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There is an upsurge in interest among countries in the
region to develop corporate bond markets. However, they
should be mindful of the challenges and the issues they
need to address for development of the bond market,
such as the length of time it would take to develop a sound
corporate bond market, the need to sequence other finan-
cial reforms, develop relevant infrastructures including
credit rating system, establish legal and supervisory
frameworks and set up market-based pricing systems.

Institutional investors play important roles in trans-
forming the financial structure from bank-based to
market-based system. Individual investors who are not
holding assets in the form of deposits would likely be
placing their savings with institutional investors, namely
pension funds, insurance companies and other collective
investment agencies. To develop institutional investors,
countries in the region should develop funded pension
schemes, strong legal and institutional frameworks and
robust regulatory structures, and encourage the establish-
ment of foreign institutions.

The role of credit rating agencies is critical in bond
market development as well. They provide additional
information to their clients and give appropriate ratings
to companies, banks, and financial institutions that wish
to raise borrowings through bonds and at the same time
lower their cost of borrowings.

The capital market, in particular the government securi-
ties market, plays an important role in the implementa-
tion of monetary policy as it serves as a timely predictor
of economic prospects. Central banks use government se-
curities as a direct instrument in the open market opera-
tions to influence liquidity and interest rates. The changes
in interest rates will influence savings and decisions on
investments.

Key Messages

The Asian financial crisis highlights the critical impor-
tance to understand a sound banking system and a well-
developed domestic capital market, particularly the
domestic corporate bond market. To prevent another capi-
tal account crisis in the region, one needs to reduce the
heavy reliance on the banking sector and to depend more
on development of the domestic capital market. In es-
sence, the banking sector and capital markets could play
a complementary role to support sound economic devel-
opment in the region.

Many countries in the region are facing problems with
the banking sector but yet at the same time could not
depend much on the corporate bond markets for longer
term financing as the latter are largely underdeveloped.
They should take measures to strengthen the banking sec-
tor since banks are likely to continue to play a dominant
role. At the same time, they should formulate and imple-
ment policies to develop the corporate bond market.
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Development of government securities market would
require countries to have issuers, investors, intermediar-
ies, trading and settlement infrastructure, legal and regu-
latory infrastructure, and financial instruments. To
promote development of the securities market, govern-
ments must ensure sound fiscal policy and allow for the
legal empowerment in domestic borrowing and efficient
debt management practices.

The banking system will continue its dominance in cor-
porate financing in the region. Since the banking system
and the bond markets will be complementary to each
other in the future, a new financial market structure needs
to be designed with the adoption of a two-prong policy
that allows for strengthening of the banking industry and
at the same time developing corporate bond markets. This
will help ensure balanced and sustainable financial mar-
kets in emerging economies.

Introduction

1. This capacity-building seminar entitled Development
of Capital Markets was jointly conducted by the ADB Insti-
tute and the South East Asian Central Banks (SEACEN) Re-
search and Training Center from 16 to 20 July 2001 in Kuala
Lumpur, Malaysia. Altogether 32 officials from 25 govern-
ment agencies from 19 countries in the region such as min-
istries of finance, securities commissions, central banks and
other financial supervisory authorities attended the seminar.
The main objectives of the Seminar are to enhance partici-
pants’ conceptual understanding and practical skills in capi-
tal market development and at the same time to provide a
forum for knowledge dissemination, exchange of views and
country experiences. It was designed largely to cover key
areas such as dealing with analytical framework and chal-
lenges for developing infrastructure for capital markets, and
formulating policy recommendations for developing capital
market in the region.

2. The seminar provided an in-depth knowledge and learn-
ing experience for participants to discuss the various concep-
tual and practical policy issues concerning capital market
development, particularly the bond market. Comprehensive
presentations on both general and country specific policy is-
sues by eminent resource speakers from the academia, gov-
ernment agencies, multilateral institutions and the private
sector provided the knowledge base for the seminar. Partici-
pants also presented their country reports and exchanged views
through interactive discussions.

3. The main topics discussed in the seminar are as follows:
● Problems and prospects for capital market development
● Operational aspects of capital market development in

Asia
● Strategies and policy recommendations for the develop-

ment of capital markets
● Group work on country specific issues on financial struc-

ture and capital market development

4. In his welcoming remarks, Dr. Subarjo Joyosumarto,
Executive Director of the SEACEN Center extended a very
warm welcome to resource speakers and seminar participants.
He explained to participants that the purpose of the seminar
was to enhance conceptual understanding and practical skills
of upper-middle to senior-level government officials in capital
market development. Continuing, he explained that the semi-
nar aims to provide a forum for an interchange of experiences
among the participants so as to share best practices and infor-
mation that would be beneficial to develop and manage the
capital market in their respective countries. He reminded the
participants of the critical lesson that they should learn from
the Asian financial crisis of 1997/1998 and that is the Asian
region needed to broaden and deepen their capital markets. He
added that following the economic recovery process in 1999-
2000, the region was again subject to sharp deterioration in
economic performance in the beginning of 2001 following the
slowdown in the global economies. He said that there is a need
to analyze the evolvement of the Asian markets and to under-
stand the context in which the emerging Asian markets must
operate. He believed that the future for emerging capital mar-
kets would be shaped by increasing global opportunities and
international market risks. In such a context, he highlighted the
need for authorities to develop sound financial systems to over-
come economic stress, promote corporate governance, enhance
the quality of financial management, improve the quality of
supervision of financial institutions and assure the integrity of
information to participants in the capital markets. He expressed
the hope that given the high quality of the resource speakers
and the considerable effort put into organizing the seminar, the
seminar participants should seize the opportunity to network
and share  experiences among themselves. Finally, he wished
the participants the most productive and enjoyable stay in Kuala
Lumpur.

5. Dr. Masaru Yoshitomi, Dean of the ADB Institute,
joined Subarjo in welcoming the participants and resource
speakers to the seminar. He explained that the objective of
the seminar was to build capacity for countries in the region
to develop their capital markets, and that the seminar would
discuss evolving policy issues and approaches relating to capi-
tal market development, including an analysis of the Asian
financial markets, the analytical framework for capital mar-
ket development, the appropriate institutional and legal set-
tings, the infrastructure issues and finally the strategies and
policy recommendations. He said that the seminar would pro-
vide the participants with a forum to exchange views on their
own country specific issues as well.

6. Yoshitomi highlighted that the 1997/1998 Asian finan-
cial crisis was characterized by a capital account crisis, which
was caused by massive short-term capital inflows attracted
by good macroeconomic performance preceding the crisis and
by their sudden reversal. The massive reversal of the interna-
tional short-term capital flows has caused severe impact on
the balance sheets of financial institutions and firms due to
the serious combination of the maturity and currency mis-
match problem. Continuing, he emphasized the need for coun-
tries in the region to concentrate more in developing their
domestic capital markets as a way to avoid the recurrence of
another financial crisis. He believed that with the deepening
of the capital markets in the region, it could mitigate the ma-
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turity mismatch problem and reduce the heavy dependence
on the banking sector for corporate finance.

7. On the issue on whether the region could face another
financial crisis, Yoshitomi stressed that the double mismatch
problem that directly caused the 1997/98 Asian crisis would
remain. Firstly, countries in the region would have to con-
tinue to borrow in foreign currencies for financing projects
that generate revenues in local currency, creating a situation
that would lead to a currency mismatch problem. Secondly,
the problems of poor corporate governance, inappropriate fi-
nancial regulations and inadequate monitoring of the finan-
cial sector in the region would all contribute to the worsening
of the maturity mismatch problem.

8. Yoshitomi noted that after the crisis, a strong and preva-
lent view has emerged on the need to encourage countries in
the region to reduce their heavy dependence on the banking
sector and to rely more on development of their domestic capi-
tal markets to prevent another financial crisis since it is be-
lieved that the deepening of capital markets could mitigate
the double mismatch problem and contribute to the mainte-
nance of financial soundness and sustainable economic growth
in the region. Yoshitomi attributed the problems to the unde-
veloped state of the domestic capital markets in the region
and the time that it would take to develop sound capital mar-
kets. The immediate task is to formulate appropriate policies
that would address the mal-functioning of the banks and at
the same time develop the capital markets. To develop capital
markets in the region, several policy options can be adopted.
During the long transition period that it would take to de-
velop capital markets, there is a need to put in place a plan of
action to shift from the present bank-denominated to the fu-
ture capital market-based financial system. Finally, he identi-
fied three critical challenges that countries would have to be
confronted with in the process of developing the capital mar-
kets in the region: (i) the financial system in the region has
long been characterized as bank dominated and would be the
same at least in the medium-term; (ii) there is only a limited
number of large, reputable firms that could provide the re-
quired funds for the capital market; and (iii) there is only a
limited number of wealthy individuals and institutions in de-
veloping countries of the region, a reflection of the low level
of income and asset accumulation. The banking sector and
capital markets would have to play complementary roles to
support sound economic development in the region.

9. Yoshitomi reminded seminar participants that the sound-
ness of their financial systems would soon be put to the test
again by the current worsening of the world economic situa-
tion not only in the developed countries but also in the emerg-
ing developing economies as well. He believed that the IMF
might be reluctant to conduct bail-out operations this time
around because of the moral hazard problem. The new world
economic situation would test the resilience of the Asian fi-
nancial system and therefore, countries in the region need to
speed up in the building of their financial system on a sound
basis as soon as possible.

10. Finally, Yoshitomi highlighted the major work that was
conducted at the ADB Institute. The Institute is a policy-ori-
ented research institute. During the Second Anniversary of

the Institute in December 1999, it started a new policy oriented
forum, called the Asian Policy Forum (APF) for the purpose of
addressing major policy issues confronting the region in the new
decade. They were working closely with about fifteen policy-
oriented leading research institutions in the region on important
issues that confront the region and its first task was to produce
policy recommendations on how to prevent another capital ac-
count crisis. The work on this was completed last year and the
report was published. The APF had also completed the second
selected topic on the development of corporate bond markets
in Asia (www.adbi.org/PDF/APF/APFdsgn_Eng.pdf). The
ADB Institute had produced the draft recommendations on how
to develop corporate bond market in bank-dominated Asian
economies. The draft recommendations were presented in a Semi-
nar held in conjunction with the 34th Annual Meeting of the
ADB in Hawaii in April 2001 and also presented in the Third
Asia Development Forum in Bangkok, Thailand in June 2001.
He also mentioned that they were now thinking of the third theme
for the APF, namely, on the sequencing of domestic and external
financial liberalization, which will be particularly relevant to PRC
and India as these two countries would have to liberalize their
capital accounts sometime in the future.

Part I—Problems and Prospects for
Capital Market Development in Asia

11. The first paper on the Nature of the East Asian Crisis
and Appropriate Policy Responses was presented by
Yoshitomi and followed by the next topic on an Analytical
Framework for the Development of Corporate Bond Mar-
ket in Bank-Dominated Asian Countries by Dr. Sayuri
Shirai, Visiting Scholar, ADB Institute. Yoshitomi’s presen-
tation was on policy options on how to avoid another capital
account crisis in the region. He explained that there were two
major components of the crisis. The first component was the
massive volume of capital inflows surpassing underlying cur-
rent account deficit such as was the cases of Thailand, Indo-
nesia and Korea. He used the absorption theorem to explain
the widening of current account deficit in Thailand, Indone-
sia and Korea resulting from capital account surplus attrib-
uted to the large capital inflows. Domestic bank credits
expanded in these countries and were used to fund real estate
development in Thailand and manufacturing in Korea. There
were excessive investments in these sectors that resulted sub-
sequently in asset prices reaching their peaks during this pe-
riod. This was a cyclical economic phenomena and the upturn
was financed by massive short-term capital inflows in the
1990s. The second major component of the crisis is related
with the composition of capital inflows, which has a large
component of short-term capital inflows with maturity of less
than a year in the 1990s. He emphasized that the composition
of capital flows is very important for understanding the so-
called currency and maturity mismatch problem.

12. Yoshitomi explained that very poor management of risks
by the banks aggravated the currency mismatch problem.
The banks monitor their borrowers in three stages. First they
evaluate borrowers’ credit before lending. After extending
the loans, they are engaged in the problem of moral hazard.
Finally, once the borrowers were in financial distress, the
banks attempted to differentiate between viable and non-
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viable borrowers so that they could resolve their financial
liquidity problems. The currency mismatch occurred when-
ever emerging economies have to borrow from abroad in
foreign currency to invest in local ventures that generate
revenues in local currency. When their exchange rates de-
preciated, the liability side of their balance sheets would
deteriorate very rapidly. When the massive capital inflows
and double mismatch problem were combined together, the
twin crises are triggered with the subsequent collapse of the
macroeconomic equilibrium, resulting in the withdrawal of
bank loans in the affected economies. The net effect is that
the affected countries suffered deficits in their current ac-
count, declines in their capital accounts, drops in their ex-
ternal reserves, eventually resulting in suffering an
international liquidity crisis and a domestic liquidity crisis
that affects their banking system. When the twin crises oc-
curred, domestic demand collapsed in the crisis-hit econo-
mies. He reiterated that once the twin crises had been
overcome, the economic recovery would start but its sus-
tainability remained uncertain because the bank and corpo-
rate restructuring have yet to be completed in the crisis-hit
economies. After the crisis, the crisis-hit economies experi-
enced an export boom, like in the case of Korea where the
ratio of exports to GDP was 30 per cent before the crisis but
rose sharply to 45 per cent after the crisis.

13. After explaining the nature of the Asian financial cri-
sis, Yoshitomi proposed the following policy recommenda-
tions to prevent the occurrence of another capital account
crisis. The recommendations are divided into two parts, the
first  was on crisis prevention; and the second on crisis man-
agement. To prevent another crisis, he proposed that the ex-
change rate regime should be modified into a mid-way
between a freely floating and the currency board system as
the fixed exchange rate regime could not be sustained for a
long period while the freely floating system will generate
too much volatility. There were essentially two reasons for
the recommendations, one of which is to protect the devel-
opment of a sound capital market and to avoid misalloca-
tion of between tradable and non-tradable resources as a
result of volatility of the exchange rate movements; and the
second is to adopt the Chilean type of capital controls for
regulating short-term capital flows that would mitigate the
problem of maturity mismatch, and preventing massive and
sudden reversal of capital movements. Such controls should
be adopted until the domestic financial institutions become
robust and resilient.

14. With regard to the second part of his recommendations on
how to manage sudden reversal of capital flows, Yoshitomi rec-
ommended the adoption of restrictions on non-resident hold-
ings of domestic currencies of emerging economies such as
was implemented by Malaysia in September 1998. He further
recommended the design of a scheme to bail-in rather than bail-
out the international investors, a subject which is continually
being discussed in international organizations. His next policy
recommendation is to establish a regional financial arrange-
ment for assisting those economies that face an international
liquidity crisis and for the conditionalities, that would be at-
tached to the provision of international liquidity. The focus
would be more on examining the state of domestic financial
institutions and the regulatory framework in those Asian econo-

mies. Yoshitomi highlighted that countries such as India and
the PRC should learn the lessons from the Asian financial cri-
sis so that they could prevent a similar crisis from happening in
their own countries once they liberalize their capital accounts.

