types of high-risk
business.

Second, there is the reinforcement of macro-
prudential supervision, which focuses on moni-
toring systemic risk. This function has not always
worked effectively in the past. Monitoring needs
to start before risks have been identified in indi-
vidual financial institutions, so that attention can
be drawn to market trends that could jeopardize
systemic stability. The aim of monitoring is to
prevent generalized crisis of the financial system.
One of the techniques used for this purpose is to
tighten regulation of globally systemically impor-
tant financial institutions.

Third, there is the reduction of procyclicality.
Many aspects of financial and accounting sys-
tems, including the framework of Basel 2, have
a tendency toward procyclicality. In the area of
financial regulation, for example, it is possible to
introduce counter-cyclical mechanisms, such as
progressive increases in bad loan reserves in pro-
portion to increases in the amount of lending. This
type of regulation is already in use in many Asian
countries.

Fourth, there is the reinforcement of regulations
targeting specific financial products and business-
es. It is important to prevent the use of complex
securitization mechanisms and the exclusion of
those securities from balance sheets, which were
the main causes of the subprime mortgage prob-
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lem in the United States. Products of this type did
not exist in Asia in the past, and it is hoped that
securitization will continue to follow a healthy
growth trend in the future. The keys are product
standardization and measures to ensure the trans-
parency of transactions, such as through the use of
exchanges. Another form of regulation targeting
specific products and businesses is the restriction
of “shadow banking,” an offshoot of the subprime
mortgage problem whereby banks engage in
banking-related activities in ways that circumvent
the banking regulations.

We will look next at credit rating agencies,
whose reputations have been affected by the glob-
al financial crisis. This has led to the introduction
of new regulations, including registration systems.
International rating agencies have not been espe-
cially active in Asia, while local agencies are not
yet fully developed. Although this situation has
prevented rating-related problems, it also reflects
the difficulty of rating Asian securities, and it will
be necessary to strengthen Asian rating agencies
under a new regulatory framework based on inter-
national standards.

It has been suggested that the transparency of
over-the-counter derivative transactions should be
improved through bulk settlement using a central
counterparty. Regulatory changes are also being
considered with the aim of improving the trans-
parency of repo transactions through the clarifica-
tion of costs and the types of securities accepted.

Fifth, there is the reinforcement of crisis re-
sponse frameworks. It is important not only to
identify problem banks and implement early in-
tervention measures, but also to establish frame-
works for the resolution of banks. Exceptional
treatment based on the “too big to fail” concept
should be avoided wherever possible. Because
crisis resolution methods vary from country to
country, the relevant authorities need to cooperate
closely in order to contain crises quickly and re-
solve problems.

The key priorities in these areas are to ensure
that the authorities have the powers and capabili-
ties needed to move forward steadily with regula-
tory reform, and to ensure that regulations do not
become a barrier to economic growth.
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3. Lessons from the European Debt
Crisis

The European debt crisis, which began with the
Greek crisis in November 2009, can be seen as
the result of inconsistencies caused by currency
union, which were exposed by the global finan-
cial crisis"”. The environment that formed as a
result of currency union was conducive to the ex-
pansion of private and public debt in the member
countries, in part because of the convergence of
government bond interest rates within the euro-
zone. With the onset of the global financial crisis,
governments came under pressure to implement
stimulatory measures and deal with an increasing-
ly serious banking crisis. The result was a vicious
circle of sovereign debt crises and banking crises.

Asia has two lessons to learn from the European
debt crisis. First, rapid monetary union entails ma-
jor risks. After monetary union, member countries
become unable to maintain their competitiveness
by reducing the value of their currencies. Unless
the domestic economy can be effectively adjusted,
this situation can easily cause the current account
deficit to expand, triggering a crisis.

For monetary union to succeed, the participat-
ing countries need to achieve a certain level of
economic and political uniformity. The European
debt crisis proves that it is difficult to realize a
scenario in which monetary union facilitates re-
gional economic uniformity.

Asia has even wider gaps between countries in
terms of economic development stages than Eu-
rope, and it would be impossible to achieve strong
regional financial integration such as monetary
union rapidly. The reduction of gaps in develop-
ment stages through the economic development
and the improvement of financial systems of less
developed countries will therefore be an important
prerequisite for integration. It is especially im-
portant to recognize that foreign exchange policy
coordination requires a cautious approach, includ-
ing implementation in stages, since it reduces
the freedom with which individual countries can
implement macroeconomic policies. The region
needs to look for a gradualist approach based on
reference to regional currency basket and other



concepts.

