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Summary

Until thefinancial crisishitin 1997, the Asian econo- |
mies looked strong and sound. The crisis has ex- :
posed various structural weaknessesin theregion’'s :
capital markets. To understand better the causes :
of the crisis and to provide a useful basis for de- |
signing and implementing preventive measures, re-
focused country strategies, and more robust finan-
cial systems, the Asian Development Bank (ADB) -
undertook a study of the financial marketsin nine -
member countries. The countries studied were the -
People’s Republic of China (PRC), India, Indone- -
sia, Korea, Malaysia, Pakistan, Philippines, Thai-
land, and Viet Nam. The project, entitled Regional
Technical Assistance (RETA) 5770, dealt with three -
major areas: (i) macroeconomic policies, (ii) bank-
ing sector policies, and (iii) capital market policies.
The present study is on the capital marketsin the

region.

Capital-Market Policy Issues

policy issuesand recommendationsfor the ninemem-
ber countries, six common policy issues might be
considered by capital market policymakersand regu-
latorsin the region. These issues are:
* development of long-term bond markets,
* improvement of corporate governance,
« reinforcement of regulatory and supervisory ar-
rangements,
* expansion of the investor base,
« further improvement of the equity-market infra-
structure, and
* re-evaluation of market volatility controls.

Major Policy Recommendations

DEVELOPMENT OF LONG-TERM BOND MARKETS
Compared with the equity markets, the bond mar-
ketsin the region are underdevel oped. An economy

- with underdevel oped long-term bond markets paysa

high pricein foregone benefits. First, long-term con-
tractual savings institutions (pension and provident
funds, insurance companies, and open- and closed-
end investment companies) cannot complement the
banking institutionsin savings mobilization. Second,
underdevel oped marketsfor fixed-income securities
limit the scope of asset securitization and thus its
usefulnessto banksin financial distress which seek
toimprovetheir capital adegquacy and liquidity ratios.
Third, reckless managers who tend to waste excess
cash available in the firm are not subjected to moni-
toring of corporate debt. At least four impediments
to the development of the region’s long-term bond
markets have been identified: (i) lack of benchmark
yield curves, (ii) restricted supply of quality bondin-
struments, (iii) limited demand, and (iv) inadequate
market infrastructure.

Policy recommendations for primary bond
mar kets. Five mgjor policy measures (which are not
meant to be exhaustive) are recommended for the

* creation and promotion of the primary bond markets
Although the different stages of development of the
capital marketsdo not allow ready generalizationsof

intheregion:

« Introduce government-issued bills, notes, and
bondsto create benchmark risk-freeinterest rates
andyield curves; if not, consider using mortgage-
backed securitieswith risk enhancement to pro-
vide surrogate benchmark rates.

» Enforce competitive-auction rules for govern-
ment-i ssued securities, with minimal government
intervention in pricing; consider using both mul-
tiple-price, seal ed-bid and uniform-price, sealed-
bid auction techniques.

« Establish a primary dealer system.

* Consolidate the issuance of securities by the
government and public enterprisesto avoid issu-
ing alarge number of small issues, and establish
regularity of issuance.

* Foster a “ratings culture” and upgrade the ca-
pacity of credit-rating agencies to international
standards.
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Policy recommendations for secondary bond -
markets. The secondary markets for government- :
issued and corporate bondsintheregion areilliquid. :
Five recommendations are made to promote the sec- :

ondary bond markets:

* Create repurchase agreement (repo) markets,

if none exists.

* Createinterdealer broker (IDB) markets, if none :

exists.

« Eliminate captive demand for government-issued :

securities.

» Revamp bond clearing and settlement systems. :

« Create bond futures and interest-rate futures.

IMPROVEMENT OF CORPORATE GOVERNANCE

Corporate governance had been overlooked by mar- :
ket regulators and investorsuntil the Asian financial 3
crisisbroke out. Poor corporate governanceisacriti-
cal underlying cause of the difficulties of thebanking
and corporate sectors in the affected economies. To
strengthen bothinternal and external monitoringwithin
an adequate legal and ingtitutional framework, com-
prehensive reforms are needed. The reforms must: -
(i) ensure competitive capital markets (especially for -
corporate financing), with minimal government in- -
terference; (ii) provide solid legal protection for in-
vestors (shareholders and creditors); and (iii) define
and enhance the role of outside shareholders. Two .
major recommendations are intended to deal with .
. contributory pension, trust and mutual funds, and in-

the problem of poor corporate governance:

» Minimize the role of government, which may
hinder good corporate governancein the capital
- funds, and (iii) deregulation of the asset management

market.

« Maximize legal protection for creditors and for

minority and outsideinvestors.

REINFORCEMENT OF REGULATORY AND
SUPERVISORY ARRANGEMENTS

Regulation is hampered by poor enforcement and -
rising monitoring costs becauseit is (i) fragmented, :
(ii) too merit-based, and (iii) does not make enough -

use of self-regulatory organizations (SROs). Struc-
tural fragmentation and ambiguity of coverage are
common regulatory weaknesses not only in the re-
gion but also in advanced economies like the US.
Four recommendations are proposed to remedy these
weaknesses:

« Redefine the regulatory structure of the capital
market to avoid regulatory fragmentation and
overlaps.

