Financial Degpening and Financial I ntegration in
Asian APEC Economies

Abstraks

Kajian ini merupakan analisa perkembangan keuadgandua belas ekonomi APEC Asia,
termasuk Indonesia, Jepang, Republik Korea, Maayslipina, Singapura, Thailand, Cina,
Taipei Cina, Hong Kong Cina, Vietnam, dan BruneriBaalam sejak Krisis keuangan Asia
Timur 1997 hingga saat ini. Penyebab krisis monétdahun 1997 adalah prevalensi mata
uang serta ketidaksesuaian jatuh tempo di manaoekomeminjam dalam dolar untuk
pembiayaan domestik tanpa asuransi terhadap walstitilai tukar secara memadai. Selain
itu, pola pinjaman jangka pendek untuk memenuhéstasi dan kebutuhan jangka panjang
menciptakan ketidaksesuaian mata uang dan jatulpoteiNamun sebaliknya, gejolak
keuangan global 2008 memiliki dampak yang relatigan pada sektor keuangan Asia
Pasifik. Hal ini antara lain menunjukkan eksposrbatas lembaga keuangan Asia Pasifik
terhadapsubprime mortgage mencerminkan rendahnya perkembangan integrasingana
antar kawasan.

Kesenjangan kualitas dan kedangkalan relatif p&sarangan Asia Timur mendorong
intermediasi keuangan di luar negeri. Masih dipeniu peningkatan transparansi melalui
pengungkapan dengan meminta pengungkapan infoymagicukup, akurat dan tepat waktu
yang berkaitan bisnis perusahaan, keuangan, prapekal sekuritas untuk memungkinkan
investor untuk membuat keputusan. Cina, misalngabagai ekonomi terbesar dunia perlu
untuk secara bertahap meliberalisasi akun modali deraca pembayaran, dan
mengembangkan kebijakan moneter berbasis pRsancial deepening juga memerlukan
sistem hukum dan akuntansi yang wajar berada gpaem

Pada sisi lain banyak kendala yang telah diiddwasii sebagai penghambat pengembangan
sektor keuangan seperti relatif kecilnya omzet pasatidaksetaraan standar akuntansi dan
audit, serta pembatasan modal asing. Namun demikiendisi pasar keuangan negara
berkembang yang relatif lebih stabil membuat kemdedrsebut dapat diatasi melalui
peningkatan stabilitas makroekonomi. Seperti halpgagembangan pasar modal di tahun
1990an, kehadiran investor asing akan membantuepgvangan lebih lanjut sektor keuangan
Asia Pasifik di mana dalam jangka panjang ekondnkad/iasan ini akan memerlukan pasar
valuta asing dan derivatif untuk memastikan hargagykompetitif antara segmen pasar
keuangan konventional dengan alternatifnya. Kajiah juga mengupas imunitas dari
mayoritas ekonomi Asia Pasifik terhadap krisis keyzen global sebagai paradoks dari
konsensus Washington yang menjadikan pendalamarntigrasi sektor keuangan sebagai
syarat perlu keberhasilan pembangunan ekonomi.



Introduction

Raymond Atje and Maria Monica Wihardja wrote “fircéed deepening and Financial
Integration in Asian APEC Economies: What Have Waarnhed?" in CSIC 2011
journal and presented in the Focus Group Discus@i@D) held by Center for
Regional and Bilateral Policy on 12 December 201 vhich a review on financial
development in the twelve Asian APEC economiesuding Indonesia, Japan,
Republic of Korea, Malaysia, Philippines, Singapdreailand, China, Taipei China,
Hong Kong China, Vietnam, and Brunei Darussalarhe T997 East Asian financial
crisis (hereafter, the East Asian financial crisisyealed the weaknesses of the
region’s financial sectors. It had had devastatimpgacts on banking sector in some
countries, most notably Indonesia, Thailand andeoAt the center of the crisis was
the prevalence of currencies as well as matuntiesnatches throughout the region.
A currencies mismatch occurs when residents of antcp have assets in local
currency but liabilities in foreign currency. Suelas the case in many economies in
East Asia at the onset of the crisis. Banks an@arations with liabilities in dollar
were not adequately hedged against a possible ehandhe exchange rate. In
addition, many of them also had larger short-teailities relative to their assets. So,
when the region’s local currencies experiencedel@igpreciations against dollar their
assets were no longer sufficient to service thafilities.

It should be noted that, prior to the crisis, masbnomies in the region adopted fixed
exchange rate. Such an exchange regime providetkersobf dollar denominated
liabilities with implicit guarantee against a suddand large depreciation of local
currencies vis-a-vis dollar. Hence banks and cafpoamms borrowed only in dollar
without adequately insured themselves against exgshaate volatility. Moreover,
they often borrowed short term to meet their losigrt investment needs and,
therefore, created a double mismatch: currencynaatdrity mismatches.

In contrast, the recent global financial turmoishead relatively mild impacts on East
Asian financial sectors. It signifies a number bings. Firstly, it suggests limited
exposures of the region’s financial institutions swbprime mortgage-related
securities. This, in turn, reflects, in part, tkétively low level of financial deepening
or financial development, especially among theaw'gi emerging economies. In the
case of Indonesia, for instance, none of the cglnbranks have significant, if any,
presence abroad. In addition, these banks do nde¢rtake significant investment
activities, e.g., issuing and selling securitiesapital markets. Secondly, it may also
suggest an improved soundness of the region’s dinhmstitutions, especially in the
aftermath of the East Asian financial crisis.

The severity of the East Asian financial crisis peampted governments in the region
to undertake necessary steps to strengthen tmegindial sector, banking sector in
particular. In addition, they also decided to préena greater financial integration at
the regional level. The aim is to reduce finangiaherabilities as well as to provide
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conduits for recycling of the region’s excess sgsimwithin East Asia. One such
attempt is a creation of the Asian bond market (ABdth the help from the Asian
Development Bank (ADB).