15. One of the participants asked if any of the recommended
policies has been adopted and implemented by the Asian coun-
tries after the crisis, then how one can explain the current
symptoms of the resurgence a weakening economic trend, slow
economic growth and the slow financial reforms in the Asian
countries. He also enquired on the possibility of a second round
of the Asian crisis in the near future.  In response, Yoshitomi
explained that the restructuring of the banking and corporate
sector in the crisis-hit economies are still in progress. The
non-performing loans are still substantial. Most of the insol-
vent banks have been nationalized and the corporate sector
remained fragile to any shock. The exposure of crisis-hit
economies to the new economy in the US after the crisis has
increased substantially. At the same time, the world economic
situation is worsening, for example, the US economy has
slowed down, the Japanese economy is still in recession and
the European economy is also slowing down. Both the Japa-
nese and the US economies have implemented expansionary
monetary and fiscal policies in an effort to expand domestic
demand. Despite the measures implemented by Japan in the
1990s, the Japanese economy has turned into a recession.
Yoshitomi advocated that Japan should have undertaken vig-
orous banking and corporate sector reforms before implement-
ing fiscal and monetary expansion to boost domestic demand.
In response to the question of midway exchange rate system,
between freely floating and Currency Board, he explained that
there have been differences of opinion among policymakers.

16. In response to the question by another participant about
the sequencing of financial reforms in Indonesia, Yoshitomi
emphasized the priority of restoring political stability before
implementing any financial reforms. Also in response to the
question on whether managed exchange rate regime is better
than fixed and freely floating regime in preventing financial
crisis, Yoshitomi proposed a mid-way exchange rate regime
following the Chilean type of capital control to mitigate mas-
sive capital inflows because a flexible exchange rate regime
rather than fixed would facilitate trade and would not under-
mine the development of financial and capital markets in
emerging economies.

17. Shirai proceeded with the presentation on Analytical
Framework for the Development of Bond Market in Bank-
Dominated Asian Countries. She mentioned that there was
an increasingly prevalent view that the Asian countries were
overly dependent on the banking sector and this was the main
cause of the crisis. She quoted Thailand, Malaysia, Singapore
and the PRC as examples of countries where the share of out-
standing bank loans to GDP exceeded 80 per cent in the 1990s
as compared with the US showing a smaller share. Moreover,
the banking system did not perform well in Asia and this ag-
gravated the double mismatch problem. Therefore, there should
be less emphasis on banks and more on developing the domes-
tic capital markets, particularly domestic bond markets.

18. Based on these stylized facts, there are two categories of
fundamental questions to ask. The first category is on the bank-
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ing system and the following are the pertinent questions: (i)
why are commercial banks generally dominant at the rela-
tively early stage of economic development and corporate
formation; (ii) what are the raison d’etre functions, and fea-
tures of bank loans according to the existing theoretical and
empirical studies; and  (iii) if those studies stress banks’ unique
roles, then what went wrong with the banking system in Asia.
The second category of fundamental questions is on corpo-
rate bond and the key questions to ask are as follows: (i) why
are corporate bond markets largely underdeveloped; (ii) why
does it take a long time to establish viable and sound capital
markets, particularly bond markets, even in advanced coun-
tries; and (iii) are Asian countries able to develop bonds mar-
kets in a relatively short time span.

19. In order to answer these fundamental questions, one
needs to look at the fundamental differences between bank
loans and corporate bonds. She explained that the firms’ choice
of bank loans and bond finance depends on the following three
factors: (i) measures to mitigate the extent of severity of in-
formation asymmetry between ultimate creditors and ultimate
borrowers, are different between banking system and corpo-
rate bond market; (ii) stages of economic development affect
the number of large reputable firms, diversified institutional
and individual investors, which can be potential buyers of
corporate bonds; and (iii) development of information, legal
and judiciary infrastructures are different between the bank-
ing system and corporate bond markets.

20. Shirai explained the important players involved in each
of the financial systems. In the banking system, the ultimate
creditors are the depositors, and the risk bearers and the inter-
mediaries are the commercial banks. On the other hand, in
the corporate bond market, the ultimate creditors are public
investors who are many, diverse and disperse while the risk
bearers are public investors, the intermediaries, and the in-
vestment banks. She also explained the different methods in
reducing agency problems. First, with respect to the banking
system, it is crucial to reduce this information asymmetry
between banks and borrowers and not between banks and
depositors. In the corporate bond market, however, they try to
reduce the agency problem between issuers and public inves-
tors. Based on these differences, they tried to reduce infor-
mation asymmetry by doing repetitive transactions and trying
to get inside information to know their customers income
stream and creditworthiness. This type of information is highly
idiosyncratic. On the other hand, in corporate bond market,
the information about the issuers is standardized by maturity,
the coupon rate and risk premium. Based on the standardized
and publicly available information, the public investors try to
monitor the issuers. In addition, the investment banks as un-
derwriter play important roles in promoting the standardiza-
tion of information and also the credit rating agencies would
be very important to supplement this information asymmetry.

21. Next, Shirai explained the second factor, the stage of eco-
nomic development. The characteristics of investors and bor-
rowers in developing and developed countries are different. The
developing countries have the following characteristics: (i) low
income and limited asset accumulation; (ii) individual inves-
tors have high demand for highly liquid assets; (iii) insurance
and pension industries are underdeveloped; and (iv) they usu-

ally have limited number of issuers since there are large num-
bers of small- and medium-size enterprises (SMEs), and their
information are highly idiosyncratic. Therefore, she viewed that
the practical solution for developing countries is preferably to
adopt a bank-based financial structure. On the other hand, the
developed countries usually have high income and asset accu-
mulation. Given this situation, individual investors have high
demand for diversified asset portfolios, the countries have well
developed insurance and pension industries so these in turn
could become potential institutional investors. Also, at this stage,
there are numerous, large reputable firms that are able to issue
bonds at a reasonably low cost. Therefore, she concluded that
for the developed countries, the practical solution is to have a
full-fledged capital market financial structure when the issuers
have accessed not only to bank loans but also to various other
facilities.

22. Shirai highlighted the third factor that is the informa-
tion, legal and judiciary infrastructures.  The objective of the
regulatory regime is completely different depending on the
structure of the financial sector. Under the banking system,
the main objective of bank regulation is focused on how to
limit excessive risk taking by banks and prevent the systemic
banking crisis. On the other hand, in the corporate bond mar-
ket, the main objective of the regulation is centered on how to
ensure public confidence in the market and to protect public
investors. Given these differences, the instruments used for
each regulatory regime are different. Under the banking sys-
tem, the enforcement of banking laws and prudential regula-
tions are very important so as to limit the risk taking behavior.
Therefore, prudential regulations such as capital adequacy
requirements, limit on credit concentration, foreign currency
exposure, accounting, auditing, disclosure rules are very im-
portant. Under the banking system, there are possible inci-
dence of systemic banking crisis. Therefore, the supervisory
authorities should monitor the banks to comply with pruden-
tial regulations. The deposit insurance scheme and the lender
of last resort facility are some of the instruments to stem sys-
temic banking crisis. On the other hand, under the corporate
bond market, the enforcement of security laws are very im-
portant to promote standardization and enhancing full disclo-
sure requirements. The issue of systemic risk is less important
in the security market. Instead, the emphasis of regulatory
regime should be placed on how to protect the public inves-
tors and therefore a comprehensive judiciary system and also
credit rating and other information generating agencies to
promote transparency would be the most important issues.

23. Shirai stressed that based on the fundamental differences
between bank loans and corporate bonds, there were also in-
herent differences in their features. For example, bank loans
are characterized by long-term relationships compared with
bond finance where the relationships are at arms length con-
tracts. In addition, bank loans are largely implicit contracts
and therefore they are able to provide flexible, discretionary,
and repetitive loans, but in the security market, the contracts
are explicit and therefore their contracts are inflexible, stan-
dardized and usually non-negotiable. Furthermore, the bank
loans are based on trust between borrowers and banks whereas
under the security market, the borrowers are judged by credit
rates and returns. Finally, bank loans are accessible to small
and medium enterprises, but bond financing is limited to large
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and reputable issuers. Given these inherent features, Shirai
explained how stage financing works under the banking sys-
tem when a company is small and relatively new. Initially, the
bank provides small loans and probably with low interest rates.
As the company grows and becomes more successful, the bank
provides bigger loans and with higher interest rates. In the
case of corporate bonds, if a country is able to develop a vi-
able corporate bond market, it can reduce currency and matu-
rity mismatches.

24. Shirai identified the following three main factors that led
to the failures of Asian banks before the financial crisis: (i)
government interventions in all stages of bank operations such
as in project selection and credit operation; (ii) bailing out
banks by the government regardless of their viability; and (iii)
many Asian banks are owned by family business. She stressed
that given these three factors, banks have no interest in pro-
cessing inside information and monitoring their clients. The
government’s major interests in banking matters led to banks’
over reliance on collateral for their lending activities without
close monitoring of their clients. As a result, the relationship
base between banks and their clients has shifted to “cronyism”.
Shirai identified four factors affecting the underdevelopment
of the corporate bond markets: (i) underdeveloped govern-
ment bond market and lack of benchmark bond used for pric-
ing; (ii) illiquid secondary markets due to government policy
on interest rate, transaction tax and liquidity requirement;  (iii)
limited supply and demand for bonds; and (iv) inadequate
informational, legal, and judiciary infrastructures.

25. Shirai suggested that the Asian countries should adopt
the following strategy to overcome the problems outlined pre-
viously. First, they should place the first priority on strength-
ening the soundness of the banking sector since banks are
likely to remain dominant. For this purpose, they have to take
two steps: (i) remove government interventions that distorted
banks’ incentives to collect information, monitor borrowers
and enhance internal risk management; and (ii) adopt pru-
dential regulations such as capital adequacy requirement. Sec-
ond, they should improve the necessary information, legal and
judiciary infrastructures for a sound corporate bond market.
Third, they should strengthen the role of the banking sector
in developing corporate bond markets since banks will be the
major underwriter, issuer and guarantor of corporate bonds
given its dominance in the financial sector. Finally, she sug-
gested the following general policies to develop the corpo-
rate bond markets: (i) develop government bond markets
through regular issuance with various maturities; (ii) remove
regulations that discourage the development of secondary
markets, (iii) impose strict regulations and judiciary systems
against market manipulations and for enhancing transparency;
(iv) improve settlement systems to limit systemic risks of the
whole financial system; and (v) encourage the establishment
of other intermediaries such as pension funds, mutual funds
through deregulation.

26. During the open discussion, participants raised follow-
ing issues: (i) the rationale for dividing the countries into two
groups such as bank-based developing countries and bond-
based developed countries. In reality, Germany does not have
a well developed capital market and placed more emphasis
on bank-based financial market and Japan also does not have

a well developed capital market compared to Korea; (ii) the
possibility of opening domestic bond market in the develop-
ing countries to foreign investors; (iii) the contradictory views
between both presenters such as Yoshitomi recommended to
limit short-term capital flows but Shirai encouraged foreign-
ers to invest in the domestic bond market; (iv) the size of cor-
porate bond for each Asian country in terms of GDP; and (v)
the role of securitization in stimulating the development of
corporate bond market.

27. In response, Shirai explained that the corporate bond
market in Germany was not well developed due to regulatory
reasons and the Japanese corporate bond market also was not
well developed due to the way the Japanese government man-
aged their financial system. On the question on allowing for-
eigners to invest in domestic bond market, she emphasized
the role of the foreign investors because the investor-base in
the developing countries is small. But since foreigners prefer
to purchase bonds denominated in foreign currency, the issue
of the double mismatch problem may arise. On the third ques-
tion, Adams responded that there are potential trade-offs be-
tween the Chilean capital control and restricting internalization
of their own currencies offshore. As countries in the Asian
region are not homogeneous and are at different stages of
development, different countries might select a different
policy. Shirai responded to the next question by saying that
there is no specific proposal on the optimal size of corporate
bond issue for each country since each country has a different
set of problems. Yoshitomi responded on the issue of
securitization by referring to the US and Japan cases.
Securitization of commercial bank loans is easier with the
existence of a very well developed corporate bond market and
also very important because it assists in reducing the credit
risk on the balance sheet of the banks.

28. Dr. Rhee commented on the Korean experience in de-
veloping the bond market. In order to develop bond market in
the initial stage, developing countries need some form of credit
support from governments. On the possibility of moral haz-
ard, Adams clarified that credit enhancement would cover a
broad range of instruments and he would not equate the whole
issue of the role of the public sector because the private sec-
tor has many means to enhance credit quality. In response to
a question on the sequencing of capital market in emerging
economies, Yoshitomi explained that the development of cor-
porate bond market should be done in three stages. In the ini-
tial stage, the banks should strengthen themselves in order to
play an important role in developing the bond market. In the
second stage, banks become active in the corporate bond
market. However, there arises the danger that banks domi-
nate the corporate bond market and become too strong as in
the case of universal banking in Germany and the long-term
credit banks in Japan. Therefore, the smooth transformation
to the third stage where there are more developed equity and
bond markets would be the greatest challenge.

29. Dr. Charles Adams, Senior Economic Advisor, ADB,
gave a presentation on “Challenges and Opportunities for
Developing Capital Markets”. Adams started his presenta-
tion by alerting the seminar participants that one should clearly
understand that Asia is not a homogeneous set of countries as
was perceived by many people. Asia includes many hetero-
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geneous countries that span from very advance countries like
Japan with very sophisticated financial market to transition
market economies, which have recently started the process of
developing their financial markets and economies. Therefore,
he cautioned the danger of generalizing too much in present-
ing the issues confronting the Asian countries. He explained
that he would discuss three particular issues in his presenta-
tion. First, there has not been enough realism yet about the
length of time it would take to develop deep and liquid pri-
vate bond markets. Second, bond market development should
be carefully sequenced with other financial reforms and needs
to be supported by improvements in risk management and the
pricing of risks. Third it is essential to strengthen the banking
system for bond market development.

30. Adams explained that there was an upsurge in interest in
developing deep and liquid corporate bond markets in the
Asian region.  He has identified ten interrelated issues to de-
velop corporate bond market in this region: (i) reduce the
double mismatch (currency and maturity) problem by creat-
ing a source of long-term fixed-interest domestic currency
funding; (ii) move the financial problems outside the banking
sector and lower systemic risk (easier for governments to stand
aside during a financial crisis); (iii) improve the efficiency
and transparency of credit allocation; (iv) provide (together
with the equity market ) a “Spare-Tire” in the financial sys-
tem to avert any risks rather than overly depending on the
banking sector only; (v) provide a source of financing for
“new” dynamic firms (together with NASDAQ type market );
(vi) encourage the development of derivatives markets; (vii)
strengthen corporate governance and transparency; (viii)
lessen government  interference in the bond markets; (ix) fa-
cilitate the securitization and disposal of non-performing bank
loans; and (x) reduce dependence on foreign bond markets.

