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single monetary policy and the creation of a unified money market in the Eurozone. 20 

TARGET2 started to replace TARGET in 2007, which is also an interbank RTGS payment 

system for the clearing of cross-border transfers in the Eurozone. It supports the European 

monetary policy and the functioning of the euro money market. TARGET2 is mandatory 

within the Eurosystem (The ECB and Eurozone national central banks) for the settlement of 

any euro operations. TARGET2 is also available to non-Eurozone members to facilitate 

settlement in euro transactions.  

In 2008, the Single Euro Payments Area (SEPA) became operational to integrate Euro 

dominated retail payments across the region. SEPA aimed to enable cashless euro payments 

from a single bank account or payment instrument to any party located in the EU. Since then, 

SEPA introduced common instruments, practices and standards, and inter-operability of retail 

payment infrastructures. In 2011, SEPA payments replaced national payments in the Eurozone. 

In 2013, the ECB announced the launch of the Euro Retail Payments Board (ERPB) to replace 

the SEPA Council, to foster development of an integrated, innovative and competitive market 

for retail payments in euro in the EU.  The SEPA has been recently extended to payment 

service users and providers in non-Eurozone members for euro transactions.21   

TARGET to Securities (T2S) by Eurosystem aims to provide a single European 

platform to settle securities both in Euro and other currencies. The system harmonized services 

and prices of all participating CSD’s and removed barriers to cross-border clearing and 

settlement with harmonization of common processes in these post-trade services. By 2018, 23 

European CSDs, covering 21 EU markets are expected to have connected to the T2S platform, 

for both securities and euro cash settlement. In capital markets, T2S will improve economies of 

scale and liquidity and reduce settlement risks as it will use central bank money. T2S 

initiatives are led by the European Commission, the European Securities and Markets 

Authority (ESMA), and the Association for Financial Markets in Europe (AFME) and 
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channels.87  Growth of institutional investors (such as investment funds, insurance firms and 

pension funds) is critical to increase equity market liquidity and provision of long-term capital. 

However, banking, insurance and pension regulations should be reviewed to avoid the risk of 

cross holdings and other negative effects on equity markets. 88  Third, tax policies should 

encourage investment into equity markets with reduced compliance costs. Fourth, home bias in 

investments, especially in developed countries can be reduced by fewer limits on institutional 

investors to buy foreign assets. For this purpose, instruments to hedge foreign currency risks 

are crucial for cross border transactions. In general, policies to improve macroeconomic 

stability and financial markets, strengthen regulatory and supervisory frameworks, promote 

investor protection and dispute resolution mechanisms also contribute to equity market 

development. It is also important to avoid large capital controls but also to manage the risks of 

short term capital flows.  

Finally, privatizations can accelerate stock market development but its ultimate effects 

depend on the privatization strategy, an ability to promote investor confidence and the 

perceived political/economic risks. A comparison between developing Central and Eastern 

Europe (CEE) and large emerging Asian markets suggests that large-scale privatizations in 

small and immature markets with weak regulatory structure, investor protection and 

enforcement of laws do not generate stock market development. 89  These deficiencies 

undermine investor confidence and participation into initial listings. Besides, concerns about 

the financial performance of state-owned enterprises, the possible need for large restructuring, 

and the lasting political influence in these entities after privatization reduce demand for their 

shares. Moreover, small and illiquid markets prevent investors from selling their shares back to 

the markets. This suggests that when privatizations are gradually made and supported by sound 

markets, they are more likely to contribute to stock market development.  
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It should be noted that stock markets are subject to lower economic thresholds 

compared to bond markets, and setting up national stock markets is relatively easier. This 

contributed the existence of many small and illiquid markets around, while most of these 

exchanges cannot self-sustain their operations: Despite reform efforts, these markets become 

cumbersome on public finances, some under risk of closing. In this case, regional integration 

can transform these markets to be more efficient parts of a larger market.90 Even developed 

markets can expand their reach by cooperating with smaller exchanges. Developed markets can 

also merge among themselves to improve competitiveness, reduce costs, attain larger market 

share, expand to new asset classes, form niche markets, and extend geographical reach—even 

in multiple time zones.  

 

Corporate Governance and Equity Markets 

 

Corporate governance is also closely related to business environment, economic growth 

and international trade as well as equity market development. Econometric evidence suggests 

that sound corporate governance, transparency and investor protection can foster development 

of stock and bond markets and resilience to external shocks.91 Capital market development 

mainly relate to two types of corporate governance. In concentrated ownership (insider 

system), ownership and voting power are concentrated, while businesses are owned by 

holdings, families, or cross shareholdings among multiple companies. In this system, close 

relations with banks or bank ownership of corporate shares are common. Capital markets in 

insider systems are less developed due to bank domination and confidentiality of relations 

between banks and firms, which contradicts with transparent markets.92 Mostly used in Europe 

and Asia, insider systems benefit from stronger control and monitoring and solve principal-
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agent problems better by separating ownership and control. Concentrated ownership increases 

their ability to make longer commitment in investments but reduces their potential to diversify 

firm risk among diverse investors and to receive a lower cost of capital.93 Disciplinary effects 

of markets by the possibility of takeover are likely to be less effective under concentrated 

ownership. 

Dispersed ownership (outsider system) spreads corporate ownership to a wider investor 

base and improve liquidity of the firms, which is crucial for development and innovation.94 

Dispersed system is practiced in the US and UK, as it benefits from diluted ownership and 

lower cost of equity capital. Dispersed systems can suffer more from principal-agent problems, 

especially when the interests of many investors and management diverge. This situation may 

lead to prioritization of short-term benefits over long-term productive investments. These firms 

need to improve monitoring and firm performance.95 Under outsider systems, capital markets 

place disciplinary effects on owners and managers more easily since takeovers and removal of 

inefficient management are more likely.96  

It should be noted that globalization, liberalization of capital flows and international trade 

transform the business environment for firms and lead to some convergence between two 

systems. As the risks of over-reliance on bank lending becomes more apparent, more firms 

consider raising equity capital, whether they have concentrated or dispersed governance. To 

comply with improving laws and benefit from reputational effects, firms started to focus more 

on quality reporting and disclosure standards, transparency, investor protection, monitoring 

and cross-border partnerships regardless of their corporate governance. These trends reduced 

the difference between insider and outsider systems as concentrated ownerships recognize the 
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importance of shareholder rights and transparency, and dispersed systems put greater focus on 

powerful monitoring and recognizing the value of long-term investments.97 

 

Bond Market Development 

 

Well-developed bond markets provide alternative financing to governments and firms, 

reduce currency and maturity mismatches between assets and liabilities, and enhance fiscal and 

monetary policy management. For investors, they can provide stable income, guaranteed 

returns at the maturity and serve as collateral. For these reasons, bond markets developed 

substantially during last decade (Figure 1): Global outstanding public debt securities increased 

from $23 to $58 trillion, private debt securities from $19 to $31 trillion and financial 

institutions’ debt securities from $38 to $60 trillion between 2005 and 2014. In 2014, bond 

issuance exceeded $69 trillion of equity market capitalization and $76 trillion of outstanding 

loans.98 Since the 2008 crisis, low interest rates, quantitative easing, and reducing returns lead 

investors to high returns to emerging bond markets with strong economic fundamentals.  

However, bond market development is more complicated than stock markets, as the 

minimum threshold size for viable bond markets ($100-200 billion) is an order of magnitude 

greater than stock markets ($15-20 billion). Moreover, bond markets are harder to set up and 

operate for multiple reasons. First, bond markets are less transparent than stock markets: 

Secondary bond markets are mostly OTC markets, in which bids are not centrally posted and 

same bonds can be sold with different prices to different customers by dealers. On the contrary, 

stock markets have prices posted electronically, visible to all buyers and sellers. Second, bond 

markets are less liquid than stock markets: Bonds are more diverse than stocks as they are 

issued and traded in much higher amounts, with varying prices, yields, maturities, and currency 

denominations. Therefore, they are traded less frequently, while trade of bonds generally 
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declines significantly days after issuance. Unlike stock markets, liquidity is a bigger problem 

in bond markets without steady buyers and sellers every day for many type of bonds. Third, 

financial intermediaries play bigger role in bond markets: Due to their large variety in type, 

price, yield, amount and currency denomination, bonds are mostly traded in over-the-counter 

(OTC) markets, where dealers perform crucial roles. They act as market makers, find 

counterparty for buyers and sellers and set prices, while making income from bid-ask spreads. 

In various countries, efforts have been made to move secondary market activity to electronic 

platforms; however, the wide variety of bonds would require more sophisticated and expensive 

systems than stock markets. Therefore, this improvement has been gradual while its future is 

unknown.   Fourth, bond markets rely more on institutional investors: Sale in primary and 

secondary markets are mostly done to large financial corporations or institutional investors 

(such as pension, insurance and investment funds) while retail investors have very limited 

access.  

In general, economic development and size of the economy have a positive relation with 

bond market development,99 which is strongly linked to macroeconomic fundamentals. In this 

context, inflation, interest rate, and exchange rate stability is crucial to minimize volatility in 

bond market returns and improve liquidity. Interest rates directly affect bond prices and cost of 

capital for governments and firms, while inflation affects real interest rates and return structure 

of bonds. Exchange rate stability is crucial for bond markets since they impact relative return 

of local currency bonds compared to FX-based investment instruments. Moreover, 

depreciations can create macroeconomic imbalances, impact business environment, increase 

solvency risks of governments and firms, trigger outflow of capital and increase cost of 

borrowing from bond markets. However, fixed exchange regimes can also reduce investor 

confidence if macroeconomic fundamentals are not strong enough to maintain the rate in the 

long term. Indeed, countries with a more fixed exchange regime tend to have smaller domestic 
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currency bond markets and larger foreign currency markets. 100  As a result, most research 

indicates that greater exchange rate flexibility and deeper derivatives markets for hedging 

currency risk are essential to boost domestic bond markets and reduce vulnerability to global 

financial conditions.  

 On a macroeconomic basis, monetary and fiscal policies affect bond markets—especially 

local currency bond and government bond markets. Improving bond markets can be 

challenging for developing and less developed countries since it requires coordination between 

monetary policy, fiscal policy and public debt management as well as government cash 

management and central bank liquidity.155 Fiscal policy is endogenous to development of 

government bond markets, since governments can issue debt to create resources for public 

spending or to finance fiscal deficits, with implications for inflation, investments and liquidity. 

Fiscal policy also affects corporate bond market development more indirectly through inflation 

and macroeconomic stability. In monetary policy, government securities are important for 

indirect monetary operations and they facilitate monetary policy transmission by providing a 

risk-free yield curve and integrating various segments of the financial market. States can offer 

government bonds in primary markets to raise funds, while these bonds can be traded in 

secondary markets by central banks as a part of open market operations. That way, central 

banks need less direct controls to conduct monetary policy (such as reserve/liquidity 

requirements, interest rate controls or credit ceilings that can cause financial disintermediation, 

reduced private savings and investments). In addition, government bonds are important for 

interbank collateralized lending, which eases liquidity management for banks and reduces the 

need for central bank interventions. 

In addition, bond markets require well-functioning money markets, derivative markets and 

repo (repurchase) markets. Deeper derivative markets for hedging currency, interest rate and 

credit risks are essential to boost domestic bond markets, and reduce expected borrowing costs 
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and risks. Dealers also use repo to fund their bond inventory. Bond markets are also affected 

by technology and links to payment and settlement systems, financial reporting standards and 

the investor base. A diverse investor base such as banks and institutional investors (such as 

pension, insurance and investment funds) is crucial to promote demand for different types of 

bonds. Business cycle and recessions also lead to higher credit risks in bond markets.  On the 

other side, well developed bond markets are also crucial for economic and financial stability 

since they reduce currency and maturity mismatches between assets and liabilities of 

governments and firms, provide them with market-based borrowing options to finance 

expenses, and reduce risk of economic distress.  

 

Bond Markets and Regionalization 

 

Larger and deeper bond markets reduce cost of domestic capital and dependency on 

banking sector for loans. Meanwhile, small markets suffer from illiquidity and shallowness, 

which cause price volatility, and the exit of buyers and sellers. Amounts raised in these 

markets can be too small to attract issuers and investors. If the size of economy and financial 

sector are insufficient to develop bond markets, regional integration can be a solution to reach 

the threshold market size. Regional markets can accommodate more sectors and firms, gather a 

larger savings pool to borrow from and promote lower cost of capital and more capital 

accumulation. Sharing costs of trade platforms reduces unit costs in larger scale markets. 

Expansion of scale and scope promotes diversification of issuances across different maturities 

and types. Liquidity of local bonds can also improve when they are placed into regional bond 

indices. Macroeconomic coordination and oversight can lead to more sustainable and 

transparent debt management and issuance strategies across the region with supporting 

institutional and regulatory development.   
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THE EU CAPITAL MARKETS  

 

Initiatives on the EU capital markets integration 

 

Integration of the EU capital markets started with adoption of the White Paper on 

completion of the internal market in the mid-1980s. In 1993, the EU adopted the Investment 

Services Directive (ISD) and allowed the access of investment firms to stock exchange 

membership and financial markets in host countries across the EU if they are authorized to 

provide services in their home member state and meet certain other criteria. In 1997, the 

Directive on Investor Compensation Schemes was adopted, which protects investors by 

providing compensation if an investment firm fails to return the investor’s assets. The directive 

did not cover investment risk (such as loss of stock values) but did cover administrative 

malpractice, fraud or operational errors. The launch of the euro and Financial Services Action 

Plan (FSAP) became other milestone of integration. FSAP aimed to reduce regulatory 

obstacles to cross border investments with adaptation of 42 regulatory measures between 1999 

and 2004.101 It focused on promoting a single market for wholesale financial services, open 

and secure retail markets and providing necessary prudential regulations and supervision. After 

the FSAP, mergers and acquisitions accelerated among domestic financial institutions and 

across borders. Banks from West Europe expanded to Central and East Europe (CEE) and 

became more internationalized than US banks.102 FSAP was followed by the EC White Paper 

on Financial Services Policy between 2005 and 2010, which focused on regulatory and 

supervisory framework as well as enforcement of existing regulations.  

In 2001, the Committee of European Securities Regulators (CESR) was established as 

an independent organization, with high-level representatives from the national public 

authorities. Its goal was to improve coordination among securities regulators, prepare a draft 
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plan related to operation of securities markets and provide recommendations to the EC. In the 

European Parliament resolution of 2002, the CESR was also described as institutionalization of 

the regular dialogue between European supervisors in the securities supervision.103 Moreover, 

this approach was also recommended for insurance and pension funds sectors to guarantee a 

proper institutional balance in supervision of multiple financial sub-sectors. The CESR, with 

participation of the European Central Bank (ECB) and European System of Central Banks 

(ESCB) would also monitor systemic risks, while the new framework would permit 

establishment of links between banking, insurance and securities supervision. 104  In 2003, 

Market Abuse Regulations (MAR) were adopted to reinforce market integrity, harmonize 

market abuse rules and ensure transparency and equal treatment of market participants. The 

MAR prohibited market manipulation and insider dealing and facilitated stronger exchange of 

information between national authorities. 