Integration in Europe was driven by political
factors and internal factors, while the prospect of
accelerating integration in Asia is linked to eco-
nomic factors and external factors, including the
development of intraregional divisions of labor
and economic stagnation in advanced countries.
For this reason, Asia is moving toward loose in-
tegration that will to some extent result in greater
openness beyond the region as well. This situation
is likely to remain the basis for future progress to-
ward integration.

Second, moves toward regional financial inte-
gration must be accompanied by adequate precau-
tions against financial crises. Regional financial
integration not only stimulates intraregional do-
mestic demand and supports economic growth,
but also improves the capacity to withstand finan-
cial crises and other external shocks"". Given the
present international financial situation, however,
the importance of crisis countermeasures is likely
to increase, and it will be necessary to focus on
responses to capital flows, as described in the pre-
vious section, on the gradual liberalization of cap-
ital transactions, on the development of domestic
bond markets, and on the reinforcement of finan-
cial regulations.

Regional financial cooperation frameworks
should be used for these purposes"'”. Monitoring
of capital flows is likely to be especially impor-
tant. In view of the increasingly serious banking
crisis associated with the European debt crisis, the
prevention of systemic risks through the develop-
ment of frameworks for macroprudential supervi-
sion will be an essential requirement. Other es-
sential preparations include the development of
mechanisms for bank bail-outs.

The steps that are currently being taken to
strengthen the CMIM framework and expand the
activities of AMRO are also an essential part of
crisis countermeasures. Many aspects need to be
debated in relation to regional financial coopera-
tion, including the development of financial and
capital markets, responses to capital flows, region-
al financial integration, and crisis management.
In 2008, Asian Development Bank President Har-
uhiko Kuroda proposed the Asian Financial Sta-

bility Dialogue (AFSD) as an organization for this
purpose. The Executives’ Meeting of East Asia-
Pacific Central Banks (EMEAP) has also stepped
up its activities in relation to regional cooperation
in such areas as responses to international finan-
cial regulatory reform.

There will need to be debate concerning the
best organizational response on this issue. Fur-
thermore, since none of the existing organizations
have the power to force countries in the region
to adopt regulatory changes and other measures,
careful consideration will be necessary to the fo-
cus of initiatives and methods to make them effec-
tive.

IV. Outlook for Regional Financial
Integration

1. The Influence of China: Internation-
alizing the Yuan and Japan-China
Financial Cooperation

(1) Internationalizing the Yuan—Current Sit-
uation

In this section we will examine trends in Japan
and China, which will play an important role in
regional financial integration. We will look first at
the internationalization of the yuan.

Since the global financial crisis, China has been
implementing a yuan internationalization strategy.
This is motivated basically by a loss of confidence
in the U.S. dollar as the key currency. Currency
internationalization generally means free inter-
changeability with other currencies as the basis
for a dramatic increase in the use of the currency
in trade and capital transactions (including over-
seas bank loans and bond issues). The only inter-
national currencies in Asia are the Japanese yen,
the Hong Kong dollar and the Singaporean dollar.
If the yuan becomes an international currency, it
will have a major influence on the future shape of
foreign exchange policies in Asia, including the
potential for policy coordination.

The first core component of the strategy is the
expansion of yuan settlements for the trade in
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goods. In December 2008, China began to use
yuan settlements on a trial basis for the trade in
goods with specific countries and regions. Yuan-
based settlements began in earnest in July 2009.
Initially the People’s Bank imposed restrictions
concerning the domestic regions involved in the
trial, as well as the export markets involved and
participating companies. However, these limita-
tions have gradually been eased. In June 2010,
the scheme was expanded to include all export
markets, and the scope of transactions to include
all current transactions. In August 2011, the trial
program within China was extended to include the
entire country, and in March 2012, all companies
with trade licenses were included in the scheme.

Yuan-denominated settlements reached 3.58
billion yuan in 2009, 506.34 billion yuan in 2010,
and 2,080 billion yuan in 2011"%. The percent-
age of trade settled in yuan has been around 10%
since mid-2011.

Most yuan-denominated settlements involve
Hong Kong. Initially the purpose of yuan settle-
ments was to reduce currency risk of exporting
companies. However, the value of the yuan is
tending to rise, and over 80% of the transactions
are in fact import settlements. This situation is
leading to a rapid increase in the balance of yuan-
denominated deposits in Hong Kong (Fig. 8).