31. Adams cautioned the participants that some of the ben-
efits of the bond market do not automatically follow due to
the following reasons. First, during the double mismatch prob-
lem, the introduction of domestic currency local bond market
would not necessarily lead to long-term and domestic cur-
rency denominated borrowing. Second, the argument is on
the creation of bond market, which may lead to neglecting
the importance of the banking system. The second argument
may not necessarily be true because banks play very impor-
tant roles in the Asian countries as suppliers of loans and also
are important players in the financial system they may be major
issuers in the bond market and suppliers of backup credit to
the corporate sector.

32. Third, the credit allocation process would be more effi-
cient and transparent only if: (i) purchasers of bonds exercise
appropriate management; and (ii) rating agencies correctly
assess the risks of bond issuers. Transparency can be enhanced
if there are significant secondary trading in the bond market.
In addition, the argument to reduce government intervention
is valid if there exists bond-based system rather than bank-
based system. For example, the Korean government was con-
cerned over the roll over problem and intervened by providing
guarantees to bond issuers. Adams also explained that some
of the potential benefits of bond market depend fundamen-
tally on a strong, sound underlying risk management prac-
tices both in the financial and corporate sector. The initial

emphasis should be on strengthening the risk management in
banks and enhancing supporting regulatory and supervisory
structure. A strong and efficient banking system is important
in its own right and to lay the basis for sound bond market
development. Strengthening risk management is an impor-
tant key factor in developing market discipline in the corpo-
rate bond market regardless of the nature of the financial
system. The problem in the past was that the government
played a large role in the credit allocation process and did not
allow market discipline to work. The key factor to provide
incentives for improvements in risk management is to allow
greater market discipline, which will set the foundation to
build the nature of the financial system and the roles of banks,
bond and equity markets.

33. In response to a question on the sequencing issue, Adams
explained that there is no clear answer to it as yet. He indicated
three critical steps or stages in terms of bond market develop-
ment and he cautioned that this should not be treated as se-
quential steps but merely as ingredients. The first stage is to
recognize that banks will still play a predominant role and the
role of the capital market can be increased at the margin. As
such, a well-structured financial system implies complemen-
tary roles played by the banks and the bond market. Banks are
still needed to provide liquidity, source of back-up credit line
for companies and better pricing of risks. Other reasons why
banks are important are because they are major elements in the
transmission of monetary policy, supplier of hedging facilities
and source of credit to medium- and small-scale enterprises.
Even if there was no active and deep corporate bond market at
the initial stage, the Asian economies should strengthen their
banking system especially in developing the risk management,
improving capital adequacy, and establishing and strengthen-
ing the supervisory and regulatory regimes.

34. The second stage is to develop specialized officials for
primary and secondary trading in the bond market. It is im-
portant because it would create a set of dealers, a benchmark
for private bonds, instruments to hedge interest rate risk and
expertise in bond trading. The third stage is to develop an
appropriate supporting infrastructure for corporate bond mar-
kets. However, there is a need to be realistic about the time
span to develop bond market. Only a small number of coun-
tries have deep and liquid private bond markets with second-
ary trading on a significant scale (United States, United
Kingdom, Japan, Australia). Even sophisticated financial cen-
ters such as Singapore and Hong Kong, China and Korea are
making slow progress. He suggested that they should begin
with private placement followed by primary and secondary
trading. Adams highlighted that there is a fundamental issue
that needs to be resolved whether to develop domestic bond
market or allow access to other countries’ bond markets or go
to international capital markets. He also posed the issue as to
whether access to foreign bond markets would speed up do-
mestic bond market development. There are many issues to
be considered before developing the local bond market.

35. Adams listed the following basic infrastructure require-
ments to develop the private bond markets: (i) clearing and
settlement systems; (ii) benchmark yields; (iii) exchange trade
versus OTC market; (iv) bond futures and derivatives mar-
kets for hedging; and (v) markets to unbundled trading risks.
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He also listed the underlying requirements to develop the cor-
porate bond market: (i) establishment of credit rating agen-
cies, institutional investors, credit enhancement agencies, and
regulatory and supervisory structure; (ii) linkages with mar-
kets in other countries; (iii) encouraging foreign investors to
participate in adding liquidity and breadth; (iv) hedge funds
to facilitate efficient pricing; and (v) foreign issuance house
to play active roles.

36. In conclusion, Adams summarized some of the impor-
tant areas in developing the Asian bond markets. For the bond
markets to be able to provide benefits, certain key underlying
conditions should be satisfied. Among others, it is a key re-
quirement to improve risk management and evaluating risks.
Bond markets and banks are fundamentally complementary
and only compete at the margin. Bond market development
needs to be carefully sequenced. There is a need to be realis-
tic about the time span it will take for a deep and broad pri-
vate bond market to be developed. Ultimately, a critical mass
of factors is needed to come together to develop a deep and
liquid bond market.

37. In the open discussion, a participant agreed that it would
require a long time to develop the local bond market and to
establish the infrastructure requirements. However, even
though the US and UK did not have all infrastructures as high-
lighted in Adam’s presentation, but their bond markets have
flourished. He asked what were the factors that contributed to
the success of their bond markets without those prerequisites
of infrastructure. In response, Adams emphasized the distinc-
tion between necessary and sufficient conditions and between
functions and institutions. Functions have remained unchanged
while institutional set up today is different from hundred years
ago. For example, one may not have rating agencies but one
surely had it in earlier times, people to give comments about
the quality of the papers. Ms. Cecile B. Saavedra, Manag-
ing Director, Asia Pacific Ratings, Standard & Poor Rat-
ing Services added that the issues of transparency and
disclosure were ready and the rating agencies at that time were
already making comments on the quality of the papers and
already trying to address the issue of information asymmetry.

38. In response to the question on the Korean experience,
Prof. Rhee of the Seoul National University stated that 70
per cent of government bonds are held by commercial banks,
and most of the corporate bonds are held by institutional in-
vestors. In addition, Adams highlighted the development of
corporate bond market in Korea during the pre- and post-cri-
sis period. During the pre-crisis period, the bulk of the bond
issues was guaranteed but after the crisis the guarantees were
withdrawn and there was a new set of players including the
Investment Trust Company. However, the commercial banks
in the Asian economies would continue to be the major play-
ers in the short-term bond market and with regard to market
makers, it would be the major buyers and issuers and in some
cases, they provided back-up credit for the corporate custom-
ers.

39. In response to the question about the choice of financing
for small- and medium-scale industries and accessibility to
capital market, Adams suggested that these industries have
several choices but by and large, bank financing would con-

tinue to be the major source of financing except for a few
companies that might try venture capital. Rhee added that
Korea has a guarantee system for corporate bonds, but it is
extended only to fragile companies. Adams pointed out that
Korea’s scheme to provide credit enhancement to small- and
medium-sized enterprises was introduced this year to deal with
the problems of some Korean companies that have been ex-
posed to systemic risks and having trouble in rolling over their
debt. In essence, the Korean scheme provides some credit
enhancement for small- and medium-sized enterprises.  Park
explained that there were three issues related to the develop-
ment of the corporate bond market in the developing coun-
tries: (i) on the demand side, it involves individuals and
institutional investors; (ii) on the supply side, it involves com-
panies that has reasonable reputation to issue bonds; and (iii)
on the infrastructure side, it involves establishing legal, su-
pervisory and credit rating agencies. Given the existing gaps
in each of the issues, his concern was over the time duration
that the Asian developing economies would take to develop a
reasonable size corporate bond market.

40. In response to the final question on the potential of de-
veloping a regional bond market, Adams was skeptical about
the position of some of the smaller countries to develop their
own liquid and deep private bond market. He recalled the sug-
gestion that if they could not develop their own individual
bond market, then they should develop a regional bond mar-
ket. Another important issue the developing countries should
be concerned with is the lack of domestic currency funding
instrument and therefore they were not able to borrow inter-
nationally in their own currencies. On the other hand, if there
is a domestic currency bond market, the issue of exchange
rate risk would arise as who should bear the risk and if the
exchange rate is priced correctly, they might get the foreign-
ers to absorb some of the risks.

41. Mr. Chris Ryan, Deputy Chief Manager, Domestic
Market Development, Reserve Bank of Australia, gave a
presentation on “Role of Capital Market in the Implemen-
tation of Monetary Policy”. His presentations covered four
main areas: (i) an overview of recent thinking on monetary
policy framework and implementation; (ii) the transmission
mechanism of monetary policy. (iii) role of the capital markets
in the implementation of monetary policy; (iv) the Australian
experience. Ryan explained in general that the ultimate goal of
monetary policy is price stability and low inflation in the me-
dium term. The short-term effect of monetary policy can be
used to help manage the business cycle. Loose monetary policy
may stimulate activity in the short run but it will result in high
inflation that will be detrimental to long-term growth.

42. Ryan explained that the government usually chooses a
country’s monetary policy framework. The framework can
comprise the central bank’s policy focus—for example, a
stable exchange rate, a monetary target, an inflation target or
at a discretionary target—and its characteristics such as inde-
pendence, accountability and transparency. He explained
briefly the mechanics of each policy framework. For example
if a country chose a fixed exchange rate regime, the nominal
anchor becomes the country’s inflation rate. The main advan-
tage of a fixed exchange regime is its creditability and has
tended to be the most successful way of bringing down infla-
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tion. The disadvantages are its inflexibility and the inability
to help facilitate necessary adjustment of the real exchange
rate. Fixed nominal exchange rates are ill-suited to countries
whose terms of trade fluctuate significantly and whose cost
structures have downward inflexibilities. For monetary tar-
gets, the success depends on the ability to control a monetary
aggregate that directly or indirectly has stable effect on infla-
tion and real growth. In the long run, monetary targeting may
fail because of the inability to control targeted aggregate. He
noted that most of the IMF programs have not set rigorous
monetary target and instead set ceilings and floors for net
domestic and foreign assets to achieve certain outcomes for
international reserves as for inflation.

43. He explained further that advanced economies includ-
ing Australia had abandoned monetary targeting in the after-
math of financial liberalization when aggregates become
difficult to control and the relationship between aggregates
and ultimate variable deteriorated. He also discussed that a
number of central banks including developing countries have
applied formal inflation targeting. He argued that until re-
cently, inflation targeting was beyond the scope of most de-
veloping countries for the following two reasons: (i) lack of
political freedom to focus on inflation at the expense of other
variables; and (ii) lack of technical expertise to forecast infla-
tion and its relationship to instruments of monetary policy.
Ryan continued to discuss on the choice of instruments for
implementing monetary policy. He explained that the mon-
etary framework does not pre-determine policy implementa-
tion. For example, measures to attain monetary target have
been implemented via direct and indirect instruments. Mea-
sures to attain inflation targeting have mostly, if not exclu-
sively been implemented via targeting for a very short-term
interest rate but this needs not be the case. In the case of di-
rect versus indirect instruments, there are numerous ways in
which monetary policy can be implemented. The direct in-
struments include interest rate controls, bank-by-bank credit
ceilings and statutory liquidity ratios. Conversely, the indi-
rect instruments are open market operations in domestic se-
curities and in foreign exchange, lending facilities and deposit
facilities. He explained that all these instruments have their
advantages and disadvantages.

44. Ryan explained on the transmission mechanism of mon-
etary policy involving complex processes by which changes
in policy instruments—short-term interest rates are trans-
mitted to (feed through) the economy and affect ultimate
objectives. One of the ways is the so-called exchange rate
channel, for example, raising interest rate causes an appre-
ciation, which exerts direct and indirect downward pressure
on prices via the exchange rate’s contraction effect on net
exports and hence aggregate activity. If the exchange rate is
fixed, one can consider the exchange rate channel as having
been cut off. Most of the analyses on the transmission mecha-
nism begin with a target for a very short-term interest rate,
for example, the interest rate on overnight inter-bank loans,
which is determined each day by the interaction of the de-
mand and supply of bank’s reserves at the central bank. Only
the central bank can increase the aggregate supply of these
reserves—the inter-bank transactions merely recycle a given
amount. The general rise in interest rates, fall in asset prices
and appreciation of the currency will reduce aggregate de-

mand via a number of channels, such as inter-temporal sub-
stitution, cash flow, wealth and asset effects, credit ration-
ing, and the exchange rate.

45. Ryan briefly discussed the role of the capital markets,
which serve as a timely predictor of economic prospects and
a way by which to affect those prospects.  For example, the
comparison of yields on the corporate bond and less risky
assets makes it a good indicator of the health of the corporate
sector. However, he cautioned that one has to be careful in
talking about the role of asset prices in the formulation of
monetary policy. He argued that there are two broad ways in
which securities could be used in the implementation of mon-
etary policy. One is the use of a direct instrument such as
minimum holdings of securities and the other is the use of
certain securities as collateral for open market operations. He
briefly discussed the various possible collaterals for open
market operations, such as government securities, central
bank’s own securities, non-government domestic securities,
foreign exchange swaps and common collaterals or cash pools.
As central banks are very conservative in choosing the secu-
rities used as collateral, they are inclined to take securities
with very high credit rating such as government securities.
Turning to asset-backed securities, there are a number of
choices which appeal to central banks such as mortgage-
backed securities and pure corporate papers.

46. Ryan also cited the common recommendation on the
existence of a market in government securities so as to pro-
vide a benchmark for pricing, and perhaps to help hedge po-
sitions. The issuance of government securities should have
the following characteristics, sold at tender, open to purchase
by foreigners and institutional investors, well regulated, settled
via delivery versus payment, real time gross settlement and
be in the form of several deep lines rather than many illiquid
lines. He said that as much information as possible should be
provided on the state of the market. On the issuance of corpo-
rate bonds, Ryan recommended that the right measures must
be in place to encourage foreign and institutional interests. In
addition to proper regulation, this will require active assess-
ment by the established rating agencies. In the initial stage of
development, these measures may be more appropriate than
the acceptance as collateral for market operations.

47. Finally, he highlighted the choice of monetary policy
framework, including institutional characteristics. Regardless
of the chosen framework, however, almost every central bank
that has government securities at its disposal makes use of
them—in one way or another in its market operations. Increas-
ingly, central banks are using open market operations and repos
in particular to target a short-term interest rate with a view to
achieving inflation target. A number of central banks also make
use of privately issued paper in their market operations. He
explained whether the central bank usage of securities has been
a major determinant of securities market development, is diffi-
cult to say. In some instances, the really big steps in market
development are needed to take place before the relevant secu-
rity could be used in market operations. This may be the case
in the future as well. Corporate bond markets contribute to the
well functioning of the economy by providing corporations with
an alternative source of funding. These markets also provide
useful inputs to the formulation of monetary policy—especially
if macro-economic data is somewhat limited. But their role in
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the formulation of monetary policy may need to be kept in
check. Lastly, the central bank errs on the side of targeting as-
set price inflation rather than consumer price inflation.

Part II—Operational Aspect of Capital
Market Development in Asia

48. Dr. Sayuri Shirai, gave a second presentation on “Roles
and Rationale of Banking Sectors in Capital Market at
the Initial Stage of Economic Development and Policy Im-
plications in Asia”. Shirai explained that Asia has entered in
stage two of their financial market development. In the initial
stage, the financial market was dominated by the banking sec-
tor and their business was concentrated in mobilizing depos-
its and extending credit. However, subsequent to the aftermath
of the financial crisis in the East Asian region, many com-
mercial banks entered stage two of their financial market de-
velopment. The banking sector has to operate in a new
environment of deregulation of the financial sector, develop-
ment of diversified financial instruments (bonds, derivatives,
stocks) and globalization. As a consequence of these devel-
opments: (i) the banks’ lending activities and profitability have
declined; (ii) the banks faced increased difficulty in collect-
ing implicit rents; (iii) they experienced difficulty in main-
taining long-term relationships; (iv) they have to refocus their
lending activities by increasing their lending to small, rela-
tively new borrowers; and (v) their default ratio starts getting
higher.

