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Chapter 1. Introduction
In the 1960s the ASEAN economies comprised many of Asia's poorest
economies. The birth of ASEAN was a major turning point in the history of
Southeast Asia. Indonesia, Malaysia, the Philippines, Singapore, and Thailand
signed the Bangkok Declaration of 1967, which established ASEAN. Over the
years, ASEAN has become a strong and viable organization. Since 1965 all
except the Philippines have increased their real GDP per capita by at least an
average annual rate of four per cent. The 1980s was a period of unprecedented
prosperity and expansion for most of the ASEAN countries. They sustained
some of the world's highest economic growth rates, albeit from low bases.
Through rapid economic growth and falling population growth rates, Indonesia,
Malaysia, the Philippines, Singapore, and Thailand have graduated from the
ranks of low-income countries as classified by the World Bank to the ranks of
middle- and in some cases upper middle-income countries. Despite external
shocks

--

notably oil price hikes, recession, high interest rates, and

protectionism

--

in the past decade the ASEAN countries have attained higher

rates of real output growth and export expansion with lower rates of inflation than
any other group of developing nations. The ASEAN has not only minimized the
differences between the member countries but also acted as a pillar of stability
in the region. Without ASEAN, there might well be doubts as to the future of free
societies in Southeast Asia. ASEAN has dispelled those doubts and has shown
the world vast potential for growth and prosperity.

ASEAN countries' economic success has caught world attention. Economists,
management theorists, political scientists, sociologists, anthropologists and
assorted journalists have sought to explain the ASEAN economic miracle. They
have attributed ASEAN economic success to social, political and economic
reasons. Economic factors are the main reasons for their success. The main
economic factors are:(1) the availability of resources; (2) the changing structure
of the region's economy with the increasing importance of the industrial and
trade sectors; (3) the rapid growth of exports and the changing composition and
direction of trade; (4) the large inflows of direct foreign investment; and (5) the
high rates of domestic saving and the subsequent decrease in dependence on
external debt-creating flows.
Economic growth requires steady and adequate supply of financial resources
for investment. The successful mobilization of financial resources requires a
well-developed system of financial institutions. The major task of the financial
institutions, therefore, is to intermediate between the needs of the surplus units
of the economy to those of the deficit units. The environment within which the
financial institutions operate today, however, is vastly different from the situation
that existed several decades ago. Today, the financial markets are highly
integrated globally and as such, financial products or instruments are traded the
full twenty-four hours per day. Recent trends also indicate that the tradings of
the financial instruments, such as corporate stocks and bonds, are gradually
moving towards globalization. This is partly due to the globitization of operations
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of the multinational corporations. The process of financial integration is already
well underway. The European Community( EC), for example, plans to remove all
barriers to the movement of capital among its member states when they become
a single market in 1992. Japan, under pressure from its trading partners,
especially the United States, is already in the process of allowing more
foreigners into its security and financial institutions.
The purpose of this dissertation is to review the recent economic developments
in ASEAN economies, including a discussion on some of the issues associated
with economic growth over the past few years. It will focus on the role played by
the financial services in assisting economic growth, mainly on the role of
financial markets in the mobilization of financial resources. In addition, we will
look at the future role and tasks of financial services. At the same time the
government would need to play an important role in order to facilitate further
expansion of the financial sector.
In this dissertation, I will use data collection, comparative analysis and case
study these kinds of methodologies to illustrate my opinions.
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Chapter 2. Literature Review
The literature explaining the success of the ASEAN( Association of Southeast
Asian Nations) is immense, even though the phenomenon is of relatively
recent origin. There have been many thousands of books and articles by
economists, management theorists, political scientists, sociologists,
anthropologists and assorted journalists, that seek to explain the ASEAN
economic miracle. Perhaps because the subject is too important to be left to
economists, nonecnomists have played a major role in trying to unravel the
mystery. An eminent sociologist explains the attraction:

"

