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REPORT BACK 
TREND AND OUTLOOK OF ASIA CAPITAL MARKET DEVELOPMENTS IN THE 21ST CENTURY
Asia Securities Analysts Federation (ASAF) Annual Conference
27th October 2005, Beijing China
	1.
	BACKGROUND

	
	This is an Annual Conference, which the various members of ASAF take turns to host.  There are 9 representative member countries in ASAF, which are:

· China

· India

· Australia

· Korea

· Singapore

· Hong Kong

· Japan

· Taiwan

· Thailand

Associate members of ASAF include:

· Iran

· Malaysia

· Philippines

· Sri Lanka




	
	The Asian Securities Analysts Federation takes advantage of its Annual Conference to hold Executive and other Committee meeting report backs and to conduct its Annual General Meeting.  These meetings take place in the two days preceding the Annual Conference.  A separate report on the Annual General Meeting, where all member countries of ASAF did a report back on their progress, is included in this Report Back.  Although the South African Investment Analysts Society is not a member or associate of ASAF, I was able to talk my way into an invitation to attend the AGM and report back meetings, which provided some interesting insight in what similar Societies to ours are doing to assist analysts and investment professionals in the Far East.  

I attach a report on these meetings as Section 3 of this Report Back.

	
	

	2.
	CONFERENCE PROCEEDINGS

	
	a)
	Outlook of Recent Chinese Monetary Policy and Financial Reform – Yi Gang, Assistant Governor, Peoples Bank of China

	
	
	Monetary Policy

	
	
	Money supply growth is too fast – growing at more than double the pace of normal GDP for the past three years.  However, the demand for money was coming from commercial bank lending for property, industrial and infrastructural development.  No other ready avenue for raising capital existed in China.  The corporate bond market and equity markets were not sufficiently developed to provide capital for economic development in China.  
Raising interest rates to reduce money supply growth was not the answer, because the Bank of China wanted to encourage consumer borrowing.  The key issue was the reform of the capital markets to allow bonds and equities to play a bigger role in raising capital.  The Chinese currency (Yuan) had been fixed to the US dollar from 1996 to mid-2005.  A managed floating rate, linked to a basket of currencies, was introduced in June 2005 and this led to a “managed” 2% appreciation against the US dollar.  




	
	
	The interest rate gap between the US (4% Fed Fund rate) and China (1,3% bank rate) was substantial and this encourages capital to flow from China to the US.  The Bank of China was comfortable with this as it led to a capital outflow to offset the current account surplus on the balance of payments.  This was one reason why the Bank of China did not want to raise Chinese interest rates.  

Mr Yi expected the value of the Chinese currency to remain stable for the next year.  This seemed to auger poorly for the high level US delegation who were due to visit Beijing in the next week to argue for further Chinese currency appreciation.  

	
	
	

	
	b)
	Current Status and Outlook of Small and Middle Sized Enterprises in China – Zhang Yujin, General Manager, Shenzhen Stock Exchange

	
	
	The following challenges existed for SME business in China:

· 50% of all Chinese economic growth and 75% of all employment comes from SME companies. 

· The capital market development has not kept pace with SME growth and raising capital is a massive problem for most SME companies.  There is a strong need to develop and liberalise capital markets in China.  

· The policy environment (tax systems, lack of incentives, etc.) is not conducive to SME development.  
· Multi level financing for different types of businesses is required. 

· Corporate Governance is often weak, particularly in family run businesses.  

	
	
	The Shenzhen Stock Exchange had been able to assist in some of these problems by developing the SME market on the Exchange.  This had been operating since May 2004.  Fifty SME companies were listed, of which thirty three were hi-tech companies.  12 billion Yuan (US dollar 1,5 billion) new capital had been raised and the market cap of the SME section was 56 billion Yuan (US dollar 7 billion).  The trading in SME stocks was four times greater than for primary listings.  


	
	
	Further development was needed in stockmarket reform in order to promote the listed SME market further.  This included greater private ownership of shares; foreign ownership of Chinese entities; improved regulation and rules of trading; protection of the rights and interests of investors.  

	
	
	

	
	c)
	Radical Transformation of the Indian Securities Market During the Last Decade – Dr Galaka Nath, Vice President, Clearing Corporation of India Ltd

	
	
	

	
	
	There are 23 stock exchanges in India, but two exchanges dominate.  The National Stock Exchange (NSE), which handles 70% of all equity trades in India, and the Bombay Stock Exchange (BSE), which does 27% of trades.  Brokerage rates are 0,10% on all trades.  The modern stock exchanges in India date from 1993, when, following massive financial frauds, many of them propagated by brokers, a process of capital market reform and corporatisation started.  
The NSE was established as a Government owned body, which completely separated the ownership and management of the Exchange from the trading rights of member brokers.  As such, it was the first demutualised stock exchange in the world.  A completely automised and anonymous trading system was set up, with a central clearing house owned by the NSE.  All shares are dematerialised and a central depository is operated.  All settlements are T+2, considerably faster than the global norm.  Settlement was also guaranteed by the Exchange.  
Debt, mainly corporate bonds, derivatives and equities are all traded on the same market and through the same trading platforms.  Trading takes place nationwide, through a network of 400 sub-brokers who have internet connections to the trading platforms of the major brokers.  

