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Motivation for LCY Bond Market 
Development 

• Prior to 1997-98 East Asian financial crisis,
East Asia had underdeveloped bond markets
with corporates relying heavily on bank
financing.

• The crisis exposed the region to currency and
maturity mismatches.

• In response, East Asian governments
launched regional initiatives aimed at
promoting financial cooperation and stability.
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Regional Initiatives 
• Asian Bond Market Initiative (ABMI) 

– Promote the issuance of LCY bonds 
– Facilitate the demand for LCY bonds 
– Improve the regulatory framework governing 

bond markets 
– Improve the related infrastructure for bond 

markets 
• ASEAN+3 Bond Market Forum (ABMF) 

– Fosters standardization of market practices and 
harmonization of regulations in cross-border bond 
investment 
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AsianBondsOnline 
• Launched in 2004 as part of ABMI.  
• Became part of ABMI’s Task Force 2 in 

2008. 
• A website 

(https://asianbondsonline.adb.org) that 
provides information on bond markets in 
emerging East Asian economies—which 
include ASEAN+3 economies plus Hong 
Kong, China.  
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Sources of Corporate Financing 
• Internal sources  

– Retained earnings 
 

• External sources 
– Equity financing  
– Debt financing 

• Loans  
• Bonds  
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Stock versus Bond 
• Buying a share of stock entitles the 

investor ownership in the company and 
dividends declared and paid by the 
company. 

 
• Buying a bond entitles the investor only 

the interest and principal on the bond, and 
no ownership in the company. 
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Features of a Bond 
• Coupon rate – the interest rate on a bond which is a 

percentage of the bond’s face value 
– Fixed-coupon 
– Floating-coupon 
– Zero coupon 

• Face value (par value) –value of the bond at maturity 
• Issuer – the entity that’s obligated to pay interest and 

principal on the bond it issues 
• Maturity date – the date on which the bond will be repaid   
• Yield to Maturity – the return on investment the investor 

gets upon holding the bond to maturity  
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Types of Bond 

• Government Bonds  
– Central government bonds  
– Central bank bonds 
– Municipal bonds 

• Corporate Bonds 
• State-owned Enterprise Bonds 
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Bond by Currency Choice 
• Local currency (LCY) Bonds 

– Bonds denominated in local currency  
– Ex. Philippine peso-denominated bonds in the 

Philippines, Thai baht-denominated bonds in Thailand, 
etc.) 

 
• Foreign currency (FCY) Bonds 

– Non-LCY bonds  
– Ex. G3 currency bonds (bonds denominated in G3 

currencies--US dollar, euro, and Japanese yen) issued 
by emerging East Asian governments and corporates 
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Yield Curve 
• A graph that plots the relationship of yields and 

maturities for the same type of bond at a given 
time 

• Helps determine investor expectations for 
future market conditions, with the slope of the 
curve providing clues on the direction of future 
interest rates 

• Types: 
– Normal yield curve 
– Inverted yield curve 
– Flat yield curve 

 
 



Normal Yield Curve 
• Upward-sloping shape 

– Short-term yields are less 
than long-term yields 

– Yields rise as maturities 
lengthen 

 
• Investors expect the 

economy to grow in the 
future, and stronger 
growth leads to higher 
inflation and higher 
interest rates 
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Inverted Yield Curve 
• Downward-sloping shape 

– Short-term yields are 
higher than long-term 
yields 

– Yields decrease as 
maturities lengthen 

 
• Investors expect the 

economy to slow down in 
the future, and slower 
growth leads to lower 
inflation and lower 
interest rates 
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Flat Yield Curve 
• Horizontal shape; yields 

are almost the same 
across maturities 

 
• Market sending mixed 

signals as regards yield 
movements in the short-
term and/or long-term 
period(s) 
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Yield Curve Theories 

• Pure Expectations Theory 
• Liquidity Preference Theory 
• Preferred Habitat Theory 
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Pure Expectations Theory 

• Pure expectations theory states that 
the shape of the yield curve is 
determined by market expectations 
on future economic growth and 
inflation.  
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Pure Expectations Theory 

0 t t+1 t+2 t+3 t+4 t+5 t+6 

Expected Real 
Interest Rate 

Expected Inflation 
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Liquidity Preference 
Theory 

• Liquidity theory states that 
investors demand an 
additional premium to invest 
in longer-term securities. 
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Liquidity Preference Theory 

0 t t+1 t+2 t+3 t+4 t+5 t+6 
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Preferred Habitat Theory 

• Preferred habitat theory 
states that the shape of the 
yield curve is dependent on 
market demand by specific 
investor segments in specific 
bond tenors. 
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Preferred Habitat Theory 
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Risk of Bonds 
I. Credit Risk 
II. Inflation Risk 
III. Liquidity Risk  
IV. Interest Rate Risk 
V. Foreign Exchange Risk 
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Credit Risk 
� 3 Types: 

� Default Risk – risk that the issuer may fail to 
fulfill its promised payments of coupon and/or 
principal 

� Credit Spread Risk – risk that the spread 
between the rate of a risky bond and that of a 
risk-free bond may change  

� Downgrade Risk – risk that the rating of a 
bond may be lowered by major credit rating 
agencies 
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Inflation Risk 
� High inflation erodes the real value of 

conventional bonds (i.e., bonds with fixed 
coupon). 
� Expectations of higher inflation induce higher 

bond yields and lower bond prices 
� Longer-tenor bonds tend to have higher 

inflation risk. 
� Inflation-linked bonds provide a fixed return 

regardless of inflation by adjusting coupon 
payments in line with inflation 
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Liquidity Risk 
� Liquidity refers to the ease with which a 

reasonable size of a bond can be traded 
within a short notice, without adverse price 
reaction 

� Illiquid bond markets tend to have: 
� Fewer dealers 
� Low depth 
� Wide bid-ask spreads 

� Government bonds tend to be more liquid 
than corporate bonds 
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Interest Rate Risk 
� A common risk to all bonds, 

especially bonds with a fixed-
rate coupon. 

 
� Interest rates and bond 

prices move in opposite 
directions: when interest 
rates decrease (increase), 
bond prices increase 
(decrease). 

 
� With an increase (decrease) 

in the price of a fixed-rate 
bond following a decrease 
(increase) in interest rates, 
the yield-to-maturity of the 
bond decreases (increases). 
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Role of Coupon Rates on  
Interest Rate Risk 

� Bonds with a lower (higher) coupon rate 
generally have higher (lower) interest rate 
risk. 
� When interest rates increase, the price of a 

bond with a lower coupon rate will fall more 
than the one with a higher coupon rate. 

� Bonds with longer (shorter) maturities 
generally have higher (lower) interest rate 
risk. 
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Role of Maturity on  
Interest Rate Risk 

� Bonds with longer (shorter) maturities 
generally have higher (lower) interest rate 
risk. 
� Bonds with longer (shorter) maturities face 

higher (lower) risk of a change in its price due 
to changing interest rates prior to its maturity. 

� Thus, bonds with longer maturities tend to 
offer higher coupon rates to compensate for 
the greater interest rate risk.  
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Foreign Exchange Risk 
� Exists in bonds denominated in foreign 

currencies or in bonds denominated in a 
currency other than the bond investor’s 
local currency. 

� Can be measured by foreign exchange 
volatility. 

� Can be hedged by derivative 
instruments—forwards, futures, options.  

 
 
 

 