An art collector

will naturally be drawn to Florence, a mountain climber to the Himalayas. In
very much the same way a social scientist interested in modernization will
have his attention fixed on Southeast Asia, to the point where he may
reasonably conclude that this is the most interesting region in the world
today" ( Berger and Hsiao 1988).
There is a comprehensive collection of literature covering a wide range of
development issues and problems the ASEAN has encountered, are facing, or
will be confronted with in the near future. Because of the discretion of the
authors, the literature cover a wide range of opinions. It covers timely issues
as well. Thus, before addressing my question, I would like to review this
literature on ASEAN.
The importance of good macroeconomic policies in achieving rapid economic
growth and development is a very popular topic for many authors( Kraise, et
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al. 1 987; Lim, et al. 1988). Macroeconomic policies can be divided into three
parts: social( Evers, 1 973; Hull, et al. 1 977; Grossman, 1 979; Herrin, et al.
1981; Knodel, et al. 1984; International Labour Office 1 985; Asian
Development Bank 1984) political ( Crawford 1981) and economic factors.
Many noneconomists like to use social and political factors to explain
ASEAN's success. But for economists, economic success should be
explained by economic factors.
The economic factors for ASEAN countries' economic success include: (1)
the availability of resources, including energy; (2) the changing structure of
the region's economy with the increasing importance of the industrial and
trade sectors;(3) the rapid growth of exports and the changing composition
and direction of trade; (4) the large inflows of direct foreign investment; and
(5) the high rates of domestic saving and the subsequent decrease in
dependence on external debt-creating flows.
In more detail, their economic successes can be explained as following:
The ASEAN countries' abundant endowment of natural resources has been a
major source of growth. With their rich resources and abundant labor, they
have tremendous potential for growth and development (Fesharaki 1986).
Continued economic growth, however, assumes the continuation of exportoriented policies and high rates of resource mobilization. The ASEAN
countries have been able to mobilize domestic savings to maintain high rates
of investment, while at the same time reducing their reliance on foreign
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capital. However, with the emergence of "aid fatigue" and the slowdown of
external flows from developed countries, less foreign savings will be available
to finance investment, making greater domestic resource mobilization even
more vital, along with increased efficiency of investment( Hill 1984). Their
adherence to relatively market-oriented, outward-looking development
strategies has also been a major factor in their success, having contributed to
the high rates of export growth and the expansion of new export-oriented
industries through increases in the efficiency, competitiveness, and overall
growth prospects of the entire conomy ( Ariff 1985). In turn, these dynamic
gains are reinforced by domestic economic policies that allow market forces
both to work and to improve the infrastructural and institutional framework
of the economy.
Although many economists advocate the use of outward-looking
development strategies for ASEAN countries, but some of them do not
recommend they follow the development path of Korea or Taiwan ( Hill
1984). The smallest of the five ASEAN countries, Malaysia and Singapore,
like the East Asian countries have large trade dependency ratios. Due to the
larger domestic markets and natural resource wealth of the other three
ASEAN countries, however, trade-GNP ratios are about 20-25 percent, much
lower than those of the two smaller ASEAN countries (Asian development
Bank 1984). Industrialization of these resource-rich ASEAN countries should
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emphasize processing of primary products along with labor-intensive
manufactured products.
The ASEAN countries are endowed with rich natural resources. Natural
resource-based exports have financed necessary imports and provided
impetus to growth. But to some degree, wealth in natural resources in these
labor-abundant countries makes it more difficult to adopt policies that
promote growth with equity through labor absorption in an outward-looking
manufacturing sector (Stahl 1985). Resource wealth tends to encourage
rent-seeking behavior. It often has concentrated ownership and requires
natural resource booms on non-resource sectors capable of producing
exports is often negative because of "Dutch disease" effects ( Pangestu
1986). The sectors that are most often adversely affected are laborintensive.
A major shortcoming of development patterns of the resource-rich ASEAN
countries has been weak labor absorption in manufacturing. The growth in
manufacturing exports and GDP shares has not been matched by growth in
manufacturing employment. Despite measures to promote manufactures,
exports, and efficiency, government industrial planning continues to favor
import substitution and investment in capital-intensive heavy industries that
have not been able to provide sufficient employment opportunities(Ariff
1985). This failure is due to the fact that export-promotion policies have
been implemented on top of import-substitution policies and have not
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necessarily been a correction of the distortions created by the latter.
Although the Philippines attempted to replace import-substituting policies in
the early 1980s,
they were swamped by political events and not able to
improve labor absorption( Akrasanee 1984). Unless the pattern is changed in
the other resource-rich countries, serious social problems
rates of unemployment and poverty