« Shift from merit-based regulation to disclosure-
based regulation.

» Promote and fully utilize SROs to foster mar-
ket-based regulation.

* Enforcerulesand regulations more vigorously.

EXPANSION OF THE INVESTOR BASE

The rapid growth of capital markets in the region
has not created an adequately broad investor base.
Stimulating market activity on the demand side of
the capital markets should be an important goal of
governments, onceawell-functioning legal and regu-
latory framework and an adequate market infrastruc-
ture are in place. Government policies and incen-
tives should ensure the existence of aviable and ef-
fective community of institutional investors to pro-
mote and deepen the capital markets, particularly the
markets for long-term debt. In this regard, govern-
ments must provide afacilitating environment for all
types of contractual savings institutions, including

surance companies. Three major recommendations
are made with respect to (i) regulations, (ii) mutual

industry.

* Review thoroughly and rationalize the regula-
tionsfor contractual savingsinstitutions.

» Mobilize retail savings by promoting mutual
funds.

« Deregulate the asset management portfolios of
investment trust companies (I TCs) and insurance
companies.
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FURTHER IMPROVEMENT OF THE
EQUITY-MARKET INFRASTRUCTURE

ment of the equity-market infrastructure:

* Improve central depository functions to allow
immobilization and dematerialization of securi- -
ties, and eliminatelegal impedimentstotheadop- -

tion of these critical measures and to SBL.

* Revisethelisting rulesand consider call-market
trading to improve the liquidity of thinly traded -

stocks, and relax the fixed-commission regime.

RE-EVALUATION OF MARKET VOLATILITY
CONTROLS

Capital-market regulators, concerned about extreme

price volatility, have introduced several volatility-
controlling devices. In general, these devices may
be grouped into four major categories: (i) marginregu-
lations, (ii) circuit breakers, (iii) price stabilization
funds, and (iv) securitiestransaction taxes. Sincethe
market collapse of October 1987, the adequacy and
effectivenessof thesevolatility controlshavereceived
considerabl e attention. The use of these mechanisms
indifferent countries has produced varied resultsand,
in many cases, has not shown them to be effective.
Market regulators must therefore carry out policy
decisionsregarding market volatility with little sup-
porting evidence, but with potentially major disrup-
tive effect on price discovery and, hence, on mar-
ket efficiency. Unlike other volatility controls that
have both advocates and critics, government inter-
vention in the stock/derivatives market has never
been perceived favorably by market participants
and academicians. The consensus is that govern-
ment intervention, whether direct or indirect, gen-

- erates very little benefit, while costing too much.
~ Two recommendations are made with respect to
The most critical issue for the equity marketsin the :
regionishow their infrastructure can beimproved to :
make the markets more liquid. Some areas that di- :
rectly and indirectly affect market liquidity are cen- :
tral depository functions, securities borrowing and |
lending (SBL), an aternate trading method for thinly
traded stocks, and fixed commission rates. Two rec-
ommendationsare proposed for thefurther improve- -

market volatility controls and government interven-
tion in the market:

» Make athorough study on the efficacy of vari-
ous mechanisms for reducing market volatility,
using local market data.

 Refrainfrom direct or indirect interventioninthe
equity and derivatives markets with the use of
fundsfrom financial institutionsor price stabili-
zationfunds.

Introduction

East Asia, particularly those economies that were
most severely affected by the financia crisis, had a
commendable and consistent record of rapid eco-
nomic growth, leading to significant social progress.
Rapid growth, in combination with rel ative economic

© openness, attracted significant capital inflowswhich

led to further growth. With savingsratesin therange

- of 3540 percent of gross domestic product (GDP),

these economies, too, had access to alarge pool of
domestic resources. However, these capital flows
were not managed properly, asthe crisis, which has
highlighted weaknessesin thefinancial and real sec-
tors, has demonstrated.

Table 1 presents datafor 1996—1998 on the abso-
lutelevels of market capitalization in the economies
studied. All these economies haveyet to bounce back
to their capitalization levels at the end of 1996. The
equity markets in Indonesia and Malaysia experi-
enced substantial 1osses between 1996 and 1998.
Capitalization levelsdropped from US$307 billion to
US3$99 hillioninMalaysia, and from US$91 hillionto
US$22 hillion in Indonesia. Over the same period,
equity market capitalization in the five economies
slumped by atotal of over US$410 billion, an amount
equivalent to the combined GDP of Indonesia, Ko-
rea, and Maaysiain 1997. The domestic weaknesses,
as reflected by lowered investor confidence, were
compounded externally by somecountries’ attempts,
supported by an independent monetary policy, to keep
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their exchange rates below their real effective lev-

els. It wastherefore no surprise when, following the

contagion that began on 2 July 1997, the capital that

had flowed in large volumes into these economies :

before the crisiswas just as quickly gone.