Some indication of the success of the stockmarket reforms in India is that the NSE is now the third largest exchange in the world, ranked only after NASDAQ and NYSE, in terms of the number of transactions processed.  About 2,7 million trades a day are logged on NSE, accounting for 70% of all equity trades and 99,5% of all derivative trades in India.  


	
	d)
	The Development Trend of China’s Macro Economy and Capital Markets – Chao Yuanchen, Chief Economist, Zhongyi International

	
	
	

	
	
	China’s real GDP growth is slowing gradually from an average 11,5% in 1982-1989 and 13,4% between 1992-1995, to around 9% per annum over the past decade.  
The key policy initiative for the economy in recent years has been investment spending, but this appears to have peaked.  Investment/GDP ratio has been around 45%, rising to 54% of GDP, in the first quarter of 2005.  Even though China has the highest savings rate in the world, 44% of GDP, the investment/savings gap cannot continue indefinitely.  Currently, foreign direct investment (FDI) is financing this gap, but the inflow of FDI is starting to slow.  

Three key factors are leading to the peaking of investment spending:

· Resources are limiting the investment growth rates, particularly the cost of energy, including oil.

· Banks are providing nearly all the capital, given the undeveloped nature of Chinese bond and capital markets.  Bank assets are now over 200% of GDP.  Many bank loans are non-performing and a major banking crisis and restructuring process is looming.  The Chinese government has already spent more money recapitalising its banking system than the sums expended in Asian banking crises in the late-1990s or in the S & L crisis in the USA. 
· Substantial over-capacity exists in many areas of the economy, which is clear to see when travelling around Beijing.  Massive shopping and office developments (many the size of the Sandton CBD) are standing empty, because of lack of tenants).  
There is some surprise at the relatively high level of economic growth in China in 2005 to date.  Most economists were expecting growth to slow, but it has held at 9% because of strong export growth.  Given the over-capacity and lack of consumer demand in China, products are being exported, but this is unsustainable in the longer term.  


	
	
	Structural constraints in the Chinese economy are:

· Over-capacity in the manufacturing sector in particular. 
· Secondary industry accounts for 60% of GDP, primary sector for 10% and tertiary industry for 30% of GDP.  Properly developed economies have 60% of GDP generated in the tertiary industry and only 30% in secondary sectors of the economy.  It will take time to change this structural imbalance in the economy. 

· Capital and financial market reform is urgently needed. 

· The banking sector will seek to be restructured, hopefully before it collapses.  
The current 5 year economic plan is focussed on human and skill development to provide the expertise needed to grow the tertiary economy.  The economic plan envisages slower economic growth (7% or less real GDP), whilst reform processes are carried out.  With inflation rates running at 4%-5%, there is a strong possibility of deflation in the next few years.  

The Chinese authorities should use this period of slow growth (even deflation) to effect reforms in the structure of the economy and to liberalise the financial system, distribution channels and capital markets.  

	
	
	

	
	e)
	The Policy Service and System Design for Promoting Institutional Investor Development – Australian Case Study – John Unkles, Executive General Manager, Institute of Securities of Australian Finance & Banking

	
	
	

	
	
	The Australian investment pool is currently around US$750 billion and is growing at a compound rate of 10 percent per annum.  A study by Allianz Global puts the size of this market at US$2000 billion by 2015, which should lead to Australia overtaking Japan as the Asian region’s biggest pension fund market over the next ten years.  



	
	
	The key factor in the growth of the Australian financial markets has been the deregulation of the financial services sector.  This process commenced in 1981, with the publication of the Campbell Report.  By 1985 reforms included: the abolition of exchange controls; the floating of the Australian dollar; the axing of fixed stockbroker commissions; and the granting of 16 new foreign bank licenses.  
Shortly afterwards, general employer-provided superannuation (pension) benefits were introduced for all employees, initially at 3 percent of income.  This was raised to 9 percent of income in 1992, and now 90 percent of all private sector employees have superannuation arrangements.  Superannuation assets now total over AUS$700 billion “(US$ 525 billion).  Most pension funds and invested funds regard this steady inflow of superannuation funds into their coffers as “mandated growth”.  

The banking system was also gradually deregulated, allowing for consolidations and for Life Offices, banks and insurance companies to merge.  As a result, large local financial organisations can now compete with the global financial giants in Australia and elsewhere.  