Other regulatory improvements in integration of the EU financial markets include the 

Markets in Financial Instruments Directive (MiFID) and the EU Securities Law. In 2007, 

MiFID replaced the EU Investment Services Directive (ISD), which granted passport for EU 

securities firms, with licenses issued by their home states, (brokers, asset management, 

investment funds etc.) to conduct cross-border operations anywhere in the EU.  MiFID retained 

the EU passport of the ISD and focused on supervision of investment firms by their home 

states as well as increasing competition and customer protection in investment services. Other 

supportive EU directives on prospectus and transparency requirements and market abuse have 

also been introduced, to complement the MiFID. In 2009, the Recommendation on Simplified 

Withholding Tax Relief Procedures was issued, which allowed investors residing on one EU 

state to claim relief from withholding tax on securities income received from another Member 

State. 
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In 2011, the European Securities and Markets Authority (ESMA) replaced the CESR. 

Under the European System of Financial Supervisors, ESMA has been working on securities 

legislation to improve the functioning of the EU financial markets and cooperation between 

national authorities. Strengthening investor protection and regulation of credit agencies to 

address problems in credit assessments were among other tasks of ESMA. In addition, the EU 

Alternative Investment Fund Managers’ Directive was introduced in 2011 to set the regulatory 

framework for alternative investment funds, including hedge funds and private equity.  

In 2014, the EU has adopted a regulation on PRIIPs, (Packaged retail investment and 

insurance products) which obliged seller of these products to provide investors key information 

documents to investors. This regulation was especially important since it covered retail 

investors (individuals and households) who save for a specific objective such as education of 

housing.  

Again in 2014, the European Parliament approved the updated version MiFID II, and 

accompanying MiFIR (Regulation on markets in financial instruments) to be implemented by 

the EU member states by January 2018. MiFID II aims to address weaknesses in governance 

and risk management of financial firms to reduce systemic risks as well as stronger investor 

protection. 105  MiFIR established comprehensive rules for a broad range of financial 

instruments and introduced uniform requirements on transparency of orders and transactions. 

Trading of financial instruments are to be carried out on organized and appropriately regulated 

venues as far as possible. 106  The legal environment in T2S will also benefit from the 

harmonization of the rules applicable to the transfers of securities that the future EU securities 

law legislation is expected to bring about. The same year, Markets in Financial Instruments 

Directive (MiFID II) and some other regulations gave more powers to the European Securities 
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and Markets Authority (ESMA) and the European Insurance and Occupational Pensions 

Authority (EIOPA) on investor protection.107   

In 2015, the Securities Financing Transaction Regulation was adopted to address risks 

in securities lending and repurchase agreements as these should be reported to trade 

repositories and investors in collective investment schemes. The EC and European Systemic 

Risk Board also assess issues with market liquidity, interconnectedness and intermediation 

activities. Efforts continue to improve micro prudential (capital/liquidity requirements on 

financial institutions) and macro prudential (cyclical dynamics, sector/systemic risks, linkages 

among different parts of financial system) oversight. In September 2015, the European 

Commission adopted the “Action Plan on Building a Capital Markets Union” (CMU) to 

establish the main elements of an integrated capital market in the EU by 2019. CMU 

complements the banking union as well as other regulatory and financial reforms and its action 

plan contains more than 30 actions and related measures, which focus on:108 (i) providing more 

funding choices for businesses and SMEs; (ii) improving regulations to promote long-term and 

sustainable infrastructure investments; (iii) diversifying investment choices for retail and 

institutional investors; (iv) enhancing banks’ capacity to lend 109  as banks are important 

investors and intermediaries in capital markets; (v) evaluate the possibility for member states 

to benefit from local credit unions, which are not subject to EU's capital requirements for 

banks; (vi) establish a pan-European covered bond market; (vii) promote development of 

capital markets in all member states; (viii) work with the European Supervisory Authorities to 

strengthen supervisory convergence; and (ix) address obstacles to CMU from divergent 

national laws such as tax and securities laws, insolvency and other issues.  
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Equity Markets in the EU 

 

According to the CMU Action Plan, EU capital markets still have much room to 

develop. Despite the size of the Europe’s economy is as large as the US, its equity markets are 

less than half the size, and its debt markets less than a third. The gap between member states 

are even bigger than the EU and the US. Despite strong growth, EU equity markets are almost 

half as large as of the US as a percentage of GDP, while private equity markets also indicate 

the same situation. Between 2010 and 2014, the EU stock markets represented 64% of the 

GDP on the average, which was 127% for the US, 84% and 76% for Japan.110 Still, EU stock 

markets have been growing since the 1990s with vulnerability to crises as total EU stock 

market capitalization grew from €1.3 trillion (22% of GDP in 1992) to €8.4 trillion (64% of 

GDP in 2014).111 Total size of EU equity markets is also smaller than bank loans and bond 

markets as a share of GDP: According to the averages between 2010 and 2014, bank assets 

reached 316% of the GDP, while this was only 11% for the US, 256% for China and 187% for 

Japan.112 In connection, the same averages for the EU government and corporate bond markets 

(together) was  81% of the GDP, which was 114% for the US, 25% for China and 198% for 

Japan.113 

Low stock market capitalization in the EU compared to its peers such as the US, Japan 

or China reflect the fact that EU capital markets remained fragmented in terms of development 

level, and with different platforms and systems and limited interconnectivity. As can be seen in 

Figures 24 and 25, this fragmentation is visible as capital markets grew in mainly larger and 

developed states, attracting listings from firms in countries with less developed financial 

systems.  Developmental differences between European stock markets are substantial: In 2015, 
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stock market capitalization to GDP for member states ranged between 132% (Denmark) to 5% 

(Latvia) according to the World Bank GFDD (Global Financial Development Database) data. 

Expectedly, the most capitalization was observed in developed countries such as the UK, 

Belgium and Netherlands, but market capitalization in some other developed countries like 

Germany, Italy or Austria did not exceed 50% of GDP.  In addition, stock market 

capitalization of developed countries generally improved only slightly since the 2009 crisis, 

while countries with smaller markets (Greece, Cyprus, Croatia, Central & Eastern Europe) still 

remain below 2009 levels.  

 

 

Figure 24 - EU Markets - Stock Market Capitalization to GDP       

    

   Source: IMF and World Bank databases 
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Figure 25 - EU stock markets’ correlation with Regional Stock Index  

 
Source: IMF and World Bank databases 

 

 

Besides vulnerability of stock markets and IPOs to crisis, this decline is also caused by 

the high cost of listings, especially related to compliance costs, disclosure requirements and 

audit fees. These inefficiencies raise the cost of capital and make equity markets less reachable 

to smaller companies. Indeed, listing costs account for 10-15% of proceedings in IPO’s below 

€6 million and for 3-8% for IPO’s above €50 million.114 Indeed, the cost structure in financial 

markets of the EU generally favors use of bank loans over equity markets. However, the 

initiatives are taken to expand equity markets: Markets in Financial Instruments Directive 

(MifID II) access of small and medium firms to the equity market is encouraged under specific 

“SME Growth Markets” under regular exchanges. The CMU action plan also focuses on 

easing costs and regulatory and administrative requirements for businesses and investors across 

the region to promote the use of stock markets.  

On the demand side, European investors are more risk averse and less willing to invest 

directly in financial markets. In the Eurozone, institutional investors are the main holders of 

equity as of 2014; banks hold only 5% of their assets in equity and investment fund shares, 

                                                
114 EU IPO Task Force 2015 



 207 

while insurance firms hold 10%, pension funds hold 11% and investment funds hold 15% of 

their assets in equity. 115 Household entrance in stock markets declined from 25% to 23% of 

their total assets between 2004 and 2014,116 as most of their assets are allocated to non-risky 

investments such as pension and insurance products or currency and deposits.  Entering equity 

markets is expensive not only for listing firms but also for investors since accessing 

information on the creditworthiness of especially smaller firms is costly. Finally, securitization, 

which can utilize securities and improve demand for these products, is also costly and 

regulations prevent this market from further growth. Lack of transparency and weak 

enforcement deter investors from securitized products. 

Other factors that can help EU stock markets’ development can be summarized as 

follows: reduction of transaction costs; adjustment in relative tax treatment of financial assets; 

promoting entrepreneurial culture; stronger enforcement; and insolvency frameworks. 

Spillover effects across sectors, such as the effect of bank capital requirements on capital 

markets, should also be considered.  

In addition, EU stock market development showed vulnerability to crisis: Between June 

2007 and March 2009, Eurostoxx 600 index lost 60% its value and did not recover to the 2007 

level until 2015 due to economic recession and banking sector problems. Recession in Europe 

triggered a large decline of economic activity, which reduced profitability and growth potential 

for both financial and real sector companies. By 2015, the Eurozone GDP growth would rise to 

only 1.6%, while such a low rate was not sufficient to trigger larger inflation. The consumer 

price inflation (HICP) rose only by 0.2%, lower than 2% target of the ECB. Therefore, the 

number of firms that could enlist and generate sufficient demand in stock markets declined 

strongly. After 2007, delayed economic recovery and ongoing low inflation in the Eurozone 

undermined investor confidence in the future potential of the markets since the economic 

outlook is linked to performance of listed firms and investor sentiment. Since then, European 
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stock markets were hit hard by the ongoing banking sector crisis and expedited restructuring of 

weak banks by introduction of higher capital and liquidity requirements and initiation of 

resolutions. The banking sector represented a significant amount of EU stock market 

capitalization and failure of many banks to pass stress tests, the resulting need to raise liquidity 

and capital, and resolution of some other banks triggered decline in banking sector shares. 

Between July 2007 and March 2009, the EuroStoxx 600 Bank Index declined by 80% and 

could recover to only 40% of the July 2007 value by 2015. The decline was mainly due to fall 

in the stock markets in Greece, Italy and Spain, 117 which had among the most problematic 

banks. In this context, the development of stock markets is strongly connected to structural 

issues mentioned above as well as strong recovery of the banking sector and economic activity 

after the crisis. 

In terms of integration, the integration among the EU stock markets is improving but 

they still remain fragmented. As can be seen from Figure 6, the most correlated markets to a 

Pan-European stock market index are the most developed ones. The recent crisis in economic 

and banking sectors also played a role in the slowdown of integration as stock market 

capitalization remained limited in many countries. Moreover, small markets have lost listings 

to developed markets due to their under-developed regulatory and institutional frameworks and 

lack of liquidity. In terms of infrastructure, cross-border integration among trading venues 

progresses very slowly, and markets still remain fragmented along national borders. The low 

level of participation in equity markets of household and some institutional investors, such as 

insurance and pension funds also weighs heavily on the integration process.118 Cross-border 

issuance of and investment in equities are still costly, while regulations, tax treatment, listing 

and compliance costs, investor protection, insolvency and enforcement rules still vary across 

countries.   

                                                
117 MSCI share Price Indices, graphs from Morgan Stanley Capital International  
118   https://www.ceps.eu/system/files/Capital%20Markets%20Union_1.pdf 
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Equity markets need to address certain other issues to expedite regional integration. 

Tax treatment of equity and debt financing also indicate a bias toward debt. In most EU 

countries, corporate tax systems favor debt over equity, while the cost of equity capital was 45% 

higher than cost of debt due to taxation differences. However, higher leverage made European 

firms more susceptible to crises.  There has been also a strong home market bias in equity and 

bond markets; as of 2014, 64% EU equity holdings were of domestic origin. The lack of 

harmonization of company law, insolvency law and comparable information on firms reduce 

cross border access to equity markets. In general, corporate governance in the EU is mainly 

concentrated, so managers and owners may be more unwilling to share control across borders.  

 

EU Bond Markets 

 

Like stock markets, bond markets across the EU also indicate developmental problems. 

At a first glance, total size of the EU bond markets is larger than the stock markets with a total 

of 163% of GDP,119 while most of the issuance is made by financial institutions (82% of GDP), 

followed by government bonds (69%) and corporate bond markets (12%). Issuance of bonds of 

all types (public, private, local or foreign currency, domestic or cross border) increased over 

last decade, between 2006 and 2015. (Figures 26-28) However, development of EU bond 

markets still remains below peers such as US and Japan, due to high fragmentation across 

national bond markets and insufficient development of regulatory, institutional and 

technological infrastructure. 

 

 

  

                                                
119 2010-2014 average, Diego Valiante; “Europe’s Untapped Capital Market: Rethinking financial integration after the crisis”., 

European Capital Markets Institute, 2016. 
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Figure 26 - EU outstanding cross border and domestic bonds (USD Mil) 

 
Source: IMF Data 
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Developmental differences among European bond markets are also remarkable across 

the sub- regions. West Europe is the strongest bond issuer of all types, and Northern Europe 

has highest outstanding cross-border bonds, mostly issued by the private sector and the UK.  