In another development, the ASEAN Plus Three caemtrviz. the ten ASEAN
member countries, China (including Hong Kong), dapad South Korea (i.e. the
twelve Asian APEC economies, minus Taipei Chinajehlaunched a multilateral
currency swap arrangement. It draws from a foregohange reserves pool worth
USD 120 billion. It was initiated in Chiang Mai, diland, and, hence, the name
Chiang Mai Initiative Multilateral (CMIM). Its maipurpose is to allow the member
countries to manage their short-term liquidity peobs.

There are a number of conclusions that one may ¢h@aw the East Asian financial
development experience. First, in a certain waystnfinancial systems in the region
are still dominated by banks. In Japan- the regionbst developed economy - the
banking sector is still the largest in terms ofeassector, much larger than its equity
and bond markets capitalization. Recently, thereveh@een some notable
improvements in the region’s banking performanaaver non-performing loan,
higher capital adequacy ratio, and notwithstandirey global financial crisis higher
return on assets in almost all of countries theoregMeanwhile, there has been a
change in the intermediary function of the banlgegtor, as well. The share of credit
going to corporate sector has fallen in some c@ssuch as Indonesia, Korea and
Malaysia, while lending to household sector haseased significantly. In addition,
loan-to-deposit ratio is relatively low in many eomies, suggesting that, for
whatever reason, banks throughout the region sedrave turned more risk averse in
recent years.

Second, the emerging East Asian stock marketsnareasingly becoming important
source of investment funds through both primary sedondary issues. In general
there has been a move toward improving corporatergance in the region’s stock
markets. This includes protection of minority slmmders and improvement in
transparency through disclosure. There are twochasidels of regulatory systems,
i.e., disclosure-based and merit-based. Hong K&iiggapore, Malaysia and, to a
lesser extent, Korea, Indonesia and Thailand, laaepted disclosure-based system,
whereby the issuers and intermediaries offeringuisiées are required to provide
sufficient, accurate and timely information pertagn the company’s business,
finances, prospects and terms of the securitiesltov investors to make informed
decisions. Meanwhile, China and the Philippines sti# following merit-based
system. Another important development is the dealiztation of a number of stock
markets in the region, including Hong Kong, IndoagMalaysia, the Philippines and
Singapore.



Finally, unlike bank and capital market, bond marigerelatively new for many
countries in East Asia. Its development has beempted by severity of the East
Asian financial crisis. While the primary marketave grown significantly, yet the
growth in some markets has been led by quasi-gavemh issuers or issuers with
some form of credit guarantee. Moreover, issuersoime markets, such as Malaysia
still concentrate at the high end of the creditligpu@pectrum. The secondary bond
markets have developed even slower than the primmatkets. Some markets are
relatively small and, hence, seem to lack investdrgersity. Foreign investors,
including global financial intermediaries, have @meal those markets. They have
been discouraged by, among other things, withhgldaxes and the lack of deep
markets for hedging instruments.

The rest of the paper proceeds as follows. Sedttiprovides a brief review of recent
development in financial literature. Section Illviews the state of financial
development in East Asia. Section IV briefly disses the progress toward financial
integration in the region. Finally Section V proggdrecommendations as to what
countries in the region may need to undertake stoadeepening their financial
development.

Financial Development Literature: A Brief Review

In a recent paper, Bekaert et al. (2005) examiree ithpact of capital market
liberalization on economic growth. The idea is tequity market liberalizations give
foreign investors opportunity to invest in domestguity securities and domestic
investors the right to transact in foreign equiggwwities. To measure equity market
liberalization they use official equity market lilaéization indicator. The variable
takes the value of one when it is possible forifprgortfolio investors to own equity
of a particular market and zero otherwise. Thed timat, after controlling for a host
of variables, capital market liberalizations leagddn average, a one percent increase
in annual real economic growth. This is a large benon which Henry (2007) argues
that, form neoclassical perspective, such a largevtty effect is difficult to fathom
unless equity market liberalization also induceswgh in total factor productivity
(TFP). Bekaert et al. also find that the positiiee on growth is largest when the
quality of institutions and the level of financaddvelopment are high.

Rajan and Zingales (1998) test the validity of tea that the costs of external
finance to firm drop with financial development. To this they examine whether
industrial sectors that are more dependent on rmadterfinance develop

disproportionately faster in countries with moreveleped financial markets. Their
study confirms this assertion and for a large nunatbeountries during the 1980s. In



other words, according to the study, by providixgeenal financing to sectors that
need it the most, financial development, in essgmeenotes economic growth.

One of the most binding constraints faced by fitmmfinancial constraint. In a firm-

level study, Love (2003) wants to know whether ficial development helps
alleviating financing constraints faced by firms. particular, she wants to find out
whether financial development eases financial camgtthat firms otherwise faced.
For this purpose she estimates the Euler equatiom¥estment using firm-level data
from 40 countries and finds a strong negative i@ighip between the extent of
financial market development and the sensitivityimfestment to availability of

internal fund. In other words, the more developedinancial market the less
dependent firms in that particular market to in&rfinancing. She also finds that
small firms are disproportionately more disadvaathgn less developed financial
markets than are large firms. In addition, she dindlat an improvement in the
efficiency of legal system, which means less riskmpropriation and corruption, and
a better accounting system also helps alleviatmantial constraint.

Meanwhile, Dermiguc-Kunt and Maksimovic (1999) atsmduct a firm-level study.
The study focuses primarily on the use of extedadit or external equity by firms to
expand their activities. In particular, authors aghkether the underdevelopment of
legal and financial systems in some countries pretieeir firms from undertaking
potentially profitable investment opportunitieswgll-developed financial market has
two important roles, i.e., as a source of capitalfirms and information regarding
firms’ activities for potential investors. In effethe presence of a well-developed and
active capital market in a country will make it ieador firms in that country to raise
long-term capital. The study shows that both arivacstock market and well-
developed legal system are important in faciligitfimm’s growth. It also supports
Levine and Zervos claim that, for firms, the siZetloe capital market is not as
important as the level of its activities in mohitig capital.