State of Development
of the Bond Markets

Compared with the equity markets, theregion’sbond
markets are underdevel oped. An economy with an

IELICRM Equity Market Index and Market Capitalization

underdevel oped long-term bond market paysahigh
price in the form of foregone benefits. There are at
least three types of benefitslost to the economy with-
out well-functioning long-term bond markets. First,
long-term contractual savingsingtitutions(pensonand
provident funds, insurance companies, and open- and
closed-end investment companies) cannot comple-
ment banking ingtitutionsin savingsmobilization. This
role of contractual savings ingtitutions is critically
important when structural weaknesses are revealed

Item 31 Dec 1996 30 June 1997 31 Dec 1997 31 Dec 1998
Market Index
China, People’s Republic of 919.4 1,250.3 1,181.1 1,146.7
(35.99) (-5.53) (-2.91)
India 305.1 403.7 354.5 314.0
(32.32) (-12.19) (-11.44)
Indonesia 637.4 724.6 401.7 398.0
(13.68) (-44.56) (-0.91)
Korea, Republic of 651.2 745.4 376.3 562.5
(14.47) (-49.52) (49.47)
Malaysia 1,238.0 1,077.3 594.4 586.1
(-12.98) (-44.83) (-1.39)
Pakistan 1,354.6 1,565.7 1,746.3 945.2
(15.58) (11.53) (-45.87)
Philippines 3,170.6 2,809.2 1,891.3 1,968.8
(-11.40) (-32.67) (4.10)
Thailand 831.6 527.3 372.7 355.8
(-36.59) (-29.32) (-4.53)
Viet Nam na na na na
Market Capitalization (US$ billion)
China, People’s Republic of 113.76 194.69 206.37 235.61
(71.14) (5.99) (24.17)
India 122.61 164.38 128.47 112.24
(34.07) (-21.85) (-12.63)
Indonesia 91.02 106.75 29.11 21.83
(17.28) (-72.73) (-25.01)
Korea, Republic of 138.82 153.41 41.88 114.2
(10.51) (-72.70) (172.68)
Malaysia 307.18 282.95 93.61 98.55
(-7.89) (-66.92) (5.28)
Pakistan 10.64 11.61 10.97 6.23
(9.12) (-5.51) (-43.21)
Philippines 80.65 74.38 31.36 35.09
(-7.77) (-57.84) (11.89)
Thailand 99.83 62.34 23.54 34.54
(-37.55) (-62.24) (46.73)
Viet Nam na na na na
Total 964.51 1,050.51 565.31 658.29
(8.92) (-46.19) (16.45)

na = notavailable.
Figures in parentheses represent the rates of change from the previous period.

Sources: Asian Development Bank, Bloomberg online database, IFC: Emerging Stock Markets Factbook 1998.
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inthe banking sector. Second, asset securitization, or -
the sale of performing aswell as nonperforming as- |
sets, becomes a meaningless concept. The process :
would have provided banksin financial distresswith :
acritical opportunity to restructure their assets and :
improve their capital adequacy and liquidity ratios. :
Third, another foregone benefit is a valuable moni- |
toring function of corporate debt over reckless man-
agers who tend to waste “free cash flow.”" Jensen :
(1986) was the first to recognize this unique role of -
corporate debt. According to his “debt monitoring”
hypothesis, “ conflicts of interest between sharehold-
ers and managers become severe when the corpo-
ration generates substantial free cash flow. Theprob-
lemishow to motivate managersto disgorgethecash
rather than investing it at below the cost of capital.
The creation of debt enables the managers to bond -
their promiseto pay out future cash flows.” Thus, an -
adequate level of corporate leverage providesdisci- -
pline to management through the bond market, and -
positive benefitsto shareholders, by reducing thefree -
cashflow availableto management.2 Inview of the

grossly inadequate corporate governance system, a
fully developed debt market would have helped re-
strain management from wasting excessliquidity on
projects that did not warrant investment. Four im-
pediments to the development of long-term bond
markets are: (i) lack of benchmark yield curves,
(ii) limited supply of quality bond instruments,
(iii) limited demand, and (iv) inadequate market in-
frastructure.

Corporate Governance

In a path-breaking article on the theory of agency
costs, Jensen and Meckling (1976) defined afirm as
a‘“nexus of contracts,” in which various stakehold-
ers maximize their own self-interests before they
contract equilibrium arrangements. Shareholders
(both insiders and outsiders) often encourage man-
agers to undertake risky investment projects at the
expense of creditors to maximize the market value
of equity. Creditorsstriveto get their loansrepaid on

time by exerting pressure on managersto undertake
lessrisky projects. Managerswant to maximizetheir
job security and benefits, which may be tied to the
size of the firm rather than to shareholders’ wealth.
Inside shareholders consider the firm as their per-
sonal property, while outside majority shareholders
would like to have better control over managers or
to strike adeal with inside shareholdersfor windfall
gains. Minority shareholderslook for the sametype
of windfall gainsasfreeriders. Good corporate gov-
ernance helps balance al these conflicting self-in-
terests and to achieve equilibrium contractual ar-
rangements for the various stakeholders. Poor cor-
porate governance, on the other hand, allows some
stakeholdersto benefit morethan what isjustified at
the expense of other stakeholders. Thefinancial sector
does have severe operational and oversight weak-
nesses, asthe crisis has revealed, but many seem to
bein broad agreement that poor private-sector gov-
ernance in the real economy was equally to blame.
The internal weaknesses reflect a combination of
factors: (i) entry and exit barriers, which shielded
thefinancial sectorsfrom true competition; (ii) inad-
equate internal and external monitoring of manage-
ment decisions, insulating owners/managers from
market discipline; and (iii) poor compliancewithin-
ternational prudential norms. Moreover, ineffective
regulation and supervision and lack of the necessary
skills to conduct proper risk assessments allowed
excessive lending, resulting in overcapacity in real
estate and other overleveraged corporate sectors.
The weaknessesin the pricing of risk and risk man-
agement were aggravated by theimplicit understand-
ing that the government would support financial in-
stitutions or large corporations in difficulty. These
institutional inadequacies in the various economies
affected by the crisis played a mgjor role in trans-
forming what started as currency depreciationinto a
deeper financid crisis.