The second core component of the strategy is
the easing of restrictions on yuan-denominated

capital transactions. In relation to outward direct
investment, companies located in regions selected
for the yuan-denominated trade settlement trial
have been allowed to carry out investments on
a trial basis since January 2011. In addition, ap-
proval was given for yuan-denominated lending to
companies targeted for direct investment. In addi-
tion, companies based in Shanghai were allowed
to obtain yuan-denominated overseas loans for
purposes other than trade-related overseas debt.

In October 2011, approval was given for over-
seas investors to use yuan acquired by legal means
(yuan-denominated bond issues, trade settlements,
dividend payments received) for direct investment
in China.

In relation to inward portfolio investment, over-
seas banks that handle yuan-denominated trade
settlements have been allowed to invest yuan
funds in the domestic interbank bond market since
August 2010, although the banks concerned need
to obtain licenses and investment quotas. Fur-
thermore, in December 2011, the government an-
nounced regulations providing for a trial program
involving investment in domestic securities by
“renminbi qualified foreign institutional investors”
(RQFIIs), such as fund management companies
and securities companies. Participating companies
were allowed to use yuan solicited from Hong
Kong investors for investment within China.

This left investment in overseas securities as

Fig. 8 Balance of Yuan Deposits in Hong Kong
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the only type of current or capital transaction for
which yuan-denominated settlements were still
not permitted. Of course, approval was given for
each item on a limited basis.

The third core component of the strategy was
the signing of currency swap agreements with for-
eign central banks. China has been signing agree-
ments providing for swaps between the yuan and
other countries since December 2008, not only
to support short-term liquidity, but also in the ex-
pectation that companies in the other countries
would use yuan to pay for imports from China. By
March 2012, swap quota agreements amounting to
approximately 1,650 billion yuan had been signed
with 17 countries.

The fourth core component is the expansion of
the yuan-denominated bond issues and the expan-
sion of the Hong Kong offshore market. The Asian
Development Bank and the International Finance
Corporation issued yuan-denominated Panda
bonds in Mainland China in 2005. Approval was
given for issues by foreign-owned companies (res-
ident in China) in 2009, and a subsidiary of the
Bank of Tokyo-Mitsubishi UFJ, Ltd. issued bonds
in November of that year. China has subsequently
allowed issues of this type a little at a time.

In 2007 approval was given for yuan-denom-
inated bond issues in Hong Kong by Mainland
Chinese banks. In 2009, issues by subsidiaries
established in Mainland China by foreign banks
were approved and implemented. In October
2009, the Chinese government began to issue
government bonds in Hong Kong. An initial issue
worth 6 billion yuan was followed by issues worth
8 billion in yuan in November 2010, 20 billion
yuan in August 2011 and 23 billion in June 2012.

Yuan-denominated bond issues by issuers re-
garded as non-residents from a mainland perspec-
tive have been allowed since July 2010, with the
aim of increasing yuan-denominated financial
products in Hong Kong. Bonds of this type are
known as “dim sum bonds.”

The Hong Kong yuan offshore market began
to operate on a significant scale as a result of this
change, which also led to the formation of a mar-
ket for the Hong Kong yuan (CNH), distinct from
the Mainland Chinese yuan (CNY) market. Pre-

viously foreign exchange transactions had been
limited to NDF transactions, but now there is also
a foreign exchange market for the yuan in Hong
Kong. In contrast with the tightly regulated do-
mestic foreign exchange market, in which non-
residents cannot participate, there are few restric-
tions in the Hong Kong market. Because the CNH
used in trades between non-residents is a floating
currency, its value can diverge from that of the
CNY. This means that China is in effect operating
a dual exchange rate system.

As a result of the easing of restrictions in July
2010, it became possible to develop and sell a
variety of yuan-denominated financial products
in Hong Kong. Japanese companies can now is-
sue yuan-denominated corporate bonds in Hong
Kong, and investment from Japan in Hong Kong
yuan-denominated bonds is also possible.""

Yuan-denominated bonds worth approximately
200 billion yuan were issued in Hong Kong be-
tween 2007 and mid-2012"". There were four
issues totaling 15 billion yuan in 2009, 16 total-
ing 35.8 billion yuan in 2010, and 87 totaling 106
billion yuan in 2011. The 2011 figure reflects the
expansion of the scope of issuers to include main-
land general business corporations in August of
that year. At 67.2 billion, bond issues during the
first six months of 2012 were 52% higher than the
total for the same period in 2011. The issuer base
has also expanded to include issuers not only from
Mainland China but also from Europe, the Middle
East and other regions.