-

-

including high

will result, as labor force growth is

extremely high.
Finally, the openness of the ASEAN countries makes external conditions very
important, and the international trading environment is a crucial aspect of
any development strategy(Dornbusch 1980). Commercial policies of
advanced industrial countries have substantial effect on the ability of less
developed nations to expand exports. The general trend toward protectionism
in more developed countries is a cause for concern ( De Rosa 1986). The
cost of a protectionist approach to settling trade imbalances between the
United States and Japan would be very high for ASEAN. ASEAN countries
must use their political unity to oppose protectionism and get a better deal
from Japan. In turn, ASEAN trade policies should be responsive to
consumers' and firms' needs to purchase competitive products from the
industrial countries. Increases in South-South trade will also be important,
providing rapidly growing markets for ASEAN exports, while further
measures to remove distortions will encourage export growth.
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The worsening of the external environment, however, does not mean that
export-oriented policies are no longer appropriate. Supply conditions and
competitiveness have been important factors in export growth. More
important, the dynamic gains of outwarding-looking policies, including
increased efficiency and competitiveness of domestic production, have
significant long-run effects on economic growth and development. Outwardlooking development strategies encourage efficient resource allocation and
the development of industries using abundant factors of production. For the
labor-abundant ASEAN countries, such a strategy has a significant effect on
equity and employment. It can be a powerful implement for pulling people
out of poverty.
To sum up, these are the factors for ASEAN countries' economic success.
Most of economists use these factors to explain ASEAN's economic success,
but I think these factors are too general to explain. What I want to do is to
find some specific characters for explanation their economic success.
When we read newspaper or watch television programs about the stock or
other security markets, the indexes usually come from New York, London or
Tokyo. These developed cities in developed countries are symbols of
economic success. They have very developed financial markets. So the
question is

"

Since ASEAN countries have had a quite huge economic

success, how are their financial markets? Is there any improvement?"
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Chapater 3. Methodology
This dissertation has used several methodologies: comparative analysis,
data-collecting and case study.
Before starting my dissertation, I reviewed quite a few writings about
ASEAN economic success which gave me a general idea about it. In most
of the literature, they attribute economic success to some reasons, such
as social, political and economic factors. I think they are quite right, but I
think there must be some other factors missed or overlooked.
Once when I read a Asian magazine, I happened to read an article about
Indonesia's stock market. It aroused my interest immediately, because
when we discuss stock markets or security markets, we usually think
about New York, London or Tokyo. These places are the symbols of
economic success, because economic growth requires a steady and
adequate supply of financial resources for investment. Since most of us
think that ASEAN countries have made a fairly huge economic success,
how are their financial markets? Although I think they are not as
successful as the markets above, but have they made any progress? Can
we say they are successful?
So I did some research about this. During my analysis, I have collected
data on the last two decades of ASEAN financial markets. Because this
data is historical information, some of it came from other literature. I also
got some data from

"

Department of Asian Relations, Trade & Industry"

During analysis of this data, I use comparative method as the means of
analysis. I have compared the ASEAN countries' financial markets at

present with before, and from this I can get to know whether they have
made progress. Also I have compared the ASEAN countries' financial
markets with other Asian countries', or even those world financial
centers, whose financial markets are better or similar or not good as
ASEAN countries'. From this comparison, I look for the advantage,
disadvantage gaps between ASEAN financial markets and others'.
During my research, I especially use Malaysian financial market as a case
study. Maybe from one case, it's not enough to get any conclusion for all
ASEAN countries, but Malaysia is a very good example for explaining
ASEAN financial markets.
Since data collection, comparative analysis and case study are analysis
methods based on historical information, it's very difficult to foresee
future development. But I think from these methods, we can find some
common laws for their future development.

Chapter 4. Analysis
The economic reform process that has occurred during the past several
decades in ASEAN has touched many facets of policy making. This
Chapter considers a particular interest: capital markets. The discussion of
capital market development focuses on the important role that these
markets play in improving the efficiency of resource mobilization and
allocation. It also reviews how the capital markets evolved in recent years
within the economies of ASEAN and other Asia countries, and analyses
the role of the government in stimulating their development and regulating
their activities.
1. The Importance of Financial Markets
The financial sector comprises financial intermediaries, including banks
and pension funds, and financial markets. The financial markets include
money markets( for short-term funds), equity and bond markets( invested)
and foreign exchange markets for international transactions( Gold smith
1969).
Financial markets contribute to the economic development process by
facilitating payments, mobilising savings, allocating credit, distributing
risks and improving information(Goldsmith 1969). Economic growth will
be below potential if there is a shortage of funds for worthwhile
investments or if funds are allocated to projects that do not have high
returns. As economies develop, domestic production and distribution
become more sophisticated, foreign trade and investment expands and
international integration increases.