Finally, some recent studies focus on issues caimgercapital account liberalization,
financial development and economic growth. One stadly by Aghion et al. (2006)
investigates the interaction between exchangevatility and productivity growth,
and the role of financial development. The autl@gaie that it is important to look at
the interaction between the exchange rate volatitd both the level of financial
development and the nature of macroeconomic shotksy find that the real
exchange rate volatility could conceivably costiydng-term productivity growth. In
particular, they find that for countries with relaly low levels of financial
development, exchange rate volatility reduces dnoladt no significant effect for
financially-developed countries.

11t should be noted, however, that some of thesiries that, according to the authors, are in réeslibstantial
external financing such as pharmaceuticals andtreldcs are also require high degree of researath an
development (R&D) activities as well as highly skdllworkers which only industrialized countries gaavide in

a sustainable manner.
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Financial Development in East Asia

Asian APEC economies' financial markets have egpead major changes since the
1997 financial crisis. In particular, as a partesfsons learnt from the crisis, countries
in the region have turned their attention to depielg their bond markets. Meanwhile,
the East Asian capital markets have made a remiarkabovery from their virtual
collapse during the crisis. But the banking sectmitinues to dominate the region’s
financial intermediation activities (Table 1). brksia's domestic credit provided by
banking sector accounts for 37% of GDP in 2008héigthan the GDP share of
market capitalization of listed companies and thBPGshare of bond market
capitalization. Countries, like China, Hong Konbgiia, Japan, Republic of Korea,
Malaysia, and Thailand have their GDP shares of edi credit provided by
banking sector of over 100%.

Table 1: Indicators of financial intermediation development

Country Name Domestic credit [Market capitalization Bond Market

provided by banking| of listed companies | Capitalization (% of

sector (% of GDP) (% of GDP) GDP)
2000] 2007 2008] 2000] 2007 2008] 2000| 2007 2008
China 120 132| 126 48| 184 65 15 44 49
Hong Kong SAR, China 136/ 125/ 125 369| 561| 218 26 25 23
Indonesia 61 41 37 16 49 19 31 19 20
Japan 309] 294| 293 68| 102 66| 126 199 204
Korea, Rep. 89 102 113 32 107 53 73| 107 112
Malaysia 179 113| 115| 125| 174 84 78 90 93
Philippines 67 46 34 72 31 29 35 32
Singapore 89 78 84 165 212 99 42 55 54
Thailand 138 132 131 24 79 38 26 51 57
United States 201] 241] 224] 155 145 83| 145 172| 177

Source: BIS statistics and Financial Structure Dsitier esour ces.worldbank.org/INTRES/Resources/FinStructure 2008 _v4.xls,
July 24", 2010.

Banking Sector

To prevent the recurrent of financial crisis simila the East Asian financial crisis,
countries in the region have undertaken some nagesseasures to improve the
soundness of their banking industries. As a rediére has been a notable
improvement in the prudential as well as perforneanicators of the region’s
banking systems. Between 2000 and 2008 the ratimofperforming loans in total
loans (NPL) in the banking system has declinedifsogmtly across the region (Table
2). China, Indonesia, Malaysia, Philippines, ancilemd have the most significant
decreases in the NPL between 2000 and 2008 frorletaligit figures to low single-
digit figures. Meanwhile, the global financial si8 notwithstanding, return on assets
(RoA) also experienced a noticeable increase inogstimall of the counties in the



region. Indonesia experienced a two-percentagd pairease on its RoA from 0.3 in
2000 to 2.3 in 2008.

Table 2: Selected Structural Indicatorsfor the Asian Banking Sector (in percent)

Country Name Non-Performing Loans Capital assets ratio Return on assets

2000 2007 2008 2000 2007 2008 2000 2007 2008
China 22.4 6.2 2.4 135 8.4 12.0 0.2 0.9 1.0
Hong Kong SAR, China 7.3 0.8 1.2 17.8 13.4 14.8 0.8 19 18
Indonesia 21.8 41 32 21.6 19.3 16.8 0.3 2.8 2.3
Japan 6.1 14 1.6 12.2 12.3 12.4 0.3 0.3 -0.2
Korea, Rep. 8.9 0.7 1.1 105 12.3 12.3 -0.6 11 05
Malaysia 154 6.5 48 125 132 12.7 1.1 15 15
Philippines 24.0 5.8 45 16.2 15.7 155 0.4 13 0.8
Singapore 3.4 15 1.7 19.6 135 14.7 1.3 13 1.1
Thailand 17.7 79 5.7 11.9 14.8 138 -0.2 0.1 1.0
United States 11 14 2.9 11.7 12.8 12.8 12 0.8 0.0

Source: IMF Global Financial Stability Report.
Note: NPL data as a percent of total loans; Capitaéts ratio as a percent of risk-weighted assets.

The emerging Asian APEC economies have also bpittapital buffer of their banks.
This is evident from the substantial increase $k-adjusted capital adequacy ratios
(CAR) of the region banks since 2000. By 2008, tagos are well above the
minimum Basel Il standard of 8% (Figure 1). In mésian countries, commercial
banks have either increased or maintained relativigh levels of capital adequacy. It
should nevertheless be noted that a change inkdsbeapital adequacy ratio does not
solely depend on the additional capital but alsat®rchoice of risk level of its asset.
In practice, regulatory pressure does not alwagada banks to increase their capital,
but to adjust their risk levels instead.

Figure 1. Risk-Weighted Capital Adequacy Ratios (% of risk-weighted assets) in
selected Asian Countries, 2000 - 2008
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In addition to capital buffer, most of the APEC &sieconomies' banks have also
built up their liquidity buffer as indicated by thelatively low loan-to-deposit ratios
(LDR). The ratio ranged between 50% and 100%, mxie Korea(Figure 2). As a
comparison, in the US, LDR exceeds 110%. One want&pret this is that Asian
banks have been over cautious; they prefer to miairdtable funding and remain
largely free of liquidity risk.

Figure 2: Bank loan-to-deposit ratio in selected Asian Countries (in percent)
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As noted earlier, after the East Asian crisis, ritial health of the APEC Asian
economies' banking systems has improved. Sizahldeptial cushions have been
built up as new capital has been injected intosystem. However, bank lending to
private business remains subdue and credit rategsin relatively weak. Charles
Adams (2008) identifies a number of key changdbéregion’s banking sectors after
the 1997/98 financial crisis.