Other phenomena that are indicative of progress
toward the internationalization of the yuan include
the debate over the inclusion of the yuan in the
basket for IMF special drawing rights (SDRs),
moves by some countries to add the yuan to their
foreign currency reserves, the establishment of
a banking forum as a framework for coopera-
tion between the Hong Kong Monetary Authority
(HKMA) and the U.K. Treasury concerning off-
shore yuan operations, and a statement by the U.K.
Chancellor of the Exchequer calling for the estab-
lishment of an offshore yuan market in London.
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(2) The Outlook for the Internationalization
of the Yuan

Murase [2012] uses the term “managed interna-
tionalization” to describe the internationalization
of the yuan in an environment in which the main-
land and Hong Kong markets are still separated
by restrictions on capital transactions"”. Overseas
funds are allowed to move freely in and out of the
Hong Kong market, which is used for the invest-
ment of hot money that previously flowed in and
out of domestic markets in ways that circumvent-
ed regulations. Dual interest rates and exchange
rates have formed in the two markets, but Chinese
trade companies with offices in Hong Kong are
able to use whichever of the CNH or CNY rates
is the more advantageous, and a certain amount
of arbitrage will occur between the two markets.
This market environment is attributable to the for-
mation an offshore market while maintaining re-
strictions on capital transactions, and it cannot be
regarded as a natural situation. Other issues high-
lighted in Murase [2012] include higher trans-
action management costs due to the continuing
policy of domestic-overseas separation, and the
strong possibility that the liberalization of main-
land interest rates and financial and capital market
reforms will be delayed.

There is likely to be a significant need for yuan
transactions because of the expanding presence of
the Chinese economy. If the Chinese government
so wishes, therefore, it is likely that international-
ization will move forward at a reasonable steady
pace. As discussed later in this article, yuan-de-
nominated transactions are in fact also expanding
in the Tokyo market.

However, the essential requirements for an in-
ternational currency are not only unrestricted cur-
rency and capital transactions and the develop-
ment of domestic financial, capital and foreign
exchange markets, but also the establishment of
confidence in the value of the currency. Capital
market liberalization requires the application of
market principles to capital flows through steps
that include the development of financial and
capital markets, the liberalization of interest rates,
the adoption of a flexible foreign exchange policy,

32 RIM Pacific Business and Industries Vol. XII, 2012 No. 46

and the development of monetary policy tools. Be-
cause of the many obstacles that exist in these ar-
eas, China’s progress toward the liberalization of
capital transactions will inevitably be gradual””.
It would be impractical to move ahead with just
the internationalization of the yuan in this envi-
ronment. Yu [2012] states that rather than hasten-
ing to internationalize the yuan, China will focus
on the establishment of the conditions required for
the liberalization of capital transactions. In reality,
the only way to internationalize the yuan while
keeping risks to a minimum is through the accel-
erated development of domestic financial systems,
including improvements at the macro level"”.

(3) Progress toward Japan-China Financial
Cooperation

Japan has adopted a clearly defined cooperative
stance toward China’s yuan internationalization
strategy. During a Japan-China summit meeting on
December 25, 2011, the leaders agreed to increase
reciprocal cooperation toward the development of
financial market in both countries. The main areas
of cooperation are (1) promotion of the use of the
yen and yuan in cross-border transactions between
Japan and China (promotion of yen- and yuan-
denominated trade settlements, yuan-denominated
Japanese direct investment in mainland China), (2)
support for the development of a market in which
the yen and yuan can be directly exchanged, (3)
support for the sound development of yen- and
yuan-denominated bond markets (yuan-denomi-
nated bond issues by Japanese companies in the
Tokyo market and other overseas markets, yuan-
denominated bond issues in the mainland market
by the Japan Bank for International Cooperation,
investment in Chinese government bonds by the
Japanese authorities), (4) encouragement for the
development of yen- and yuan-denominated finan-
cial products and services in overseas markets by
the private sector, and (5) the establishment of a
joint working group on the development of finan-
cial markets in Japan and China.

