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|s There a Casefor an
Adgan Bond Fund?

While there has been a tendency to over-sell the merits of the Asian
Bond Fund in some circles, the proposal ought to facilitate the
diversification of the region’s external financing from
guantity-based bank lending to price-based bond financing and
should also help reduce the region’ s vulnerability to ‘erratic’

inter national investors.

RAMKISHEN S RAJAN

notable consequence of the East

Asian financia crisis of 1997-98

has been the emergence of keen
interest in exploring various forms of
regional monetary and financial coopera-
tion (RMFC). Proposalsfor such coopera-
tion have ranged from ambitious calls to
form aregional monetary union and com-
mon currency, on the one hand, to shal-
lower forms of cooperation involving
regional capacity building and dialogue,
on the other. The most recent manifesta-
tion of the desire to enhance RMFC has
been a proposal by Thailand’s prime
minister, Thaksin Shinawatra, to establish
an Asian Bond Fund.

The basic idea of the Thaksin proposal
isfor regional governmentsto voluntarily
contribute about 1 per cent each of their
reservesto afund dedicated to purchasing
regional bonds. The proposal simulta-
neoudly involves the establishment of an
Asian credit agency to offer impartial
advise, analysis and genera information
to both issuers and subscribers of the
regional bonds. Singapore’ s prime minis-
ter, Goh Chok Tong, endorsed the pro-
posal, as have many other Asian govern-
ment |eaders and officials. The proposal
has since generated a degree of interest in
the media and regional analysts, far more
than when PM Thaksin had first broached
theissue at the World Economic Forum’s
annual East Asia Economic Summit in
Kuala Lumpur in early October 2002.

Aswith many such proposal sto enhance
RMFC in Asia, thisone is rather vague —
long on rhetoric but short on detail.
Important questionsremainastotheinitial
membershipof theFund (ASEAN, ASEAN
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plus Three, ASEAN plus Diaogue Part-
ners, al of East Asia, al of Asia?), its
management, type of bonds to be issued,
issues arising from differing stages of
financial developmentandvarying degrees
of restrictiveness of capital movements
across countries in the region, the tran-
sactions costs of setting up such ascheme,
and such (see accompanying box). While
anumber of details need to be worked out,
itisimperative that the main objectivesbe
clarified if the proposa is to come to
fruition and operate effectively.

Four distinct objectives have been
mentioned at various times in relation to

the Asian Bond Fund proposal:

(a) Diversifying debt financing from bank
lending to bond financing.

(b) Reducing the region’ s vulnerability to
‘fickle’ international investors.

(c) Reducing the region’ s vulnerability to
uncovered US dollar borrowing.

(d) Enhancing regional liquidity.

To preview the main conclusion of this
note, awell-functioning Asian Bond Fund
may help with the attainment of the first
two objectivesbut not necessarily withthe
third and fourth ones. Why?

With regard to the first objective, if
regional economies hold one another's
bonds, this ought to facilitate diversifica-
tionof financing frombank lendingto bond
financing (Table 1). Thisisparticularly so
if such actions help lower risk premia of
regional bonds hence encouraging others
toenter themarket. But why isthereaneed
todiversify away frombank lending?What
is wrong with Asia's continued heavy
dependence on bank financing?

Bond financing is considered a rela
tively more stable source of debt financ-
ing, as bank loans are primarily illiquid,
fixed-price assets in the sense that the
interest rate—whichistheprice of theloan
— does not vary much on the basis of
changing market circumstances. Thus,

Table 1: Bank Loans, Debt Securities and Equities
in Asian Crisis Countries and the US
(End of 2000, per cent of GDP)

Outstanding Outstanding Outstanding EquityMarket
Bank Loans Government Securities Corporate Bonds Capitalisation
Indcnesia 60.2% 0.0 1.7 20.1
South Korea 59.6 7.7 25.9 36.4
Malaysia 122.7 1.0 9.2 83.6
Thailand 99.2 0.0 4.2 26.3
Us 38.9 33.7 45.4 178.9%

Mtes: (1) at theendof 1997.
() Since1997, the issuancehas rapidly increased tomdoilise the resources for financial restructuring.
() At endof 1999.
Source: Yun-HwanKim, ‘Developing Treasury SecuritiesMarkets inAsia’, Asian Development Bank,
mimeo, June 2001.