Further big areas of growth in Australian financial markets have been master trusts and wrap funds, almost exclusively used by over 15 000 registered financial advisers for investing in unit trusts and other investment products.  

A recent development has been the growth of “DIY” pension funds.  There are now some 300 000 of these funds operated normally by high-net-worth individuals, with around 23% of all superannuation assets.  

Because of DIY super funds and the marketing efforts of the Australian stock exchange, 55 percent of Australian adult population now own shares and this has been a key factor in the development of Australian capital markets.  

	
	
	


	
	f)
	Structural Change and Valuation of the Stockmarket in Japan -  Yusaku Sakaguchi, Senior Executive Officer, Research, Nomura Asset Management

	
	
	

	
	
	Japan experienced a “lost decade” decade between 1993 and 2003, when annual GDP growth fell from 4% to 1%, Government debt rose to 140% of GDP, stockmarkets showed a negative return in 2000-2002 and non-performing loans went to record levels, because of falling equity and property markets in the 1990’s.  
The “deflationary stage” has now ended – after 7 years of negative inflation, the domestic corporate goods price index is now around 2%.  

As a result of these improved economic conditions, the stockmarket is performing better in Japan.  In local currency terms, the Japanese index has been tracking the US S&P 500 over the past three years; equity turnover has increased substantially because of lower brokerage rates and growth of internet broking companies; and equities have looked attractive in a zero interest rate environment.  In addition, the foreign ownership of Japanese equities has jumped from 5% to 25% of the market over the past decade.  
Factors that will determine the future performance of the Japanese stockmarkets include:

· Demographics – 65% of the Japanese population will reach retirement age in 2010 compared with just 50% today.  Household savings can be expected to decline from then onwards.  
· Financing Government Debt – the massive fiscal deficits of the Government will be harder to finance as household savings decline, which could mean higher interest rates, higher tax rats and declining new private sector investment. 
· Labour shortages will occur, because of the aging population which will push up wages, unless Japan makes more use of female workers or liberalises its immigration policy.  


	
	
	· Corporate profitability is currently very good in Japan and balance sheets are in good shape.  
· Valuations in the Japanese stockmarkets are currently more attractive than in Europe and the US.  
In all, the short-term outlook for the Japanese equity markets looks relatively favourable, but there are questions about the medium to long-term outlook.

	
	
	

	
	g)
	The Development and Outlook of the Hong Kong Investment Management Industry – AU King Lun, Director, Hong Kong Securities Institute

	
	
	

	
	
	The assets under management in the Hong Kong fund management business has nearly tripled since 2000 to US$502 billion.  About 65% of these funds are sourced from non‑Hong Kong residents looking to invest in the Asian region, who rely on the expertise of Hong Kong based investment companies.  Most of this money does, however, come from the Asian region, chiefly China and SE Asia.  About 20% of these funds come from the US and Europe.  
A key factor in the growth of the Hong Kong fund management industry was the introduction of the “Mandatory Provident Fund” (MPF) in 2000.  This now has 2,2 million people enroled in the scheme and has over US$90 billion under management.  Monthly cash flows amount to some US$400 million.  

Another critical factor for Hong Kong is that it operates as the “gateway” to China.  At the end of 2004, there were 107 open-ended funds on the Hong Kong market.  These included equity funds, bond funds, money market funds, balanced funds, index funds, exchange traded funds, etc.  Hedge funds and Venture Capital funds are a new innovation in local markets.  Nearly all of these funds focus on investing on the Asia-Pacific region. 
The accession of China to the World Trade Organisation (WTO) will be a key factor in opening up Chinese financial markets as it will enable Sino-foreign joint venture fund management and banking companies. 


	
	h)
	Directions for the Development and Reform of Emerging Markets – The Case of Taiwan – Prof Kung-Wha Ding, Chairman, Securities & Futures Institute, Taipei

	
	
	

	
	
	The Taiwan Stock Exchange (TSE) was opened in 1962.  
The market has followed a two pronged approach of internationalization and liberalization.  On the international front, the qualified foreign institutional investor system (QFII) was first introduced to register foreign institutional and later individual investors on the TSE.  In 2003, this was replaced by the “one time registration system” for foreign investors.  At present, foreign investment on the TSE totals US$96 billion and accounts for 25% of total market capitalization.  
A second initiative is the development of the GTSM market for small emerging companies.  It originally operated as an over-the-counter market and has some 500 stocks currently listed.  Since 2002, it has been called the emerging stock market and operates on a “bulletin board” to trade stocks that are not officially listed on the TSE.  The emerging market trades both equities and bonds.  

The TSE has introduced electronic trading for both stocks and bonds, has allowed stock lending and listed its first ETF recently.  
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