This agreement is seen as an initiative to sup-
port the expanding economic and financial re-
lationships between Japan and China. There are



specific benefits for Japan. First, Japanese compa-
nies engaged in business activities with China will
benefit from lower transaction costs and currency
risks and an expanded range of options for financ-
ing and investment. Second, the presence of the
Tokyo market and Japanese financial institutions
will be expanded due to the improved usabil-
ity of the yen and the diversification of financial
products and services. On both levels, the aim is
to harness growth in Asia, especially China, as a
source of vitality for the Japanese economy.

In the Tokyo market, financial institutions are
increasingly offering yuan-based financial prod-
ucts and services, including the acceptance of
yuan deposits from individuals and Japanese com-
panies, and the provision of yuan-denominated
loans. Japanese banks are also stepping up their
efforts to support yuan-denominated direct invest-
ment by Japanese companies''”.

There has also been progress toward the estab-
lishment of a market for the direct exchange of the
yen and yuan. Direct exchange between the yen
and the yuan (offshore yuan) began in the Tokyo
foreign exchange market on June 1. On the same
date, direct yen-yuan exchange transactions began
in the Shanghai center of the China Foreign Ex-
change Trading System (CFETS), following the
establishment of a new market maker system. Ten
banks, including local subsidiaries of Japanese
banks, were designated as market makers.

Direct trading lowers transaction costs, reduces
the Herstatt risk (settlement risk resulting from the
fact that settlements occur in different time zones
for each currency) and improves the usability of
both countries’ currencies. It is also expected to
revitalize the Tokyo market. Direct transactions in
the Shanghai market have increased dramatically
since June 1, and trading spreads are shrinking.
The yen’s share of spot currency transactions in
the Shanghai market rose from 0.1% in the Janu-
ary-March quarter of 2012 to 1.4% (equivalent to
$12 billion) in the April-June quarter.

In the longer-term future, these changes will re-
sult in a gradual shift away from the dollar. They
will also be highly significant from the perspec-
tive of regional financial integration. Efforts to
move away from the dollar are not limited to Ja-

pan and China. For example, in September 2012,
China and Taiwan reached agreement on the in-
troduction of direct trading between the yuan and
the Taiwanese dollar. In addition, seven ASEAN
countries have agreed to link their ATM systems
and settle foreign currency transactions through
these systems directly in local currencies®”. Of
course, it will take a considerable period of time
for a general shift away from the dollar to perme-
ate throughout Asia. In the immediate future, it is
likely that the private sector will use the yen and
yuan as levers to drive regional financial integra-
tion. It is also hoped that synergy benefits will
arise between Japan-China financial cooperation
and ASEAN+3 financial cooperation.

2. Regional Financial Integration and
Japan

(1) Market Development Initiatives in Japan

Our final topic is Japan’s involvement in re-
gional financial integration. There are two aspects
to this. First, there is attraction of Asian economic
entities (general business corporations, financial
institutions, institutional investors and individual
investors) into Japanese financial and capital mar-
kets. Second, there is the fact that Japanese eco-
nomic entities will be involved in some way in
Asian financial and capital markets.

Japan is playing a major role in regional finan-
cial cooperation, but the development of domestic
bond markets and the encouragement of Asian is-
suers and investors to use those bond markets is
also a major priority. Japan has undertaken vari-
ous initiatives in this area. First, there is the cre-
ation of frameworks—the Market Access Support
Facility (MASF) and the Guarantee and Acquisi-
tion toward Tokyo market Enhancement (GATE)
system—within the Japan Bank for International
Cooperation to provide partial guarantees for
Samurai bonds issued by foreign governments,
and to acquire part of those issues. Reasons for
the establishment of these systems include the ex-
pansion of the foreign issuer base, the expansion
of investment opportunities for domestic inves-
tors, and the revitalization of the Tokyo market.
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Second, in July 2009, the Japan Securities Deal-
ers Association established the Study Group to
Vitalize the Corporate Bond Market. In June 2010
this group released a report entitled “Toward Vi-
talization of the Corporate Bond Market.” In July
2012 a sub-group report on initiatives to revitalize
the corporate bond market was published.

Third, in May 2011, the Tokyo Pro-Bond Mar-
ket was established as a bond market for profes-
sionals. This became possible after the enforce-
ment of the Act for Amendment of the Financial
Instruments and Exchange Act in December 2008.
Disclosure and screening procedures for this mar-
ket have been simplified, and information disclo-
sure in English and program listing can be carried
out. In March 2012, the ING Bank of the Neth-
erlands used the market to list a ¥200 billion pro-
gram requiring issuance within one year, and in
April bonds worth ¥50.7 billion were issued. The
Asian Development Bank is also considering a pi-
lot issue.