49. Shirai argued that given the new environment, banks have
to diversify into new securities businesses, such as securities
underwriting, securities dealing and brokerage and trust busi-
nesses. In addition, banks might engage in other financial
activities such as insurance, real estate and investment ad-
vice.  It is likely that banks provide traditional banking ser-
vices and at the same time become underwriters, issuers,
investors, guarantors and managers of trust accounts. She ex-
pected that the financial market structure is likely to become
intermediate when bank loans are substituted for premature
corporate bonds. Based on some observations, she noted that
the banking sector in Thailand, Indonesia, the Philippines and
the PRC played a crucial role as issuers in the corporate bond
market. She envisaged that in the medium term, the financial
structure in Asia, particularly, the banks, would play an im-
portant role in developing the bond market. She highlighted
the success of the long-term credit bank in Japan in providing
long-term lending and expressed concern on whether the credit
bank could survive without government assistance in the fu-
ture.

50. Shirai discussed the advantages and disadvantages that
may arise when banks undertake securities businesses. She
highlighted the following advantages when banks are en-
gaged in securities businesses: (i) promote efficiency through
diversification benefits, using “inside information” about
borrowers and saving fixed costs of establishing branches
and networks; (ii) foster competition by opening up various
areas of finance for entry by banks; and (iii) promote long-
term bank-firm relationship. She pointed out that there is
empirical evidence to show that underwriting costs and de-
faults are lower and prices higher when banks enter the se-

curities businesses. She also listed the disadvantages when
banks undertook securities businesses as follows: (i) increase
in connected lending which hampers the soundness of bank-
ing businesses; (ii) greater concentration of economic re-
sources and political power in the banking sector and
therefore investors need to be protected with codes of con-
duct, market discipline, and disclosure; (iii) high switching
costs because banks will charge higher premiums to firms
that switch from universal banks to investment banks; and
(iv) aggravate conflicts of interest for example underwrite
securities of troubled borrowing firms where the proceeds
of the issues are used to pay off the banks’ own loans to the
firms.

51. Shirai continued to explain that there are three organiza-
tional forms of banking institutions that serve as the interme-
diate financial structure. First is the subsidiaries of the bank
as practiced in UK. Second is the universal banking as prac-
ticed in Germany and Switzerland. In the universal banking
model, the major advantages in engaging securities businesses
are as follows: (i) full exploitation of “inside information”
and monitoring functions of banks; (ii) cheaper due to sav-
ings of the fixed costs; and (iii) banks will have more control
over profits from securities businesses due to economies of
scale and scope. Third is the bank holding company model
that has the following advantages if they engage in securities
businesses: (i) banks are shielded against risks that securities
activities may entail with “firewall provisions”; (ii) promote
a level playing field between banking and non banking com-
petitors; (iii) mitigate conflicts of interest; (iv) easier to su-
pervise; (v) promote capital markets; and (vi) improve
efficiency by removing unprofitable activities with high costs
and low quality services.

52. Shirai concluded that banks in Asia play a dominant role
in the corporate bond market, which has the following fea-
tures: (i) banks are major buyers and investors in the bond
market with buy and hold strategy; (ii) banks’ interim moni-
toring function plays an important role; (iii) credit rating agen-
cies are underdeveloped; (iv) maturity of corporate bonds is
relatively short; and (v) difference of bank loans compared to
bonds comes from period of the maturity, therefore long-term
bond could mitigate a maturity mismatch.

53. Dr. John K. Thompson, Financial Counselor, OECD,
Paris spoke on “Developing Institutional Investors for
Development of Capital Market”. Thompson focused his
presentation on the role of institutional investors in transform-
ing the financial structure from bank-based to market-based
system. He noted that people are not holding asset in the form
of deposits but increasingly they are placing their assets in
institutional investors, consequently the assets of institutional
investors have increased as a share of national income and
financial assets. There are three categories of institutional in-
vestors, namely pension funds, insurance companies and col-
lective investment schemes. He noted that the financial assets
of these three institutional investors are growing fast at an
average annual growth of 12 per cent between 1990 –1998,
with investment companies recording the highest growth with
an average of 20 per cent followed by pension funds at 15 per
cent and insurance companies at 7 per cent. The underlying
factors in the growth of institutional savings are due to the
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following reasons: (i) the shift from bank financing to capital
market financing attributed to lower funding cost and higher
returns for savers, coupled with the desire to build retirement
savings; (ii) the need to build retirement savings attributed to
aging populations in the industrial countries and the distrust
of public pensions which could not provide adequate returns;
(iii) competition for retail fund management; and (iv) strength-
ened legislative and regulatory regimes.

54. Thompson discussed on the share of financial assets of
institutional investors as a percentage of GDP in 1998 among
the OECD members. The share differs among countries such
as US showing the largest share of 218.8 per cent followed by
UK 214.2 per cent and Germany and Italy with the lowest
share of 70.2 per cent and 80.3 per cent, respectively. The
common characteristics of these institutional investors are
assets placed in long-term saving instruments, which are man-
aged professionally and supervised by special regulatory re-
gime. They have fiduciary duty to investors supported by
proper laws and regulation, and market competition. Other
issues related to liability of institutional investors are con-
tractual payment of benefits to pension plan and tax status
because some products enjoy tax benefits.

55. Thompson discussed the approaches of the legal and
regulatory structure. All the institutional investors are regu-
lated in accordance with the types of businesses they are en-
gaged in. For example, in US, the mutual funds are governed
by the Investment Company Act (1940) and the institutional
investors are regulated by the Securities Exchange Commis-
sion (SEC). The pension funds are governed by ERISA and
regulated by the Labor Department and the companies are
governed by state laws and regulation. He explained there are
two ways to regulate the institutional investors, one is by the
directive approach by guiding portfolio allocation, discour-
aging product innovation and limiting risk taking, and the
second is through the non-directive approach by ensuring pru-
dent management, disclosure-based and allowing risk-taking.
Investors that are subject to flexible regulation tend to maxi-
mize value more aggressively. He referred to a specific ex-
ample of the institutional investor, which is tailored to a
purpose of life insurance companies. Insurance has the fol-
lowing inherent features: (i) most heavily regulated; (ii) slow-
est pace of growth; (iii) limited to equity investment except
for UK; (iv) often used for retirement; (v) biggest growth in
tax-advantaged annuities; and (vi) the closest substitutes for
collective investment products. He cited France and UK where
the share of financial assets of insurance companies to GDP
was the highest among the industrial countries accounting for
102 per cent and 66 per cent respectively in 1998. In terms of
investment portfolio of insurance companies as a percentage
of total financial assets, UK showed a large proportion of the
portfolio invested in shares at 58 per cent while US consti-
tuted only 26 per cent while bills and bonds formed 56 per
cent.

56. Thompson explained that the institutional investors are
governed by Collective Investment Schemes (CIS) and each
country has its own CIS such as Mutual Fund (US), Unit Trusts
(UK, Australia, New Zealand, Singapore, Hong Kong, China
and the PRC), Investment Trust (Japan and Korea), European
Contractual Funds and European Corporate Funds. He dis-

cussed a couple of characteristics of CIS as follows. First,
small investors have access to many opportunities in capital
markets by pooling savings, since small investors cannot af-
ford diversified portfolios and trade efficiently. Second, they
operate within defined legal and governance structure with
special laws, regulatory structures, internal systems to resolve
conflicts of interest and abide by disclosure rules.  Last, it is
operated by professional managers with transparent invest-
ment policy and low cost. He noted that the share of CIS as-
sets in GDP has been growing in the industrial countries. For
example, Luxembourg is one of the industrial countries with
the highest share accounting for 3,401.8 per cent in 1998. In
terms of distribution of assets in CIS, US has the highest share
in 1992 of almost 90 per cent compared with Japan and Ko-
rea which accounted for only a smaller share in 1992.

57. In conclusion, Thompson made the following recommen-
dations for Asian countries to develop institutional investors
and capital market: (i) build funded pension schemes; (ii) build
a strong legal and institutional framework for CIS; (iii) de-
velop robust regulatory structures for institutional investors;
and (iv) encourage the establishment of foreign institutions.

58. Ms. Cecile B. Saavedra, Managing Director, Asia-Pa-
cific, Standard & Poor’s Credit Market Services, Singapore
gave a presentation on “Role of Credit Rating Agencies for
Development of Bond Market”. Saavedra welcomed the work
of the seminar to help contribute to the development of the
Asian bond market in the bank dominated financial system.
The Asian economies are currently undertaking financial re-
forms and the banking sector could not be reformed appropri-
ately unless they improve their corporate governance. As
financial intermediaries, the banks provide liquidity and un-
dertake credit assessments. However, there exists information
asymmetry between lenders and borrowers in the financial sys-
tem. Saavedra discussed the role of credit rating agency in pro-
viding additional information to their clients. The investors
provide the liquidity and the borrowers assume the credit risk.
The credit rating agency will provide information on the level
of credit risk to the financial intermediaries.

59. She discussed briefly the following benefits to be ob-
tained from using the services of credit ratings agency by is-
suers and counter-parties: (i) enhances access to new sources
of funds in the domestic and international markets; (ii) en-
hances the terms and conditions of borrowings through inter-
est rate spread, maturities, collateral and covenants; and (iii)
provides independent measure of creditworthiness relative to
peers and competitors. She explained that there are several
reasons why individuals or institutions approach credit rating
agencies for assistance. The main purpose is to obtain ratings
on companies, banks and financial institutions that intend to
raise borrowings in the form of bonds overseas so that the
issued bonds could receive favorable response and at the same
time help lower their cost of borrowing.

60. Saavedra continued to explain the benefits of credit rat-
ings to investors. Investors like to use the services of credit
rating agencies because they provide simple measure of credit
risks, enhance transparency and disclosure, provide indicator
of risk premium assessment and assist in portfolio monitor-
ing. She also explained the benefits of credit ratings to regu-
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lators. The regulators would like to establish or develop healthy
and efficient capital markets by enhancing transparency and
disclosure and provide rational basis for pricing credit risk.
The regulators hope that this could lead to greater capital flows.

61. Next, Saavedra briefly discussed the rating process adopted
by Standard & Poors from the preparatory to the final stage,
that involves surveillance as well. In the preparatory stage, the
rating agency would rely on internal information as well as on
information provided by the issuer. Each issuer is assigned a
lead/primary analyst to obtain historical information of the
company’s performance for at least the past five years, to fore-
cast on company’s performance in the next 3-5 years, to pre-
pare company’s annual reports and prospectus and finally
provide additional disclosures. The second stage involves con-
vening management meetings between the rating agency’s ana-
lytical team and issuer representatives to review past
performance, discuss strategy, goals and objectives, manage-
ment philosophy and future plans. The third stage is the con-
vening of the rating committee meeting involving the rating
agency analyst to review the rating methodology profile and
the process adopted in the assessment. The fourth stage is to
give feedback to the issuer. The analyst will inform the issuer
of the committee’s decision and the rationale behind the deci-
sion. The fifth stage is the appeal process. If the company dis-
agrees with the rating decision, it can appeal the decision with
the rating agency. The sixth stage is the dissemination to the
public by the rating agency on the published rating with issuer’s
knowledge. However, confidential information is not disclosed.
The rating is then released to the public

62. Saavedra informed the seminar participants that the rat-
ing agency applied different methodology profile for different
types of clients. She explained briefly the methodology profile
for sovereign ratings, financial institutions and corporations.
For sovereign ratings, the methodology profile includes politi-
cal risk, income and economic structure, economic growth pros-
pects, fiscal soundness, public debt burden, price stability,
balance of payments volatility, and external debt and liquidity.
In the case of financial institutions, the methodology profile
includes economic risk, industry risk (structure, customer base,
regulation and deregulation, ownership structure), market po-
sition, diversification, management, strategy, and credit risk. It
also covers market risk (structural and trading risks), funding,
liquidity, capitalization, earnings, risk management (credit and
market risk) and financial flexibility.

63. According to Saavedra, the methodology profile for cor-
porate ratings includes business risk involving growth poten-
tial, capital requirements, competitive environment, company
position, diversification of ownership and specific sectors. Other
factors are financial risks, financial policies, profitability and
earnings protection, capital structure and asset protection, cash
flow adequacy, and financial flexibility. She also mentioned
that there are two types of scales being used, namely, global
and national. Finally, she explained that the essentials of a credit
rating system must have such attributes as independence, ob-
jectivity, transparency, coverage, market validation, accuracy,
relevance and supportive regulation.

64. Mr. Noritaka Akamatsu, Lead Financial Economist,
Financial Sector Development Department, World Bank

gave a presentation on “Capital Market Building: Manag-
ing Interdependencies”. He defined capital market as a place
of interaction and mutual dependence among many partici-
pants and no single party can dictate the development pro-
cess. It requires a political commitment and needs an
opportunistic strategy to manage such a complex set of
chicken-and-egg problems. He explained that the capital mar-
ket consists of six building blocks, namely issuers, investors,
intermediaries, trading and settlement infrastructure, legal and
regulatory infrastructure, and financial instruments. The capi-
tal market is broken down into three market segments, con-
sisting of equity market (the big board for blue chips) and the
small capital market (for SMEs), governments (public sec-
tor) securities market, and the bond market. He also men-
tioned the emerging market known as the derivatives market.

65. The main focus of his presentation was on the govern-
ment securities market, Akamatsu said that the government
acted as the primary issuer. In order for the government secu-
rities market to exist and develop, the government must en-
sure the following: (i) it has a fiscal policy stance which
enables sustainable issuance of government bonds; (ii) it is
adequately empowered to borrow from the domestic market
through legal authority; (iii) it is capable of managing the
borrowing well especially with the central bank; and (iv) it is
able to manage the debt efficiently. He also mentioned that
government bonds are expected to be benchmarks for good
reasons. To develop the government securities market, first
the government should develop the primary market. There are
various methods in issuing government bonds, such as auc-
tion, syndicated underwriting, tap issue and direct placement.
The government must also develop the primary dealer system
with some typical requirements such as: (i) always partici-
pate in primary auction; (ii) maintain price quotes for buy/or
sell and a high trading volume through the prices it quotes;
(iii) the trading market must be well organized to generate
high trading volume through the prices it quotes.

66. Akamatsu discussed further that the government securi-
ties market must be able to generate sufficient liquidity, for
this purpose there are two approaches: (i) to have investors
with different investment/trading needs (banks, institutional
investors, non financial companies, and individuals); and (ii)
to develop the institutional investor sector, such as insurance
companies, pension funds and mutual funds. The institutional
investors should observe prudential regulation and introduce
risk management by ensuring investment in liquid and credit-
worthy instruments. Also they should diversify the investment
portfolio to manage risk and provide fair market value for the
beneficiaries, and evaluate their assets based on mark-to-mar-
ket, which requires proper accounting standards and reliable
market price information.