In Southern Europe, both public and private local currency outstanding debt increased 

since the crisis, consistent with their governments and firms’ needs to raise funds under global 

and banking sector crises. The debt issuance in CEE (Central and Eastern Europe) is minimal 

Figure 28 - EU outstanding public and private foreign currency bonds (USD Mil) 

 
Source: IMF Database 
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Figure 27 - EU outstanding public and private local currency bonds (USD Mil) 

 
     Source: IMF Database 

 -

 2,000,000

 4,000,000

 6,000,000

 8,000,000

 10,000,000

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

EU Non-public LCU debt outstanding

WEST CEE SOUTH NORTH

 -

 2,000,000

 4,000,000

 6,000,000

 8,000,000

 10,000,000

 12,000,000

 14,000,000

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

EU Public LCU debt outstanding

WEST CEE SOUTH NORTH



 212 

compared to other sub-regions. As of Q1 2016, 54% of issuance in Eurozone is made by 

governments 40% by financial institutions and only 6% by non-financial corporations. 120 

 Both public and private bond issuance concentrated on local currency bonds in the EU, 

since other markets for high yield bonds, levered loans, securitization or private equity are 

underdeveloped in EU member states. 121  Outstanding public local currency bonds almost 

tripled between 2006 and 2015 with governments’ increasing funding needs to bail out banks 

and to stimulate the economy in the face of deepening recession. After Western Europe, bonds 

were mostly used in Southern Europe, which suffered both from banking and sovereign debt 

crises deeply after 2008. The banking crisis also affected sovereign debt markets since banks 

were also issuers of debt and government-bank relations have been very close in the EU. As 

the yields of the bank bonds rose (and prices fall) due to crisis and investor confidence, 

sovereign bonds were affected and followed the pattern. The ECB’s quantitative easing and 

reduction of interest rates to the negative zone (to stimulate the economy) also hit the bond 

markets. By the last quarter of 2015, the gap between the two-year US and German bonds 

reached to 135 basis points, the highest in nine years. Before that, the total amount of negative 

yielding bonds had already increased from €1.4 trillion to €2 trillion during Q3 2015 in the 

Eurozone. Yields of German sovereign bonds, which are the benchmark for the EU, also were 

pushed to the negative zone as Germany’s bonds with maturities up to 2020 had lower yields 

than the deposit rate of -0.2% at the time. EU bond markets remained fragmented and under-

develop for various reasons: On the supply side, firms mostly prefer financing by bank loans 

with relation-based services (as stated in concentrated corporate governance-sub section 

VIII).122 This led to the EU’s CMU initiatives to promote issuance in debt markets. As of 2015, 

EU monetary and financial corporations had the largest amount of outstanding bonds, followed 

                                                
120 https://www.blackrock.com/corporate/en-us/literature/whitepaper/viewpoint-addressing-market-liquidity-euro-corporate-
bond-market-2016.pdf 
121 European Commission, “Acting Plan on Building a Capital Markets Union” Sep 30, 2015 
122 Since the crisis, reliance on dominant banking sector lending negatively affected the EU’s growth and recovery; banks 

couldn’t provide stable funding to economy when economic activity weakened and credit risks increased. EU banks reduced 
cross border activities since their asset quality eroded with non-performing loans and heavy exposure to sovereign debt, which 
led to decreased lending. Cross border lending in the EU declined in absolute and relative terms as banking sector activity 
migrated back home jurisdictions as they increasingly invested in home country sovereign bonds. (Battiisini et al (2013) 

Schoenmaker et al (2013)) This led to the EU’s CMU initiatives to promote issuance in debt markets  
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by governments (€10.8 and €6.9 trillion respectively).123 The crisis also played a large role to 

increase issuance in financial corporations, as they turned to bond markets for their increasing 

funding needs.  Raising government debt (86% of GDP in 2014)124 mostly resulted from fiscal 

stimulus to counterbalance the downward effect of the subprime crisis. Corporate bonds stand 

very low compared to these two groups, only €1.8 trillion. Among the firms, only 4% of large 

companies and 1% for medium- and small-sized firms issue bonds in the EU.125  

 

On the demand side, financial institutions, insurance companies and pension funds are 

the strongest investors for bond markets: As of 2014, non-financial corporations had only 4.7% 

of their assets in debt securities. Monetary and other financial institutions (including banks) 

invested about 15% of their assets into bonds, while insurance and pension firms invested 25% 

and 11% of their assets into debt securities. 126 In 2014, total assets of pensions and insurance 

funds were €15 trillion, banks €48.5 trillion and other financial institutions €31 trillion. But the 

high number of funds and small average size keep investment fund markets fragmented and 

costly across member states.127 

Other institutional investors, such as investment funds, have been important holders of 

bonds over the last years but this market is also fragmented. Transaction costs and charges to 

hold fund shares are lower in member states with large capital markets and higher in small 

ones. Besides, differing standards in regulation, documentation, marketing, tax treatment and 

fees for cross-border notifications divide the markets more as the obligation to appoint a local 

agent makes the expansion across borders harder. In terms of pension funds, private pension 

industry development diverges as it is least in CEE and highest in developed countries such as 

Denmark, Netherlands, and France. Governance by national rules also led to fragmentation and 

prevented economies of scale and risk diversification. To address these issues, EIOPA is 

working on potential regionally standardized pension products. 

                                                
123  Diego Valiante; “Europe’s Untapped Capital Market: Rethinking financial integration after the crisis”., 

European Capital Markets Institute, 2016. 
124 https://www.pwc.com/gx/en/banking-capital-markets/pdf/cmu-report-sept-2015.pdf 
125 According to ECB and EC Survey “on the access to finance of enterprises.” 
126 https://www.pwc.com/gx/en/banking-capital-markets/pdf/cmu-report-sept-2015.pdf 
127 https://www.ceps.eu/system/files/Capital%20Markets%20Union_1.pdf 
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Corporate bond issuance in Europe is mostly used by large firms, which have the 

financial strength to issue bonds in large denominations and credit ratings, which are mainly 

bought by financial institutions.128  Still, only 10% of large companies issued bonds (4% debt, 

6% mezzanine) as issuance by medium companies (1% debt, 4% mezzanine) and small 

companies remained very limited (less than 0.05%) as of 2015.129 While there are national 

initiatives to promote mid- and small-cap bonds such as securitization or pooling them into 

investment vehicles, the impact was limited. Meanwhile, private placements130 (bonds, loans, 

equity and hybrid products, issued directly to qualified market participants) can cost less than 

public offerings with flexibility of financing. This market had about €17 billion of deals in 

2014 and also remained fragmented due to the lack of a single legal framework and 

documentation standards with high compliance costs.131 Electronic trade is also widespread in 

corporate bonds as 50% of corporate bonds are traded that way by large retail and private 

banking clients trade; this led to numerous alternative electronic trade venues entering in the 

EU markets.132  

Still, EU corporate bonds are very disparate and issued and traded in in varying prices, 

yield, maturity, and currency denomination across members, which makes liquidity harder. 

Corporate bonds represent only 4% of corporate liabilities, while bank loans represent 14%,133 

compared to 11% and 3% in the US. Investors are mostly financial institutions (36%), 

investment, pension and insurance funds (34%). However, issuance of corporate bonds 

increased partly to compensate the decline in bank lending, due to ongoing sectorial problems. 

But these markets are still undermined by low standardization and price transparency.  

During the financial crisis, cross-border corporate bond holdings decreased 

substantially. Thereafter, low interest rates, expansionary monetary policy and asset buying 

                                                
128 European Commission, “Acting Plan on Building a Capital Markets Union” Sep 30, 2015 
129 European Commission, “Acting Plan on Building a Capital Markets Union” Sep 30, 2015.  
Mezzanine is hybrid of debt and equity financing. 
130 Participants arrange transaction between themselves, negotiate terms and design investment proposals, relying on private 

contract law. 
131 European Commission, “Acting Plan on Building a Capital Markets Union” Sep 30, 2015. 
132  https://www.blackrock.com/corporate/en-us/literature/whitepaper/viewpoint-addressing-market-liquidity-euro-corporate-
bond-market-2016.pdf 
133 European Commission, “Acting Plan on Building a Capital Markets Union” Sep 30, 2015 
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programs generated demand for these bonds as total issuance of Eurozone corporate bonds 

doubled to €340 billion between 2008 and 2014. Despite issuances by multinationals in the 

primary market, secondary market liquidity still dropped in 2015 due to limited standardization 

and large diversity of issues as well as withdrawal of some market makers and reduction of 

dealers’ inventories after the crisis. (The European Commission has an important role to play 

to coordinate development and widespread adoption of new and existing products to stimulate 

demand.) In this context, the prudential requirements on capital, liquidity and risky assets of 

banks caused increases in dealers’ cost and activity as liquidity providers. 134  Fragmented 

liquidity in secondary markets harms issuers and investor confidence, and it also reflects on 

primary markets. Liquidity of Euro corporate bonds are fragmented across thousands of bonds 

of varying features.  

In terms of regionalization, the EU debt securities markets have shown greater 

integration over the years, driven by wholesale dealer banks after the monetary union and EU 

financial reforms, such as FSAP. This especially applies to bonds issued by governments and 

financial institutions. However, the impact of the financial crisis on wholesale banks produced 

a reversal of capital flows and the integration process. Today, the EU markets remain 

fragmented with typically bilateral trading, low integration and efficiency. Regulatory and tax 

treatment, cost of issuance, and compliance costs also differ among members. The secondary 

markets for European credit bonds have become critically impaired due to unintended 

consequences of banking regulation and extraordinary monetary policy.135 Bank broker-dealers 

are responding to the impacts of regulation by changing their business models. As a result of 

more strict capital allocation within the banks, intermediaries shift to smaller inventories, but 

increasing turnover. Technology should also be improved in markets to enhance data 

management to identify potential holders or buyers of bonds, as well as improve connectivity 

across the markets. 

                                                
134 ECB 2014 
135 The current state and future evolution of the European investment grade corporate bond secondary market: perspectives 

from the market. ICMA Nov 2014 
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Cross-border holdings of debt securities remain lower due to other reasons. 136 

Regulatory differences such as company law, insolvency law and difficulty of exercising 

shareholder rights across borders fragment corporate bond markets across the EU. 

Inconsistencies in disclosure regimes across national regulations and diversity in application of 

withholding taxes impede development of regional bond markets. National accounting and 

reporting requirements vary across the EU as many countries provide incentives for domestic 

investments by taxation and prudential rules.  

 

 

THE ASEAN CAPITAL MARKETS 

 

 Initiatives on ASEAN Capital Market Integration 

 

The start of ASEAN financial integration is more recent than the EU, as ASEAN 

countries recognized that strengthening regional integration in trade and FDI made financial 

markets very important to transfer increasing regional savings to capital-seeking firms, projects 

                                                
136 Cross-border holdings of debt securities also remain lower than would be expected in a fully integrated market 

Figure 29- Correlation of EU countries’ 10- year bond yields to German 10-year bond yields* 

 
Correlations reflect Bloomberg’s generic tickers for ten-year bonds. 

Source: Bloomberg 
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and public institutions and mobilize funds across the borders. In 2003, ASEAN implemented 

the “Roadmap for Monetary and Financial Integration of ASEAN” (Ria-Fin), which envisaged 

integration of ASEAN financial markets in capital market development, financial services 

liberalization and capital account liberalization. For capital account liberalization, the goal is 

the gradual removal of restrictions in current account, FDI, portfolio investments and other 

flows.  

In 2004, the ASEAN Capital Markets Forum (ACMF) was established. In 2008, the 

ACMF proposed a plan to promote development of an integrated capital market. The ACMF’s 

Implementation Plan was actually comprehensive with multiple strategic goals to enable 

ASEAN issuers, investors and intermediaries to access cross-border ASEAN equity and bond 

markets by integrating clearing, custody and settlement systems. 137  Its many provisions 

included progressive liberalization; regulatory harmonization and mutual recognition; adoption 

of international standards; and sequencing of regional integration initiatives according to ease 

of implementation, market preferences and technical linkages. The plan also envisaged 

creation of regionally focused products and intermediaries to build an “ASEAN asset class” 

and to strengthen bond markets.  

In 2010, the Working Committee on Payment and Settlement Systems (WC-PSS) was 

established to foster safe, efficient and integrated payments in the region. The main goal is to 

improve PSS in five areas, namely retail payments, capital markets, remittances, trade 

settlement, and standardization. WCC adopted the Principles for Product Transparency and 

Disclosure on Cross Border trade settlements in 2015, which was implemented by Malaysia, 

the Philippines and Singapore. After 2015, WCC-PSS aims to facilitate regional linkage of 

retail, large value and settlement systems with cooperative oversight.    

Also in 2010, seven ASEAN stock exchanges (Bursa Malaysia, Hanoi Stock Exchange 

and Hochiminh Stock Exchange in Vietnam, Indonesia Stock Exchange, Philippine Stock 

Exchange, Thailand Stock Exchange and Singapore Exchange—namely ASEAN-5 and two 

                                                
137 http://www.sec.or.th/TH/Documents/Information/speeches/speech270452.pdf 
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Vietnamese exchanges) formally introduced the ASEAN Exchanges collaboration. The 

initiative focuses on harmonizing regulatory frameworks, facilitating the issuance of ASEAN 

products, cross-exchange listing of ASEAN products, and mutual recognition of capital market 

professionals.138 

In order to promote visibility of an “ASEAN asset class,” three goals were achieved 

under ASEAN exchange alliance and governance framework, initiated by ACMF’s 

Implementation Plan. First, ASEAN Stars Index was created with top 180 blue chip stocks and 

launched in 2011 to introduce an ASEAN exchanges identity. Second, data on ASEAN Stars 

were made available in FTSE ASEAN analytics. Third, the ASEAN Trading Link was 

launched in 2012, which connected stock exchanges of Malaysia, Singapore and Thailand and 

enabled investors to access these markets from one single access point. These three exchanges 

held two thirds of ASEAN market capitalization at the time.   

In 2012, the ACMF continued initiatives to facilitate multi-jurisdiction offerings of 

equity and plain debt securities.  A Memorandum of Understanding (MoU) was signed 

between the exchanges of Thailand, Malaysia and Singapore for Expedited Entry of Secondary 

Listings, which reduced the procedural time for secondary listings from 16 weeks to 35 

business days. In 2013, new disclosure standards were implemented for cross-border sale of 

investment instruments based on IOSCO (International Organization of Securities 

Commissions) standards. Additionally, International Financial Reporting Standards (IFRS) and 

International Standards on Auditing were fully adopted. Moreover, the progress of ASEAN 

bond market development, liquidity and openness is monitored by Working Committee on 

Capital Market Development by using the Bond Market Development Scorecard. 

In order to raise corporate governance standards among publicly listed companies in 

ASEAN markets, the ACMF launched the ASEAN Corporate Governance Scorecard in 2011 

based on corporate governance principles of the OECD. This is expected to enhance visibility 

of well governed ASEAN listed companies and help promotion of ASEAN as an international 

                                                
138 http://aseanexchanges.org/mediacentre/648 
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asset class. ACMF also finalized a framework for cooperation of national dispute resolution 

institutions to ensure that regional investors will be protected equally as domestic ones. The 

ASEAN Financial Integration Framework (AFIF) was adopted in 2011, to create a semi-

integrated financial market by 2020, by providing guidance on liberalization and integration 

initiatives. By this framework, each member state defines their own milestones and timelines 

since they differ in development levels. ASEAN securities regulators implemented common 

disclosure standards in 2013, which allow issuance of debt securities across ASEAN markets 

with a single prospectus. The AFIF was geared to support liberalization of financial services 

within ASEAN, infrastructure development, liberalization of capital flows, harmonization of 

payment systems and stronger regional surveillance.  

In collaboration with working committees on Capital Market Development and 

Payment and Settlement System (PSS), the ACMF also developed the blueprint to develop 

ASEAN Capital Market Infrastructure (ACMI) in 2014, especially to improve clearing, 

settlement and depository connection among ASEAN markets as well as connectivity in post-

trade transactions.     