To meet the increasingly complex
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demands of different economic groups, the financial sector must develop
a range of products and services. By contributing to this process, financial
markets improve the efficiency of the financial sector and support
economic development.
In the economic development process, financial intermediaries are more
efficient in some functions, such as making payments, whereas financial
markets do better in others, such as providing information. In mobilising
savings and allocating credit, financial markets also have a lesser role than
intermediaries during early stages of economic development. But in
distributing risks, financial markets complement the role of intermediaries,
which allow investors to lower the risk of default. As financial markets
develop, investors reduce default risk by diversifying their placements of
funds. As economies develop and become more complex, financial risks
for businesses, governments and individuals increase and require more
sophisticated financial products to manage them. Financial risks have
increased in most Asian countries( including ASEAN) during recent years,
as interest rates and exchange rates have become more flexible.
In improving information flows, financial markets contribute to economic
development by giving better price signals, enhancing links between
national economies, giving measures of expectations and permitting a
market-based monetary policy(Ranis 1977). Development of financial
markets increases the likelihood of foreign investment. As a result,
domestic rates of return are brought into line with world interest rates,
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adding a further layer of competitive pressures that can increase efficiency
in allocating resources.
2. Growth of Financial Markets
The financial markets of ASEAN and other Asian countries have expanded
rapidly during recent years, spurred by governments' efforts to liberalise
their financial sectors. The main financial markets ( money, foreign
exchange, bonds and equities ) now exist in most of these countries.
Turnover will be low if markets are not operationally efficient, if
transaction costs are too high or information flows are not of an
acceptable quality. However, liberalization usually leads to market
turnover increasing substantially, especially in the secondary market, and
to a marked improvement of liquidity. Table 1 ( Appendix) summarises the
huge growth in turnover in a range of financial markets for a number of
Asian countries. ( Turnover is shown as a ratio to GOP: a steady ratio
between 1985 and 1991 means that turnover grew in line with GDP).
Markets in Hong Kong and Singapore, the two Asian financial centers,
grew strongly over this period. The fastest growth of financial markets
occurred in Asia where financial markets were highly regulated in the early
but subsequently were liberalised, such as Korea and Taipei. In
1980s
contrast, there was slower growth for the period as a whole in most of
Asia countries where liberalization of financial markets began only in the
past few years, such as China and Pakistan.
(1) Money Markets

14

Money markets transfer short-term financial surpluses through financial
intermediaries to those in need of funds. Transactions normally are for
maturities of call, or overnight, to three months, with occasional deals for
as much as a year. By using money markets to better manage their
liquidity, participants can reduce financial risk and increase operating
efficiency. Money markets also provide a means for implementing
monetary policy. An interbank market, through which commercial banks
lend funds to one another, is usually the hub of a money market. The
interbank market is like a clearing house for the banking system: banks
with surplus short-term funds lend to other banks with a funds shortage.
So, the interbank market serves as a marginal source of funds for banks.
Malaysia, the Philippines and other Asian countries such as Hong Kong
and India, have the most developed money markets in terms of turnover
and range of instruments actively traded. Domestic money markets of
Singapore are well established, with sizeable interbank markets, and have
the largest turnover. The Philippines and Malaysian markets have been
active since the beginning of the 1980s,
while active market in Japan,
Hong Kong were developed during the 1980s,
primarily following the
easing of regulations( Asian Development Bank 1 992a).
Turnover in Singapore's money market is estimated to be around ten
times the size of GDP. While no turnover data are available for Hong
Kong's market, evidence suggests that it is of the same order of
magnitude as Singapore's( Asian Development Bank 1992b).
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In Singapore, the discount market is more important than it is in Hong
Kong. Before government security market reforms in 1 987, trading was
mainly in commercial bills, certificates of deposit and treasury bills,
assisted by discount houses. The reforms abolished discount houses and
introduced repurchase agreements. The repurchase agreement market
grew rapidly; turnover in 1991 exceeded 70 percent of GDP( International
Monetary Fund 1992). The authorities have used repurchase agreements
to influence liquidity, which has helped to stimulate market growth.
Money markets of Malaysia and the Philippines are long established.
Malaysia's money market, reflecting its historical origins, is comprised
mainly of an interbank and call money market. There are small, but rapidly
developing market for treasury bills, trade bills and repurchase
agreements. Turnover rose steadily during the 1980s
to 390 percent of
GDP in 1991.
The money market is the most developed of the Philippines'
financial markets. Interest rates were deregulated at the beginning of the
1980s. Turnover in 1991 amounted to 133 percent of GDP, compared
with a combined turnover in the equity and bond markets of 4 percent of
GDP( Perkins 1991). Over the past decade, the market has changed in
structure rather than size (relative to GDP). The interbank market accounts
for half of market turnover. Many types of securities are traded, including
treasury bills, which accounted for a third of market transactions in 1991,
compared with a share of 8 percent in 1985.
This was matched by a
commensurate decline in the importance of commercial paper over this
period. The treasury bill market is the main instrument for central bank
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operations in monetary management and its success is built upon
competitive yields and a large issue base.
Indonesia's money market has grown substantially since reforms in 1983
removed direct controls. The interbank market is being developed, with
assistance from the authorities. One objectives is to establish the Jakarta
interbank rate as a benchmark interest rate. Ceilings on interbank
positions were removed in 1988 and Bank Indonesia is encouraging
development of a centralised interbank market. Growth in interbank
turnover has quadrupled since 1988,
but is still smaller than that for Bank
Indonesia Certificates, instruments used to implement monetary policy.
Overall, money markets in ASEAN and other Asian countries have grown
substantially in recent years. These markets allow financial intermediaries
and other businesses to manage their short-term liquidity better and
provide a means by which monetary policy can be implemented. Interbank
markets have generally led the way but a range of short-term instruments,
such as certificates of deposit and commercial paper, have developed. In
general, the ASEAN has made major progress in developing active money
markets suitable for open market operations. The stimulus for market
development frequently stemmed from the need to create a market
mechanism to implement monetary policy as direct controls were
eliminated.
Money markets are at different developmental stages in various ASEAN
countries. Singapore has the most developed markets: it is deep, suitable
for monetary policy operations and gives reliable price signals. Money
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markets of Indonesia, Malaysia