First, is concentration in the banking systemsihasased as a result of restructuring
(merger and acquisition of troubled banks). Thisyrhave advantages as well as
disadvantages. On the one hand, to the extenthlbet are economies of scale and
scope, concentration might lower unit costs andraw efficiency. But on the other
hand, based on international experiences, the yhigbhcentrated banking system
tends to be riskier than less concentrated onegetadanks were prone to moral
hazard problem. Second, it was the changes ibdahk ownership. Both foreign and
private ownerships have increase significantly rattee crisis. One of the key
regulatory changes undertaken by many countidsemegion was the change of rules
concerning foreign participation in the domestialkag sector.

According to Gopalan and Rajan (2009), the Asianntes have followed two

different approaches with regard to foreign pagptdion in the banking sector. On the
one hand, there are countries like Indonesia, Sd{mhea, Thailand and the
Philippines that have aggressively open up thaarfcial sector, their banking sector
in particular to foreign investors. As a resulg thvels of foreign bank penetration in
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these countries have increased dramatically, eslbea@n Indonesia and Korea but
somewhat less in Thailand and the Philippines.

On the other hand, China and, to a lesser extegiaydia have been more cautious in
liberalizing their financial sectors. In China foistance, the share of foreign bank in
the total banking assets was only around 2.3 pemn&®07. Meanwhile, in Malaysia,
which has maintained the restrictions of foreigmtipgoation in the banking sector,
the share of foreign banks assets increased aghtlgl from 21.6 percent in 1997 to
23 percent in 2008.

Changes is also evident in market structure, aghdhere are significant differences
across the region. Banking systems in Hong Kondn&singapore and Korea are
relatively more competitive whereas those in Thalldndonesia and the Philippines
are relatively less competitive.

Another change is the movement into investment ingnkparticularly for banks in
more advanced economies. In the past, banks’igesivhave been concentrated on
their core business of providing liquid loans tsimess and households, financed by
liquid deposit liabilities. Nowadays, banks’ acties move to the new business lines
including securities underwriting and trading, gé@@ation, derivatives and
insurance.

There has also been a shift toward household aldstate lending. In fact, the bulk
of household lending has been mortgage-relatedieTaiee several factors that may
influence the shift, such as financial sector del&gpn, government efforts to

encourage domestic demand, and weak business atediind. In addition to

household and real estate lending expansion, uregéending, including credit card

finance, has also picked up in Asian countries.

Another noticeable change in the region’s bankingctices is concerning banks’

intermediary role. The banking system throughouet ragion used to be collecting
depositors’ funds and pass them as credits to catipas or use them to purchase
government bonds. More recently, the share of trgoing to corporate sector in

Indonesia, Korea and Malaysia fell from over 60cpat in 2000 to below 50 percent
by 2005. Meanwhile lending to household sector imaseased significantly, and

currently hovering between 25 to 50 percent of tb&al bank credits in those

economie$.

Furthermore, credit to the business sector has Wweak or contracted, with its share
in domestic assets falling since the 1997/1998nfie crisis® In contrast, the share
of the household sector has increased sharplyveralecountries during this period.

2 Mohanty and Turner (2010).
3 Mohanty, Schnabel, and Garcia-Luna (2006).



While banks have been expanding their retail bgsirtrough increased mortgage
and credit card lending, households have been moleng to finance their
consumption and residential investment through baekit. There is both a demand
and supply side explanation to this phenomenonmddel side factors include, one,
weak corporate demand for credit has led banksetk slternative investment
opportunities, particularly as they were awash witjuidity in an easy monetary
environment; and two, the increased risk aversiahthe associated tendency among
banks to hold liquid assets. Supply side factadude, one, increased securities
issuance through various channels: large governine@mbwing in countries where
fiscal deficits remain high; two, issuance of mgovernment debt either to develop
the domestic bond market (for instance Singaporme)fagilitate central banks’
sterilized intervention. Yet another factor (fostance Indonesia) has been the recent
effort to recapitalize banks or restructure thesd bdebts by issuing government
securities.

When the global financial crisis in 2008 becausesub-prime mortgages problem
occurred in the United States, the impact of thibulence on Asian Banks has been
substantially less than the 1997/98 financial sridihe reasons, according to IMF
Regional Economic Outlook 2008, are as the follagwin

* Asian banks rely more on traditional banking sexsjcwith revenues from
fixed income, currency and commodities businesg@aucfor a significantly
smaller portion of their income than those of westenks.

* Asian banks are less involved in structured credhtl related derivative
products. This is because they are still at anyestdge in the securitization
process.

* Regulators in more developed countries such asnJ&iagapore and Hong
Kong, have had a more proactive role in ensuriray #maller local banks
have sufficient risk management capacity beforey te&art investing in
complex structured products.

* Bank lending has been profitable in many Asian ecass.

Moreover, in response to the global financial srisi 2008, Asian APEC economies
have taken action to provide expanded coverageepbgits. For instances: Taiwan,
Hong Kong, Singapore and Malaysia provided an utgdnguarantee of all deposits
on a temporary basis. Meanwhile, Indonesian govemrhas taken a more cautious
approach and only increased the deposit guaramee DR 100 million to IDR 2
billion per individual. Marks and Yao (2009) argtmat this policy has advantages in
the short term because it could strengthen condelen local and regional banking
markets. Yet, in the long term, it could lead taliidnal costs for banks, depending
on how governments intend to pay for such progratemket guarantees, combined
with other recent government actions, could alsate moral hazard issues within the
banking industry. Nonetheless, most of the recbahges made to deposit coverage
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terms are temporary, and policy makers have gilemmselves room to reverse
expanded coverage in the future.