On the demand side, contractual savings institutions (CSIs) such as pension funds, insurance 

companies or social security institutions gained importance as an investor class in the emerging 

Asia. Those institutional investors became a key factor supporting corporate bond market 

growth in Malaysia, Korea and China. This strong role of institutional investors led the ACMF 

to initiate the ASEAN Fund Passport (AFP) under ASEAN’s Collective Investment Schemes 

(ASEAN CIS). The AFP became operational in 2014 including Singapore, Malaysia, and 

Thailand. The initiative allows fund managers operating in the three nations to distribute 

qualified funds across borders to retail investors, while the cross border funds should satisfy 

certain asset and capital requirements. 139 The signatories also signed an MOU in 2013 to 

provide mutual assistance for cross-border sale of ASEAN CIS to nonretail investors. In 2015, 

                                                
139 http://www.theacmf.org/ACMF/upload/standards_of_qualifying_cis.pdf 
The requirements include assets under management at least $500 million, with five years of performance record and 

shareholders’ equity at least $1 million. Also excludes property funds or REIT’s. 

http://www.theacmf.org/ACMF/upload/standards_of_qualifying_cis.pdf
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Singapore pulled out of the agreement due to issues in standardization of tax treatment. As of 

early 2016, thirteen funds were authorized under the AFP as Qualifying CIS Securities.140  

Since regional institutional investors are very limited and cross-border penetration of 

banking is low in ASEAN, cooperation is crucial in the insurance sector. ASEAN Insurance 

Integration Framework (AIIF) aims progressive liberalization of the insurance sector especially 

in the maritime, aviation and transit sub-sectors. The principles of International Association of 

Insurance Supervisors (IAIS) are observed to enhance insurance regulation and supervision. 

Between 2007 and 2013, domestic firms accounted for more than a 50% share in ASEAN 

regional insurance sector, while foreign firms (including domestic partnerships) accounted for 

40%.  

In conclusion, the AEC blueprint 2015 aimed to achieve well integrated regional 

financial system with more liberalized capital account regimes, financial services and inter-

operational capital markets to promote greater trade and investment flows within the region. In 

the future, cross-border investment and portfolio flows are expected to grow in ASEAN. Going 

forward, the ASEAN Secretariat, in cooperation with Ministries of Finance and Central Banks 

in ASEAN, plans to further liberalize capital flow restrictions and reform the tax systems. The 

ACMF will work on coordinated supervision and enforcement to ensure that investors are 

protected from cross-border fraud and misconduct, the integrity of the market is high, and 

systematic risks are well-managed. The ACMF will also ensure that members with less-

advanced capital markets will receive technical assistance to develop capital markets and to 

build capacity for further integration. Cooperation also needs to be improved to facilitate 

technology transfer and oversight to avoid adverse economic shocks.   

 

 

  

                                                
140 Asian Economic Integration Report, Asian Development Bank (ADB) 2016.  
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ASEAN+3 Initiatives on Capital Markets 

 

There’s a significant economic interdependence between ASEAN as well as Plus Three 

(+3) countries, of which participation would increase benefits of financial integration. All these 

countries have export-oriented growth strategies, relatively high saving rates and therefore 

significant net foreign assets. Yet, development of the financial sector has not progressed as 

much as manufacturing, and the banking sector dominates financial sectors in almost all of 

them. Stock and bond markets still have substantial room to develop and expand. Capital 

markets are also not well integrated regionally, while there is significant integration with 

global markets.    

The ASEAN+3 Forum was founded to facilitate co-operation between the ASEAN and 

three East Asian countries (China, Japan, and South Korea) after the Asian Crisis of 1997-98 

led to macroeconomic deterioration, currency devaluations, and decline of stock markets and 

other asset prices across the Asia.141 In 1999, ASEAN+3 was established to restore financial 

stability and promote economic development by acknowledging that (i) emerging economies 

needed to reduce reliance on external financing by improving their financial markets, which 

would enable them to borrow in local currencies; and (ii) largely under-developed financial 

systems and the absence of a regional capital market were the main obstacles to channel 

substantial Asian savings into investments, which could stabilize the financial system.142 

After the Asian crisis, ASEAN+3 launched two initiatives: In 2000, the Chiang Mai 

Initiative (CMI) started as bilateral currency swap agreement within the group to manage 

regional short-term liquidity problems. By 2009, the CMI included 16 bilateral arrangements 

worth $90 billion among the ASEAN+3.143 In 2010, the bilateral swap mechanism was found 

ineffective and the CMI was turned into a multilateral agreement called Chiang Mai Initiative 

                                                
141 ASEAN-5 countries had their nominal GNP declined between 1997 and 1998.  
142 Since 1999, scope of ASEAN+3 expanded beyond finance to include other areas such as trade facilitation, economic 
development, poverty alleviation, labor movement, food and energy security, environment and sustainable development, and 
security cooperation etc. 
143 https://www.boj.or.jp/en/announcements/release_2009/data/un0904a.pdf 
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Multilateralization (CMIM). That year, the CMIM’s capital was drawing from a fund (pool of 

foreign exchange reserves) worth $120 billion, which was doubled two years later.144 The 

second initiative is the Asian Bond Market Initiative (ABMI), started in 2003 to improve the 

resilience of the regional financial system by promoting the development of the local currency 

bond markets as an alternative to short-term foreign currency loans. The first phase (2003) and 

second phase (2005) of ABMI focused on creation of credit guarantee mechanisms, improved 

FX settlement, and issuance of local currency bonds by multilateral development banks, 

foreign government agencies and Asian multinational corporations. It also worked on setting 

local and regional rating agencies and creating new securitized debt instruments.145 The third 

phase in 2008 focused on facilitating demand for local currency bonds, developing investment 

environment for institutional investors, regulatory harmonization, and improving infrastructure 

in bond markets.146  

In 2003, the Asian Bond Fund (ABF-1) was launched by demand from EMEAP147 

central banks. The ABF portfolio had an initial size of $1 billion to be invested in liquid USD 

bonds of major Asian economies, namely the ASEAN-5, China, Hong Kong and Korea. In 

December 2004, the second stage was launched as the ABF-2 invested in domestic currency 

bonds of sovereign and quasi sovereigns in the participating countries with a $2 billion 

portfolio. The local currency bonds in eight ABF-2 markets grew strongly as China, Korea, 

Malaysia and Singapore registered the highest growth between 2005 and 2009. As of 2015, 

total outstanding government and corporate bonds in ASEAN-5 countries came either very 

close to or exceeded $100 billion, which is the threshold for deep and liquid bond markets.148  

In parallel, the Asian Bond Market Forum (ABMF) was founded in 2010 to foster 

harmonization of regulations and market practices. The ABMF introduced the ASEAN+3 bond 

market guide in 2012, conducted studies on bond transaction flows and infrastructures and 

                                                
144 http://efsd.eabr.org/e/parthners_acf_e/RFAs_acf_e/CMIM_e/ 
145 https://www.oecd.org/finance/financial-markets/49700575.pdf 
146 https://www.oecd.org/finance/financial-markets/49700575.pdf 
147 China, Hong Kong, Indonesia, Japan, Korea, ASEAN-5, Australia, New Zealand. 
148 Local currency bond markets and the Asian Bond Fund Initiative. Eric Chan, Michael Chui, Frank Packer, and Eli 

Remolona. The threshold $100 billion mentioned in McCauley and Remolona (2000) 
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worked on harmonization of cross-border bond transactions under an international framework. 

In connection, ASEAN+3 Multi-Currency Bond Issuance Framework (AMBIF) was completed 

in 2014, a common regional bond issuance program for intra-regional issuance. As a result of 

all these initiatives, total local currency bond issuance in ASEAN-5, China and Korea rose 

from around $1 trillion in 2002 to more than $5 trillion in Q3 2011, while 60% of issuance was 

from China.   

To support the ABMI, the Credit Guarantee Investment Fund (CGIF) was established 

in 2010, to promote financial stability and long-term investments in ASEAN+3 region. The 

CGIF provides guarantees for local currency denominated bonds of the investment-grade 

corporations. The guarantees help companies to issue local currency bonds on longer 

maturities, which provide long-term financing and reduce their dependency on short-term 

foreign currency borrowing. The CGIF had $700 million of capital with contributions from 

ASEAN+3 countries and the Asian Development Bank (ADB).149 

Also in 2010, ASEAN+3 Macroeconomic Research Office (AMRO) was established as 

a regional macroeconomic surveillance organization of the CMIM and policy advisor to 

maintain macroeconomic and financial stability in the region.  

In 2013, Cross-border Settlement Infrastructure Forum (CSIF) was launched to 

facilitate the establishment of the Regional Settlement Intermediary by networks among 

national CSDs and real time gross settlement (RTGS) systems. This also aimed to enable 

settlement of local bonds by Delivery versus Payment (DVP) via central bank money, which 

ensures the safety of settlement. Currently, the steps are discussed to build these linkages.150  

The increasing importance of institutional investors also led to the signing of Asia 

Region Funds Passport (ARPF) Memorandum of Cooperation (MOC) in 2016, by Australia, 

Japan, South Korea, and New Zealand.151 Thailand and the Philippines signed a Statement of 

                                                
149 http://www.cgif-abmi.org/ 
150 Capital Market Development in ASEAN Purpose: Information Submitted by: Asian Development Bank 2015/FDM1/020 
151 Participants need to adjust their domestic sectors for regional passport by 2018. ASEAN Banks and Financials; 

Opportunities in ASEAN Integration. DBS Asian Insights Sector Briefing 29 Oct 2016 
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Understanding to join the group, while all APEC economies (including ASEAN-5 and 

Vietnam) are expected to join the ARPF in the long run.152 In the longer term, the passport 

could also enable Asian funds to be marketed in Europe via an Asian/European mutual 

recognition agreement. 

 

ASEAN Stock Markets 

 

AEC Blueprint 2015 targets regionally integrated capital markets with the free 

movement of capital and equal treatment of ASEAN investors and issuers within the region. 

Besides technological and legal frameworks, ASEAN authorities also focus on improvements 

in corporate governance, disclosure standards, secondary listing applications, and integration 

of post trade services,153 which strongly relate to stock markets. Currently, there are nine 

countries with stock markets in ASEAN. The Malaysian, Indonesian and Thai exchanges goes 

back to the 1960s-70s; Singaporean and Philippines exchanges were founded in the 1990s; 

Vietnam has two exchanges founded in 2000s; Cambodia and Lao in 2011; Myanmar in 2016; 

and the Brunei stock exchange is expected to open in 2017. There are still developmental 

differences among these markets as Singapore and Malaysia are the most developed with stock 

market capitalization of more than 100% of GDP. It is also worth mentioning that ASEAN 

countries were affected less by the global crisis and the EU debt crisis, and recovered more 

quickly from contagious implications. Between 2009 and 2015, market capitalization 

decreased slightly for the two largest markets, while it increased for Thailand, the Philippines 

and Indonesia.  

The integration of ASEAN stock markets has progressed by the development of stock 

markets, market mechanisms and strengthening linkages. In general, economic growth, capital 

                                                
152 http://fundspassport.apec.org/about/ 
153 The road to ASEAN financial integration, ADB 2013 
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inflows and demand from global investors to Asian equities supported development and 

liquidity in Asian markets, while connectivity of these markets also became stronger.154  

On a nominal basis, intra-ASEAN equity investments dropped from around $22 billion 

to $14 billion in 2008 with the global crisis but rose to $42 billion (i.e. by three times) in the 

next six years, indicating stronger linkages. However, intra-ASEAN portfolio investments did 

not exceed more than 10% of the total, which shows much room for further development.155 

Econometric analysis of ASEAN-5 markets also suggests that these stock markets became 

more integrated pre- and post-Asian crisis as well as after the 2008 crisis.156 “The ASEAN 

stock markets are moving towards more integration among themselves and getting more 

interdependent, especially following the global financial crisis", while both long- and short-

term integration among ASEAN stock markets have significantly increased.157  

Despite progress, ASEAN stock and bond markets are still not well integrated and need 

to address fragmentation in infrastructure, regulations and supervision. It should be also noted 

that both global and regional integration of ASEAN-5 equity markets have been increasing 

during the last two decades. As can be seen in Table 16, ASEAN-5 stock markets are now 

almost equally correlated with the US and Asian Markets158 and less correlated with Japan, 

China and the EU. Correlations all increased during the 1999-2007 pre-crisis period and 

peaked during crisis period 2007 and 2009,159 which suggests easier transmission of negative 

shocks. After the crisis, the correlation again somehow reduced but was still higher compared 

to the pre-crisis period.    

                                                
154 Cyn-Young Park. “Asian Capital Market Integration: Theory and Evidence” ADB Economics  
Working Paper Series, No. 351 June 2013 
155 Source: Asian Development Bank, Asia Regional Integration Center (www.aric.adb.org), based on data from IMF CPIS 
ASEAN Integration Report 2015 
156 Bakri Abdul Karim and Zulkefly Abdul Karim. “Integration of Asean-5 Stock Markets: A Revisit” Asian Academy of 
Management, Journal of Accounting and Finance 
157 Bakri Abdul Karim and Zulkefly Abdul Karim. “Integration of Asean-5 Stock Markets: A Revisit” Asian Academy of 
Management, Journal of Accounting and Finance 
158 Asian Economic Integration Report 2016 
159 For details of data please see Table 3.7 to 3.9 in Asian Economic Integration Report 2016. Correlations were calculated 

over weekly returns.   
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Correlation of ASEAN markets with each other remained the same or increased 

between 2006 and 2015 after some volatility in recent crisis years. (Figure 30) High 

connectivity with the US market also comes with widespread use of the US dollar in 

transactions within the region. (Table 17) In terms of volatility, Southeast Asia equity markets 

are more vulnerable to the volatility of global markets than regional markets.160 However, the 

                                                
160 Asian Economic Integration Report 2016. Southeast Asia refers to ASEAN-5, Vietnam and Laos. 

Table 16 Correlation of ASEAN-5 stock markets in 2015 (top) and 2006 (bottom) 

 
Source: Bloomberg 

Index JCI FBMKLC PCOMP STI SET

2015 Indonesia Malaysia Phillipness Singapore Thailand

Indonesia 1.0               0.7               0.7                 0.7               0.7            

Malaysia 0.7               1.0               0.6                 0.8               0.6            

Phillipness 0.7               0.6               1.0                 0.6               0.5            

Singapore 0.7               0.8               0.6                 1.0               0.6            

Thailand 0.7               0.6               0.5                 0.6               1.0            

Index JCI FBMKLC PCOMP STI SET

2006 Indonesia Malaysia Phillipness Singapore Thailand

Indonesia 1.0               0.7               0.7                 0.7               0.6            

Malaysia 0.7               1.0               0.6                 0.5               0.6            

Phillipness 0.7               0.6               1.0                 0.6               0.5            

Singapore 0.7               0.5               0.6                 1.0               0.6            

Thailand 0.6               0.6               0.5                 0.6               1.0            

Table-17 Average correlation of Stock Price Indexes in Southeast Asia* 

 

*Correlations were calculated over weekly returns.   

Source: Data from Asian Economic Integration Report 2016.  