,

Philippines and Thailand have grown

considerably to hold intermediate positions.
(2) Foreign Exchange Markets
Foreign exchange markets, the international extension of money markets,
grew quickly in most ASEAN countries during the 1 980s, with the help by
a rapid expansion of trade and the abolition or easing of exchange
controls. These controls hampered foreign investment flows, which for
many ASEAN countries have grown much faster than trade in recent
years. The structure and size of foreign exchange markets in Singapore
contrasts sharply with those in other developing countries, largely
reflecting the role of the former as international financial centers. The
developed state of their domestic money markets is also a factor.
Simultaneous rapid expansion of foreign exchange and domestic money
markets is not a coincidence. Growth of one market feeds into the other.
For instance, a bank that has purchased foreign currency from a client
through a forward contract can eliminate its exchange market ( selling
short), converting the proceeds into local currency and investing the
resulting funds on the domestic money market. In a like fashion, swap
positions can be replicated or offset by a combination of transactions in
foreign exchange and money markets. Swaps generate large turnover in
developed markets. This partly reflects active balance sheet management
by businesses. Activity in less-developed markets will increase as
restrictions are removed and businesses develop skills in funding and risk
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management. The range of products traded can be expected to widen,
too.
In April 1989,
average daily turnover in Singapore and Hong Kong was $
55 billion and $ 49 billion, respectively. Comparable figures in 1992 were
$ 85 billion and $ 61 billion, as compared with $ 128 billion in Tokyo
Asian Development Bank 1992 a). Singapore dealers have diversified their
range of foreign exchange risk management products to include currency
options and interest rate swaps.
Foreign exchange markets in other ASEAN countries and other Asian
countries mainly service the domestic economies, and they were
liberalised only from the mid-i 980s. Their turnover is much smaller than
that of the market in Singapore. The rapid growth of Indonesia's foreign
exchange market following a major easing of exchange controls illustrates
the potential for growth when restrictions are removed. Interbank foreign
exchange turnover rose from $ 47 billion (50 percent of GDP) in 1989 to
$ 198 billion (1 70 percent of GDP) in 1991, after regulations on foreign
borrowing by financial institutions were removed in 1 988( Asian
Development Bank 1992a).
Countries with a medium level of foreign exchange turnover relative to
GDP include Taipei and Korea, with turnover of 1 to 1.5 times GDP. Other
less developed foreign exchange markets, such as Pakistan and Sri Lanka,
have turnover equivalent to less than one third of GDP.
(3) Government Bond Markets
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Governments outside the Asian region have often encouraged government
bond markets to enable easier financing of budget deficits. This has also
occurred in some Asian countries, especially in South Asia. It has not
been the case in most of the other Asian countries.
Recently, however, future capital needs have promoted efforts to develop
government bond markets. Also, these markets are seen as an important
element of a complete, integrated and competitive financial system.
Markets are being established where none existed. In countries where
markets have been established for a number of years, captive market
arrangements are being replaced and bond yields are being allowed to
respond more to demand and supply pressures. Authorities in ASEAN
countries and other Asian countries have attempted to generate active
secondary markets.
Singapore's government bond market was reorganized in 1987,
along the
lines of the US treasury bond market. Yields at issue are now market
determined through a competitive tender system, scripless trading has
been introduced, an active repurchase market has been developed and
bond issue maturities have been tuned to market demand. In response, an
active secondary market emerged with turnover rising dramatically from
virtually nothing to the equivalent of 76 percent of GDP in 1991 ( Asian
Development Bank 1 992a). The reforms were not introduced as a means
of more easily raising debt but rather as an attempt to improve the overall
efficiency of the financial sector. The major objectives of developing the
government bond market were to provide a benchmark yield for the
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corporate bond market, to provide investors with a liquid investment
alternative free of default risk, to encourage development of fixed interest
trading and management skills and to broaden the spectrum of financial
services in Singapore.
Experience in Singapore suggests that preconditions for market
development are a sizeable quantity of bonds on issue, an absence of
regulations that stifle trading arrangements and a set of dealers committed
to trading these securities to provide liquidity. To ensure a high degree of
liquidity, bond trading was normally concentrated at a few maturity levels.
With those preconditions, the stimulus for fast expansion comes from
allowing bond yields to move to market levels and to fluctuate with
market influences, assisted by the use of auctions for primary issues.
Activity on Malaysia's government bond market has grown modestly since
the mid-i 980s, in response to a series of measures to promote secondary
marketing trading. The Malaysian Government Securities (MGS) market is
the largest component of the Malaysian financial market in terms of
primary funds raised. The share of net funds raised by the public sector in
the domestic financial market has generally exceeded 80 percent of total
net funds raised domestically ( Government of Malaysia 1991). The
exception was in 1984 when equity issues by the private sector
witnessed a boom, thereby reducing the share of funds raised by the
public sector. The large size of the MGS market, is essentially a reflection
of the size of the Federal Government's domestic debt. However, with the
Government's commitment to downsize its role in the economy, it is
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expected that the growth in Government's debt will decelerate. Issue
yields are competitively determined and captive market arrangements have
been eased. A scripless trading system was introduced in 1990 and the
range of stock maturities has broadened. A secondary market has
developed since the reforms and has a modest turnover, equal to 6
percent of GDP in 1991 ( Government of Malaysia 1 991).
The Philippine government bond market is small and illiquid. Most
government debt is issued as treasury bills on the money market.
Thailand's market has a high turnover by most developing countries'
standards but restrictive controls inhibit development of the market,
which has not grown since the mid-i 980s.
Other Asian countries like China, its government market is at an early
stage of development. Secondary market turnover and the stock
outstanding are small. Trading of bonds was not permitted until 1988.
State treasury bonds, introduced in 1981, account for most of the
turnover. The market is captive, with controlled interest rates, though in
1991 there were some voluntary placements. The amount outstanding
has risen in line with the government's budget deficit. A number of steps
have been taken to develop the secondary market, including establishment
of a computer-based over-the-counter market in 1990.
Turnover rose from
2.4 billion yuan in 1988 to 34 billion yuan in 1991, but that was equal to
only around 2 percent of net material product( Chunze, et al. 1991).
Overall, growth of government bond markets has accelerated in ASEAN
and other Asian countries over recent years. Reasons for official