Criteria applied by bond issuers and investors
when choosing markets include issuance costs,
rates of return on investment, and convenience in
terms of market infrastructure and regulations.
It is hoped that market development efforts will
result in the formation of a market that will be at-
tractive to overseas issuers and investors. Market
competition in Asia is intensifying, and publicity
activities concerning Japanese markets need to
be stepped up in order to attract bond issues and
stock listings by Asian companies. Other priorities
include the provision of incentives for investment
by foreign investors.

Because of the increasing instability of finan-
cial systems in Europe and the United States, con-
fidence in the Japanese market is relatively high.
For example, samurai bond issues by South Kore-
an business corporations and financial institutions,
for which overseas financing is difficult, doubled
year on year to around ¥370 billion in 2011. As
a result, the percentage of foreign bond issues
denominated in dollars fell from 67% in the pre-
vious year to 55%, while the percentage denomi-
nated in yen rose from 11% to 19%. Furthermore,
outstanding Japanese government bonds held by
foreign investors increased by around 20% year
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on year and reached a record high of ¥81.6 trillion
at the end of June 2012. The percentage of gov-
ernment bonds held by foreign investors has also
reached an all-time high of 8.7%.

(2) Government Strategies

The basic aim of the New Growth Strategy ad-
opted by Japan’s cabinet in June 2010 is to ac-
celerate Japan’s growth by harnessing the growth
of Asian economies. Financial strategies based
on this policy include the establishment of Asian
bond markets, the development of primary and
secondary corporate bond markets for profession-
als, the revitalization of the samurai bond market,
the creation of an integrated exchange, and the
opening up of Asian financial and capital markets.
In January 2011, the cabinet adopted “Realizing
the New Growth Strategy 2011” as a follow-up
policy for the New Growth Strategy.

Based on these developments, on December 24,
2010 the Financial Services Agency completed an
action plan for the revitalization of financial and
capital markets and the financial industry. A key
focus of this action plan is the role of the financial
sector as a bridge between Asia and Japan. The
priorities identified in this context are the estab-
lishment of a position for the Japanese market as
the main market in Asia, and the expansion of the
activities of Japanese financial institutions in Asia.
Specific policies for the realization of the latter
goal include the promotion of policy cooperation
with Asian countries in relation to financial and
capital markets. The development of Asian bond
markets is seen to be linked to the expansion of
the activities of Japanese financial institutions.

In July 2012, the Japanese cabinet adopted “Re-
birth of Japan: A Comprehensive Strategy.” A key
element in this strategy regarding finance is the
achievement of an enhanced presence for Japa-
nese companies, financial institutions and markets
in Asia. Specific strategies identified for this pur-
pose include (1) the improvement of the competi-
tiveness of Japanese financial and capital markets
and financial institutions with the aim of making
Japan the financial center for Asia (law changes to
allow the creation of an integrated exchange, im-



provement of the competitiveness of Japanese fi-
nancial institutions and markets, the reinforcement
of the growth potential and competitiveness of in-
surance companies, the development and opening
up of Asian financial and capital markets through
Japanese initiatives, the promotion of global regu-
latory reforms), (2) support for the improvement
of the international competitiveness of Japanese
companies (the reinforcement of systems to sup-
ply funds for overseas expansion, the formulation
of measures to promote urban development proj-
ects, especially in Asian emerging economies, the
facilitation of strategic business restructuring by
business corporations).

Through these strategies, Japan aims to build
the top exchange in Asia, and to become a hub for
the circulation of money within and beyond Ja-
pan. Clearly the goal of the policy is to promote
regional financial integration in Asia, including
Japan. Benefits are expected to emerge as this
strategy is put into effect.

In addition, Financial System Council, Work-
ing Group on the Medium- and Long-Term Mo-
dalities of the Japanese Financial Industry [2012]
identifies “outward globalization” (global expan-
sion of the financial industry) and “inward global-
ization” (improvement of domestic markets) as
components of the strategy. In relation to outward
globalization, the Working Group proposes that
the Japanese government should call on overseas
authorities to reform their regulations, including
restrictions on market participation by foreign
banks, that domestic regulatory obstacles to the
free activities of financial institutions should be
eased, and that there should be collaboration and
risk sharing between private sector financial insti-
tutions and public financial institutions. Because
changes to restrictions on market participation by
foreign banks involve the sovereignty of the coun-
tries concerned, it would be necessary to spend
time exploring various possibilities.