Pre GFC

Q1 1999-Q3 2007

GFC

Q4 2007-Q2 2009

Post-GFC

Q3 2009-Q3 2016

Asia 0.33 0.72 0.43

China 0.09 0.37 0.21

US 0.28 0.54 0.44

Japan 0.29 0.67 0.34

EU 0.29 0.64 0.40

World 0.34 0.64 0.48
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share of variance in local equity returns that can be explained by regional shocks has 

substantially increased from pre-GFC to the post-GFC period.   

Finally, the progress with the ASEAN’s only stock market integration initiative 

(ASEAN trading link) have been slower than anticipated, since it was initially anticipated to 

connect all equity markets of the ASEAN by 2015. However, the initiative remained limited to 

three countries and trade volume has not been strong. Moreover, brokers in Singapore, 

Malaysia and Thailand could already make transactions on other ASEAN exchanges before the 

ASEAN Trading Link. The trading link was not successful mainly due to limited capacity and 

speed of clearing and settlement systems. There’s a need for a centralized clearing and 

settlement system to see the full benefits of the link. Meanwhile, other main ASEAN bourses, 

namely Vietnam, Indonesia and Philippines, preferred to wait to join. Moreover, differences 

between regulation and supervision of ASEAN markets also challenge participation, for which 

a supranational regulator can be appointed to manage member exchanges. 

 

ASEAN Bond Markets 

 

During the European sovereign crisis, foreign investors’ interest in the Asian local 

currency government bond market remained strong, especially Korea, Malaysia, Thailand and 

Indonesia among ASEAN+3 countries, which positively affected development of bond 

markets.161 Prior to the global financial crisis, investors had a clear bias for investing in global 

markets rather than regional markets. After the crisis, they remain indifferent between global 

and regional markets162  However, cross-border portfolio debt holdings in Asia remain low, 

although they have improved in recent years. Within ASEAN-6, Malaysia and Singapore have 

largest bond markets, as Vietnam and Indonesia are the least developed. Issuance in other 

ASEAN countries is virtually minimal. The ASEAN-5 countries mostly raise funds from 

                                                
161 Financial Integration Challenges in ASEAN beyond 2015 Maria Monica Wihardja Eria Discussion Paper Series Nov 2013 
162 Financial Integration Challenges in ASEAN beyond 2015 Maria Monica WIHARDJA ERIA Discussion Paper Series Nov 2013 
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domestic markets to avoid foreign debt, while cross-border issuance almost doubled after 2009 

crisis, showing global investors’ demand to safer Asian bonds. (Figures 30 and 31) 

 

 

Figure 30 – ASEAN Bond Market Size 

Outstanding Bonds to GDP 

 
Source: IMF Data 

 

 

Figure 31 – ASEAN domestic and international outstanding bonds 

 
Source: IMF Data 

 

 

Financial systems across ASEAN and ASEAN+3 are at very different stages of 

development and sophistication. Development of capital markets also differ:163 For example, 

                                                
163 http://mddb.apec.org/Documents/2015/FMP/FDM1/15_fdm1_020.pdf 
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Singapore and Malaysia have more advanced capital markets and regulatory framework, while 

Cambodia, Laos and Myanmar have yet to introduce measures to develop sound banking 

systems, which are a prerequisite for capital market development. To finance investments, 

Indonesia, the Philippines and Vietnam heavily rely on the banking sector, and Thailand on 

corporate bond markets.  

 

Figure 32- ASEAN Local currency outstanding bonds 

 
Source: IMF Data 

 

 

Figure 33- ASEAN Foreign currency outstanding bonds 

 
Source: IMF Data 

 

 

Among the ASEAN-5, government bond markets are strongest in Thailand, Malaysia, 

Singapore and Philippines, while corporate bond markets are best developed in Malaysia and 

Singapore. Government bond markets are more developed than the market for corporate 
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bonds, 164  which was also helped by regional initiatives: The ABF (by ASEAN+3 ABMI 

initiative) aims to address impediments to investors and improve liquidity of major 

government bond markets. The ABF’s Pan Asian Bond Index Fund (PAIF) was offered to 

markets in 2010, and primarily invests in local currency government and quasi-government 

bonds in China, Hong Kong, Korea and ASEAN-5 with around $3 billion of assets in total.165  

Corporate bond markets are also developing as outstanding bonds more than doubled 

since the crisis, while the increase was more in local currency bonds. This reflects the 

importance of local currency borrowing in ASEAN, which is the prominent strategy in the 

region after the Asian Crisis of 1997/98. (Figures 32 and 33) During the crisis years of 2008-

2009, Asian corporations turned to local corporate bond markets to raise funds, when it 

became difficult in global markets. Secondary markets for corporate bonds still have room to 

develop as large new corporate bonds are traded a few days after the issuance and compared to 

government bonds, they are more heterogeneous with special covenants. Liquidity gathers 

around large issues, while credit ratings and standardization in bond covenants need to be 

improved. Post-trade transparency in price, quantity and parties should be enhanced so this 

information is revealed to the markets.   

  Developmental problems of ASEAN bond markets vary: Differences in regulatory 

standards, administrative processes and institutions, as well as high transaction costs, barriers 

of entry to foreign firms, and lack of cooperation between public and private sectors slow 

down bond market development. Small under-developed markets are afraid that liberalization 

of markets can dry liquidity, while capital restrictions, lack of clarity in ASEAN+3 monitoring 

and coordination and differences in tax withholding regimes increase the risks. Exchange rate 

risks and market fragmentation also need to be addressed. Therefore, initiatives to strengthen 

especially local currency bond markets continue: The ACMF’s implementation plan aims to  

 

                                                
164 Implementation Plan for ASEAN Capital Markets Integration by Mr. Thirachai Phuvanatnaranubala, Chairman of ASEAN 
Capital Market Forum At the 2nd OECD Southeast Asia Regional Forum, 27 April 2009, Bangkok 
165 http://www.abf-paif.com/hk/eng/pdf/factsheet.pdf 



 231 

 

strengthen the bond markets by accelerating reforms in issuance, listing and distribution of 

bonds, ratings comparability, and clearing and settlement of linkages.  

Like equity markets, the share of holdings of US, EU and Japan in ASEAN+3 bond 

markets are also high. Holdings of the US and Europe together changed between 35% and 60% 

of total foreign holdings in ASEAN local currency bond markets as of 2011, with US slightly 

higher than the Europe.166  Correlation of ASEAN+3 and ASEAN bond markets with US 

Treasury bonds changed between 14% and 33% during the same period. 167  According to 

correlation of weekly returns, ASEAN-5 bond markets are less integrated than equity markets 

both—regionally and globally—despite many initiatives.  

In general, correlation of ASEAN-5 local currency government bond markets with Asia, 

China and the US increased last two decades, while correlation with the World and the EU 

increased in all ASEAN-5 markets except Thailand. Unlike equity markets, ASIAN-5 bond 

markets are more vulnerable to volatility in regional bond markets than the global market. 

Compared to the pre-crisis period, the share of variance in local currency bond returns that can 

                                                
166 ASEAN Banks and Financials; Opportunities in ASEAN Integration. DBS Asian Insights SECTOR BRIEFING 29 Oct 2016. 
Correlation of returns were measures. 
167 ASEAN Banks and Financials; Opportunities in ASEAN Integration. DBS Asian Insights SECTOR BRIEFING 29 Oct 2016 

Table 18 Average Correlation of Weekly Bond Return Indexes  

before, during and after global financial crisis (GFC) 

 
Source: Data from Asian Economic Integration Report 2016.  

 

 

ASEAN-5

Pre GFC

Q1 1999-

Q3 2007

GFC

Q4 2007-

Q2 2009

Post-GFC

Q3 2009-

Q3 2016

Pre GFC GFC Post-GFC Pre GFC GFC Post-GFC

Indonesia -0.15 -0.06 0.16 -0.12 0.06 0.13 -0.25 -0.06 0.11

Malaysia 0.22 0.31 0.29 0.1 0.25 0.22 0.27 0.07 0.09

Philippines 0.3 0.21 0.17 0.03 0.24 0.1

Sinapore 0.29 0.41 0.42 -0.09 0.08 0.15 0.32 0.4 0.38

Thailand 0.2 0.53 0.30 0.11 0.28 0.21 0.37 0.28 0.22

ASEAN-5 Pre GFC GFC Post-GFC Pre GFC GFC Post-GFC Pre GFC GFC Post-GFC

Indonesia 0.02 0.24 0.25 -0.23 -0.14 0.18 -0.18 0 0.09

Malaysia 0.13 0.27 0.13 0.18 0.22 0.2 0.16 0.25 0.19

Philippines 0.14 0.15 0.01 0.2 0.21 0.15

Sinapore 0.27 0.31 0.46 0.32 0.5 0.4 0.35 0.55 0.63

Thailand 0.29 0.32 0.24 0.34 0.45 0.27 0.33 0.44 0.35

WORLD EU US

                                                     ASIA China Japan
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be explained by global and regional shocks increased, which suggests stronger regional and 

global integration and the rise of ASEAN local currency bonds as an emerging market asset 

class. However, more regional connectivity will make investors’ decision more driven by 

regional risk factors, which strengthens this linkage further. 

On the capital market integration, ten separate market systems with varying regulations 

and development levels complicate regional integration, while many regional reforms require 

domestic legislation or even constitutional changes before actions on the international level are 

taken. Therefore, the regional integration agenda need to be aligned with domestic capital 

market development plans, especially in less developed markets. From an institutional 

perspective, divergent national policies on current account liberalization, investor protection 

and withholding taxes limit growth of capital markets. Due to their small size, ASEAN 

markets offer limited products and services and remain illiquid, which makes them more 

vulnerable to crises. In terms of supervision, each ASEAN country has its own rules and 

policies to monitor and supervise its capital markets. There are differing guidelines for foreign 

investors (as well as ownership rules), qualified institutions, and retail investors. Other 

measures should be implemented for capital flow liberalization, regulatory harmonization, and 

infrastructure connectivity as well as addressing developmental differences and divergence in 

tax structures and entry to national markets. The ASEAN efforts need to continue on this front 

as the initiatives are promising. The Asian financial system is still relatively bank-dominant, 

with smaller bond markets and a limited role for securitization, and derivative products. 

Therefore, the ACMF Action Plan 2016-2020 continues to pursue an inter-connected, inclusive, 

and resilient ASEAN capital market, to support the ASEAN Economic Community Vision 

2025, which aims to deepen economic integration over the next ten years. 

 

In summary, EU and ASEAN equity and bond markets remain fragmented mainly due 

to developmental differences, insufficiency of infrastructure and diverge in national laws. 
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These problems are more serious in ASEAN than the EU. Indeed, many EU capital markets are 

more developed than ASEAN with better institutionalization, removal of intra-regional capital 

flows and more advanced infrastructure. In ASEAN, Malaysia and Singapore are leading 

markets, while some weaker countries in the region still did not set up capital markets. 

 In current conditions, developed EU markets are more connected with regional index than 

small markets, while investors and issuing firms migrate from small to advanced markets 

within the region. Ongoing initiative for Capital Market Union will strengthen the EU 

integration in the future, after economic recovery from double crises. In case of ASEAN, both 

stock and bond markets have been more integrated with advanced countries, which are also 

strong trade partners -like US or Japan-. However, the correlation within the region has been 

improving to close the gap. In both regions, capital markets are more accessible to large 

companies. 

According to these findings; contribution of capital market integration to regional trade –in 

a near to medium term future- can be limited due to bank dominance, while capital market 

integration remains a long project with developmental differences and necessity of long term 

institutional commitments and costly infrastructure, especially in ASEAN.  
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CHAPTER VIII  

  

CONCLUSIONS 

 

This dissertation searched on how regional trade integration in the EU and the ASEAN 

relate to financial sector development and integration. It starts with evaluating trade and FDI 

patterns in two regions as well as formal regionalization initiatives. (Chapter 3) As the next step, 

financial sectors of the EU and ASEAN were analyzed to identify their linkages with trade. This 

required analysis of the EU and ASEAN banking sectors (Chapter 4) and capital markets, 

(Chapter 5) which are the most crucial components of the financial systems. Results indicate that 

trade integration is strongly linked to banking sector development and integration, while effect of 

capital markets is limited since both financial systems are bank dominated and capital market 

development and integration efforts started only recently.  

The literature notes that regional integration progressed simultaneously with global trade 

integration, which suggests some complementarity between two processes. Rise of 

regionalization can be attributed to the inability of global integration to address various issues 

such as; disadvantageous position of developing and less developed states in trade against 

advanced countries, difficulty of improving national industries under liberalization and hardships 

to build competitiveness under fierce global competition, sudden capital outflows, crisis and 

contagion. Trade regionalization can support countries to gain experience and build 

competitiveness by expanding to closer regional markets. It can also reduce transaction costs by 

regional regulatory adjustments such as reduction of tariffs and non-tariff barriers, harmonization 

of customs procedures, mutual recognition of standards, permits and certifications. Trade 
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regionalization expands markets from national to regional borders, while pooled resources by the 

states can be used to build a more competitive regional framework in terms of regulations and 

infrastructure and design policies that promote economic development.  

The literature also mentions that trade is connected to financial system through various 

channels, and therefore, trade integration is positively related to financial integration. At this 

point, it should be also mentioned that both trade and financial development are closely related to 

economic development, which explains the proliferation of policies to develop both sectors. 

Well-developed financial sectors can better mobilize savings into productive investments, 

improve capital allocation and contribute to economic stability. They also perform crucial 

functions for trade such as; providing capital and funds for firms (which support growth and 

trade activity) and for infrastructure investments (which support trade through transportation, 

energy and communication networks).        

These functions can be summarized as follows: Firstly, banks and financial institutions 

provide loans and trade credits to companies, while they also perform other trade-related 

functions such as financial leasing, payment and monetary transmission services, guarantees and 

commitments, issuance of equity and debt securities to raise funds, money broking, asset 

management and advisory services and transfer of financial information. Regional integration of 

banking sectors can allow national banks to follow their clients across borders to provide 

services they need abroad. Second, safe and timely transfer of funds/payments is enabled by well 

developed financial infrastructure (payment & settlement systems and trade repositories) and 

related service providers. Third, development of capital markets (equity and bond markets) 

provides a viable alternative to bank loans. As seen in the Asian Crisis of 1997/98, global crisis 

of 2008 and the European sovereign debt crisis of 2011, banking sector responds to economic 

instabilities by narrowing their lending and over reliance on banking sector makes all companies 
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vulnerable to disturbances in banking and economic system. Fourth, capital markets allow 

companies to raise funds by issuing equities in stock markets (instead of seeking debt) or by 

issuing bonds, which enable them to borrow money outside of the banking system. This is very 

crucial for the EU and ASEAN since both have bank based financial systems. Development of 

capital markets diversifies funding sources for firms, while integrated capital markets can enable 

them to tap a larger regional investor base as funding sources. Capital markets also provide 

alternative financing for infrastructure investments other than bank loans. Fourth, financial sector 

mitigates the currency, interest rate and maturity risks of international trade through derivative 

instruments, especially when their assets and liabilities have mismatches in currency and 

duration. Fifth, as a part of financial sector, insurance sector provides protection against 

accidents, disasters and other related risks of trade. Moreover, insurance of trade credits, 

business credits, and export credits of the firms is also possible. For infrastructure investments, 

solid large scale insurers and reinsurers are crucial to address many project risks. Finally, 

macroeconomic cooperation and surveillance under regional integration can ease detection of 

systemic risks, help economic stability and ease initiation of counter-cyclical policies when 

economic activity narrows down. When national and domestic financial firms are insufficient to 

perform these functions, non-regional banks and financial firms can enter and dominate local 

markets. 