22

encouragement of this growth varied from the funding of government
budget deficits and the development of a financing mechanism for future
capital projects, to a desire to have a government bond market as part of
a complete set of financial markets. Measures to develop government
bond markets have included the ending of captive market arrangements,
establishment of a set of dealers committed to trading those securities
and efforts to concentrate trading in a few maturities. With these
preconditions, the main stimulus for fast growth comes from bond yields
being allowed to fluctuate in response to market pressures, assisted by
auctions of primary issues. The most developed markets on this basis are
Singapore and, more recently Taipei. However, activity on these markets
is still only a fraction of that in the most developed financial markets,
such as Australia and Japan, where turnover can be several times GDP
and there are very active derivative markets.
(4) Equity Markets
Equity markets have a number of purposes. The primary market provides
companies with access to low risk finance. Bank loans and retained
earnings are the main sources of finance, but the equity market allows
companies to adjust their capital structure in response to new
opportunities and changing business conditions. The equity market helps
investors to diversify risk and adjust risks to a desired level.
Equity markets in the ASEAN countries and other Asian countries, notably
Indonesia, Thailand

,

Korea and China, expanded rapidly in the second half

Both turnover and market capitalization increased
of the 1980s.
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dramatically, as shown in Figure 1.

Establishment of efficient equity

markets is part of the financial sector development programs in these
countries and the authorities moved to create favorable operating and
regulatory conditions for issuing and trading equity securities. Active
equity markets are being established in other Asian countries, where
turnover is beginning to pick up. The amount of new funds raised in the
rapidly growing markets has been variable. For example, in 1991,
companies in Taipei raised the equivalent of only 0.3 percent of GDP
through new equity market issues, whereas companies in Thailand raised
4.4 percent( Asian Development Bank 1 992a).
Returns to investment in ASEAN markets exceed returns in developed
country markets but price volatility is larger. The potential for high returns
attracts foreign investors. This is reinforced by the low correlation
between price movements in ASEAN markets and developed country
markets, which enhances their use to diversify risk. As foreign
participation increases, however, ASEAN markets will tend to move more
in line with the major world markets. Most ASEAN countries now have
country mutual funds and direct investment is generally permitted on a
restricted basis. Foreign involvement assists market development by
demanding greater professionalism and lifting the level of company
research.
A growing equity market requires an efficient trading and settlement
system, as do government bond markets. Other preconditions include a
reasonably broad range of stocks, adequate and well disseminated