As far as inward globalization is concerned,
the aim should be to create dynamic markets in
which players from emerging economies in Asia
and elsewhere can participate, and which allow
free inflows and outflows of funds. The Work-
ing Group states that this will require continued

efforts to develop highly transparent and inter-
nationally compatible market rules, efficient and
reliable exchanges, and settlement and clearing
systems.

A deeper understanding of Asian financial and
capital markets and the behavior of economic en-
tities is essential to the achievement of the goals
of financial globalization. Furthermore, if care is
taken to maintain a synergistic approach to real
economic integration and financial integration,
support for integration at the real economic level
will also facilitate financial integration.

Conclusions

Policy initiatives toward regional financial in-
tegration have taken various forms, including the
establishment of the ASEAN Economic Commu-
nity, financial cooperation within the ASEAN+3
group, financial cooperation between Japan and
China, and the Rebirth of Japan strategy. Moves
toward regional integration at the real economic
level are accelerating, as evidenced by the fact that
the 16 members of the ASEAN+6 group agreed to
commence negotiations on a wide-area free trade
agreement in August 2012. Regional financial in-
tegration is also expected to move forward steadi-
ly in step with this process. Regional economic
integration and financial integration are also likely
to provide impetus for each other. There has al-
ready been progress toward the regional integra-
tion of long-term bond investment and bank lend-
ing.

Regional financial integration is being driven
forward as a way of supporting economic growth
by strengthening the functions of the financial sec-
tor and accelerating the expansion of domestic de-
mand. It is also seen as a way of reducing reliance
on external funds and improving the ability to
withstand external shocks such as financial crises.
For example, moves by banks within the region
to bridge the gap left by reductions in lending to
Asia by European banks are the perfect illustra-
tion of how regional financial integration can limit
the ripple effects of crises.

Even so, the international financial situation
remains unstable, and it will still be necessary to
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strengthen various crisis countermeasures. To cope
with sudden capital inflows or outflows, measures
will be needed in various areas, including foreign
exchange policies, fiscal and monetary policies,
financial regulation and capital transaction regula-
tion. Continued efforts to develop domestic finan-
cial systems are also essential. Regional financial
cooperation frameworks should be used for these
purposes. Regional financial cooperation should
also be used as opportunity to debate various is-
sues, such as financial and capital market develop-
ment, responses to capital flows, regional financial
integration and crisis management.

Japan will need to focus on the development of
domestic financial and capital markets, while also
enhancing their usability for Asian economic enti-
ties. It will also need to do everything possible to
strengthen financial integration in Asia, including
Japan, by providing support for the development
of financial and capital markets in the region’s
countries. These efforts will have a direct bearing
on the interests of all economic entities, including
Japanese companies, Japanese financial institu-
tions, institutional investors and private investors.
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End Notes

Yuan-denominated corporate bond issues amounted
to 3.4 billion yuan (approximately ¥40 billion) in the
first eight months of 2012. This is around 50% higher
than the total for the whole of the previous year. Lease
companies are also issuing baht-denominated and won-
denominated bonds.

For example, see Felman et al. [2011].

Refer to Bhattacharyay [2011] for a discussion of factors
determining bond market development.

The regional preferences of investors in the nine Asian
countries/regions are verified in Asian Development
Bank [2012a] (“Intraregional Portfolio Debt Invest-
ment,” Pp41-51), which calculates the percentages of
their investment in home markets, Asian markets and the
markets of advanced countries in 2001, 2009 and 2010.
(The results of these calculations are shown in Table
13 on Page 44.) The figures for 2001 clearly indicate a
strong tendency to invest in home markets (home bias)
compared with investment in Asia or advanced coun-
tries, and a clear tendency to invest more in advanced
countries than in Asian markets (global bias). While
there was still a home bias in 2009, there was no signifi-
cant difference between the ratios for investment in Asia
or advanced countries, indicating that the global bias
had disappeared. The results for 2010 follow exactly the
same pattern, but it is interesting that the home bias is
stronger than in 2009 when compared with the ratios for
investment in advanced countries.