Any problems in financial sector (such as low financial sector development, small 

financial sector size or financial crises) that undermine these functions can impact trade 

negatively. In fact, the literature states that larger financial systems associate with more 

efficiency and competitiveness as well as lower costs and better availability of financial services. 

Integration of financial sectors can expand markets (for financial services) from national to 

regional borders and distribute the operational and infrastructure expenses across broader base 
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(economies of scale and scope effects). This way, unit costs of financial services can be reduced 

and supply of financial services increased, which can support trade. Regulatory harmonization 

and mutual recognition agreements in financial services can facilitate product branding, 

standardization and easier expansion of financial firms. Adoption of regional rules enables 

uniform competition policies, investor protection and dispute resolution in financial sectors, 

which improve business environment and confidence of clients and investors. Cooperation on 

macroeconomic financial policies can facilitate systemic supervision of banks and markets to 

detect stability risks.  

However, financial development is also subject to “threshold effects” meaning that 

countries need to pass certain levels of financial development to see noticeable benefits on 

economic growth.  Besides, although financial integration involves developmental measures, it 

does not substitute for financial developmental policies. Thus, it is more appropriate to develop 

financial sectors (of under developed countries) before starting financial integration. In this 

phase, cooperation rather than integration can be more appropriate.  Premature opening of 

financial markets without strengthening domestic financial systems and credible safety nets can 

lead to instability and crises. As a process, financial integration is more complicated and slower 

than trade integration since it requires common infrastructure, harmonization of regulatory 

standards and common supervision, which is more than reduction of tariff or non-tariff barriers 

as in the case for trade. It should be noted that financial integration is not applicable to all 

countries: It can address issues with small financial sector size. For example, the literature 

mentions minimum size for sustainable equity markets around $15 billion and for bond markets 

$100 billion, which can be achieved by merger of markets. Financial integration can also address 

inefficiencies (such as capital controls, market entry/exit, regulatory basis etc.). For some other 
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countries, (which have large economies but small financial sectors with unfulfilled potential) 

developmental policies may be more appropriate.  

Analysis of the trade patterns in the EU and ASEAN suggest similarities based on long 

history of integration, ongoing negotiations for services liberalization, efforts to eliminate tariff 

and non-tariff barriers and sub-regional developmental differences within regions, leading to 

dominance of developed regions in trade and FDI.  However, EU trade integration is better 

institutionalized than the ASEAN, with more improvements on regional free trade. European 

trade network is much larger, while ASEAN networks mostly rely on other Asian countries but 

with extended relationship with other developed countries due to an export oriented strategy, FDI 

and outsourcing by multinational corporations (MNC) 

 Indeed, both regional blocks have a long history, EU starting from late 1950’s and 

ASEAN in late 1960’s. Trade integration started to accelerate after 1980’s with the start of 

liberalization and globalization in the world economy and financial system. In 1992, European 

Union was established by Maastricht Treaty and ASEAN FTA went into force. However, EU 

constructed a more expanded institutional structure than ASEAN: In 1990’s and 2000’s, the 

expansion of the EU continued with accession of former communist countries. During this time, 

European agreements and directives -such as Agreement on European Economic Area (1994), 

Amsterdam Treaty (1997), Treaty of Nice (2001), EU Services Directive (2006), Treaty of 

Lisbon and Functioning of the European Union (2007) were implemented to eliminate tariffs, 

reduce non-tariff trade barriers (NTBs) and to ensure free movement of goods, services, capital 

and persons within the European Single Market. Since 2005, the EU made substantial 

improvements in competition rules, consumer protection, dispute resolution, taxation and social 

convergence policies. Tariffs are eliminated between EU members, while imports can circulate 

freely within the region. Also, European institutions such as European Community, Parliament 
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and Central Bank have acquired the status and authority of supranational organizations, while 

regional laws, standards and enforcement were introduced. EU regional integration progressed in 

tandem with global integration as the region actively participated in WTO initiatives, GATT & 

GATS.  

On the other side, ASEAN Free Trade Agreement (AFTA) started in 1992, when regional 

trade was low and concentrated on Singapore, Malaysia and Thailand. AFTA permitted many 

exemptions for trade of sensitive goods, as most non-tariff trade barriers stayed during the 1990s. 

With the following initiatives such as Common Effective Preferential Tariff Scheme (CEPT-

1993), protocol to amend on AFTA-CEPT for elimination of import duties in 2003, and ASEAN 

Trade in Goods Agreement (ATIGA-2010), tariff rates have been reduced substantially, although 

not eliminated as in the EU. Between 2007 and 2014, average ATIGA rate was reduced from 

2.58% to 0.54%, compared to decline of average Most Favored Nation rates from 8.15% to 

6.90%. ATIGA tariff rate is to reach zero in 2018. Other initiatives include ASEAN Framework 

Agreement (2002- for elimination of Technical Barriers to Trade), ASEAN Agreement on 

Customs (2012), and ASEAN Single Window (in progress-to enable regional electronic data 

exchange for cargo clearance). In 2015, ASEAN Economic Community was founded; the AEC 

blueprint (2007) envisaged removal of NTB’s in three stages between 2010 and 2018.  

Both the EU and ASEAN have strong potential for economic growth and trade, while 

regional trade patterns reflect economic structure. ASEAN integration shows how regional 

integration works as a part of export-based development strategy. In the EU, trade liberalization 

brings more interdependence, which rises demand for regional institutions. The literature 

mentions that regional integration reinforces the existing economic structures of a region rather 

than changing. When intra-regional interdependence prevails, intra-regional trade increases; but 

when extra-regional interdependence prevails, regional integration can support extra-regional 



 

 

240 

trade and become a part of an export-based development strategy. Moreover, power asymmetries 

between regional power and other countries can be enhanced.  

The EU is the second largest economy in the world with $16 trillion of GDP (26% of 

global GDP), following $18 trillion of the US in 2015. During global and sovereign debt crises 

(2008-2010 and 2012), the EU GDP growth shrank by 4% and around 0.4% respectively. The 

recession also affected trade as share of trade in GDP-both extra and intra-regional- also declined 

during the crisis years. Intra-regional trade has been around two- thirds of the EU total trade 

($290 billion in 2015) for the last 10 years, much higher than the ASEAN. In terms of FDI, 

extra-regional FDI inward stock of the EU rose from around €2.8 trillion to €5.7 trillion between 

2009 and 2015, but FDI inflows to the EU dropped from $551.4 billion in 2008 to $246.2 billion 

in 2013 due to crises. Since 2000’s, the US and EU are the highest FDI investors to each other. 

Moreover, trade network of the EU is much larger than ASEAN; EU has trade agreements with 

around 40 countries, while other important agreements include Canada (CETA), the US (TTIP), 

and Singapore. EU Trade agreements include various types such as customs unions, FTA, others 

(association, partnership & cooperation agreements) and mega-regional agreements. 

On the other side, the ASEAN aims to form a regional block similar to the EU but 

without the monetary union. Between 2006 and 2015, ASEAN growth was better than global 

average: The GDP of ASEAN-5 doubled and of other ASEAN countries tripled in nominal 

values, reaching $500 billion in 2015 -despite the global crisis and slow down after 2012. 

ASEAN trade openness has also been maintained despite global crisis: Total trade was 118% of 

GDP in 2007, down to 99% in 2009 and rising again to 127% in 2014. However, share of intra-

regional trade remained stable, around 25%, much lower than the EU. As of 2014, Singapore had 

highest share in intra-regional trade (33%), followed by Malaysia (20%), Thailand (17%) and 

Indonesia (15%). ASEAN FDI inflows rose from $40 to $119 billion between 2005 and 2015 
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with a decline from around $80 to $50 billion between 2007 and 2009. ASEAN’s strong 

economic growth, export oriented strategy and strong links with advanced partners such as the 

US, EU, Japan and China led to increasing trade and sophistication of ASEAN firms. Since the 

AFTA, extra-regional partners have been dominant in ASEAN trade network, while member 

states mostly remained at periphery. Largest investments to ASEAN came from Japan, the US 

and China in 2015. In regional groups, the EU and Regional Comprehensive Economic 

Partnership countries (RCEP or ASEAN+6) are the largest investment partners. Existence of 

stronger economies in Asia, growing interdependence of ASEAN with major Asian powers and 

the need to regionally coordinate economic and financial policies to address systemic risks led 

ASEAN to form FTAs with China, Korea and Japan under ASEAN+3 initiative after the Asian 

crisis. ASEAN also signed an FTA with Australia and New Zealand and currently works on 

ASEAN+6 (RCEP), which will liberalize goods and services trade in a large mega-regional 

agreement. ASEAN also have FTAs with a few South American countries. Compared to the EU, 

its trade network has less number of countries, mostly from the Asia region. 

Integration of both the ASEAN and the EU need to address issues with developmental 

differences, services integration, regulatory differences and NTB’s as well as infrastructure 

financing to support trade integration. In the EU, services integration developed slowly due to 

differences in national regulations and large restrictions on services trade and liberalization. The 

Services Directive (2006) could cover only half of the total services sector three years after 

signing. In general, the initiatives for services integration allowed members to limit liberalization 

on the basis of public interests. This was partly due to concerns on the investor state dispute 

settlements, (ISDS), which was considered to enable private companies to exercise heavy 

influence on state, prevent fair provision of needed services and to increase prices or reduce 

quality of services to maximize profits.  
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In addition, capital can move freely within the EU, but its taxation is made according to 

national rules. Developmental differences across the European sub-regions also affect integration. 

The most developed Western and Northern regions of the EU lead trade and FDI of the region, 

while Southern and Eastern regions are characterized by lower GDP’s, weaker financial systems 

and less trade activity and mostly became FDI receivers from the rest of the union. This also 

made EU trade integration more vulnerable to crises since weak economic and financial systems 

in developing sub-regions deepened the recession and necessitated EU-wide programs to 

stimulate regional economy and trade activity. Moreover, the EU faces an investment gap and 

needs $2 trillion of investments till 2020 (mostly transport, energy and communication) which 

affects its trade competitiveness, while share of public investments for infrastructure declined 

from 5% to 2.5% between 1970s and 2000s. For this purpose, the European Fund for Strategic 

Investments (EFSI) was created in 2014 to raise €315 billion in the markets, and to fund €240 

billion of long term investments and €75 billion of support to SMEs. 

Meanwhile, ASEAN services integration started with ASEAN Framework Agreement on 

Services (AFAS-1995). Since then, nine packages were completed with increasing depth of 

commitments and number of subsectors. Thereafter ASEAN Trade in Services Agreement was 

signed but so far, only limited number of services have been liberalized. In fact, elimination of 

tariffs and non-tariff barriers has not yet been completed even for goods. External partners such 

as the US, EU and Japan do not only dominate ASEAN international trade but also production 

networks through linkages between multinational corporations (MNCs) and ASEAN firms. Over 

time, ASEAN firms became more sophisticated and internationalized, which can help intra-

regional regional trade to exceed current 25% in the future. However, divergence of national 

laws in terms of market practices; entry and exit of firms, competition policy, investor protection 
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and resolution of disputes have been slowing down regional trade integration, making it a long 

term project. Capital controls also remain, despite the initiatives.  

Similar to the EU, ASEAN also has substantial developmental differences between 

ASEAN-5 and other ASEAN countries, while the gap between those two groups is higher than 

the gap between developed and developing sub-regions of the EU. Recent estimations indicate 

that ASEAN will need $2.2 trillion of investments till 2030 to facilitate regional competitiveness. 

Therefore, initiatives such as ASEAN Comprehensive Investment Agreement (2012), ASEAN 

Collective Investment Scheme (CIS) and ASEAN Infrastructure Fund (AIF) have been started.  

The next step in the analysis is reviewing the development and integration of banking 

sectors and capital markets in the EU and ASEAN. The literature suggests that sound and 

efficient financial systems—banks, equity markets, and bond markets— positively relate to 

economic growth, especially in developed countries. However, impact of banking sector and 

capital markets on financial and economic development can change according to stage of 

development: Development of banking sector promotes economic growth in earlier stages of 

financial development, while market based financial development becomes more important for 

economic growth in later stages. As mentioned before, banks mobilize savings into investments 

by extending loans to financial and real sector firms. They also provide financial asset 

management, brokerage, advisory services and are integral part of payment and settlement 

systems. Banking system also plays crucial role in transmission of monetary policy, 

macroeconomic stability and liquidity: Besides, efficient functioning of interbank markets 

provide liquidity to illiquid banks and support stability of financial system. Moreover, banks also 

participate to capital markets as issuers (of bonds, equities to raise funds) or investors.  

Banking sector is crucial for economic activity and trade, but excessive reliance on banks 

makes the firms and the overall economy vulnerable to banking system problems, which can 
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shrink lending. Bank domination in financial services and payment systems can limit 

competition and push costs of these services up. Regionalization and expansion of financial 

system can reduce over reliance on banks, lower banking sector concentration and improve 

efficiency and competitiveness. 

To promote banking system development and stability, BASEL standards set global 

benchmarks for banking regulation and supervision as applied in the ASEAN and the EU. Over 

time, BASEL evolved to cover more risks to banks and economic stability; with BASEL-I in 

1988, BASEL-II in 1999 and the most updated BASEL-III in 2009. These versions vary in 

complexity and each version can be adapted by different countries according to their 

development levels. (So members of the same region can have differing BASEL versions). 

BASEL regulations require banks to be sound capital adequacy to absorb losses, asset quality to 

minimize risks from loans and liquidity to maintain sufficient cash flows as well as management 

soundness, internal risk management and earnings.  

Regional integration positively affects banking sector development through various 

channels: First, it expands the size and outreach of banking sector by merging markets, which 

means a larger saving pool and more customers. Thus, economies of scale and scope reduce cost 

of banking services by spreading the expenses of financial infrastructure across regional market. 