67. In explaining the relationship between the institutional
investors and the trading market, Akamatsu mentioned that if
there are developed institutional investors, trading market ar-
chitecture would need to accommodate their business needs.
However, if the institutional investors are not well developed,
the banks would act as dealers and would likely be the pri-
mary investors as well as the intermediaries. Institutional in-
vestors might wish to access the trading platform directly to
avoid intermediation cost. If institutional investors trade di-
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rectly with them, dealers might lose significant business. It
might be good for the institutional investors but might not be
good for market development, especially banks acting as deal-
ers are discouraged to make market for bonds and a primary
dealer system might not be viable. He also discussed the re-
cent developments where the architecture of two markets, the
equity and the bond markets are converging especially with
respect to government securities.

68. Next, Akamatsu emphasized the importance of reliabil-
ity and transparency of secondary market price for bond mar-
ket development. However, in discussing the pros and cons of
transparency requirement, he cautioned that not all transpar-
encies are good. He explained some of the ways to achieve
the price transparency such as standardizing the pricing for-
mula, organizing the trade market to the extent possible, choos-
ing the reliable private information vendors for the OTC
market and standardizing the settlement system to gather trade
information. He said that organized trading market might be
possible and useful only for benchmarks because big players
want anonymity to avoid impact cost.

69. He continued to explain the next building block, which
is the trading market and settlement infrastructure. He em-
phasized that efficient settlement systems is important because
it underpins competitiveness of the market. However, there is
also an issue of trade-offs between efficiency and safety in an
efficient settlement system. Moreover, to run an efficient settle-
ment system it requires capital and liquidity. He also discussed
on the type of links that exist between the trading market and
the settlement systems that are being used at present in the
developed countries and in the emerging markets.

70. Regarding the institutional framework, Akamatsu be-
lieved those institutions comprising the clearing house/cen-
tral counter-party, transaction flow manager, central securities
depository, custodians and registrars could be integrated.
However, the processing should be as straight forward as pos-
sible regardless of the combination. Another important as-
pect of institutional integration is the governance of the body.
He also discussed on money settlement by shortening the
settlement cycle that would reduce systemic and market risks.
He also mentioned about the difference between RTGS ver-
sus netting. The difference is between efficiency and safety
trade-offs. RTGS eliminates systemic risk while requiring li-
quidity, which is often to be provided by the central bank.
Netting reduces the liquidity requirement while accumulat-
ing systemic risk.

71. Akamatsu raised the possibility of self-regulation in the
bond market and its viability. He discussed the existing market
structure and the advantages and disadvantages of each. The
monopoly market is good for transparency but its efficiency is
questionable. In the case of competitive organized markets where
they can compete with each other and with the OTC, it is diffi-
cult to enforce rules. The next market is the OTC market where
there exist several bodies with no difference, such as bond deal-
ers’ association, trade association or self regulating organiza-
tions (SRO). To ensure independence of the capital market, the
following requirements should be met: (i) financial viability;
(ii) competition—need many participants, sufficient business
volume and require rating by regulation; (iii) “credible” owner-

ship/governance—diversified ownership and, if not diversified,
need to assess the trustworthiness of the owners, and (iv) cred-
ible income sources—diversified income sources not relying
on bond rating.

72. Akamatsu also explained other important tasks in build-
ing capital market such as rationalization of trading and in-
vestment taxation in debt and equity securities and derivatives,
standardization of repo transactions, establishment of deriva-
tives market, legal and regulatory foundations, and govern-
ment debt management for government securities. He
recommended that the government should adopt a compre-
hensive approach in building a capital market by setting up a
committee and task forces to develop the following areas: (i)
primary market issuance; (ii) secondary market trading mecha-
nism and architecture; (iii) delivery versus payments (DVP)
and settlement systems; (iv) tax, accounting and regulatory
impediments; (v) market information systems; (vi) standard-
ization of trading practice and conventions; (vii) repurchase
agreement market and bond lending; and (viii) derivatives
market. For government securities market, the task force
should look into the treasury and debt management.

73. Mr. Hiroshi Nakaso, Associate Director, Financial
Market Department and International Department, Bank
of Japan, presented his paper on “Japanese Experience:
Capital Market Development and Reform”. He discussed
the importance of a well-developed and sustained capital
market. A well-developed government securities market would
provide the basis for pricing all financial instruments. They
are also essential for hedging interest rate risks. Therefore,
enhancing the liquidity of such markets should be regarded
as one of the most important goals in the development of capi-
tal markets. He recognized that Japan lacks behind in this
area as its financial market is still dominated by the banking
system. He said that Japan suffered a long economic slow-
down since the early 1990s mainly because of the banking
problems and the large overhang of non-performing loans.
He stressed the need to develop the Japanese capital market
especially the Japanese government securities market (JGSM).

74. Nakaso gave a broad overview on development of the
Japanese government securities market compared with other
developed countries. The gross amount of government liabil-
ity relative to nominal GDP was the highest  (120 per cent of
GDP) among the G-7 countries in 2000 and is projected to
increase further in 2001. In terms of the maturity structure of
the Japanese government securities, the bulk of the maturi-
ties were concentrated in 5-10 year bonds. As at the end of
December 2000, the Japanese government issued 399 trillion
yen worth of government securities and 37 per cent was held
by the government, compared with the US which issued 386
trillion yen (3.4 trillion dollars) during the same period and
the government held 8 per cent while non-residents 35 per
cent. In Germany, the German government issued 200 trillion
yen (2 trillion euro) and the government held only 1 per cent
while non-residents 37 per cent. In Japan, the government
bond issue system is through auctions.

75. He continued his presentation by giving an overview of
the Japanese secondary market compared with the G-7 coun-
tries. The liquidity of the Japanese government bonds mea-
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sured by the bid-ask spread is relatively high, except the 10-
year index linked bond, which is relatively low compared with
other countries. Another indicator of market liquidity is to assess
the issue amount and the turnover. Compared with the other major
industrial countries, the Japanese secondary market was less ac-
tive with relatively low turnover compared the experience in other
countries. The investors in Japan buy and hold the securities in-
stead of trading them in the secondary market. The length of the
delivery period in the US (t+1) is shorter than Japan (t+3). He
noted also that Japan was the only country where the transaction
in the futures market exceeded the cash market, which was very
liquid with the ratio below one. He recognized that the develop-
ment in the cash market was  not balanced and that could lead to
potential vulnerability which should be addressed. The Japanese
government securities market tended to over depend on the fu-
tures market. He also noted that the monthly turnover volume in
the cash, futures and repo markets needed to be enhanced in a
balanced way.

76. Nakaso explained why the Japanese government
securities (JGS) market has to go through the Bank of Japan
(BOJ). The systems of JGS, the DVP and the RTGS for settle-
ment were introduced through the BOJ-net. The BOJ use the
JGS for money market operations to stabilize the financial
market and to conduct monetary policy. In essence, the JGS
is an important market for the central bank. He discussed with
the participants on the arbitrage relationships among cash,
futures and repo rates by comparing the pricing methods’ per-
formances based on prices of cash, futures, and swaps. He
continued to discuss on the postmortem of the JGS market
and the disruptions related to Y2K. He attributed the reasons
why liquidity was not sufficiently provided to the markets to
the following: (i) deteriorating risk-taking capacity by
arbitragers after the Russian crisis and the near collapse of
LTCM; (ii) weakening of dealers and their exit from market-
making; and (iii) idiosyncrasies of Japanese investors. He also
highlighted the structural and institutional factors constrain-
ing liquidity as follows: (i) price discovery process overly
dependent on the futures market; (ii) inadequate development
on the repo market; (iii) unclear market practices and deliv-
ery failure; and (iv) flaws in the design of the primary mar-
ket. He went on to explain the recent reforms in the JGS
markets through the introduction of attractive financial prod-
ucts, improvement of the issue and the settlement process,
abolishment of and exemption from taxation on certain trans-
actions and introduction and improvement of new transac-
tions and practices.

77. Discussing the tasks needed to improve the JGS mar-
kets, Nakaso stressed the need on the following: (i) strength-
ening the linkage between the primary and secondary markets;
(ii) improving the secondary market by enhancing the func-
tioning of the repo markets, T+1 settlement and introduction
of electronic trading system; and (iii) reforming the account-
ing and tax rules that would avoid distorting the behavior of
market participants. He briefly discussed the development in
other Japanese stock markets such as the stock exchange, cor-
porate bonds, mutual funds insurance and pension funds cash
and deposits. Nakaso discussed the development and the re-
form process in the Japanese stock market and briefly high-
lighted the Koizumi Plan on the “Structural Reform of the
Japanese Economy: Basic Policies for Macro-Economic Man-

agement”. The Plan consisted of seven programs designed to
enhance the individual’s ability to: (i) take risks and broaden
their frontier; (ii) reform the tax system to rebalance income,
asset and consumption; (iii) re-examine the tax related to se-
curity holdings; and (iv) strengthen the rules and bodies to
monitor fairness in the capital markets. He also discussed the
underpinnings to enhance the functioning and stability of the
Japanese stock market by allowing eligible corporations to
raise funds from the market, encouraging investors with di-
versified strategies and motivations to enter the market, pro-
vide contestable environment among intermediaries, exchange
and trading systems and having a well designed governance
system to ensure fair and transparent transactions.

78. Nakaso discussed on the development of the Commer-
cial Paper (CP) market in Japan. The amount of CP outstand-
ing in Japan was lower compared with the US. In the  primary
market, banks play the dominant role in underwriting CPs as
alternative tools to loans. However, the volume of directly
issued CPs was very limited. In the secondary market, the
typical transaction form is the “gensaki” and the share of out-
right transactions is very low. Comparing the CP holders of
Japan to the US, the non-financial business was the largest
holder in Japan while in US the mutual fund is the largest
holders of CP. To develop the security settlement of the CP
market in Japan, the task ahead is to develop the multi-tier
structure, establish uniform settlement regimes in JGS, cor-
porate bonds and stocks, designating the central depository
of CPs. In addition, he discussed the need to develop the sec-
ondary market for loans by enhancing the functioning of in-
direct financing channels and more transparency in pricing
loans. At present, Japan has introduced the Syndication and
Loan-trading and has also drafted master agreements of pri-
mary and secondary transactions for loans.

79. In his concluding remarks, Nakaso said that following
were the implications drawn from the Japanese experiences
in strengthening the functions of the Japanese capital market:
(i) a well designed infrastructure including settlement, ac-
counting and taxation systems, and market practices is the
prerequisite; (ii) the momentum to improve the infrastructure
must be maintained; and (iii) the design should not distort the
functioning of the arbitrage relationships between markets,
investors’ sound and healthy risk taking, strong competition
among the financial intermediaries and the newly developed
alternative trading systems.

Part III—Strategies and Policy
Recommendations for the Development
of Capital Markets

80. Dr. Tan Khee Giap, Associate Professor, Banking and
Finance Division, Nanyang Technological University,
Singapore gave a presentation on “Strategies and Policy
Recommendations for Developing Corporate Bond Mar-
ket in Asia”.  First, Tan explained the background of orga-
nizing the Asian Policy Forum (APF) by the ADB Institute.
In the APF meeting, he presented a paper on “Designing a
New and Balance Financial Market Structure in Post Crisis
Asia: Policy Recommendations for strengthening the Bank-
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ing Industry and Developing Corporate Bond Markets”, which
was actually jointly prepared by the APF members and pre-
sented at the Annual Meeting of the ADB in Hawaii in May
2001. The APF proposed two major policy recommendations.
The first recommendation was to enhance strengthening and
improving the efficiency of the banking industry and the sec-
ond was on development of the corporate bond market, which
would be the topic of his presentation. He mentioned that the
banking system is likely to continue its dominance in corpo-
rate financing. However, over-dependence on bank-based fi-
nancing and the underdevelopment of bond markets in Asia
may have significant adverse implications. To improve the
rudimentary financial market structure and address the lop-
sided development over the relatively neglected financial sec-
tor and the banking system, the APF members held the view
that the banking system and bond markets should be comple-
mentary to each other in the foreseeable future.

81. Tan explained that in designing a new financial market
structure, a two-prong approach to deal with both strengthen-
ing the banking industry and developing the corporate bond
markets would help to ensure a balanced and sustainable de-
velopment of the financial markets for emerging economies.
As a first priority, there was a need to strengthen the banking
industry and to make the system more efficient by minimiz-
ing government interference, improving risk management
capability, and harmonizing international standards and regu-
lations in the banking industry. For this, according to Tan,
there were three fundamental reasons: (i) bank loans perform
many important functions which bond finance cannot substi-
tute; (ii) a sound banking system is essential for the develop-
ment of bond markets as banks inevitably become main
issuers, buyers and guarantors of corporate bonds under an
intermediate financial structure; and (iii) the inevitability that
banks will be dominant during the intermediate stage of fi-
nancial development when countries start to develop bond
markets which will take a long time to develop.

82. Tan highlighted the following three proposals for enhanc-
ing the strength and efficiency of the banking industry:
● Proposal 1: Minimizing government interference and

enhancing bank’s monitoring power
● Proposal 2: Strengthening prudential and supervisory

regulations fitted to local conditions
● Proposal 3: Reviewing corporate structure of banks to

avoid over-dominance of banks

83. To implement the first proposal the following steps were
needed: (i) governments should avoid directed lending and bail-
ing out of insolvent banks; (ii) there is a need to ensure the
independence of regulatory and supervisory authorities, (iii)
there is a requirement to build up sufficient budgetary resources
and highly skilled human capital; (iv) banks’ position in the
control chain of industrial organizations need to be enhanced,
and (v) there is a need to ensure greater transparency in owner-
ship, and in decision-making on loans and investments. For the
second proposal, it needs: (i) to enhance CAMEL (capital ad-
equacy, asset quality, management competence, earnings and
liquidity); (ii) to introduce counter-cyclical, prudential regula-
tions to use liquidity as an early warning signal for assessing
the financial health of the banks; (iii) to monitor the cash flow
impact of off-balance sheet liabilities; and (iv) to ensure main-

tenance of asset quality by introducing strict rules to reduce
connected lending. The third proposal includes the need: (i) to
strengthen intermediate financial market structure by enhanc-
ing bank efficiency; (ii) to prevent banks becoming too domi-
nant and inhibit the development of bond market; and (iii) to
identify an appropriate legal form for distinguishing banking
from securities businesses.