Table 2: Net Private Capital Flows to Developing Economies

(tBabl lars, billian)

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 (p)
Total private
capital flows 102.0 108.0 139.2 150.1 187.8 130.2 65.2 49.7 16.1 8.3 28.6
Of which:
Direct investment 32.3 52.1 74.5 82.4 104.3 128.6 129.8 131.8 129.9 147.3 115.5
Portfolioflows 55.5 66.9 93.5 16.7 64.4 36.8 1.8 12.8 -17.9 -51.5 -12.8
Bank flows plus
otherpte flows 14.2 -11.0 -28.8  51.1 19.1 -35.3 -66.4 -4.9 -96.0 -87.5 -74.1
Mote: p-projected
Source: International Monetary Fund, #brld Economic Outlook, various issues.



amost al the adjustment hasto take place
viarise and fal in the quantity of bank
lending, whichinturnleadsto sharpbooms
and busts in bank flows (Table 2). These
suddenreversalsinbank flowshad calami-
tousandlong-lasting effectsonthedomes-
tic financial systems in the East Asian
economies in 1997-98.

With regard to the second objective, one
of thereasonsfor theintensification of the
regional financia crisis of 1997-98 was
the fickleness of international investors,
many of whom were extra-regional ones
who did not have much knowledge about
the regional economies or differences in
economic fundamentals between the
economies. There was significant ‘panic
herding’ or ‘ bandwagon’ effect duringthat
period asinternational creditorsandinves-
tors chose to reduce exposures to al re-
gional economies en masse once they
were spooked by thecrisisin Thailand and
Indonesia, leading to a massive inter-
national bank run.

Insofar asthe Asian Bond Fund proposal
promotes greater intraregional financing,
this presumably ought to make the region
somewhat | esssusceptibletoextra-regional
‘investor ignorance’ which led to an in-
discriminate and disorderly withdrawal of
funds from regional markets in 1997-98.
In relation to this, the Asian Bond Fund
canbeameansby whichburgeoning Asian
surplussavingsaregalvanised and directly
channelled into regional investments,
particularly much-neededlonger-termones
(bonds tend to involve maturites of over
one year).

If the proposed Asian Bond Fund in-
volvesbondsof longer-termmaturity which

Figure 1: Top Holders of International Reserves as of May 2002
((Babllars, billiai)
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are more ‘durable’ and therefore less re-
versible, it shouldfurther enhanceregiona
financial stability. Indeed, as made appar-
ent by the 1997-98 regiona crisis, the
extremereversibility of short-term debt in
the event of a negative shock exposes
borrowers to liquidity runs and systemic
crises; conseguently, it is not surprising
that the extent of short-term indebtedness
has been found to be a key indicator of
illiquidity and arobust predictor of finan-
cial crises.

With regard to the third objective, an-
other source of vulnerability made appar-
ent by the 1997-98 financial debacle arose
due to large-scale accumulation of un-
covered external debt. To the extent that

be deciphered:

Box: Basic Outline of the Thaksin Asian Bund Proposal

Whiledetails of the structure andmodality of the Thaksinproposal are tobe workedout, based
aninitial reportsanddiscussians, the followingsteps involved increating the AsianBind Flzdnay

“common fund” .

purchasing to member country bonds) .

issuersandcredit ratings” .

Uhit” ifestablished) .