The literature states that banks operating in larger systems indicate lower average cost of 

production and benefit from technological developments more rapidly. Third, banks in larger 

systems have lower costs of risk absorption and reputation signaling. Fourth, regionalization can 

improve information availability since expanded bank networks ease collection of information 

on clients and risk management. Fifth, banks in small systems may be required to maintain 

higher capital ratios and small banks need less capital to survive in larger systems. Sixth, 

physical presence still matters in the banking industry; geographic proximity, less informational 
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asymmetry, similar business culture and practices can be advantages to regional banks. Finally, 

regionalization can prepare the banks for competition from global banks. Besides, better 

institutional, regulatory and supervisory frameworks under regional system can improve banks 

by better reporting, disclosure and risk management standards.  

Regionalization, however, may not be correct strategy for all banking systems since it 

requires large resources, international capabilities and long term commitment. Some banks may 

evolve to systematically important financial institutions (SIFI), while large mergers can lead to 

concentration problems in the banking sector. In addition, regional synergies are harder to 

achieve when differences in regulations, client base and products are substantial. Building 

reputation in regional markets require long years of investments especially when large global 

competitors already dominate the markets such as in ASEAN. It should be also noted that 

governance and risk management can become more complicated under regionalization due to 

local laws, listing requirements, financial supervision and central bank requirements. Therefore, 

adoption of BASEL standards would be useful under regionalization. Strengthening national and 

regional banks is important since foreign banks are more likely to leave or reduce operations in 

the host country in case of economic and financial crises.   

Analysis of banking sector suggests that the EU banking system is more developed than 

ASEAN in terms of total assets, loans and deposits with much better regional expansion and 

institutionalization. Both EU and ASEAN banking sectors were affected by crises, as the EU 

proved to be more vulnerable. Both regions have developmental differences in their sub-regions, 

which affect pace of integration and vulnerability to systemic risks. On institutional basis, EU 

integration is much more advanced than ASEAN since functions like common regulation, 

supervision, resolution and free flow of capital are already in place. In addition, monetary union 

improved interbank integration (wholesale) within the EU, while retail market integration still 
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needs to develop. Compared to the EU, ASEAN is at the start of banking integration and 

common institutional structures are not yet in place. Besides, Europe has more than a hundred 

large banks, with power to expand across the region, while ASEAN banks do not yet have that 

capability. ASEAN countries try to build this capability by creating Qualified ASEAN Banks.  

Major milestones in the EU banking integration include European Monetary System 

(1979), European Central Bank (ECB-1998), launch of euro (1999), establishment of Committee 

of European Banking Supervisors (2004), Single Supervisory Mechanism (2012-the first pillar of 

banking), Single Resolution Mechanism (2014-second pillar) and European Deposit Insurance 

Scheme (still negotiated-third pillar). The EU Banking Union was created as a response to global 

crisis of 2008, since 13% of the EU GDP was spent to bail out failing banks during 2008-2012. 

Since then, the European Banking Authority became the regulator of the EU banks with a power 

to overrule national regulators and the ECB was assigned with supervision of large EU banks 

under Single Supervisory Mechanism. In 2013, the EU decided to transpose the BASEL III 

capital requirements into the European Law.  

After 2000, the EU banking regionalization improved thanks to stronger integration 

measures especially in banking and money markets, while total bank assets of EU-27 expanded 

from 250% to 350% of the GDP till 2008. Thereafter, EU banking integration proved vulnerable 

to double crises in 2008 (global crisis) and 2012 (sovereign debt crisis). Global crisis spread to 

Europe through exposure to international banks and economic slowdown. Especially Southern 

banks were caught up to crises with low capital and liquidity since strong regulatory 

requirements and supervision were not in place yet. In the EU banking sector, the crisis led to 

weak loan growth, low profitability, stronger deleveraging and shrinking, especially in global 

and regional markets. Indeed, the EU banking sector openness (foreign  

assets/total assets) went down after 2008, and remained below pre-crisis levels in 2014.  
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Developmental differences of the EU banking sectors between the underdeveloped South 

& CEE and developed West & North regions (in terms of capital adequacy, liquidity and non-

performing loans) worsened after the 2008 and peaked in 2015. Due to crisis, under-developed 

regions suffered from retrieval of large EU banks to their home countries, which reduced credit 

provision. Another post-crisis challenge for banking union came when low growth, profitability 

and regulatory changes undermined the sustainability of banks’ business models. For sustained 

integration, new business models should be developed to adjust to post-crisis environment. Also, 

issues with dominance of the large EU banks in emerging Europe should be addressed by 

strengthening national banking sectors.  

Financial integration in ASEAN came into picture after the Asian Crisis of 1997-1998, 

when large capital inflows into underdeveloped financial sectors led to provision of excess 

credits, currency mismatches and banking crisis. In 2007, the ASEAN declared plans to establish 

an ASEAN Economic Community (AEC) by 2015, which envisaged regional liberalization of 

trade, services and capital flows. Banking liberalization was a part of the AEC Blueprint and 

involved removing barriers in cross-border bank flows, consumption abroad, commercial banks 

presence and movement of natural persons. With the global crisis of 2008, the growth in deposits 

and credits continued in ASEAN banks. But liquidity decreased and provision for non-

performing loans increased in ASEAN-5 since 2009. Contrary to the EU, there was no serious 

financial instability as interest rates and exchange rates remained stable in most countries thanks 

to the substantial reforms after Asian crisis.  

In 2011, ASEAN Financial Integration Framework (AFIF) and ASEAN Banking 

Integration Framework (ABIF) were endorsed as parts of the AEC blueprint. The AFIF aimed to 

remove restrictions to capital flows and intra-regional services trade. The ABIF aimed to achieve 

multilateral liberalization in the banking sector by 2020 for ASEAN commercial banks. ABIF 
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includes four pillars in banking sector integration: Harmonizing prudential regulations (by 

adopting BASEL); bilateral supervision of banks by the home and host countries; setting the 

criteria for Qualified ASEAN Banks; and policies to reduce gaps between members’ banking 

sector development. By 2018, each ASEAN-5 country should have a bilateral agreement and at 

least one Qualified ASEAN Bank (QAB) announced per country, which should have proper 

business plan, risk assessments and strong capital to make regional expansion.  

Developmental differences between ASEAN-5 and BCLMV financial sectors is a 

roadblock on ASEAN banking integration. Regional expansion of banking sector remained 

limited and no ASEAN banks could expand their branch or subsidiary network to all ASEAN 

members. Limitations on foreign banks or foreign ownership differ in each country. On 

international basis, the ASEAN bank openness is generally low. Till now, non-ASEAN global 

banks were more interested in the ASEAN banking markets than ASEAN banks. Yet, this 

structure may change as many global banks pulled out of ASEAN after recent crisis and ASEAN 

members accelerated efforts for banking sector integration.  

Finally, regionally inter-operable financial infrastructure is crucial both for banking and 

capital markets integration. Financial infrastructure includes payment systems (large value and 

retail payment systems), settlement systems and trade repositories as well as providers of these 

systems and related regulatory and supervisory agencies. The EU has regional payment systems 

in place, while work on single European platform (T2S) to settle securities continue. However, 

EU financial infrastructure is still fragmented due to inefficiencies in the clearing and settlement 

systems, divergent technical requirements, regulations and national tax procedures. Financial 

infrastructure development also varies widely across the ASEAN; some countries have modern 

systems while others lack even domestic payment or settlement systems but there is not yet a 

regional system.  
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Capital market development affects economic growth positively since it facilitates trade, 

business and investments by mobilizing savings and providing long term capital to productive 

firms. They also provide alternative to bank lending for firms, reduce cost of capital, diversify 

investment instruments for investors and enable hedging of currency, interest and exchange rate 

risks. Economic growth also relates to capital markets since countries with greater income levels, 

growth opportunities and financial openness tend to have more active capital markets. 

Development of capital markets also requires a solid domestic investor base (since their 

investments have more counter-cyclical nature), firms (especially non-financial and non-public 

firms) to issue bonds and equities, efficient financial intermediaries, infrastructure providers and 

regulatory and supervisory frameworks. Development of capital markets can be interrupted by 

small economic and financial sector size, (prevents the benefits from economies of scale and 

scope), low income levels, unproductive financial sector structure (bank domination, lack of 

institutional investors, inefficient cost and competition structure), insufficient legal, institutional 

and technical systems and inability to commit to long term policies.   

Regionalization can address issues with small market size by linking markets and 

extending supply and demand. Larger markets can reduce costs of capital and financial services 

by economies of scale and scope and attract issuers and investors. Economies of scale and scope 

also apply to regulatory and institutional frameworks. Larger regional markets can diversify 

investment options, keep regional savings inside the region and mitigate effect of capital 

outflows. Harmonization of regulation and reporting and converging product/service standards 

can raise investor confidence, while building regional (equity and bond) indexes are also possible. 

On firm basis, mergers and acquisitions may be easier with equity securities, while governments 

use capital markets to privatize state enterprises, issue debt for fiscal management and finance 

long term infrastructure projects. However, regionalization of capital markets is a long process 
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with slow returns to costly investments since markets need time to build sustainability and 

credibility. Distribution of gains can be problematic across national markets, while less 

developed markets are afraid of being dominated. Divergence of economic and financial 

development, legal systems and administrative capacity negatively affect integration.  

In the literature, stock market development increases economic growth: Equity markets 

facilitate entrepreneurship, innovation, and foreign capital inflows, provide firm valuation, 

support privatization of state enterprises and create an exit for private equity investors. By 

requiring regular reports, they promote better corporate governance and protect investors. 

Integration of equity markets enable firms to raise foreign capital by issuing equities abroad and 

connect to foreign investors and partners.  

Well-developed bond markets provide alternative financing to governments and firms, 

reduce cost of domestic capital and dependency on banking sector for loans. They also reduce 

currency and maturity mismatches between assets and liabilities, provide financing for 

infrastructure investments and enhance fiscal and monetary policy management. For investors, 

bonds can provide stable income and guaranteed returns at maturity. Bond markets highly relate 

to macroeconomic policy through public debt issuance, interest rates, inflation and exchange 

rates. Government securities are especially important as they provide a benchmark yield curve 

for pricing corporate bonds and establish cost of capital for companies. However, bond markets 

are harder to develop and operate than stock markets: Minimum size for viable bond markets 

($100-200 billion) is a lot higher than stock markets ($15-20 billion). Bond markets are less 

transparent and liquid than stock markets mainly because they are more heterogeneous with 

varying amounts, prices, yields, maturities, and currency denominations, while buyers and sellers 

are matched by dealers and dissemination of trade data is limited. 
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The review of the EU and ASEAN capital markets suggests that efforts to integrate these 

markets started only recently, while the markets remained fragmented with developmental 

differences, bank domination in financial systems, vulnerability to crises, insufficient common 

regulatory framework and infrastructure. Thus capacity of these markets to support companies 

and trade is limited in under-developed sub-regions, which triggered migration of issuing firms 

and investors into developed markets.  

EU capital market integration is more institutionalized than ASEAN by major recent 

milestones such as foundation of European Securities and Markets Authority (ESMA-2011) to 

work on securities legislation, “Markets in Financial Instruments Directive” (MiFID-2007, 

MifIDII-2014), focused on supervision, competition and customer protection in investment 

services, and “Regulation on markets in financial instruments” (MifIR-2014), set rules for 

financial instruments. In 2015, “Action Plan on Building a Capital Markets Union” was adopted 

to establish main elements of an integrated EU capital market by 2019. The plan aims to; improve 

funding choices for businesses; improve regulations for infrastructure investments; diversify 

investment choices; enhance capacity of banks as capital market participants; establish a pan-

European covered bond market; promote equitable development of capital markets; improve 

supervisory convergence; address divergent national laws such as tax or securities laws.  

EU stock markets have been growing since 1990’s with vulnerability to crises. Total 

stock market capitalization grew from €1.3 trillion (22% of GDP) in 1992 to €8.4 trillion (64% 

of GDP) in 2014, but much weaker than its peers such as the US. Capital markets grew in mainly 

larger and advanced states, attracting listings from less developed markets. Moreover, European 

financial system is still bank dominated and firms have limited use of equity markets; only 6% of 

small, 8% of medium and 9% of large businesses used financing from equity markets in 2014 

since the EU cost structure favors use of bank loans over equities and bonds. The integration was 
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also undermined by negative effects of crisis on banking sector, which represent significant share 

of stock market capitalization and delay of economic recovery, which affected performance of 

listed firms and investor confidence. Although integration is improving, equity markets remained 

fragmented due to developmental differences and limited interconnectivity and integration can 

be improved by reduction of transaction costs and taxes,  

promoting entrepreneurial culture and stronger insolvency frameworks.  

Like stock markets, bond markets across the EU also indicate developmental problems. 

Total size of the EU bond markets is larger than the stock markets with a total of 163% of GDP, 

while most of the issuance is made by financial institutions and then by government. Issuance of 

bonds in all types (public, private, local or foreign currency, domestic or cross border) increased 

over between 2006 and 2015. Especially public local currency bonds almost tripled between 

2006 and 2015 due to governments’ funding needs to bail out banks and to stimulate economy 

during recession. Corporate bonds, which directly relate to firms, account for less than 10% of 

the bond market. Only large firms, with high credit ratings and financial strength can access 

bond markets. Still, only 10% of large companies issue bonds (4% debt, 6% mezzanine) as 

issuance by smaller firms remained very limited.  

Developmental differences among European bond markets are remarkable across the sub-

regions. West Europe is the strongest bond issuer of all types and Northern Europe has highest 

outstanding cross border bonds, mostly issued by private sector and the UK. Debt issuance in the 

Central & Eastern Europe is minimal compared to other sub-regions. In the Southern Europe, 

local currency outstanding debt increased since the crisis, consistent with their governments and 

firms’ funding needs. The banking crisis reflected into sovereign debt markets since banks were 

also issuers of debt and government-bank relations have been very close in the EU. The ECB’s 

quantitative easing and reduction of interest rates to the negative zone (to stimulate the economy) 
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also hit the bond markets. By the late 2015, total amount of negative yielding bonds increased 

from €1.4 trillion to €2 trillion in the Eurozone.  

Development of EU bond markets still remain below peers such as the US and Japan, due 

to high fragmentation of across national bond markets and insufficient development of regulatory, 

institutional and technological infrastructure. EU debt markets have shown greater integration 

over the years, (especially in government and financial firms’ bonds) driven by wholesale dealer 

banks after the monetary union and financial reforms. However, the impact of the financial crisis 

on wholesale banks produced a reversal of capital flows and integration. The initiatives for 

integration should address differing regulatory and tax treatment, cost of issuance and 

compliance costs across the members. Technology should be also improved in markets to 

enhance data management to identify potential holders or buyers of bonds, as well as improve 

connectivity across the markets. 