Corporate governance had been overlooked by
market regulators and investors until the Asian fi-
nancial crisisbroke out. Poor corporate governance
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has been singled out as one of the most critical un- -
derlying causes of the difficultiesfaced by the bank- :
ing and corporate sectorsin the affected economies. :
Gradual but decisive reforms are needed to correct -
these weaknesses. Corporate governance issues are :
evaluated from three standpoints: (i) lack of com- :
petitive capital markets; (ii) inadequate legal protec- :
tion for investors, both shareholders and creditors; :
and (iii) poorly defined and marginal role of outside :
-~ ther futileor costly, or baoth.

shareholders.

Regulatory and Supervisory
Arrangements

which is consistent with market-based regulation.

Investor Base

Institutional investorswill help revivethe depressed
equity markets and the nascent bond markets. They
will aso helpimprove corporate governanceby forc-
ing the adoption of adequate disclosure and account-
ing standards. The governmentsin theregion should
make a special effort to give more operational free-
dom to portfolio managersof institutional investors.
They should not try to divert institutional investors
funds for market stabilization programs that are ei-

Equity-Market Infrastructure

: Computerized trading has been introduced in the
According to the International Organization of Se- :
curities Commissions (IOSCO), securities markets :
are regulated to achieve three major objectives: :
(i) to protect investors; (ii) to maintain fair, efficient, 3
and transparent markets; and (iii) to reduce systemic
risk.” Theserious disruptionsin the banking and cor-
porate sectors that have resulted from the reversals -
of capital flows have cast doubt on thereadinessand
effectiveness of regulatory and supervisory arrange- -
ments. Beset by enforcement problems and rising -
monitoring costs, the regulatory frameworksin the -
region haverevealed three key weaknesses: (i) frag- -
mented structure and coverage, (ii) overemphasison -
merit-based regulation, and (iii) underutilization of
SROs. A major recommendation proposed in this
study isthe adoption of disclosure-based regulation,

region’sequity markets; however, severa areasneed
further improvements. Clearing, settlement, and de-
pository functions must be developed further and
reinforced. Immobilization and dematerialization
would do away with the physical movement of secu-
rities certificates. Delivery versus payment (DVP)
would minimize counterparty principal risk. Giventhe
chronicilliquidity of most listed stocksontheregion’s
stock exchanges, trading methods must be carefully
evaluated to improve market liquidity and depth for
better price discovery. To make the market more
liquid and expedite clearing and settlement, alegal
framework for SBL must be created, as the first
step toward the devel opment of markets for equity
derivatives.

Market Volatility Controls

Many forms of volatility controls have been intro-

. duced in the region’s capital markets. Among the
Therapid growth of equity marketsintheregionhas -
not adequately broadened the investor base. Inves-
torsin theregion’s capital marketsare predominantly
individuals; ingtitutional investors are few. Thecre-
ation of alegal and regulatory environment that is -
conduciveto the growth of contractual savingsinsti- -
tuti ons appearsto bethemost important policy agenda. -
for the governments in the region. The asset man- :
agement industry has yet to develop fully, with ap- -
propriate quality controls and external supervision. :

more popular means used to keep pricesfromfalling
during panic selling are margin regulations, circuit
breakers (including trading halts, price limits, and
contingent restrictions on certain types of orders),
stock-market stabilization funds, and securitiestran-
saction taxes. The efficacy of these devicesin low-
ering volatility and correcting large order imbalances
is debatable. Even if they do reduce volatility, the
benefits of reduced volatility might well exceed the
cost of interrupting the price discovery process. As
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for stock-market stabilization funds, their objective
of sustaining share prices conflictswith market effi- |
ciency. Very often, government intervention in the :
market works in the short run but at far too great :
-~ gructurdl problemsthat ledtothecrisis, indicate good

Intermsof therelative development of their capital :
markets, the countries in the study range from the |
PRC and Viet Nam, wherethe markets are at an early
stage of development, to India, Korea, and Malaysia -
where recent initiatives have been taken to develop
the capital markets. In the PRC and Viet Nam, cen- -
tralized planning, state-directed credit, and adminis- -
tered interest rates continue to impede efficient re-
source allocation. Further development of the capital
markets in these two economies will be determined
by the degree of their success in restructuring state-
owned enterprises (SOEs) and the large state-owned -
banks. Wide-ranging legal and regulatory reformsare
also essentid if these transitional economies are to -

cost to capital-market development.

move away from bank-dominated systems.

protection. The governments of India, Korea, and
Malaysia need to turn their attention to the devel op-
ment of debt markets.