In recent years, Indonesia and Malaysia, two caestrith large Moslem population,
have introduced Islamic or Shariah banking systéhe Shariah banking targets
primarily, but not exclusively, Moslem communitigs both countries who want to
adhere to Islamic teaching that prohibits usurytehms of assets, the Shariah bank is
relatively small. In Malaysia the average shareSbériah bank’s assets in the total
banking assets between 2007 and 2010 is 15 pesteletin Indonesia it is less than
4 percent (Figure 3). There are at least two re;asioat may explain the relatively
modest growth of the Shariah bank in the two coesitrirst, the Shariah bank has
not proved itself as a serious alternative to cativeal bank. Second, most people do
not have good knowledge about the way a Shariak bp@rates. In particular they do
not know what to expect if they put their monewiShariah bank.

Figure 3: Islamic and commercial bank assetsin Malaysia and Indonesia

a. Malaysia (in RM trillion) b. Indonesia (in IDR trillion)
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Note: Islamic Bank Assets comprises Islamic baBE of commercial bank and IBS of investment
or merchant banks.

As Husain in Evolution of Islamic Banking notesttlkducation and public awareness
is important to develop Islamic financial systenesiles, Islamic banking still faces
several challenges such as ineffective enforcemieabntracts, inefficient system for

early recovery, ineffective code of conduct forfpssionals, lack of development of
Shariah compliant government securities, weak rebeand development in the field

of Islamic finance and economies, and weak humaouree development and

training to the banks staff on Islamic Banking &igiance.

Capital Market

With regard to capital markets development, theaAsAPEC economies' stock
markets have become important source of investifoedts through both primary and
11



secondary issues. In 2006 for instance, the totaluat of funds raised in the region’s
stock market reached US$105.9 billion, of whichmaiy issues were US$65.9 billion
and secondary issues were US$40 billion. In 20@¥tdtal amount jumped by around
90 percent to US$201 billion, comprising US$112idnil of initial public offerings
and US$88 billion of secondary public offering fl&a 3). In terms of market
capitalization, the region’s two largest marketamely, Shanghai and Hong Kong
stock markets accounted for around 60 percent st Baian emerging markets
capitalization (Table 3).

Table 3: Market capitalization and new capital raised by share in East Asia
Emerging Market (in US$ million)

2006 2007

Initial  [Secondar|Total IPO|Market [IPO and |Initial |[Secondar|Total IPO|Market [IPO and

public |y public [and SPO |Capitaliza|SPO per |public |y public [and SPO |Capitaliza|SPO per

offerings |offerings tion Market (offerings |offerings tion Market
Capitaliza Capitaliza

tion (%) tion (%)
Shanghai SE 11817.7 4734.6]  16552.3] 9175075 18] 57770.0] 293955 871655 3694348.0 24
Hong Kong Exchanges 42972.4]  24465.0[  67437.4] 17149533 39 374859 365414  74027.3] 2654416.1 2.8
Shenzhen SE 2029.1] 3937.9 5967.0| 227947.3 2.6 5670.7 7405.6]  13076.3] 784518.6 17
Korea Exchange 2853.3 2473.3 5326.6] 834404.3 0.6 3170.0 3806.9 6976.9| 1122606.3 0.6
Taiwan SE Corp. 7515 1361.0 2112.5|  594659.4 0.4 566.1 1550.2 2116.3|  663716.0 0.3
Singapore Exchange 4800.2 924.1 5724.3| 384286.4 15 5159.8 4588.3 9748.1| 539176.6 18
Bursa Malaysia 322.9 645.3 968.2]  235580.9 0.4 317.4 2157.5 247491 325290.3 0.8
Indonesia SE 364.9 1464.7 1829.6] 138886.4 13 1976.3 3446.5 5422.8] 211693.0 2.6
Thailand SE 4744 3498.1] 3972.5| 1401613 2.8 332.6 606.1 938.7] 1971294 0.5
National Stock Exchange India 4534.9 9610.1|  14145.0] 7741156 18 7874.1)  25470.1|  33344.2| 1660096.9 2.0
Bombay SE 5600.5 1320.2 6920.7| 818878.6 0.8 9642.8 207400  11716.8] 1819100.5 0.6
NYSE Group 37130.1(  66040.1| 103170.2|15421167.9 0.7] 60385.8] 76598.4| 136984.2|15650832.5 0.9

Source: World Federation of Exchange

Of the region emerging markets, capital marketmna, Korea, Singapore and
Taiwan were among the most active in 2008 as gbsemelatively higher turnover
ratio in those markets than in other markets inrédggon (Table 4). Turnover ratio is a
measure of market liquidity. Stock market in thelippines is one of the least active
in the region during the past decade.

Table4: Stock Market Turnover Ratio

COUNTRY 1995 1998 2002 2005 2008 2009
China 1.18 1.23 0.72 0.75 NA NA
Hong Kong, China 0.35 0.60 0.45 0.42 NA NA
Indonesia 0.22 0.48 0.43 0.51 0.82 1.31
Japan 0.34 0.38 0.74 1.06 1.60 1.77
Korea, Rep. 1.02 1.20 3.17 1.68 1.94 2.18
Malaysia 0.34 0.30 0.22 0.28 0.78 1.40
Philippines 0.25 0.29 0.08 0.17 0.51 NA
Singapore 0.41 0.54 0.55 0.38 1.85 3.26
Taiwan, China 2.05 3.42 2.42 1.39 2.22 2.86
Thailand 0.40 0.62 1.03 0.72 0.42 0.33
United States 0.74 0.98 2.29 1.27 2.72 3.51

Note: Stock market turnover ratio is ratio of ttedue of total shares traded to average real maggstalization.
Source: Financial Structure Data 2009
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Dalla (2005) notes that there has been general nmward improving corporate
governance in East Asian stock markets, includingtgetion of minority
shareholders and improvement in transparency thraligclosure. There are two
basic models of regulatory systems, i.e., disclsiased and merit-based. Hong
Kong, Singapore, Malaysia and, to a lesser exteotea, Indonesia and Thailand,
have adopted disclosure-based system, whereby shigers and intermediaries
offering securities are required to provide suéfiti accurate and timely information
pertaining the company’s business, finances, prispgnd terms of the securities to
allow investors to make informed decisions. MeameyhChina and the Philippines
are still following merit-based system. Another wngant development is the
demutualization of a number of stock markets inrdngion, including Hong Kong,
Indonesia, Malaysia, the Philippines and Singapore.