Major recent milestones for ASEAN capital market integration include ASEAN Capital 

Markets Forum (2004), which proposed a plan for integration of capital markets. In 2010, stock 

exchanges of ASEAN-5 and Vietnam introduced ASEAN Exchanges collaboration on regulatory 

harmonization and cross listing of ASEAN securities. In 2011, ASEAN Stars Index was 

launched to create an “ASEAN asset class” and ASEAN Financial Integration Framework was 

adopted to create a semi-integrated financial market by 2020. Thereafter, ASEAN Trading Link 

(2012) was introduced to connect Malaysia Singapore and Thailand stock exchanges (holding 

2/3 of ASEAN market capitalization), and ASEAN Fund Passport (2014) to allow cross border 

operation of qualified investment funds. Meanwhile, other initiatives under ASEAN+3 

framework include Asian Bond Market Forum (2010) to foster harmonization of regulations and 

market practices, Asian Bond Market Initiative (2013) to promote development of the local 
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currency bond markets and Multi-Currency Bond Issuance Framework (2014) for common 

regional bond issuance program.  

Economic growth, capital inflows and demand from global investors to Asian equities 

supported development and liquidity in Asian markets, while connectivity of these markets 

became stronger. ASEAN capital markets were less affected by global crisis and recovered more 

quickly than the EU: Intra-ASEAN equity investments rose by three times to $42 billion, 

between 2008 and 2014. ASEAN stock markets have large developmental differences as 

Singapore and Malaysia have the most developed stock markets with capitalization more than 

100% of GDP. Some least developed Cambodia, Lao and  

Myanmar are still in the stage of developing banking sector, prerequisite to capital market 

development.  

Econometric analysis on ASEAN-5 stock markets suggests that both regional and global 

integration of these markets have been increasing since two decades and regional integration 

almost caught up with integration with the US and Asian markets. Despite progress, ASEAN 

stock markets are still not well integrated regionally and need to address fragmentation in 

infrastructure, regulations and supervision. In addition, the progress with the ASEAN trading 

link was slower than expected and remained limited to three countries due to limited capacity 

and speed of clearing & settlement systems. 

Within ASEAN-5, bond markets in Malaysia and Singapore are the most and Indonesia is 

the least developed. Government bond markets are more developed than corporate bond markets. 

Government bond markets are strongest in Thailand, Malaysia, Singapore and Philippines, while 

corporate bond markets are strongest in Malaysia and Singapore. ASEAN-5 countries mostly 

raise funds from domestic markets to avoid foreign debt, while cross border issuance almost 

doubled after 2009 crisis, showing global investors’ demand to safer Asian bonds. During the 
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crisis years of 2008, Asian corporations turned to local corporate bond markets to raise funds. 

Secondary markets for corporate bonds are still under developed and mostly large corporates 

access to these markets.   

Developmental problems of ASEAN bond markets include differences in regulatory 

standards, administrative processes and institutions, as well as high transaction costs, capital 

controls, barriers to foreign entry and lack of cooperation between public and private sectors. 

Exchange rate risks and difference in taxation and lack of coordinated oversight should be 

addressed. ASEAN bond markets is charaterized by large holdings of the US, EU and Japan.  In 

general, correlation of ASEAN-5 local currency government bond markets with Asia, China and 

the US increased over the last two decades. Unlike equity markets, ASIAN-5 bond markets are 

more vulnerable to regional volatility than global.  

The review of ASEAN and EU financial sectors suggest that EU is definitely more 

integrated than ASEAN with necessary institutional structure is mostly in place. But the EU 

integration was more vulnerable to global crisis and developmental differences are more 

pronounciated in the ASEAN. Both regions still need to improve financial infrastructure, 

regulatory harmonization, market practices and taxation of capital gains to promote regional 

integration. Given the bank dominance in both regions, most functions –relating trade and 

infrastructure- are performed by banks rather than the capital markets. In this context, trade 

regionalization can be expected to be highly connected with banking sector, followed by equity 

and bond markets, while developmental differences suggest that strongest trade-finance links can 

be found in developed countries. The model in STATA confirms that change in trade intra-

regional trade is positively related to banking development (Domestic credits/GDP), banking 

openness (foreign banking assets/total) and stock market correlations through random effects 
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model when controlled for changes in GDP per capita, FDI, Global Competitiveness Index and 

tariffs.  
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APPENDIX A 

 

FUTURE TRENDS IN CAPITAL MARKETS 

 

Based on the insights from the previous sections, the expected trends for capital markets can be 

summarized as follows:  

(i) Competitiveness in capital markets are expected to intensify due to technological 

advances, higher costs of sustaining exchanges, removal of capital controls, easier 

movement of investors/issuers between markets, and more availability of competitive 

financial services and trade venues. Developed markets will keep on facing competitive 

pressures from emerging markets due to the latter’s economic dynamism and growth 

potential. Indeed, the share of emerging markets in global GDP rose from 25% to 40% 

(approximations) between 2005 and 20141, while both debt issuance and stock market 

capitalization increased more than three times. Although developed countries still hold 

majority of assets in equity and bond markets, Emerging Markets will account for half of 

the total global capitalization by 2030 if their capitalization grows along the GDP.188 By 

2025, the major international centers are expected to lose their dominancy in foreign 

listings against the emerging markets since the number of firms seeking capital will 

multiply in emerging countries.243 As total financial assets, the share of emerging markets 

in global financial assets are expected to jump from 20% in 2010 to 30-36% by 2020 

(nominally around $114 - $141 trillion), which makes them increasingly important in the 

global financial system. 2  However, the uncertainty of the regulatory and political 

                                                
1 IMF data 
2 (China and India will have $ 65 and $ 8 trillion respectively). “The Emerging Equity Gap: Growth and Stability in the New 
Investor Landscape.” McKinsey Global Institute, December 2011. 
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environment, a slowdown of economic growth, and risk aversion of investors are the 

main disadvantages of emerging and developing countries 3  along with fear of 

government intervention, weak corporate governance, lack of mature investor base, and 

inadequate investor protection. 

(ii) Trade and listings among South-to-South capital markets continue to increase as 

regional investments and integration intensify among these countries. 4 Estimations 

show that between 2000 and 2011, South-to-South investment assets rose from $0.3 

to $1.9 trillion, while South-to-North investments assets rose from $1.5 to $5.9 

trillion.191 Improving economic and financial relations and capital flows among 

Southern countries; their development potential in real and financial sectors; and 

similarities in technology, business and investment environment are likely to increase 

cross-border investments and convergence of capital market practices.  

 (iii)  It is also expected that the hardest competition among capital markets will take place 

among similar ones: Markets compete more, especially when they provide similar 

products or services, operate under similar regulatory standards and cost structures, and 

have similar sectoral/industrial composition. This situation will be even more intensified 

if they are in the same geographical region or time zone. These markets can be 

considered as “natural competitors” and “the fiercest competition will be between those 

regional exchanges that aspire to attract dual listings from issuers originally listed on 

smaller exchanges.”5 

                                                
3 Capital markets in 2025: The future of equity capital markets 

http://www.pwc.com/en_GX/gx/audit-services/publications/assets/Capital_Markets-The_future_of_Equity_Mrkts.pdf 
4 Capital markets in 2025: The future of equity capital markets 

http://www.pwc.com/en_GX/gx/audit-services/publications/assets/Capital_Markets-The_future_of_Equity_Mrkts.pdf 
5 Coffee, John J. Jr. “Competition among Securities Markets: A Path Dependent Perspective. Columbia University Law School, 
The Center for Law and Economic Studies. Working Paper No. 192, 2002. 
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(iv)  Markets will become more technology-intensive and organized to improve sustainability. 

Technological advances transform markets to have faster and accurate trading, payment, 

clearing and settlement functions. With changing ownership structures, exchanges will 

focus more on reducing costs and value added services to remain competitive. OTC 

markets can also experience similar pressures to become more organized and technology-

driven.  

 (vi)  New regulatory and supervisory challenges may arise from advancing technology and 

financial innovation, which lead to new systems, applications, or products. Regulations 

and oversight will need to evolve faster with more flexibility to address quickly these 

new issues and reduce market risks. OTC markets may also be subject to better reporting 

standards and central reporting systems. Stronger regulations will increase regulatory 

compliance costs and affect supply and demand for capital market products.  

(vii)  Exchanges with different level of regulatory standards will coexist since the complexity 

of regulations need to reflect the development level of financial system and capital 

markets. Although many studies suggest that markets with the lowest cost of trade, 

highest liquidity and advanced technology will be the most competitive, markets differ in 

terms of ownership, regulations, assets, risk and return structures. Preference of investors 

and traders regarding anonymity and transparency of transactions may differ and 

exchanges can survive without the highest legal standards.6 However these exchanges 

move in different directions due to path dependence. 

(viii)  Exchanges can select to accommodate specific firms, industries or instruments with 

different risk-return structures as they can also serve special niches, such as regional 

                                                
6 Coffee, John J. Jr. “Competition among Securities Markets: A Path Dependent Perspective. Columbia University Law School, 
The Center for Law and Economic Studies. Working Paper No. 192, 2002. 
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extension of major international markets.7 Niche specialization can also be achieved by 

mergers and alliances.  

(viii)  Alliances, consolidations and mergers among exchanges are expected to increase as a 

result of competitive pressures. Horizontal and vertical integration of markets provide 

benefits related to market size and enable division of costs of institutional and 

technological infrastructure across markets. In this context, regional integration of capital 

markets can be a viable policy of choice for many markets.   

 
 
  

                                                
7 Coffee, John J. Jr. “Competition among Securities Markets: A Path Dependent Perspective. Columbia University Law School, 
The Center for Law and Economic Studies. Working Paper No. 192, 2002. 



 

 

278 

APPENDIX B 

 

GOVERNMENT AND CORPORATE BOND MARKETS 

 

Moderate levels of non-inflationary government debt (as a share of GDP and of bank 

deposits) positively affect economic growth mainly by improvements in monetary policy, public 

budget, financial intermediation, domestic institutions and accountability.8 Seventy-five percent 

of impact on growth takes place via investment efficiency and factor productivity rather than 

capital accumulation, while these positive effects are strengthened when government bonds are 

marketable, have real positive interest rates and held by diverse investors other than the banking 

system.9 Moreover, government bonds provide the corporate bond markets with a benchmark 

yield curve, which helps pricing of corporate bonds and establishes cost of capital. In addition, 

government bonds provide stable income to investors and serve as collateral especially in 

interbank lending. Public debt issuance improves governmental budgetary and institutional 

discipline due to reporting and transparency requirements of the process. Effective government 

debt management requires sound government cash management, analysis of debt options and 

determination of optimal duration, size and frequencies of bonds since issues should be spread 

across the yield curve, and focus on key maturities. Other crucial factors include supporting 

operations, estimation of public funding needs and efficient issuance and auction strategies. 

Funding plans and issuance calendars need to be announced, since non-transparent funding plans 

can lead to reduced credibility and failure of bond auctions.  

                                                
8 Abbas, M.Ali and Jakob E. Christensen. “The Role of Domestic Debt Markets in Economic Growth: An Empirical Investigation 
for Low-income Countries and Emerging Markets.” IMF Working Paper, WP/07/127, June 2007. 
9 Abbas, M.Ali and Jakob E. Christensen. “The Role of Domestic Debt Markets in Economic Growth: An Empirical Investigation 
for Low-income Countries and Emerging Markets.” IMF Working Paper, WP/07/127, June 2007. 
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On the other side, excess government debt (more than 35% of bank deposits) can 

undermine growth by crowding out lending to the private sector (since both government and 

corporate bonds seek to borrow from national saving pool) and risking bank balance sheets. In 

middle- or low-income countries, institutional investors, including banks, pension, insurance and 

investment funds are more likely to become “captive investors,” and required to buy government 

debt to finance public investments or budget. Such arrangements destabilize banks and 

institutional investors, of which assets become subject to government credit and default risks. 

 Corporate bond markets provide an alternative funding option for companies and 

infrastructure projects and reduce their dependency on bank loans, while competition in lending 

lowers the cost of capital. Therefore, private debt issuance, especially by non-financial 

corporations, positively relates to economic development.10 Bond market size and liquidity have 

positive effect on probability of issuance11  as growth of corporate bond markets encourage more 

firms to enter. This way, reallocation of capital by bond markets into productive sectors can 

support the real economy and growth. Corporate bond markets started to become important 

during mid-1990s, when they began to grow in advanced economies such as Europe, Japan and 

Canada.12   

 Economic and financial stability is crucial to achieve liquid and deep corporate bond 

markets since private debt issued by financial and non-financial corporations is negatively 

related to interest rate and exchange rate volatility. 13 Money markets are also important for 

providing the basis for the short end of the yield curve. Corporate bond markets are more 

sensitive to systemic adverse effects since they are less liquid than government bonds or equities 

                                                
10 Adelegan, Janet O. and Bozena Radzewicz-Bak. “What Determines Bond Market development in Sub-Saharan Africa?” IMF 

Working Paper Wp/09/213, September 2009. 
11 Mizen, Paul and Serafeim Tsoukas. “What Promotes Greater Use of Corporate Bond Market? A Study of Issuance Behaviour 
of Firms in Asia.” Oxford Economic Papers, March 15, 2013. 
12 Corporate Bond Market in the US was most developed at the time.  
13 Adelegan, Janet O. and Bozena Radzewicz-Bak. “What Determines Bond Market development in Sub-Saharan Africa?” IMF 
Working Paper Wp/09/213, September 2009. 
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because they are fragmented, non-fungible and more complex, while lacking the features that 

promote secondary market liquidity such as predictable issuance or wide and transparent 

distribution.14 Private issuances are less transparent than public debt since they are done under 

negotiations and outcomes may not be disclosed. Moreover, some private debt securities, 

especially corporate infrastructure bonds, require a lock-in period to ensure longer term 

commitment. Given these conditions, investment on private bonds require better access to 

information and stronger credit assessment capabilities, which are generally available to large 

institutional investors rather than retail investors. Still, institutional investors can reinforce 

illiquidity when they follow a buy-and-hold strategy to meet their long-term obligations. Factors 

such as costly issuance of corporate bonds, lack of credit/business history, and insufficient 

collateral prevent smaller companies from entering to these markets, while more general 

problems hampering development of corporate debt markets should be addressed such as tax 

structure, issuance procedures, costs of regulatory compliance, investment restrictions on foreign 

and institutional investors, and lack of accurate credit pricing and risk management. To issue 

corporate bonds, businesses should have financial strength, a sound credit risk profile and 

improved corporate governance (with focus on investor rights), adopt modern accounting and 

reporting systems, and have the ability to disseminate information to different stakeholders.  

  

                                                
14 “Corporate Bond Market Activity: An Overview” Economic and Political Weekly. Vol. 46, No 17 April 23, 2011.    
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