Turner [2012] identifies a number of trends based on an
analysis of rates of return on Asia bonds in the 2000s.
First, there is no arbitrage between advanced and devel-
oping countries, and in some cases excess returns have
been gained through hedged investment in bonds in de-
veloping countries. Second, while there is significant
fluctuation in rates of return in developing countries, the
Sharpe ratio (rate of return/volatility) is higher than ad-
vanced countries. The volatility of returns on investment
in the bonds of developing countries increased during
the global financial crisis, but this was mainly the result
of exchange rate fluctuations, and movements in rates of
return were relatively small in local currency terms.

10.

I1.

12.

13.

14.

Asian Development Bank [2012a] (“Intraregional Port-
folio Debt Investment,”Pp41-51) includes two analyses
concerning the determinants for cross-border transac-
tions. First, the factors that determine cross-border asset
holdings among the eight countries and regions in Asia
were analyzed using a gravity model. The results show
many overlaps with the factors identified in this article as
reasons for the expansion of cross-border transactions.
Second, the following factors were identified through a
survey of investors in China, Hong Kong, India, Indone-
sia, Japan, South Korea, Malaysia, the Philippines, Sin-
gapore and Thailand. (1) The expansion of cross-border
investment is impeded by the fact that Asian investors
are basically conservative and have a strong home bias.
(2) Since the main factors limiting investment are a lack
of liquidity and barriers to transactions, it will be neces-
sary to improve market liquidity and ease restrictions on
capital transactions. The point that is emphasized in this
article is that the development and opening up of mar-
kets in each country will lead to the expansion of cross-
border transactions.

For details, see IMF, Asia and Pacific Department [2011].
According to Turner [2012]

The author referred to Mayes and Morgan [2012] and
Kodres and Narain [2012].

The author referred to Volz [2012].
Based on Mayes and Morgan [2012]

Central banks in ASEAN members are establishing
frameworks for high-level cooperation and working to
improve the capabilities of banks and develop regulatory
frameworks so that banks in ASEAN can provide the
driving force for regional economic and financial inte-
gration. Central banks in the region are also introducing
cross-border collateral systems in the form of bilateral
contracts. This approach is based on reciprocal contracts
under which banks from one country that are active in
the other country are allowed to use government bonds
and central bank bonds denominated in the currency of
their own country as collaterals when adjusting their li-
quidity in the host country. The Malaysian central bank
has already exchanged a memorandum of understanding
with the MAS in Singapore and the Thai central bank
and plans to add more partner countries in 2012.

According to Ba [2012]

Since 2011, dim sum bonds have been issued in Hong
Kong by various Japanese companies, including leasing
companies, banking groups and trading companies.
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15. Based on Ba [2012]

16. According to Murase [2011] and Murase [2012], China
has three basic principles for the implementation its cur-
rency policy: independence, manageability and gradual-
ism. The establishment of an offshore market resulted
from China’s compromise between its need to manage
and regulate the domestic yuan market and the need to
internationalize the yuan. If China liberalizes capital
transactions to the same extent as Western countries, the
offshore market will become redundant.

China aims to achieve full managed exchangeability of
the yuan by 2020 with a view to making it a key cur-
rency. Foreign exchange transactions are not restricted in
normal times, but there is a separate monitoring of real
demand transactions and speculative transactions, and
the latter are restricted. This means that exchangeability
will not be achieved for all market transactions, but only
for those transactions deemed to be normal by the cur-
rency authorities.

China wants to monitor and manage yuan transactions
worldwide through the information management sys-
tems of the People’s Bank within China, and through
Chinese-owned yuan settlement and clearing banks
overseas. Murase [2011] also expresses doubt that the
effectiveness of this structure can be maintained under
full liberalization. China’s attempt to create a managed
international (exchangeable) currency can be seen an
experiment that runs counter to the accepted wisdom of
international finance that an international currency is one
that is freely traded.

17. In February 2012, the People’s Bank produced a report
calling for the liberalization of the main types of capital
transactions in three stages under a 10-year plan.

18.  On April 16, 2012, the daily fluctuation range for the
yuan-dollar rate was increased from 0.5% to 1%. In its
quarterly report on the implementation of monetary poli-
cy published in May, the People’s Bank stated in relation
to future foreign exchange policy that the frequency of
intervention would be reduced.

19. In fiscal 2011, the yuan-denominated transactions of the
three megabanks appear to have expanded to ¥150 bil-
lion, a five-fold increase over the previous year’s total.

20. Based on Tsuyuguchi [2012]
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