Malaysia's recent policy measures on capital and
exchange controls are likely to adversely affect capi-
tal inflows and investor confidence. Investor senti-
ment—both foreign and domestic—has, however,
turned markedly positive sincetheend of thefirst quar-
ter of 1999, as aresult of the strides the country has
made in economic and financial recovery since con-
trolswere introduced. Among other things, there has
been acontinuing declinein yield spreadsoninterna
tional issues of sovereign-rated Malaysian bonds.
Whilethe crisishas dealt the equity markets aserious
sethack, their recent performance pointsto rising con-
fidence in the country’s economic outlook. Still, de-
spite modest success in the issuance of Cagamas
(National Mortgage Corporation) bonds, Malaysiais
in need of more structured reforms to develop and
deepen its bond markets.

The policy focus in India and Thailand of rely-
ing on domestic resources for development financ-
ing, and the evident determination of the affected
economies to deal with the macroeconomic and

prospects for recovery in the region’s capital mar-
kets. Indonesia, Korea, and Thailand must urgently
strengthen their regulatory framework (particularly
enforcement), corporate governance, and account-
ing and disclosure standards. The PRC and Viet Nam,
withtheir banksin poor financial health, needto place
the highest priority on strengthening their financial
systems. Pakistan and the Philippines also require
wide-ranging reformsto removetheimpedimentsto
the growth of their capital markets.

Policy Issues

Thefinancia crisishasuncovered fundamental weak-
nessesin the capital markets of Asian countries. The

- weaknesses identified by the ADB research team
In India, mgjor obstacles remain in the areas of -
disclosure, transparency, governance, and investor

formed the basis for a matrix of policy issues and
recommendationswhich is attached as an appendix.
Despite the different stages of development of the
capital marketsin the nine countries studied, which
do not alow easy generalizations, the following six
policy issues have been identified ascommon to the
countries and may be considered by capital-market
policymakersand regulatorsintheregion:
» Development of long-term bond markets,
* Improvement of corporate governance,
» Reinforcement of regulatory and supervisory
arrangements,
» Expansion of theinvestor base,
« Further improvement of the equity market infra-
structure, and
 Re-evaluation of market volatility controls.

Development 4of Long-Term
Bond Markets

Most lending to the private sector in the region con-
tinues to take the form of short-term bank credit,
and only piecemeal efforts have been made to de-
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velop long-term bond markets. AsshowninTable2, -
at theend of 1997, bank |oansin the nine Asian econo- :
mies studied amounted to about 79 percent of their :
combined GDP; capita-market borrowing using long- :
term corporate bonds amounted to amere 9.82 per- :
cent. Inthe PRC, for example, Lardy (1998) reports :
that banks accounted for between three fourths and -
nine tenths of al financial intermediation between -
saversand investorsin 1987—1996. According to Shin :
(1998b), only 18 percent of the outstanding debt of :
K orea’smanufacturing sector at the end of 1997 was :
financed with bond issues, while the rest relied on -
bank financing. Although the Asian financia crisis :
was caused largely by structural factors, macroeco- :
nomic policies adopted by the Asian economies did :
not particularly help in the development of fixed-in- :
come securities markets.5 In 19931996, the Asian -
economies sterilized their large capital inflows by
building up their foreign-exchange reserves, boost- -
ing domestic interest rates, and widening spreads -
between domestic and international interest rates -

(Stiglitz 1998). At the same time, the Asian econo-
mies resorted to pegged exchange rates, which se-
verely strained their export competitiveness as real
exchange rates appreciated with the US dollar be-
ginning in 1995.° Taki ng advantage of interest-rate
differentials and pegged exchange rates, domestic
corporations borrowed heavily offshore.

In retrospect, the underdevel oped state of the capi-
tal markets, especialy the long-term bond markets,
waslargely responsiblefor the Asian financia crisis
because local corporations had to rely on offshore
sources of funds. Structural weaknesses in their
banking sector—Ilax supervision, nonautonomous
management, and poor corporate governance—ham-
pered any efforts by the Asian economies to chan-
nel their large savings amounting to 30—40 percent
of GDP into long-term productive investments.
When sudden reversals and flight of international
capital hit these economies, the massiveforeign-ex-
change losses exacerbated acorporate liquidity crisis
of systemic proportions unprecedented in the recent

IELIEPA Bank Loans, Corporate Bonds, and Equities in Selected Asian Countries, December 1997 (US$ billion)

Outstanding Corporate Bonds Equity Market Capitalization

Country Outstanding Bank Loans
China, People’s Republic of 965.19
(105.0)
India 80.40
(23.5)
Indonesia 80.82
(60.2)
Korea, Republic of 118.17
(47.6)
Malaysia 108.36
(153.20)
Pakistan 15.46
(27.2)
Philippines 43.83
(72.3)
Thailand 128.26
(125.5)
Viet Nam 5.60
(21.2)
Total 1,546.09
(78.89)

na 206.37
(22.5)

30.98 128.47
(9.1) (37.6)
2.01 29.11
(1.5) (21.7)
53.16 41.88
(21.4) (16.7)
11.96 93.61
(16.9) (2132.3)
0.62 10.97
(1.2) (19.3)
7.60 31.36
(12.5) (51.7)
3.86 23.54
(3.8) (23.0)
na na
110.19 565.31
(9.82) (29.24)

na = notavailable.
Figures in parentheses represent % of GDP.