Source: Author

1 Choose initial set of countries tobe foundingmembers of the Asian Bond Fund.

2 Member country governments agree to pool about 1 per cent of individual reserves intoa

3 Some or all member governments issue bonds in USdollars.

4 Other member countries use their share of their pooled reserves to subscribe to thebonds. A
country can simultaneously be a issuer and subscriber of bonds (i.e. issue its ownbonds, while

5 An “Asian” Credit agencywillbeestablished tooffer “transparent and impartial analysisof bond

6 Over time the proportion/size of pooled reserves may be expected torise, aswould the country
membership, the entities eligible to issue bonds (i e, not just governments bonds but also
corporates) , aswell as the currency denomination of bonds (initiallyUSdollars, theneuroand
othermajor convertible currencies and eventually local currencies includingan “Asian Currency

1920

arelatively larger proportionof acountry’s
liabilities is denominated in foreign cur-
rency vis-avisits assets (so-called ‘liabi-
lity dollarisation’), acurrency devaluation
couldleadtosharpdeclinesinthecountry’s
net worth, with calamitous effects on the
financial and real sectors (so-caled ‘bal-
ance sheet’ effects).

Would the proposed Asian Bond Fund
help reduce this source of vulnerability?
It is not readily obvious that it would,
considering that the proposal involvesUS
dollar government bonds. Indeed, it isin
this light that many observers have sug-
gested that there would be more value in
the proposal if it involved regional bonds
issued in domestic currencies rather than
USdollars, thoughtheyieldson suchbonds
will invariably have to be higher to com-
pensate for currency risk premia.

More importantly, the political feasibi-
lity of an AsianBond Fundinvolvinglocal/
regional currencies is doubtful. Many
smaller creditor countries like Singapore
and Hong K ong may beunwillingtosupport
an Asian Bond Fund if it involved them
having to hold bonds denominated in
‘weaker’ regiona currencies. Thus, theUS
dollar denomination of regiona bonds
might be thought of as a compromise to
ensure the proposal gains broad accep-
tance from regional governments. It is
plausiblethat the types of issuers (not just
governmentsbut al soregional corporates),
the currency denomination of bonds, as
well asthe aggregate size of the Fund may
all increasein scopeover timeif theinitial
proposal is effectively implemented.

With regard to the fourth objective, it
has been suggested in some quarters that
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the Asian Bond Fund isasecond step after
pooling of reserves by regiona econo-
mies. Recent research by this author has
suggested that there may be a sound
rationale for Asian economiesto consider
pooling part of their reserves as a means
of safeguarding countriesagainst liquidity
crises and as a natural extension to the
existing Chiang Ma Swap Arrangement
whichisanimportant stepinRMFCinand
of itself. Asig, after all, possesses the bulk
of the world’s internationa reserves. To
be sure, Japan, China, Taiwan, Hong
Kong, South Korea and Singapore are the
top six reserve-holders, with a combined
total of over US$ 1,000 hillion in mid-
2002 (Figure 1).

The key issueis ‘liquidity’. Thereis a
basic catch-22 in that the raison d etre of
holding reserves (individually or as part
of a pool) is that it enhances regiona
liquidity. If the regional government/
central banks use some of their reserves
to hold regional bonds, especially longer-
term regiona bonds (as opposed to US
treasury-bills and notes), the liquidity
objective is compromised. Thus, it is

unclear how the proposed Asian Bond
Fund will directly enhance regional
liquidity.

The foregoing discussion suggests that
there has been a tendency to over-sell the
merits of the Asian Bond Fund in some
circles. Thisnotwithstanding, theproposal
ought tofacilitatethediversification of the
region’ sexternal financing from quantity-
based bank lending to price-based bond
financing and should aso help reduce the
region’s vulnerability to ‘erratic’ interna-
tional investors (though it warrants keep-
ing in mind that domestic and regional
investors also fled the regional marketsin
drovesduringtheheight of thecrisis). With
regard to financial stability, even greater
benefits may accrue from the proposed
fundif it isextended to domestic currency
debt, though this may make the proposal
politically unviable in the near term.

Inthefind analysis, regardlessof whether
theproposal bearsfruition, itiscritical that
such proposalsfor regional cooperationdo
not detract from domestic structura re-
forms. After all, aregional alianceisonly
as strong as its weakest link. Gl
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