84. Tan went on to explain the second part of the recom-
mendations for developing corporate bond markets. Keeping
in view the underdeveloped bond markets in the Asian re-
gion, the APF suggested that there should be a proper sequenc-
ing of capital markets development, such as establishing
government bond market as a pre-condition for corporate bond
markets development, so as to systematically build up the re-
quired medium-term infrastructure and thereafter prepare for
the longer term regional bond market integration. Continu-
ing, he explained that these developments could be divided
into three intimately related categories. The first is an over-
view of sequencing capital markets development, followed
by the immediate establishment of government bond market
for effective benchmarking, and then proceeding with the
enhancement of the depth and breadth of corporate bond mar-
kets. Thereafter, the stage would be set for the systematic build-
up of corporate bond markets infrastructure and preparation
for long-term regional bond market integration. Tan briefly
highlighted the second part of the recommendations on se-
quencing bond markets development which contain the fol-
lowing ten proposals:

Proposal 1: Planning, prioritizing and pacing bond market ac-
tivities: This involves establishing consensus on the usefulness
of bond markets amongst those involved, setting up basic in-
frastructure, promoting primary and secondary market trading
activities, encouraging corporate bond market activities, im-
proving further bond markets infrastructure, transparency and
objectivity, establishing related financial markets, reducing
gradually statutory requirements and tax incentives and pre-
paring for regional bond market development.

Proposals 2, 3 and 4 are related to the provision of effective
benchmarks via government bond market issues as precondi-
tions. Proposal 2 relates to encouraging fiscal prudence, regular
issuance and well-spaced maturities mix over a longer-time
horizon. Proposal 3 relates to stimulating primary and second-
ary markets activities with wider participation of local and for-
eign dealers facilitated by active market for repurchase
agreements. Proposal 4 involves imposing initially statutory re-
quirements to facilitate trading by way of competitive market-
based pricing and tax incentives to promote investment in
government bonds.

Proposals 5, 6 and 7 are related to overcoming the obstacles
responsible for underdevelopment of corporate bond markets.
In proposal 5, it involves encouraging demand for corporate
bonds such as promoting institutional and retail investors as
well as banks through provision of tax incentives during the
infancy period. Proposal 6 requires the authorities to nurture
the supply of corporate bonds by drafting legal and regulatory
framework pertaining to bond issuance. Proposal 7 pertains to
the need to establish related financial markets to facilitate adop-
tion of appropriate strategies for risk management.
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Proposals 8, 9 and 10 are also on overcoming obstacles re-
sponsible for underdevelopment of corporate bond markets.
Proposal 8 refers to the need to improve further clearing and
settlement systems to limit systemic risks so as to enhance
the soundness and safety of the financial system. Proposal 9
is on encouraging transparency and objectivity from external
and internal credit rating assessment. Proposal 10 is on need
to prepare for regional bond markets participation and inte-
gration through a cost and benefit analysis. In the preparation
for participating in regional bond market activities, each coun-
try needs to carefully evaluate the costs and benefits of local
versus regional participation.

85. Professor Chong Beng Soon, Associate Professor of
Banking and Finance, Nanyang Technological University,
Singapore discussed his paper on “Singaporean Experience:
Capital Market Development and Reform”. Chong gave an
overview of the Singapore bond market development, a rela-
tively new phenomenon and this is attributable to efforts in the
past that have been mostly focused on development of other
areas in the financial sector, such as the money and banking
sector, equity and derivatives markets. Prior to 1997, the do-
mestic bond market in Singapore was not well developed. Al-
though domestic bonds have been listed on the local Stock
Exchange since the 1970s, the amount outstanding and the vol-
ume traded were generally small. Singapore Government Se-
curities (SGS) were issued on an irregular basis and there was
hardly any secondary market trading as the SGS were held cap-
tive by the purchasers. The first major initiative to develop the
bond market in Singapore actually started in 1987. In order to
create a more active SGS market, the Monetary Authority of
Singapore (MAS) embarked on several programs on restruc-
turing the SGS market by introducing a new distribution net-
work of primary and secondary dealers and a computerized
book-entry system, increasing both the amount and the regu-
larity of the issuance of SGS and revising the liquid asset re-
quirements for banks and finance companies. The restructured
SGS market was modeled after the US treasury bond market
and was launched in 1987.

86. Even though the reform process had a good start in 1987,
the programs did not have much impact on the SGS market,
apart from increasing the issuance of SGS over the years and
providing the necessary foundation for further reforms. Fol-
lowing the Asian crisis, the importance of having a sound and
efficient bond market became more imperative. The Singapore
government implemented a series of well-coordinated policies
during 1998-1999 to promote a regional debt market. In order
to broaden the bond market, liquidity needs to be improved
and a reliable benchmark yield curve be created. Since 1998,
the Government has embarked on a program to increase the
issuance of SGS and Singapore dollar bonds.

87. Chong said that the result of 1998-1999 bond market
reforms in Singapore was encouraging.  It has resulted in a
significant improvement in the liquidity and efficiency of the
bond market. Since the Singapore government experienced
large budget surplus over the years since the 1980s, the issu-
ance of the SGS did not truly reflect the budgetary conditions
or needs of the government. A majority of the SGS was held
to maturity by the Central Provident Fund to meet its invest-
ment needs and by the banks to meet their minimum liquid

assets requirement. As a consequence, the secondary market
trading of the SGS had been rather inactive in the past. The
average daily trading volume during the 1990-1997 was only
1.6 per cent of the total outstanding SGS issues. He noted
that since the introduction of the bond market reforms in 1998-
1999, the amount of SGS outstanding has more than doubled,
and the average daily trading volume in the secondary SGS
market accelerated significantly and the trading volume in
the repurchase agreement (repo) market also recorded sig-
nificant increases.

88. The rapid expansion in the size of the SGS market was
due to MAS’s consistent effort to issue more and long–term
SGS. The increase in supply of SGS had resulted in a rapid
increase in trading activity. Another impact is the extension
of the benchmark yield curve following the successful issue
of the first 10-year bond. The impact was also observed in the
corporate bond market. Since the issuance of MAS Notice
757, there has been a flurry of bond issues by supra-nation-
als, foreign companies and statutory boards. He noted that
the impact of the 1998-1999 reforms on the issuance of
Singapore Dollar bonds by the statutory boards and approved
foreign entities has been significant. Following the 1998 di-
rective from the Singapore government, the size of the statu-
tory board bond market has increased from zero in 1997 to
S$4.8 billion as at Q1 of 2001. The issuances of Singapore
dollar bonds were by the statutory boards. Similarly, with the
approval given to foreign entities to issue Singapore dollar-
denominated bonds, the amount increased from zero to S$6.5
billion in 1997.

89. Chong believed that outlook for the Singapore bond
market is bright based on the preliminary figures in 2001. He
expected the Singapore bond market would expand further
based on the following factors: (i) the Singapore government’s
plan to issue S$120 billion of SGS over the next five years
would provide liquidity to the market and introduction of bond
futures contracts would provide additional hedging and trad-
ing opportunities to the market; (ii) 15-year bond is planned
to be issued in September 2001 and the benchmark yield curve
is expected to be extended further; (iii) 44 statutory boards in
Singapore have the potential to issue Singapore dollar bonds
since only a few had issued Singapore dollar-denominated
bonds; (iv) visibility and demand for Singapore bonds will be
greater with the recent inclusion of Singapore in the JP Mor-
gan Global Bond Index; and (v) Singapore has established a
well developed financial infrastructure that would provide the
necessary ingredients for the development of Singapore as a
regional bond center.

90. Despite the positive outlook for the Singapore bond mar-
ket, Chong concluded that there remained a number of is-
sues, which need to be addressed such as: (i) the small size of
Singapore bond market by developed market standard; (ii)
the need to expand investors base by including participation
from retail and foreign institutional investors; (iii) the need to
enhance the secondary market trading of corporate debt se-
curities and to improve price transparency; (iv) the need to
have the outstanding corporate bonds and the bonds issued
by the statutory boards rated by rating agencies to increase
demand from institutional investors; and (v) the need to pro-
mote the development of an asset securitization market be-
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cause such a market is important for the development of the
financial sector as a whole as it brings significant benefits for
increasing the breadth of the bond market and providing  an
avenue for financial institutions to convert illiquid into liquid
assets as well as to mitigate credit risks.

91. Dr. Changyong-Rhee, Associate Professor of Econom-
ics, Seoul National University, Korea, spoke on the “Korean
Experience: Role of the Capital Market in Managing Fi-
nancial Crisis”. Rhee identified Korea as an important case
study for developing the corporate bond market. After the fi-
nancial crisis of 1997/98, the corporate bond and the govern-
ment securities market took a dramatic change in Korea. The
measures taken by the Korean government were mainly focused
on restructuring the financial system especially the banking
sector but ignoring the other non-financial institutions, such as
investment trust companies (ITCs) which was supervised un-
der a relatively loose regulatory system. As a result, Chaebols
could mitigate liquidity problems by issuing massive amounts
of corporate bonds that bore attractive interest rates. The cor-
porate bonds were bought by ITCs that could attract a large
amount of funds from investors by offering implicitly guaran-
teed high rates of return. The match produced a self-fulfilling
virtuous cycle: the funds kept flowing from the banking sector
to the ITCs, which in turn, offered higher rates of return as the
market interest rates stabilized. The market interest rates stabi-
lized since companies avoid liquidity problems by issuing cor-
porate bonds. Unfortunately, the mechanism that produced the
virtuous cycle had inherent weaknesses. Firstly, the ITCs as-
sumed the credit risk of corporate bonds with little discipline
because they were Chaebol-affiliated and their products were
not marked to the market. Second, easy financing reduced
Chaebol’s incentive to restructure their businesses. When
Daewoo, the second largest Chaebol, finally went bankrupt,
the whole mechanism broke down.

92. Rhee showed a large proportion of corporate bonds is-
sued in 1998 eventually defaulted, namely, 22 per cent of the
total value of the corporate bonds issued from December 1997
to December 1999 had been defaulted as of October 2000. Of
these defaulted bonds, 78 per cent were from the companies
affiliated with the Daewoo group. This episode goes to illus-
trate the fact that bank-focused restructuring policy uninten-
tionally allowed unviable firms to extend their life and thereby
increased the ultimate financial costs of restructuring. To make
matters worse, since the typical credit crunch problems become
recurrent as the maturities of corporate bonds were three years
in Korea. Currently, the credit crunch problems become recur-
rent which resulted from the maturities of corporate bonds is-
sued in 1998 falling due in the first half of 2001. At the same
time, the funds also flowed from the ITCs back to the banks,
but the banks do not extend the credit because their capitaliza-
tion was thin and they become more cautious about credit risk
and less willingly to extend credit. The ITCs’ products are
marked to market and cannot assume credit risk either.

93. Rhee identified the factors contributing to the roller-
coaster adjustment process. One of the key factors that deter-
mined the post-crisis adjustment process in Korea was the
flow of funds from the banking sector to the capital market.
The factors that contributed to the rapid shift of funds from
banks to capital market were the bank-focused financial re-

structuring policy and the fluctuation in interest rate that had
risen to a historically high level and then started falling to
single digit levels in mid-1998. The sharp reduction of mar-
ket interest rates in mid-1998 strengthened the shift of the
flow of funds. The downside trend of interest rates provided
large capital gains to the funds formed by ITCs. The ITCs in
turn could offer higher interest rates than the market rate. Thus
more investors shifted their funds from the banks to the ITCs.
In fact, both the trend of the interest rate and the pattern in the
flow of funds produced a self-fulfilling virtuous cycle in the
financial markets.

94. He explained further how the Korean government
handled the flight-to-quality phenomenon.  The government
intervened in the corporate bond markets by employing two
policies. The first is securitization, which helped reallocating
credit risk by either slicing cash flows into senior and junior
tranches, or using credit support provided by banks or the
Credit Guarantee Fund. Thus, after the Daewoo crisis, struc-
tured financing, such as collateralized bond obligations and
collateralized loan obligations played a pivotal role in the
development of corporate bond market. The second was “An
Emergency Measure for Swift Underwriting of Corporate
Bonds’ through the Korea Development Bank (KDB)”. The
KDB bought one-year corporation bonds issued by troubled
corporations. This measure could be regarded as a tool to fa-
cilitate a private workout for troubled conglomerates before
they default on corporate bonds. Rhee commented that al-
though the effectiveness of the measure has been controver-
sial, the government decided to intervene in corporate bond
markets to cure the problems caused by its bank-focused fi-
nancial restructuring policy.

95. Rhee identified some of the lessons learnt from the Ko-
rean experience in developing the corporate bond market: as:
(i) loose regulation of the non-banking sector plus the bank-
focused restructuring can increase ultimate costs of restruc-
turing; (ii) mitigating credit crunch through corporate bonds
can make the problem recurrent; (iii) asset-backed securities
help overcome the  credit crunch problem; and (iv) there are
trade-offs between mitigating credit crunch and providing
incentives for restructuring.

96. To conclude, Rhee expressed the view that the Korean
economy would have been better off if the government re-
structured both banks and ITCs simultaneously. Even though
the credit crunch problems might have been more painful in
the beginning of the crisis, the vicious circle of credit crunch
problems could have been avoided. Another lesson is that even
though developing the corporate bond markets is important,
but unless financial intermediaries such as ITCs are well dis-
ciplined, the negative effects may overwhelm the positive ones.
For the capital market to function appropriately, investors who
are compensated for credit risks should be responsible for the
risks when they materialize. The simple principle, however,
has not been observed well in the Korean bond markets.

97. Dr. Nik Ramlah Mahmood, Director, Market Policy
and Development Division, Securities Commission of
Malaysia gave a presentation on “Capital Market Develop-
ment and Reform: Malaysia’s Experience”. Ramlah em-
phasized the important role of the Security Commissions (SC)
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of Malaysia in developing the Malaysian capital market. It is
a single regulatory body to promote the development of the
capital market. The SC’s mission is to promote and maintain
fair, efficient, secure and transparent securities and futures
markets, and to facilitate the orderly development of an inno-
vative and competitive capital market. To achieve this mis-
sion, the SC would facilitate the introduction of new products
in the capital market to broaden and deepen the market, pro-
mote a fair, orderly and transparent market through efficient
trading, settlement and information systems and to remove
undue cost or impediments to the development of new prod-
ucts in the capital market.

98. Ramlah explained the various phases of capital market
development in Malaysia starting from the early growth years
in the 1980s. In the early years, capital-raising was rather
popular through the public sector as it was a cheap source of
development funding from the captive Malaysian Government
Securities market. However, securities regulations were rudi-
mentary at that time. In the mid 1980s, there were the winds
of change following the severe economic recession, the gov-
ernment downsized public sector spending and privatized the
government agencies. In 1993 the Malaysian capital market
was at the watershed and the government established the SC,
recognized the need to introduce the financial futures market
by legislating the Futures Industry Act 1993. The focus was
on institution building and strengthening the capital market.
Ramlah exposed the weaknesses of the Malaysian capital
market following the Asian financial crisis. The main weak-
nesses include inadequate disclosure and transparency, over-
reliance on bank borrowings, market vulnerability to large
capital outflows, relatively weak market institutions and poor
risk management. The inherent weaknesses in the capital
market necessitated immediate efforts in reducing systemic
risk, improving transparency, enhancing enforcement, plug-
ging the regulatory loopholes and providing flexibilities for
corporate restructuring.