Sources: 1998 ADB Key Indicators of Developing Asian and Pacific Countries, Vol. 29; ADB Reports (1998): Mortgage-Backed Securities Markets in Selected Developing Member

Countries (unpublished); member government authorities.
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economic history of the region. Clearly, oneimpor- -
tant lesson from this crisisisthat alternative domes-
tic sources of long-term capital could have minimized :
: digibleliquid assets but were discontinued in Febru-

Four ingtitutional impedimentsto the development :
of long-term bond marketsin the region are (i) lack :
of benchmark yield curves, (i) limited supply of qual- |
ity bond instruments, (iii) limited demand, and
- werenot classified asliquid assetsfor financial in-
- dtitutions. The proceeds from the bonds are to be

reliance on short-term foreign capital.

(iv) inadequate market infrastructure.

LACK OF BENCHMARK YIELD CURVES

It cannot be overemphasized that domestic bond -
markets, particularly the marketsfor corporatebonds,
cannot develop without an appropriate and reliable
benchmark yield curve.” Government authoritiesin ;
the region realize the importance of a benchmark -
yield curve in pricing long-term corporate bond is-
sues and have been making special effortsto create -
one. The most remarkable success story is that of -
the Exchange Fund Note (EFN) program of theHong
Kong Monetary Authority (HKMA). The program -
began in 1993 with EFNs of relatively short-term

two- and three-year maturities, but EFNs of seven-
and ten-year maturities were introduced later. The
EFN program has succeeded for the following rea-
sons: (i) theHKMA providesacentral bank discount
window for the notes, (ii) the HKMA uses EFNs as
amonetary policy instrument to adjust interbank li-
quidity,8 and (iii) EFNs areissued regularly.

The governments of other Asian economies have
had mixed successin their efforts to create a bench-
mark yield curve. Cagamas Berhad in Malaysia,
which was created in 1987, intended to use Cagamas
bonds to generate a proxy benchmark yield curve.
However, Bank Negara Malaysia (BNM), the cen-
tral bank, designated the bonds as eligibleliquid as-
setsfor theliquid asset requirements of financial in-
stitutions. The bonds became much in demand, and
thefunding costs of thelow-income housing projects
dropped, at the expense of Cagamas bonds becom-
ingilliquidinstrumentsin the secondary market, mak-
ing them inappropriate for benchmarking (Pardy

1998). In March 1996, Cagamasintroduced “tier 2"
bonds for housing mortgage loans of more than
RM100,000. These bonds were not designated as

ary 1997, after four issues, mainly because of BNM’s
concern about the overheated property market. Then
in September 1997, the government introduced
Khazanah bonda9 three-year zero-coupon bonds that

invested only in domestic securities or other domes-
tic assets. The concept isnoblein two respects: first,
Khazanah bonds are consistent with Islamic prin-
ciplessince no interest incomeisinvolved; and sec-
ond, they can be issued even if the government, be-
cause of fiscal surpluses, doesnot really need to bor-
row. So far, Khazanah bonds have been issued three
times; two other planned issues were canceled be-
cause of local credit conditions. Although the
Khazanah bond program was patterned after the
HKMA’s EFN program, what made the two cases
different was the absence of an active BNM dis-
count window and theingligibility of Khazanah bonds
for discounting purposes. Pardy (1998) therefore
questions the usefulness of Khazanah bonds as
benchmark instruments.

In Korea, the maturity structure of government-
issued securitiesisnot carefully planned. Bond-mar-
ket participants, moreover, usetheyieldson various
types of bonds of differing maturities as benchmark
interest rates. Official publications of the Korea Se-
curities Dealers Association disclosetheyieldson a
number of instrumentsto aid in benchmarking (Shin
1998a). These instruments are (i) three-year Trea
sury bonds, (i) national housing bonds of types 1 and
2, (iii) five-year regiona devel opment bonds, (iv) one-
year monetary stabilization bonds, (v) one-year fi-
nancial debentures issued by the Korea Develop-
ment Bank, and (vi) three-year honguaranteed cor-
porate bonds with a credit rating of A+ A true
benchmark yield curve based on Treasury issueswith
differing maturitiesisurgently needed.
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Private securitiesinthe Philippines, includinglong-
term mortgages, are priced in reference to Treasury :
bills, evenif the short-term maturity of Treasury bills :
makes them ineligible for use as benchmarks for :
fixed-income securitieswith longer-term maturities. :
Reside (1998) indicates that the practice is deeply :
ingrained inthelocal market. Primary-market yields :
of Treasury bills reflect local credit conditions, but :
secondary-market yieldsare not readily available be- :
- for Malaysia, 90 percent for Taipei,China, and 106

cause of limited liquidity in the secondary market.

Indonesian market participantsalso rely on either :
or both short-term deposit rates (three- to six-month :
rates) of state-owned banks and Sertifikat Bank In- :
donesia(short-term notesissued by the central bank) :
for bench-marking. The PRC and Thailand have yet :
to create viable risk-free securities as benchmark

instruments.

LIMITED SUPPLY OF QUALITY BOND ISSUES

The limited supply of quality debt securitiesisan-
other constraint to the development of the fixed-in-
come securitiesmarkets. The shortage of viabledebt
instrumentsisdueto thefollowing: (i) the poor credit -
standing of issuing corporations, (ii) statutory restric-
tions on the issuance of fixed-income instruments, -
(iii) repressiveregulations, and (iv) the avail ahility of

lower-cost bank financing.