Some of the recent studies concerning stock mat&etlopment have focused their
attention on a phenomenon known as internatiortadiza In recent years an
increasing number of firms from emerging market®stmnotably Latin America,

have turned to international markets such New Yam#l London, to raise capital. It
seems that most of the firms in question had hHithbeen listed in their respective
domestic markets. When they turned to internatiomatkets they either cross listed
their firms on domestic and international marketsl@isted their firms at home. This
phenomenon has raised concerns because it hasvarsacdffect on the domestic
markets. In particular, there has been a reduatidghe domestic trading of firms that
cross-list as trading migrates from domestic teerimational markets. Further, as
corollary, there has been a reduction in the liquidf the domestic market and,
hence, hurting the liquidity of the remaining firinsthe domestic markét.

Interestingly, most of the migrating firms are franore developed emerging markets
with sound macro policy, more efficient legal sysse better protection of
shareholders, including minority shareholders, gureéter openness. Firms from such
markets are more able attract foreign investorsfiamd will go international markets
only if they are certain that will be able to attrinternational investorsThis has led
Claessens et al. to tentatively conclude that laogde internationalization may make
it difficult to sustain fully-fledged local stock arkets and, as a consequence may
adversely affect medium-sized firms. Medium-sizen§ are less likely to go directly
overseas but at the same time may find it difficollfloat their shares in the shrinking
local markets.

It seems, from the foregoing discussion, that firomse domestic markets as
“showrooms” to attract foreign investors’ attentioithout home markets it will

become more difficult for them to gauge their apilio attract foreign investors. It
will be interesting to see how many firms from egieg markets that have attempted

* Levine and Schmukler, 2005.
*>Claessens et al., 2006.
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to bypass local markets altogether and gone dyréatinternational markets to raise
capital and to know their success rate.

Available data suggest that East Asian economieg lexperienced relatively low

rate of firms’ migration as compared to Latin Ancan economies. In 2000, the ratio
of value traded abroad to value traded domesticadly 122.4% for Latin American

economies and only 4.0% for East Asian economiesarivhile, during the same
year, the ratio of capital raised abroad to capaeed domestically was 91.9% for
Latin American economies compared to 17.1% forEhst Asian economies (de la
Torre et al., 2007). The authors do not, howeveplan what differentiates Latin

America from East Asia that lead to a far greaste of internationalization in the

former as compared to the latter.

Bond Market

Unlike bank and capital market, bond market istnaddy new for many countries in

East Asia. In the aftermath of the East Asian faiancrisis, policy makers in the

region have widely recognized the importance ofdoararket in helping to reduce

potential currency and maturity mismatches in timarfcial system as well as in
providing a reliable source of long-term financectoporate sector. In addition, the
growth of a country’s bond market also improvesréslience of its financial system.

The bond market’'s intermediary role becomes clitidaen bank and capital market
falter or fail. In other words, with a multilayeméncial intermediation in place,

financial intermediation activities can continugee if the primary intermediation is

in distress. From this perspective, bank, which the East Asian primary

intermediation, capital market and bond market aensidered as having

complementary roles. Moreover, the availabilityatternative channels of financial

intermediation will enhance efficiency of the firtdad system as whole and, therefore,
promote economic growth and development.

Following the crisis, members of the EMEAP (ExeeeitMeeting of East Asia and
Pacific Central Bank) group launched the Asian BBodd (ABF) initiative aimed at
broadening and deepening the domestic and regimmal market§.In June 2003, the
EMEAP launched the first stage of ABF (ABF1), whictvests in a basket of US
dollar denominated bonds issued by Asian sovermguers in EMEAP economies
except Australia, Japan and New Zealand. In 200 AR introduced nine funds:
Pan Asian Bond Index Fund (PAIF) and eight singégkat funds, one for each of the
following markets, namely, China, Hong Kong, Indsiae Korea, Malaysia,
Philippine, Singapore and Thailand (all of whicle &PEC economies). Whereas
PAIF invests in sovereign and quasi-sovereign lazatency denominated bonds

® The EAMAP members are Reserve Bank of Austr&enple’s Bank of China, Hong Kong
Monetary Authority, Bank Indonesia, Bank of Japaank of Korea, Bank Negara Malaysia, Reserve
Bank of New Zealand, Banko Sentral ng Pilipinasnetary Authority of Singapore and Bank of
Thailand.
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issued in all of the eight markets, each of théhtegingle market funds invests in
sovereign and quasi-sovereign local currency denated bonds issued in the
respective market (Leung, 2006).

With regard to corporate bonds, the primary markat€East Asia have grown

significantly. Nevertheless, Gyntelberg and oth@806), note that the growth in

some markets has been led by quasi-governmentsssuésuers with some form of
credit guarantee. One possible explanation isithegstors have had little access to
information that would enable them to evaluate tnedit risks of the issuers.

Moreover, issuers in some markets still concentedt¢he high end of the credit

quality spectrum. In Malaysia, issuers with theieglent of triple-A ratings account

for around 40% of the market while issuers withiegjent of double-A ratings also

control around 40% of the market. Meanwhile, in &olissuers with equivalent of
triple-A ratings control around 60% of the mark@yntelberg and others argue that it
is likely that institutional investors in these ikets have internal guidelines to invest
only in high quality securities.