99. Ramlah explained that strengthening capital adequacy
regulations, establishing the Kuala Lumpur Stock Exchange
(KLSE) compensation fund and providing standby facility to
the exchange clearing system addressed the systemic risk prob-
lem. The transparency issues were further improved by plac-
ing the central depository accounts (CDS) in the name of
beneficial owner or authorized nominees. The threshold for
disclosure of substantial shareholding was reduced. Also, the
government introduced quarterly financial reporting require-
ment, due diligence by investment advisers and timely and
complete dissemination of information by companies. The
enforcement efforts were stepped up by bolstering SC’s su-
pervisory and enforcement capabilities. The regulatory loop-
holes were plugged by strengthening the rules and interested
party transactions, and by imposing a new Code on Take-Overs
and Mergers.

100. She next discussed the immediate measures and com-
prehensive medium and long-term plans in developing cor-
porate bond market, enhancing corporate governance,
rationalizing regulatory framework, and strengthening the
market institutions and intermediaries. The financial crisis un-
derscored the need to develop a viable corporate bond mar-
ket, which is regarded as the weak link in the capital market

and establishment of the National Bond Market Committee.
SC as a single regulatory authority could assess current im-
pediments and incentives for market liquidity. SC also recog-
nized the need to further enhance standards of corporate
governance by establishing a high level Finance Committee.
The regulatory framework was further streamlined in the cor-
porate bond market, in transferring prospectus provisions from
Companies Act to the SCA and in securities and futures li-
censing framework. The SC also took measures to strengthen
market institutions and intermediaries. Ramlah also explained
the progress in corporate governance reform effort, which was
taken long before the financial crisis. The reforms focused on
disclosure regulations, strengthening the laws and account-
ing standards, code of ethics for directors, requirements for
independence directors and audit committees and establish-
ing a Malaysian Institute of Corporate Governance. She ex-
plained that a holistic approach was adopted by forming a
high level Finance Committee to establish a Malaysian code
of corporate governance. Various efforts have been in place
to implement it.

101. Ramlah also explained briefly the future development
of the Malaysian capital market, the need to move forward,
capitalize Malaysia’s strength of continued economic growth,
high saving rate, growth in demand for investment products
and increased investor awareness and sophistication in a chal-
lenging globalized environment and increasing competition.
To take up the challenge, the government had produced the
Capital Market Master Plan. The Plan identified the strate-
gies and priorities, vision, objectives and recommended ar-
eas of action. The Plan had 24 strategic initiatives and 152
recommendations in the following areas: equity market, bond
market, derivatives market, stock broking industry, market
institutions, investment management, regulatory framework,
corporate governance, Islamic capital market, technology and
commerce and training and education. To conclude, Ramlah
explained that the Master Plan will be implemented in three
phases starting from 2001 until 2010. With the Master Plan in
place, the SC’s mission statement to promote and maintain
fair, efficient, secure and transparent securities and futures
markets and to facilitate the orderly development of an inno-
vative and competitive capital market will be achieved.

102. Dr. Yun-Hwan Kim, Senior Economist, Economic
Development Resources Center, ADB, spoke about “Devel-
oping Treasury Securities Market in Asia”. He began his
presentation by emphasizing the need to have a well-devel-
oped treasury bond market as a pre-requisite to develop the
corporate bond market. The objectives of his paper was to
discuss the significance of the treasury securities market in
developing the financial sector, particularly the bond market
and to learn some lessons for developing treasury securities
markets in Asian developing countries (ADCs). In recent years,
the significance of developing the financial sector including
capital markets has been renewed. The distinctive feature of
ADCs’ financial systems is bank-centered system, which con-
tributed to the high economic growth prior to the crisis. It
could more effectively mobilize and allocate financial re-
sources and monitor financial activities of the corporate sec-
tor than the capital markets in the underdeveloped financial
environment. However, it had resulted in the corporate sector’s
over-reliance on short-term bank borrowing, a major cause of
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the Asian financial crisis. He recognized the need to have a
viable bond market, which would significantly help to diver-
sify methods of financing industry and infrastructure.

103. The Asian bond markets are generally underdeveloped
and lag much behind the banking sectors or equity markets.
He noted all crisis-hit economies had substantial banking sec-
tors and much smaller treasury and corporate debt securities
markets. Among the crisis-affected economies, Korea had the
most dis-intermediated debt market, whereas Indonesia had
the least. Compared with the US, the outstanding bank loans
were much higher in the crisis-hit economies whereas out-
standing corporate bonds were much higher in the US, which
has the world’s most advanced bond market.

104. Kim explained the importance of bond market develop-
ment. First, it helps to diversify the sources of industrial and
infrastructure financing. Such financing overly dependent on
banking institutions involves a serious term mismatch between
their short-term bank borrowing and long-term investments,
inflexibility in financing methods, and high risks at a time when
banks are reluctant to lend. Second, bond financing alleviates
the uncertainties caused by the global bank dis-intermediation
in the post-crisis period. The bank dis-intermediation is due to
the following factors. First, because foreign banks are extremely
cautious about providing new credit, the portfolio diversifica-
tion and aggressive yield-seeking behavior of domestic and
globalized investors have increased the opportunity cost of bank
deposit. Second, East and Southeast Asian countries enjoy the
world’s highest domestic saving rates. Development of the bond
market will contribute to transforming these savings, which are
available mostly in short-term bank deposits into long-term de-
velopment resources. Third, bond market helps finance huge
infrastructure development projects in ADCs and it will con-
tribute to enhance the corporate governance standards in ADCs.
Bond issuers prefer a higher credit rating to reduce interest rates
and issuance costs.

105. In examining the present status of treasury markets in
Asia, he noted that among the developing economies, Hong
Kong, China has long been committed to preserving a liquid
exchange fund paper (EFP) market, although there is no im-
mediate funding need from the market. The Hong Kong Mon-
etary Authority issues EFP and not the finance ministry. The
EFP market provides a 10-year long yield curve. AS Hong
Kong, China’s fiscal status has generally been in surplus, the
main objective of the EFP program is to facilitate the devel-
opment of local debt market by increasing the supply of high
quality domestic debt securities and creating a credible bench-
mark yield curve for Hong Kong dollar debt instruments. The
EFP program was introduced in March 1990 and over the
ensuing years, the EFP program expanded in size and range
of maturities. It has been well received by the market. The
EFP accounts for 23 per cent of total debt instruments.

106. Kim pointed out that except for Hong Kong, China, most
of other ADCs have not paid much attention to developing a
long-term treasury securities market for various reasons, in-
cluding concerns about accumulating government debt and
lack of interest in domestic bond markets where bank loans
and overseas borrowings were cheaper and easier. Only after
the crisis, some ADCs have started making efforts to develop

their securities markets and create a reliable long-term bench-
mark yield curve. Four ADCs including Korea, Malaysia,
Singapore and Thailand have made efforts to develop their
securities markets. The Philippines and Sri Lanka have been
issuing long-term treasury bonds largely to finance fiscal defi-
cits but their bonds are not creating any satisfactory bench-
mark yield curves. The PRC issues treasury bonds to finance
both fiscal deficits and special projects rather than to create a
benchmark curve.

107. He further explained the need for regular issuance and
secondary market liquidity, which are the two key require-
ments for treasury securities to provide a benchmark yield
curve.  Regular issuance will deepen the government bond
market and increase confidence of fund managers in treasury
securities and enhance the liquidity in the secondary market.
Treasury securities cannot be an attractive financial product
without a liquid secondary market. Hong Kong, China and
Singapore were satisfactory in both aspects but other ADCs
did not meet one or both of the two requirements. The PRC,
Korea and Malaysia issued treasury bonds as needs arise
whereas the Philippines and Sri Lanka, despite regular issu-
ance, did not have a liquid secondary market.

108. According to Kim, there are several lessons that could be
drawn to develop treasury securities market and they are as
follows: (i) an economy needs to have a clear and sound long-
term government debt strategy and satisfactory operational ca-
pacity; (ii) a clear division of responsibility between government
debt management and monetary policy to ensure a balanced
fiscal and monetary policy; (iii) there is a need to minimize the
debt cost, make the market more competitive, and open it to
foreign investors; (iv) there is the need to have  regular and
substantive communication and dialogue with markets on debt
management, objectives and operational strategies; (v) the ra-
tionale of debt management operations should be transparent
and the operations reasonably predictable; (vi) to enhance mar-
ket liquidity, treasury securities should be consolidated into a
relatively small number of benchmark issues; (vii) a bench-
mark yield curve should cover at least 10 years; (viii) when
selecting primary issue arrangements, it should consider the
development stage of the treasury securities market; generally,
the open auction system is preferable but smaller and less liq-
uid markets may benefit from a dealer panel arrangement: how-
ever, a primary dealer system is essential for efficient
distribution; (ix) a captive or obligatory investor arrangement
is not desirable as it impedes secondary market development;
(x)  markets (secondary) require a steady supply of new securi-
ties to sustain liquidity; (xi) reliable and real-time clearing and
settlement arrangements are both critical to efficient operations;
(xii) there is a need to provides both legal certainty and a level
playing field, and authorities  must remain responsive to the
changing requirements of the market; and (xiii) treasury secu-
rities must be attractive to investors.

Part IV—Group Work on Country
Specific Issues

109. The seminar participants were divided into three groups
to discuss on Financial Structure and Capital Market De-
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velopment in their respective countries. As the participants
come from countries with different stages of capital market
development, they were divided into three groups in accor-
dance with the level of capital market development in their
own country: Group A included Hong Kong, China, Japan,
Korea, Malaysia and Singapore. Group B included
Bangladesh, India, Myanmar, Nepal, Pakistan, Sri Lanka,
Kazakhstan and Uzbekistan. Group C included Cambodia,
Indonesia, Lao PDR, Philippines, Thailand and Viet Nam.

110. A representative from Group A presented an overview of
the development and common characteristics of capital market
development of member countries in their group. Group A
member countries experienced fragmented development with
each country having different stages of capital market develop-
ment but overall, the countries in Group A have a well devel-
oped financial market infrastructure. The uniqueness among
individual markets are as follows: Korea has a highly liquid
secondary market for government and corporate sector. The
development of bond market was related to management of
financial crisis and as a follow-through, create development of
high-yield bond market. In the case of Malaysia, development
of bond market was also related to management of the finan-
cial crisis. The overall development was focused on develop-
ing the breadth of the market as a cushion for handling possible
future financial crisis. Hong Kong, China and Singapore pur-
sued active development of their bond markets despite having
fiscal surpluses. They also encouraged foreign participation in
the domestic bond market. In Japan, the bond market develop-
ment was driven by genuine need for the government to issue
bonds due to large budget deficit and the need for corporations
to issue bonds to replace bank lending during restructuring. On
the demand side, divestment from bank deposits to investment
in bond market is happening in Japan. There was over-invest-
ment in the Japan Government Securities market by the public
sector. Every seminar participant in Group A was given the
opportunity to give a brief presentation of their country paper
on the current development of the capital market in their re-
spective country.

111. The following are the highlights of capital market devel-
opment from different countries in Group A. In Korea, there
was active development in the issuance of corporate bonds,
which increased rapidly as a percentage of GDP from 19.9
per cent in 1999 to 25.8 per cent in 2000. Rapid increase in
high yield corporate bonds amounting to 13.7 trillion won
which make up 55.1 per cent of all newly issued corporate
bonds in 1999. Many other kinds of bonds were introduced
such as ABS, CBO and CLO in the Korean capital market.
The problems facing the bond market was the roll-over ratio
which was 50.4 per cent from April to May 2001, the depen-
dency upon P-CBO was too high and the number of high yield-
ing bonds falling due has increased. The recommendations
were to sustain the financial and corporate restructuring, to
improve P-CBO and to foster the development of high yield-
ing bond market.

112. In Malaysia, in the absence of a well-developed bond
market, a significant portion of economic financing is borne
primarily by the banking sector. A large financial outlay is
required to fund the privatization projects, using short-term
borrowing. Recognizing the importance to develop the bond

market, several initiatives have been taken to develop the
market, which have now increased in significance. The mar-
ket for private debt securities accounts for about 28 per cent
of GDP. Though the Malaysian government securities domi-
nated the bond market, which constituted about 47.6  per cent
of the total outstanding issues at end-December 2000, the
development of private debt securities has increased about 84
per cent during 1995 to 2000. As part of its continuing effort
to promote an active secondary market, as well as to promote
a more dynamic and performance-based dealer system, sev-
eral measures have been introduced for the primary and sec-
ondary market. Among the major reforms undertaken are:
principal dealer system, creation of benchmark yield curve
and creation of market infrastructure. The future plans would
be to develop the Malaysian bond market by improving the
secondary market such as repo and SBL, continuous improve-
ment and widening of issuer and investor base, and creating
the derivatives market.

113. In Hong Kong, China, the capital market is the most
liquid and the most liberal and there was no restriction on
foreign investors. The measures were taken to promote the
development of the Hong Kong dollar debt market with the
establishment of a benchmark yield curve and the supply of
high quality paper, establishment of an appropriate and effi-
cient market infrastructure, and through the enhancement of
the liquidity and transparency of the EFP.

114. In Singapore, various initiatives were implemented to
develop the government securities market through increased
issuance program to ensure sizeable free float of bonds above
MLA holdings, introducing the repo, facility available only to
primary dealers to help facilitate their market making activi-
ties. MAS has executed the PSA-ISMA Master Repo Agree-
ment with all primary dealers and MAS has worked together
with the primary dealers to institute guidelines for the treat-
ment of failed SGS outright trades. MAS has also implemented
the SGS buy-back program launched in mid-November 2000,
re-opening of old off-run issues, SGS issuance calendar, inclu-
sion in JP Morgan Futures, launching SGS website on 15 May
2001 aimed to enhance transparency, and create greater aware-
ness of the SGS market. The authority also invests in education
and efficient clearing and settlement system.

115. In Japan, the Government is the largest holder of gov-
ernment bonds (40 per cent of total) followed by financial
institutions (38 per cent) and central bank (11 per cent). Com-
pared to the US, non-residents are the largest holder of gov-
ernment bonds accounting for 34 per cent of total, followed
by financial institutions (31 per cent). The US government
held only 7 per cent of the total. The ongoing reforms in the
Japanese capital market are on expansion of product range,
minimizing transaction costs under well-designed infrastruc-
ture and education.

116. In conclusion, Group A made the following recommen-
dations to develop the capital market in Asia: (i) the pace of
development and reform can vary; and (ii) there is need for
continuous enhancement of capital market infrastructure; edu-
cate the investors; widen the domestic and foreign investor
base; expand product range; and maintain well balanced fi-
nancial innovation.
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117. Group B includes Bangladesh, India, Kazakhstan,
Myanmar, Nepal, Pakistan, Sri Lanka and Uzbekistan. These
eight countries are divided into two sub-groups since differ-
ent countries have reached different levels of financial and
capital market development. The first sub-group belongs to
the South Asian Group consisting of countries like Bangladesh,
India, Nepal, Pakistan and Sri Lanka. The second sub-group
represents countries in the economic transition such as
Kazakhstan, Myanmar and Uzbekistan.

118. A participant from Bangladesh spoke on the capital
market development in Bangladesh. It has a small and rela-
tively under-developed capital market, but it has great poten-
tial. At present, Bangladesh operates two stock exchanges.
The size of the stock exchange is quite large compared to its
initial position. As at end March 2000, the total market
capitalization with the Dhaka Stock Exchange and Chittagong
Stock Exchange  were Tk54,004 million ($1,049 million) and
Tk39,810 million ($733 million), respectively. The capital
market is regulated by the following regulatory agencies: (i)
the Securities and Exchange Commission; (ii) the Compa-
nies Act, 1994; and (iii) the Stock Exchange. The govern-
ment has introduced several reform measures to strengthen
and consolidate the development of the capital market.