24

information on businesses' financial positions, appropriate rules on new
issues and trading, and a community of research analysts and credit rating
agencies to process information on businesses. Such conditions help to
maintain investor confidence in the fairness and security of the market.
The ASEAN countries have implemented measures to meet these criteria
in recent years, especially reliable and accurate market information
systems and regulations to ensure fair trading.
Singapore equity market, the most developed one, has a strong
international orientation. Capitalization and turnover are high, if foreign
stocks traded are taken into account. Singapore has a large listing of
international stocks. Foreign investors have ready access to its market. Its
exchanges has changed markedly over the past decade, as trading
systems have been modernized and market operational efficiency
improved.
The buying and selling of shares in Malaysia have been recorded as early
as 1 870 and represent the first form of security market in the country.
Since then, there has been a discernible increase in the total amount of
net funds raised through the stock market by way of ordinary share issues
and loan stocks, particularly in the recent years of 1983

-

84 and 1987

-

90. Equity share issues dominate the market. In 1990,
funds raised
through the stock market amounted to M $9.1 billion which exceeded the
entire amount raised during the preceding 29 years from 1961 to 1989
Government of Malaysia 1991). The record number of 91 new issues in
1990 reflected the growing tendency for companies to substitute equity
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capital for bank borrowing, amply liquidity in the system and the impact of
the privatization program.
Until the early 1 970s, the Philippines equity market was the largest in
Asia. However, economic, financial and political problems have reduced
the market to a marginal role. Total financial assets held by the
community fell sharply in real terms during the economic crisis from 1983
-

85 and did not recover until the late 1 980s. This, together with the

decline in real economic activity, which badly affected listed companies,
led to a sharp reduction in the equity market's capitalization and turnover.
The market has not developed much since then. Few companies use the
equity market to raise capital, and trading is thin and concentrated.
Attempts are being made to improve market efficiency, in part by unifying
the country's two stock exchanges.
Since the mid-i 980s, Thailand's equity market has grown at an
exceptional pace in terms of turnover and capitalisation. Capitalisation
rose from 4.8 percent to 38.3 percent, as a ratio of GDP, between 1985
and 1991, while turnover increase from 1.5 percent to 34.9 percent of
GDP over this period( Asian Development Bank 1991a). The catalyst was
the 1984 Securities Exchange of Thailand Act, which did three main
things: it opened the market to private company equity issues, it
established share tradeability, and it tightened controls to ensure fair
trading. More recent reforms include introduction of a computerized
trading system, improve clearance and settlement systems, more flexible
trading arrangements, and better information systems. In 1987,
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nonresidents were permitted to trade in some stocks. New share issues
have risen rapidly in recent years to 105 billion baht(4.4 percent of GDP)
in 1991