Table5: Value of bond listed

Exchange 2005 2007 2008
Total Domestic Domestic Foreign |Total Domestic Domestic Foreign [Total Domestic Domestic Foreign
Private  Public Private  Public Private  Public
Sector Sector Sector Sector Sector Sector

Bombay SE 182976 25156 157819 0.0f 332735 332735 0.0 0.0 NA NA NA NA
Bursa Malaysia 13915 13915 0.0 000 32705 32705 0.0 0.0] 11843 11843 0.0 0.0
Hong Kong 554642 96394 23117.8 22707.0 54866.2 153045 23160.7 16401.1] 534153 167848 21839.0 14791
Exchanges

Indonesia SE NA NA NA NAl 592826 84179  50864.7 NAl 549270  6698.1 48228.9 0.0
Korea Exchange 714294.7 106149.7 607892.7 252.3 8876523 101252.3 786346.6 534 6548317 1731184 4817133 0.0
National Stock 3442230  10917.0 3332074 98.6] 5040218 241495 4797455 126.9] 5146452 278728 486669.5 102.9
Exchange of India

Osaka Securities 4807649.7 121772 47954725 0.0 5118717.1  5626.7 5113090.6 0.0] 6289353.1  4628.4 6284724.6 0.0
Exchange

Shanghai SE 181588.8  16940.5 164648.3 0.0] 274799.1 225709 252228.2 0.0] 2635148 389959 2245189 0.0
Shenzhen SE 27345 2290.8 443.7 0.0f 33847 29668 4179 0.0] 66644 55284  1136.0 0.0
Singapore Exchange | 2454605 NA NA NAl  380377.0 NA NA NA] 397654.5 NA NA NA
Taiwan SE Corp. 95720.0 6.5 95652.7 60.9 108844.8 0.2 108844.6 0.0] 1141758 0.0 114175.8 0.0
Thailand SE 187918 68704 119214 0.0] 1132198 116187 101601.1 0.0] 1152346 148718 100362.8 0.0
Tokyo SE Group 4730812.1 156932 4715118.8 0.0f 147183 147183 NA 0.0] 6298364.6  13640.2 6284724.4 0.0)

Source: World Federation of Exchange

Table 5 depicts market activities in selected Adiand markets, including ten Asian
APEC economies' bond markets. Most of the regiemsrging markets experienced
substantial increase in activities between 2005 20@¥. However, in 2008 some of
the markets experienced a decline in activitieesypmably because of the ongoing
global financial turbulence. In terms of issuershlc sector still dominates the region
emerging markets. Meanwhile a small number markatsst notably Hong Kong,
have also been trading foreign bonds. This is steisi with Batten, Hogan and
Szilagyi (2009) observation that foreign borrowetsch are overwhelmingly of high
credit quality and comprise sovereigns, supranatjaand major financial institutions
enter a market at a later stage of bond marketloleveent. Meanwhile, the long-term
viability of foreign bond markets appears to bédid to the presence of highly liquid
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foreign exchange and derivatives markets; the poesef benchmark issues, and
competitive pricing between alternate market sedsaen

The secondary bond markets have developed evererstan the primary markets.
There are a number of factors that have been fomhtas possible reasons for the
illiquidity of the secondary markets. Firstly, sorBast Asian markets seem to lack
investors’ diversity. In particular foreign investp including global financial
intermediaries seem to have avoided those marketsording to Gyntelberg and
others, they have been discouraged by, among titimgys, withholding taxes and the
lack of deep markets for hedging instruments aral ithroduction of ABF2 has
helped to address these issues. Meanwhile, BurggiMgarnock (2007) argue that
bond markets in developing countries tend to be emuolatiie and exhibit
significantly more negative skewness than develameatry bonds, whether returns
are hedged or not. These are factors that, acaptdithem, US investors shun. They
also argue that improving macroeconomic stabilign chelp to mitigate these
problems.

IV. Regional Financial Integration

In the aftermath of the 1997/98 East Asian financigsis, countries in the region

have attempted to promote regional financial iraégn. There were a number of
reasons behind such an attempt. Firstly, one pyimeason as to why the crisis that
had had a devastating impact on the banking sefteome of the countries in the
region was the existence of mismatches (maturity @mrency) in debtor balance
sheets. To address this issue regional governnwatiisthe assistance from ADB

have been fostering of local currency debt markatsugh the creation of the Asian
Bond Market, which is an initiative of ASEAN+3 cdues (ASEAN, China, Japan,

and Republic of Korea). Eleven out of the twelveiah APEC economies are
member states of the ASEAN+3 grouping, with Taiphina not being a part of the

grouping (Taipei does not contribute to the CMIBEH-managed reserve pool).

Secondly, there is also a desire in the regiorettyale the region’s excess savings
within the region; that is, to invest them direcitythe region. So far Asians have
been sending large amounts of their savings abesécially to the US. The savings
would then come back to the region in the form akign direct investment (FDI)
and portfolio investment (Hannoun, 2008).

As noted earlier, the region has also establishedMIM under the auspices of the
ASEAN + 3. The CMIM is a self-managed reserves mpgplarrangement and
governed by a single contractual agreement. Tla $ate of the reserve pool is $120
billion for which China, Japan and Korea will cobtrte 80 percent of the amount
with a breakdown as the following: China togethathwHong Kong SAR will
contribute $38.4 billion (32 percent), Japan $3Bilion (32 percent) and Korea
$19.2 billion (16 percent). The ASEAN countriesedter will contribute $24 billion

(20 percent) to the pool.
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The idea of having a greater regional financialpsration is twofold: to prevent or,

perhaps more accurately, to reduce the likelihdod systemic financial crisis from

happening and, in the case of a crisis, to mitigatanpact on the affected country or
countries. With regard to CMIM, there is the desinethe event of a crisis, to have a
quick disbursement of fund with minimal conditioityal The desire to have a quick
response is understandable. A failure to promptgponding to a demand from a
country that is facing a looming crisis may endagst more than if the crisis and
contagion have been prevented at an earlier stage.

The desire to have a minimal conditionality posedilamma, however. Countries
may run into financial problems due to various esusnd, therefore, require different
approaches. On the one hand, a country with a sousicll economic condition may
face a dire financial problem because it has bedjested to a large unanticipated
external shock. In this regard, it will be unfarilmpose a strict conditionality on such
a country; it will only unduly delay the neededpesse. On the other hand, countries
may run into financial problems because of theinawaking. The current crisis in
Greece is a case in point. It runs into financiedbfem because the government
economic mismanagement; the government budgetitdefitoo high relative to the
size of the country’s economic output. In such aeca stricter conditionality is
deemed necessary. A strict conditionality has tvaannpurposes. First, to compel the
government in question to undertake necessary atoreeactions to address the root
causes of the problem at hand. Second, it acts dstexrrent to minimize the
likelihood of a similar problem to reappear in thaure.