Poor credit standing of issuing corporations. -
PEFINDO Rating Agency of Indonesia, for example, .
reports that less than one third of bond issuesinIn-
donesia before the crisis carried a rating above in-
vestment-grade, and that no publicly rated entity had .
received PEFINDO’s highest raIing.1l As of June
1997, theinterest coverage ratio of nonfinancial cor- -
porations in Koreawas 1.36. This means that oper-
ating income (or earnings before interest and taxes) -
was 1.36 times greater than interest expenses. In
comparison, aratio of 3.00-5.00 wasarrived at for a 3
sample of Organisation for Economic Cooperation -
and Development members. The International Mon- :
etary Fund (IMF) estimatesthat a 5-percentage-point :
increase in interest rates will lower this coverage :

ratioto around 0.86.” Under the IMF program, Ko-
rean interest rates were raised by 5.5 percentage
points from the precrisis average of 12.5 percent to
the postcrisis average of 18.0 percent, indicating the
financial health of Korean corporations. Companies
listed on the Stock Exchange of Thailand (SET) were
asohighly leveraged financially. At the end of 1997,
the average debt-to-equity ratio was 450 percent for
Thailand, versus 194 percent for Japan, 160 percent

percent for the United States (US). The probability
of bankruptcy for Thai corporations was about 40
percent, on the average.13 SOEs in the PRC were
highly leveraged as well. The average debt-to-eg-
uity ratio for all SOEsin 1994 was 300 percent; by
1995, theratio had climbed to 566 percent. Unfortu-
nately, more up-to-date information is unavailable,

~ but considering the nonperforming loan ratios of the

PRC's four largest state-owned banks—22 percent
in 1995 and 25 percent in 1997—the debt-equity ra-
tio of SOEs must have similarly deteriorated.”
Satutory restrictions and financial regulations
on the issuance of bond instruments. Another rea-
sonfor thelimited supply of viablefixed-income se-
curitiesisstatutory restrictionsand financial regula-
tions. In Asian economies, the company law or com-
mercia code often stipulates the amount of corpo-
rate debt that can be raised, basing the amount on a
company’snet worth. Some economiesalso prescribe
the minimum size of new debt issues, thus effec-
tively keeping small corporate borrowers out of the
corporate bond markets. In a capital market that is
functioning normally, financial leverage decisions
should beleft toindividual corporate issuersand un-
derwriters, and should not be regulated by the gov-
ernment. The government can, however, improvethe
legal framework to establish priority among differ-
ent types of creditors and speed up litigation of cor-
porate bankruptcies. In Korea, corporate debt issues
must usualy be guaranteed by third-party financial
ingtitutions (banksand securitiescompanies). In 1997,
as much as 85 percent of Korean corporate bonds
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wereguaranteed. A financial ingtitution guaranteeing
acorporate bond issue usually requires theissuer to |
provide collatera in the form of real estate. Anis :
suer who does not own real estate must first secure
the property before seeking a guarantee. For obvi- :
ousreasons, more nonguaranteed bondswereissued :
after the crisis. About 45-55 percent of new issues

since March 1998 have been nonguaranteed.

Repressiveregulations. Repressiveregulationsare
another reason why the supply of fixed-income secu- -
ritiesislimited. In Malaysia, the Banking and Finan-
cia Indtitution Act definestheissuance of bondsasa
deposit-taking activity which therefore needstheprior
approval of the central bank. All new debt issuesmust
first be approved by the BNM and then by the Secu-
ritiesCommission (SC). Thisdual approval frequently
causes long delays, and the greater interest-rate risk -
involved discourages local corporations from using
capital-market financing. The BNM, ontheother hand, -
strivesto beaprudent regulator of the banking sector,
and uses this approva process to meet its broader -
monetary policy objectives. However, thispolicy has

had a stifling effect on the corporate debt market and
raisesfurther questions about the effectiveness of this
BNM policy (Pardy 1998) or the vaidity of BNM's
role in the approval of corporate bond issues
(Shimomoto 1998). A similar difficulty arising from
mixing approval decisions on the issue of corporate
debt with broader economic policy objectivesis ob-
served in the PRC. SOE bond issues must be ap-
proved by the State Planning Council and the local
branch office of the People’s Bank of China (PBC),
thecentral bank. Centralized regulation, however, has
not necessarily been successful (Nam, Park, and Kim
1998a). In the Philippines, the role of the Securities
and Exchange Commission (SEC) in approving bond
issues appearsto go beyond that of alisting or issuing
authority. The SEC requires corporate issuers to sat-
isfy certain financia ratios before it gives approval.
WEells (1998) pointsout that this should be the task of
investors, with the help of bond-rating agencies, rather
than the SEC’s responsibility. In Thailand, necessary

reforms are being undertaken to eliminate the legal
restrictionsthat impeded the devel opment of long-term
bond market. For example, the central bank nolonger
requirescommercial banksto hold government bonds
or SOE bonds asacondition to opening new branches.
Likewise, aminimum net worth of B500 millionisno
longer required for companies seeking to issuebonds
(Werner 1998).