119. A participant from India explained that his country has
a long tradition of functioning capital markets, till the 1980s
the volume of activity in the capital market was relatively
limited. At present, there are 24 recognized stock exchanges.
The two major stock exchanges, which account for nearly 75
per cent of the trading turnover, are the National Stock Ex-
change of India Ltd. and the Stock Exchange of Mumbai. The
Indian securities market has seen a rapid expansion since 1990
in terms of the amount of capital raised from the primary
market, the increase in the number of stock exchanges and
other intermediaries, market capitalization, trading volumes,
turnover on stock exchanges and investor population. In 1992,
the Securities and Exchange Board of India (SEBI) was en-
acted to perform a dual functions of providing investor pro-
tection through regulation of the securities markets and
fostering the development of securities markets. Since the
1990s, companies have been placing greater reliance on the
securities market as a major source of finance.

120. According to the participant from the Kazakstan, the
capital market development in Kazakstan is still in its in-
fancy. The government has been active in developing its se-
curities market. The first treasury bill was issued in 1994. In
1997, three new securities laws were adopted that establish
legal regimes governing the issuance of securities, the op-
eration of organized securities markets, the activities of se-
curities market participants, the registration of securities and
the requirements for various professionals to participate as
custodians, broker-dealers, registrars, the CJSC central de-
pository and investment funds. A new Joint Stock Company
Law came into force in August 1998. This new law was in-
tended to modernize company law and introduce standards
of corporate governance and information disclosure as well
as shareholders’ protection standards. The securities market
is regulated and monitored by the NSC, which was estab-
lished in 1994. Currently, there is only one stock exchange
in Kazakhstan.

121. A Myanmar participant explained that the capital mar-
ket in Myanmar is still in its formative stage while the private
banking system in its infant phase of development. Even
though the stock market is said to have existed in Myanmar
before the war, it is small and was established before the great
depression in the 1930s, and trading is very limited. The main
reasons why the stock market was not well developed in
Myanmar during the pre-war period, were basically due to
the fact that most European firms operating in Myanmar at
that time were acting as branches for parent companies in
Europe and also the Indians migrant workers remitted their
earnings to India instead of investing in Myanmar. The stock
market existing at that time appeared to be somewhat disor-
ganized and undeveloped. Since late 1988, in pursuing a mar-
ket-oriented economic system, Myanmar has exerted efforts
to raise financial capital through various means, attracting
foreign direct investment, liberalizing trade and the banking
sector, encouraging private and public savings, and taking
steps to create a securities market. It is possible that large
sums of money have been saved but not deposited in the banks.
There are sufficient grounds to believe that adequate funds
exist in Myanmar for a stock market to function.

122. Capital market development is relatively new in Nepal
as compared to the banking system according to the seminar
participant from Nepal. The financing of the economy is
heavily dependent on the banking system. The Nepalese gov-
ernment formulated the first comprehensive plan for capital
market development while drafting the Eight Plan (1992-
1997). Subsequently, the first amendment to the Securities
Exchange Act in 1983 created a legal basis for implementa-
tion of the pronounced policies. With the objective of pro-
moting and protecting the interest of investors, and regulating
and developing the securities market, the Securities Board of
Nepal was established in 1993 under the Securities Exchange
Act 1992. The Securities Exchange center was eventually
converted into the Nepal Stock Exchange Ltd. In 1993, vari-
ous efforts were exerted to develop the institutional frame-
work especially the primary market, secondary market,
stockbrokers, issue managers, security dealers, and financial
instruments. The progress so far has been satisfactory. Vari-
ous administrative and legal measures are underway to re-
solve the duplications and discrepancies in terms of regulation
and supervision of the capital market.

123. A participant from Pakistan gave a broad overview of
capital market development in his country, the problem and
measures taken. Capital market is less developed compared
with the banking sector and this is taking its toll for the entire
financial market. Most of the members of the stock exchanges
are not disbursing dividends and 5 or 6 major corporations
are controlling approximately 60 per cent of the total capi-
talization of the stock exchanges. This has created an envi-
ronment where corporations are constrained to go highly
leveraged and thus taking direct impact of interest rate vola-
tility on their business. The main obstacle in post crisis re-
forms in the financial market in Pakistan can be summarized
as lack of market expertise, lack of awareness on new finan-
cial products, lack of infrastructure and automation, lack of
stringent regulatory policies and their enforcement, lack of
self policing system in the market, lack of awareness of mar-
ket ethical values, political interference in the regulatory func-
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tions and lack of clear laws curtailing dual interpretations.
The legal settings for financial reforms need to be improved
in the areas of foreclosure laws, investor rights, settlement
laws, court decisions within a short span of time, enforce-
ment of laws and accountability proceedings. Diverse finan-
cial reforms and measures were taken to strengthen the
financial system in recent years.

124. According to a participant from Sri Lanka, one of the
fastest growing sectors in Sri Lanka in recent years has been
the financial sector. Comprehensive financial reforms have
taken place in 1977. One of the areas in which significant
reforms took place was the amendments on the legislative
provisions to improve the government debt securities mar-
ket, create more market oriented treasury bonds and increase
the efficiency of the secondary market in government secu-
rities. A system of dedicated primary dealers was established
to promote the market. Many measures have been taken to
develop the equity market such as allowing non-nationals to
invest in the Colombo stock market, free repatriation of divi-
dends, capital gains and sales proceeds, abolishing the capi-
tal gains tax on share investment, foreign ownership of
licensed stock broking firms. Although the financial reforms
in Sri Lanka has been significant in the past two decades, as
conditions change and the domestic and international envi-
ronment evolves, the reform process will continue to keep
abreast of changes in the global environment that affects the
financial sector.

125. The Republic of Uzbekistan, a transition Central Asian
nation, has made good progress in the development of its
capital market. A representative from Uzbekistan explained
that his country has a rather short history and is still in the
formative and developmental stage. The most dynamic de-
velopment of the market started in 1993-1994 with the be-
ginning of the processes of mass privatization and the sale
of the securities of state enterprises. Within a short period
of time, it has acquired the inherent features of advanced
international stock markets but there are still a number of
issues to be resolved. In recent years, the infrastructure for
securities market has been created including the setting up
of the stock exchange, central depository system, electronic
OTC trading system, clearing and settlement chamber, elec-
tronic information analysis system and other investment in-
stitutions. The Uzbek government has also taken measures
to develop and strengthen the necessary legal framework
for the smooth functioning of the securities market. The per-
formance standards for depository and register institutions
were introduced. The government bond market was started
in 1996 and the bonds are issued periodically. The wide-
scale privatization of various state enterprises provides ma-
jor potential development in the securities market of
Uzbekistan.

126. Group C includes Cambodia, Indonesia, Lao PDR,
Philippines, Thailand and Viet Nam. They also divided into
two sub-groups on the basis of the current status of capital
market development in their respective countries. Sub-group
one countries consist of Thailand, Philippines and Indone-
sia. The countries in this sub-group experienced currency and
banking crisis, and market development is in the intermediate
state. Sub-group two countries are Viet Nam, Lao PDR and

Cambodia, which did not experience the Asian financial cri-
sis, and their capital market development is in their infancy.

127. A representative from Group C presented the overall
current state, existing problems and future plan on capital
market development in sub-groups one and two countries.
The countries represented in sub-group one focused on fi-
nancing problems in their countries, development of gov-
ernment and corporate bond and equity markets,
infrastructure development, and development policies. The
source of corporate financing is mainly from the banking
system and offshore loans. The banks utilized offshore loans
as an alternative source of funding to domestic credit needs.
The countries faced the problems of currency and the matu-
rity mismatches. With respect to the development in the gov-
ernment bond market, particularly in the primary market,
the objective was to finance the financial institutions restruc-
turing program and the government budgetary deficits. The
investors are banks, insurance companies and institutional
investors. The instruments are the treasury bills and govern-
ment bonds. The government bonds were traded in the sec-
ondary market and the trading was carried out on the OTC,
inactive trading due to buy and hold strategy, the market
maker are primary and accredited dealers. The benchmark
yield curve existed only in some countries. On the corpo-
rate bond market, the primary market exists only with a few
issues from blue chip companies and investors are mainly
institutional investors. The secondary market was inactive.
The infrastructure has not been modernized where the clear-
ing and settlement system is still manual, the registry sys-
tem is still using the scrip and book entry and there are only
one or two credit rating agencies. In the equity market, there
is a wider base of investors but limited supply of new stocks.
The clearing and settlement system is based on delivery ver-
sus payments (DVP).

128. A representative from sub-group two countries explained
briefly the current state of capital market development in their
group of countries. Their countries are heavily dependent on
foreign sources of financing to fund their economic develop-
ment. The loans extended by the local commercial banks to the
corporate sector are limited and they have to obtain funds mainly
from internal sources. The governments and the state enter-
prises compete for funds from the domestic market and this
has crowded out private sector borrowing. The governments
issued treasury bills and government bonds mainly to finance
their budgetary deficits. The equity market exists only in Viet
Nam. Lao PDR and Cambodia are still in the process of con-
ducting feasibility studies in setting up the market. This group
of countries which are still in the transitional stage, the capital
market development policies should focus on the following: (i)
removing obstacles through banking reforms and privatization
exercise; (ii) having legal infrastructure in place; and (iii) es-
tablishing market infrastructure such as credit rating agency,
centralize registrar, C&S system and institutional settings like
securities commission and institutional investor.

129. Participants from each of the countries from Group C
gave a brief presentation on the current state of capital market
development in their own country, the existing problems and
measures taken and the future plan to develop their capital
market. In the case of Indonesia, its capital market is growing
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steadily and is playing an important role in mobilizing long-
term financing for the government as well as for the corporate
sector. The government has established the Indonesia Blue Print
Capital market 2000-2004. Various measures to improve the
functioning of the market have been introduced such as im-
proving the infrastructure, strengthening the legal framework,
building up institutional framework, introducing new products
and instruments and restructuring the banking system. The chal-
lenges facing the Indonesian authorities in developing its capi-
tal market are plentiful, such as for strengthening the rules,
regulations and the legal framework; improving the fiscal and
monetary policy to create a conducive environment for the de-
velopment of the Indonesian capital market; strengthening the
capital market to compete in the global market; developing the
bond and derivative market; and boosting domestic investors
participation in the capital market.

130. Capital market development in Thailand is progressing
steadily. The equity market has become an important source
of funds of private firms in the economy after the financial
crisis. The secondary market for government bonds is well
developed but the corporate bond market is less developed.
The Thai Authority has taken various measures to develop
the government bond and the corporate debt markets. To de-
velop the equity market, the government has encouraged and
expedited the privatization of state enterprises to increase trad-
ing activities and market capitalization. The government re-
duced corporate tax to listed companies to 25 per cent as
against 30 per cent for non-listed companies. Following the
global economic slowdown which affects the performance of
listed companies, the Thai government and regulatory bodies
implemented several measures affecting supply, demand and
market infrastructure to boost the equity market development.

131. In the case of the Philippines, its capital market has grown
steadily from its developmental stage after the lifting of the debt
moratorium in 1993. The country has low saving rate and low
earning levels, which affect the breadth of credible lenders in the
capital market. While there is an adequate number of buyers/
borrowers, there are not enough lenders, particularly for the long-
term market. With a lack of alternative sources of funds to tap
into, investors in long-term projects/investments turn to banks or
to the international capital markets for their sources of financ-
ing. Despite the inadequacies, the market capitalization of the
Philippines equity market has increased significantly. The do-
mestic bond market is dominated by government securities, which
may be attributed to the widening of its fiscal deficits. Compared
to GS, there is a dearth of issuance of private debt instruments
and this generally limited to a handful of blue-chip corporations.
The derivative market is also negligible. The government is look-
ing into various measures to establish a more vibrant and effi-
cient capital market by imposing diverse reform measures.

132. Capital market development in Viet Nam is still in its in-
fancy. In July 2000, the Ho Chi Minh Securities Trading Cen-
tre (STC) was launched. Stocks and bonds are issued but in the
absence of an organized securities trading center, there are no
secondary markets for these instruments. The debt instruments
market consists mainly of a primary market in treasury and a
few government and special purpose bonds. Public investors in
joint stock companies and enterprises, which recently issued
equities, also hold shares. In the informal market, there are 50

kinds of shares traded daily. The STC market was faced with
many difficulties such as small quantity of traded securities
and limited kinds of securities, unusual fluctuation of stock
prices, state unsynchronized management and lack of informa-
tion. In summary, the capital market in Viet Nam exists with
many difficulties and obstacles.

133. Capital market development in Cambodia is in the pre-
paratory stage. The Royal government of Cambodia has cre-
ated a Securities Exchange Regulatory Working Group to
prepare a feasibility study to establish a Securities and Ex-
change Commission at the end of 2000. There was a consid-
erable debate, however, on the implementation and timing for
developing the capital market in Cambodia. With the present
weaknesses in the laws, lack of adequate accounting, legal
and financial infrastructure, absence of institutional investors
will hamper the development of capital market in Cambodia.
Therefore, Cambodia needs to improve the basic infrastruc-
ture for the financial sector, including stronger legal rights
for creditors and shareholders, better information, disclosure,
and supporting public and private institutions. Nevertheless,
the Prime Minister of Cambodia has established the Securi-
ties and Exchange Regulation Working Group on 5 July 2000.
The working group is given the responsibility to research and
draft sub-degrees and laws on stocks, bonds and securities
markets for Cambodia.

134. Capital market development in Lao PDR is still in its pre-
paratory and infancy stage. The financing of the economy is
through the budgetary process and also through bilateral and
multilateral loans. The government issued treasury bills to meet
its short-term funding requirements. The private sector’s main
source of financing is through the banking system.

Conclusion

135. Dr. Subarjo Joyosumarto, Executive Director of the
SEACEN Center concluded the seminar by thanking all par-
ticipants and speakers. He believed that the seminar has fully
met its objectives to enhance participants’ conceptual under-
standing and practical skills in capital market development and
at the same time provide a forum for knowledge dissemination,
exchange of views and discussion on country experiences. He
believed that seminar has provided an in-depth knowledge and
learning experience for participants to discuss conceptual and
practical policy issues involved in capital market development
particularly the development of the bond market. Participants
were given the opportunity to present their country reports and
at the same time exchange views with one another and have
interactive discussions with the resource speakers. This would
sharpen participants understanding and intellectual knowledge
on the subject. He thanked the resource speakers from the
academia, government agencies, multilateral institutions and the
private sector for imparting and sharing their valuable knowl-
edge and expertise at the seminar. He congratulated all the par-
ticipants and resource speakers for conducting a very fruitful
and successful seminar, judging from the active open discus-
sions and exchange of views during the five-day seminar. Lastly,
he also thanked the ADB Institute and the SEACEN Center of-
ficials for their dedication and tireless effort in making the semi-
nar a success.
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