To achieve this, the CMIM should have a strongditie and independent regional
surveillance mechanism which should be put in plager to the CMIM becomes
operational. The surveillance body will monitor theembers’ economic conditions
and convey its findings to respective governments.

The process of regional financial integration esa#y implies opening up a
country’s financial market to players from neighbgreconomies and, at the same
time, allowing local residents to access finans@itvices available in neighboring
economies. Regional financial integration providesumber of benefits to countries
involved. Firstly, regional market expands the scahd opportunities for financial
intermediation. One advantage of a larger mark#tas other things equal, it is more
cost-efficient than a smaller one. Secondly, reglionarket can introduce efficiency
in local market by fostering competition and lowlee price of financial products and
services. Thirdly, regional market is more ablectpe with idiosyncratic risks by
allowing for greater diversification of assets amarkets for individual investors
(Wakeman-Linn and Wagh, 2008).

Notwithstanding all the attempts, the regional ficial integration process has been
advancing only slowly; regional markets remain fmagted. A study by Kim and Lee
(2008) compares the degrees of real integrationfiaadcial integration in East Asia
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using price as well as quantity measures. The igl&afully integrated regional real
markets goods can move freely within the region.réMapecifically, in fully
integrated markets the price should be equalizedsacountries (law of one price).
Also, because of the interdependence through ti@uke would expect to observe an
increased co-movement of the countries’ outputs.

Similarly, in fully integrated financial marketsatlers can transact financial assets
freely within the region. In particular, one wowdgpect to observe the equalization of
returns to equivalent financial assets across #gon. Meanwhile, a better risk
sharing resulted from the integration tends togase co-movement of consumption
across the region.

In their study, Kim and Lee find that, on the orenti, real integration has been
accelerating as evidenced from increasing intréereg trade among countries in the
region. In particular, they find that real integpatbased on output linkages increased
substantially both regionally and globally followjithe East Asian financial crisis. On
the other hand, regional financial integration diegags behind. More specifically,
East Asian financial markets are integrated retdyivnore with global markets than
with each other.

In an earlier study, Eichengreen and Park (2008}tses question as to why there has
been less financial integration in Asia than indpg&. The study focuses on cross-
border bank claims which are available on a biddtbasis. They observe that cross-
border bank claims in Europe account for aroun® &r cent of GDP as compared
to a mere 3.5 per cent in Asia. However, they frthote that cross-border bank
claims are strongly increasing in per capita incoiffee authors therefore conclude
that the difference between the two regions insstowder bank claims is largely the
result of their very different levels of economieveélopment as well as differences in
other factors such the geographical settings angukages. The authors also suggest
that, since intra-regional export as percentageé@P are only a third of what they are
in Europe, Asia needs additional cross-border fieai support further intra-regional
trades.

V. Summary and Policy Recommendation

It is important that East Asian economies, inclgdithe twelve Asian APEC
economies, should continue to deepen their finhrsxator. With regard to the
banking sector, while in some respects the sedsrdthieved significant progress
yet, in other respects, further improvements alleador. In Indonesia, for instance,
net interest margin, i.e., the difference betweamland deposit interest rate, has been
persistently high post the East Asian crisis. At &md of 2010, the net interest margin
was around 5 percent. This indicates some degraeefficiency in the country’s
banking sector and Indonesia may not be aloneigrédgard. At the beginning of
2011 there are 122 banks in Indonesia and thersisatelatively highly concentrated

with four largest banks account for around 46 pared the country’s total bank
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asset. It may seem paradoxical, but further codattin in the sector may be
necessary to improve its efficiency. Banking seatoother economies may require
different measures but the bottom line is the sahmey all need to increase their
efficiency. Unless this deficiency is adequatelgradsed, East Asians will continue
to send their savings abroad, investing them inemamuid, high quality foreign
assets.

Quality gap and the relative shallowness of Easam\dinancial markets, argues
Hannoun (2008), has led to financial intermediat®heing done abroad. Indeed, the
efficiency of the region’s capital markets also chdarther enhancement. Some
markets need to increase their transparency thrdisglosure by requiring the issuers
and intermediaries offering securities to providdfisient, accurate and timely
information pertaining the company’s business, rfoes, prospects and terms of the
securities to allow investors to make informed siecis. China, for instance, also
needs to gradually liberalize the capital accounthe balance of payment, and
develop a market-based monetary policy. The overah is to establish well-
regulated competitive capital markets. This requireprovements of the regulatory
systems in which the markets operates and of tbeigon of information to market
participants. It also requires reasonable legalanwdunting systems to be in place.

In recent years more and more foreign investoreredtthe region’s capital markets
and have become major players in some of the narké&anwhile there are also
benefits for allowing domestic firms to have acctsglobal capital markets. While
there may be a legitimate concern that some firnay mmigrate to international
financial centers such as New York and London dmuhce reduce the liquidity of
domestic markets, yet experience from other casgeem to suggest that even in
highly integrated economies, such as those in \Wediirope, domestic capital
markets still have roles to play, not the leagtrtwvide financial services to small and
medium enterprises that otherwise would be diffitmlobtain such services abroad.

As noted, bond market is relatively new to manyhef countries in the region. Many
of the constraints that have been identified asbitihg bond market development
such the relative small size of the market, areres in nature. But there are factors
that tend to discourage participation in domestarkats such as failure to adhere
international accounting standard, corruption, &wl bureaucratic quality as well
capital control that the government can remedywihb capital market, the presence
of foreign investors is necessary for further depeient of the bond market. To
develop their bond markets, the government in ¢éggon should focus their attention
on addressing these issues. Emerging marketsaisgloid be relatively more volatile
and may be addressed by improving macroeconomislistaln the longer term,
countries in the region may need to develop forexrhange and derivatives markets
as well as ensuring competitive pricing betweeeratite market segments.
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