. Privatization

of

public

enterprises,

such

as

Thai

International

Airlines in mid-i 992, will assist market development.
(5). Corporate Bonds
Corporate bonds are an alternative to bank borrowing and equity
financing. However, corporate bond markets are the least developed of
ASEAN financial markets, and of Asian countries as well. The conditions
needed to support their development are generally lacking; thus the
markets are small, with low turnover, or do not exist at all. Exception are
Malaysia and Korea, where there are moderate-sized markets, but these
depend on bank guarantees and government backing, respectively, to help
marketability. In general, corporate bond markets are not major sources of
finance for business and do not give strong price signals. Factors that
hamper market development in ASEAN countries and other Asian
countries include relatively high credit risks, the absence of benchmark
prices from government bonds, easy availability of bank credit and legal
restrictions on bond issues.
Until the second half of the 1980s,
there was virtually no private debt
securities ( PDS) market in Malaysia. The need to develop the market
became quite clear and urgent, given the intention of the Government to
downsize its operations, and, therefore, reduce its borrowing requirement.
The "captive" purchasers of MGS would now need an alternative source
of investment. In contrast to the equity and the Government securities
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markets, the PDS market is still in its early stages of development but
new markets and innovative instruments are being promoted and
encouraged in order to widen and deepen the capital market.
In order to facilitate the development of the PDS market, both primary and
secondary, Bank Negara Malaysia, has introduced a set of guidelines in
December 1988 for the issuance of such securities. The objective of the
guidelines was to clarify the basic legal and administrative framework for
bond financing and to encourage corporations to raise funds through this
channel. Any company wishing to issue bonds will need to seek the
approval of Bank Negara Malaysia. In order to make the market for PDS as
viable as the market for Government securities, the issuance and trading
in corporate bonds have been exempted from stamp duty, with effect
from January 1989.
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Chapter 5. Conclusion
From the analysis in Chapter 4, it shows the financial markets in ASEAN
countries have made a big progress in general. Compared with financial
markets in developed countries, they are still in the early stages, but they
really have gained a certain success.
Efforts to develop the financial services will need to be sustained to prepare
the financial system for the bigger task of funding large-scale private
industrial investment. In order to be able to perform well in intermediating
between sources and uses of funds efficiently and effectively, the financial
institutions will need to be well capitalized to cushion against any shock or
unforeseen losses in view of the increasing risk in the world banking
industry.
While financial services will continue to be liberalized, prudent measures will
have to be adopted to protect depositors and investors and to ensure the
integrity and stability of the financial system. Experiences from major
financial centers, such as the crisis involving the thrift industry in the United
States in 1 989-90 and the Bank of Commerce and Credit International (BCCI)
scandal, have shown that as the process of deregulation increases, there is
also an increasing need for close supervision and prompt supervisory action
in order to prevent excessively risky behaviour or imprudent practices.
On the international front, while greater effort must be made to enhance
competitiveness in the financial sector, prudent approach must be adopted to
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ensure stability in the financial system. Liberalization of financial services
should take into account the difference in the level of development of each
country's financial sector and those of the developed countries, which could
be due to the difference in levels of efficiency and expertise between local
and foreign institutions. Developing countries should, therefore, adopt a more
gradual, yet progressive strategy in promoting the growth of the financial
services. The increasing risk arising from increasing cross-border trade and
financial transactions calls for greater co-operation among different countries.
On the part of the government, it will continue to provide a strong foundation
for further expansion of the financial sector and financial deepening through
liberalizing outmoded regulations which could stifle the development of the
financial services. If the markets are not monitored and carefully supervised,
serious problems can arise and lead to economic disruption. Confidence in
financial markets is essential to their efficient operation. If badly shaken by a
major securities fraud or default, a market may quickly dry up, resulting in a
liquidity crisis for companies and financial intermediaries operating in that
market as borrowers or lenders, and can adversely affect economic activity.
Banks have to cut back on lending and companies forego investment
opportunities or cut back production. Governments should ensure that
confidence in financial markets is maintained and enhanced. This is best done
by providing a favorable environment and implementing policies of financial
liberalization and tighter prudential supervision.
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Governments can contribute to a favorable environment for financial markets
in two main ways: by sound macroeconomic policies, and by providing
infrastructure needed for financial market development. Sound
macroeconomic policies should aim to ensure economic stability, especially a
low rate of inflation and conditions conductive to economic growth.
Infrastructure to assist financial market development includes appropriate
legislation, accounting and audit standards, taxation and telecommunications
systems. Finally, effective telecommunications and clearing and settlement
systems are essential to ensure efficiency in financial markets.
With a favorable economic and regulatory environment, financial markets are
likely to expand quickly in response to policies to liberalize the financial
sector. The most important liberalization measure is to let interest rates
respond to market conditions. This involves removing interest rate controls
and other measures, such as issuing government securities by competitive
auction. An auction will provide a competitive price in the primary market for
these securities and form a solid basis for secondary market trading. Another
part of a financial liberalization program is to abolish regulations that hamper
institutions from participating fully in financial markets. For example,
exchange controls reduce the number and size of transactions in foreign
exchange and other financial markets. Credit ceilings, both in aggregate and
for particular industries or institutions, are a further instance of regulations
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that limit competition in financial markets. Freer entry of financial
institutions, including foreign-owned ones, is another aspect of liberalization.
The order of financial liberalization measures can sometimes matter. For
example, abolition of exchange controls may need the prerequisite of a stable
macroeconomic policy and a reasonably sound balance-of-payments
positions. Without these requirements, scrapping of exchange controls could
trigger substantial fluctuations in capital flows. Also, freer entry of major
foreign-owned financial institutions may need to be delayed until domestic
institutions adjust to a major liberalization in government policies.
Governments have a continuing interest in the stability of the financial
sector. As liberalization policies add to the competitiveness of this sector,
governments should also ensure that supervision policies, especially for
intermediaries, are appropriate by eroding confidence, instability in financial
intermediaries can damage a government's effort to liberalize its financial
sector. Tighter supervision, especially for banks, should go hand-in-hand with
liberalization of financial markets. In a competitive environment,
intermediaries are subject to greater risks, partly because of wider
fluctuations of interest and exchange rates. As volatility increases in the
prices of financial claims, credit risks are likely to increase as well.
Supervision of financial markets needs to be reviewed too, although most
participants are

"

professionals" ( that is, large institutions) that require less

32

protection than the small-scale depositors and borrowers of financial
intermediaries.
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