Availability of lower-cost bank financing. Re-
lationshi p-based bank financing has been adominant
form of financing in the region. Very often, bank fi-
nancing is easier to secure and cheaper than capital
market financing on account of imperfections com-
mon in the capital markets. Asaresult, high-quality
borrowers, particularly large companies, rely on bank
financing or offshore capital market financing, aswas
observed in Indonesia, Korea, and Thailand.

LIMITED DEMAND FOR BONDS

Thelimited demand for fixed-income securitiesin the
Asian economies may be attributed to the captive na-
ture of the primary markets, in view of the controlled
or administered interest rates. Although interest rates
havelargely been deregulated, for government-issued
securities a substantial gap exists between primary-
market yield and secondary-market yield. Some Asian
governmentsthereforetill rely onthe captive demand
fromfinancia ingtitutionsand nonbank financial insti-
tutions (especially pension/provident funds) for gov-
ernment bonds in the primary markets. Korea is a
good case in point. In the past, Korean government
bonds were issued through “competitive” bidding
wherein awards were made first to the lowest and
then to successively higher-yield bids. However, the
highest bids must be lower than the rate set by the
Korean government. If thetota award waslower than
thetotal plannedissue, thenthe syndicate wasobliged
to buy therest of theissue at an annual yield that was
0.1 percent lower than the average yield of success-
ful bids. Asthe preset rate was lower than the market
interest rate, the primary market yield failed to reflect
the conditionsin the credit market.”
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In Korea, individuals are also forced to purchase -
government-issued bonds at low yields. When they :
register their new homes and cars, they are obliged :
to buy national housing bonds and subway bonds. :
Theresult isabewildering array of morethan adozen :
government-issued bonds, asthe government allows :
anumber of special accountsand fundstoissue bonds :
for the convenience of forced subscriptions. Too :
many issuers and different types of government :
bonds create additional difficultiesin developing the :
fixed-income securitiesmarket. First, somebondis- :
sues are too small to maintain respectable liquidity. :
Second, issues are irregular, but are clustered near :
the end of the year. Third, maturities and yields are :
not carefully planned to lead to the creation of a :

benchmark yield curve.

The captive nature of primary-market activitiesis 3
not unique to Korea. Thisis a common problem in -
Asia. Another interesting method of lowering effec- -
tiveyield isfound in the PRC. Most Chinese bonds
areredeemed at maturity at an amount consisting of -
the principal plusaccumulated simpleinterest based
on the stated coupon rate. For example, atwo-year
bond with a coupon rate of 13 percent would pay -
RMB1,260. The effective yield becomes only 11.9 .
percent, as opposed to the market interest rate of 13 -
percent (Nam et al. 1998a). The Chinese govern- .
ment al so dictatestheyield on bondsissued by SOEs. -
To minimize competitive pressure on Treasury issues,
it stipul ates that yields on SOE-issued bonds cannot
exceed yields on Treasury bills and cannot be more
than 1.4 timestheyield on bank deposits. Onceinsti-
tutional investors purchase the bonds, they cannot -
sell them unlessthey arewilling to takelarge capital
losses. Thus, distorted yieldsin the primary market
and captive demand from thosewho are unwilling to -
trade their securities are the main reasons for the
extremeilliquidity in the secondary market. Oneles-
son can be learned from Japan. The primary and
secondary markets for Japanese government bonds :
became active in 1977. Thiswas when the Japanese -
government stopped relying on captive financia in- :

stitutions and began offering new issues of govern-
ment securitiesin an open, competitive manner (Rhee
1993).

INADEQUATE BOND-MARKET INFRASTRUCTURE
To develop further and expand, the bond marketsin
the region require substantial improvementsintheir
infrastructure, particularly inthefollowing: (i) com-
petitive auctions, (ii) a secondary-market trading
system that can disseminate real-time price and vol -
umeinformation, (iii) bond clearing and settlement,
(iv) the role of credit-rating agencies, and (v) in-
struments for hedging long- and short-term inter-
est-rate risk.

Competitive auctions. PRC, India, Indonesia, Ko-
rea, Pakistan, and Thailand have yet to introduce a
truly competitive auction system for government se-
curities. Forced subscriptions, alocationsamong un-
derwriting syndicates, preset maximum yields, and
similar restrictions must be eliminated to minimize
distortions in the term structure of interest rates.”
Korea has attempted competitive auctions for se-
lected issues of monetary stabilization bonds, but re-
lies mostly on underwriting syndicates for the con-
venience of the allocation scheme.

Secondary-market trading. Secondary-market
trading of fixed-income securities differs from one
country to another inthe Asian region. Fixed-income
securities aretraded over the counter (OTC) in most
Asian economies except the PRC and Thailand.”
Except for the marketsfor government-issued securi-
tiesinHong Kong, China; Singapore; and Taipe,China,
the secondary markets for government and corpo-
rate bonds are illiquid. Table 3 presents summary
statistics on the region’s bond markets. A useful ex-
ampleisthe Thai Bond Dealing Center (TBDC) in
which OTC activities were formalized to facilitate
quote-driventrading, listing, and surveillance activi-
tiesjust asin the National Association of Securities
Deders Automated Quotation (NASDAQ) system.
Befor