Financing sustainable development and policy issues for
capital market development'

Financing for sustainable development — a significant
component of the United Nations’ post-2015 development
agenda — is critical for Asia and the Pacific. Home to
two thirds of the world’s poor, the region will require the
mobilization of vast resources to address its development
challenges, with estimates of annual investment
requirements amountingtoaround $2.1 trillion (seefigure 1).
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While the region’s financial requirements are huge, its
financial resources are also very large. Its gross national
saving amounted to $8.4 trillion in 2012, representing
more than half of the world’s total savings. The region also
held $7.3 trillion in foreign exchange reserves in 2012. In
addition, the region’s high net worth individuals had $12.7
trillion in assets in 2012, while the region’s mass affluent
had $20.5 trillion in assets. These values are forecast to
increase, respectively, to $22.6 trillion and $43.3 trillion by
2020.2

As many investments are characterized by high social
rates of return but low private rates, supportive policies
will be needed to attract private savings. In addition,
efficient capital markets will be required to mobilize the

region’s large pool of savings to finance its sustainable
development, as recognized in the 2002 Monterrey
Consensus on Financing for Development and its follow-
up 2008 Doha Declaration.

Equity and bond markets

Overall, the region accounts for 31% of global equity market
capitalization, of which the stock markets of Tokyo, Hong
Kong and Shanghai represent more than half. However,
market capitalization, at close to $15 trillion, is on average
relatively small as a proportion of the total assets of the
region’s financial sector. Particularly in smaller economies,
the breadth and depth of equity markets is often quite
limited due to lack of liquidity, a low level of corporate
listings and weak regulatory frameworks and corporate
governance. Cross-border listings offer a potential solution
for such economies.

Following the Asian financial crisis of 1997/98, the
development of local currency (LCY) bond markets received
a boost in the region. Aimed at reducing the currency
mismatches in banks’ and corporates’ balance sheets that
precipitated the Asian financial crisis, the value of domestic
bonds outstanding in China; Hong Kong, China; Indonesia;
Malaysia; Philippines, Republic of Korea; Singapore; and
Thailand soared from 21% to 64% of the GDP between
1997 and 2010, largely exceeding Latin America (34%)
and Eastern Europe (33%) in the latter year. Growth of LCY
bond markets was particularly fast in India, reaching 90%
per year between 2009 and 2013. During this period, LCY
bond markets also grew rapidly in the Russian Federation
(23.5% pa), China (22% pa), Thailand (18% pa), Australia
and Pakistan (13.9% pa).

While LCY bonds issued by Governments represent
on average more than three quarters of the total LCY
bonds issued by Asia-Pacific countries in 2013, the
share of corporate LCY bonds increased by almost 50%
between 2005 and 2013. The demand for LCY bonds has
been supported by a broadened investor base including
both domestic and foreign institutional investors. As of
December 2013, the foreign holdings of LCY government
bonds as a share of the amounts outstanding were 32.5%
for Indonesia, 29.4% for Malaysia, 17.4% for Thailand,
9.2% for the Republic of Korea and 8.3% for Japan.®
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Giving the potential of LCY bonds to raise funds for
investments in sustainable development, it would be useful
to facilitate the issuance of such bonds across borders.
For that purpose, the Asian Bond Market Forum (ABMF),
which was established in September 2010 by ASEAN+3,
has provided a platform for bond market experts from the
region to foster the standardization of market practices
and harmonization of regulations relating to cross-border
bond transaction in the region. The ABMF is developing an
intra-regionally standardized bond issuance framework,
which would ultimately allow bond issuers in ASEAN+3
to issue bonds in all participating economies with one set
of standardized documentation and information disclosure
requirements, subject to compliance with the legal and
regulatory requirements of each economy.*

Institutional investors

Institutional investors play a critical role in the global
provision of long-term finance, part of which could be
tapped for the funding of sustainable development.

The development of institutional investors in the region
differs across type of investor. In 2012, the Asia-Pacific
region accounted for only 9.7%, or $6.65 trillion, of global
assets held by the world’s top 500 asset management
firms; most of this (85.2%) is managed by firms from
Japan and Australia. The share of the region in assets
under management by the world’s top 300 pension funds
was 26.3%, or $3.68 trillion, of which 31.5% was held
by developing countries. As of March 2014, the region
accounted for 45%, or $2.85 trillion, of the world’s total
assets held under management by sovereign wealth
funds, most of which (96%) belonged to developing
countries.

Globally, the portfolio allocation of institutional investors
has tended to shift from equities to investments in
bonds and the so-called alternative asset classes. The
shift from equities to bonds started in the early 2000s
but accelerated after the global financial crisis, as
investors sought to reduce risks. However, the low-yield
environment prevailing in recent years pushed some
institutional investors to take additional risks in the search
for higher returns by investing in alternative assets, such
as hedge funds, real estate, private equity and most
recently infrastructure.

Pension funds have traditionally invested in infrastructure
through listed companies and fixed income instruments.
However, over the last two decades they have started to
recognize infrastructure as a distinct asset class which,
although illiquid, could be beneficial to enhance portfolio
diversification. Because of their long investment horizons,
pension funds and other institutional investors can afford
the risk of investing in less liquid and longer-term assets
such as infrastructure. Nevertheless, a survey of large

pension funds and public pension reserve funds revealed
that in 2012 their investment in unlisted infrastructure
equity was equivalent to only 3% of the total assets.5 It
seems that obstacles for this type of investment include
high up-front costs and the large scale of projects, and
the required expertise that can take a long time to build
and that may be beyond the means of smaller pension
funds. However, the experience of Chile and Mexico has
demonstrated that Governments can assist pension funds’
investment in infrastructure by developing infrastructure
corporate bond markets.

The investor base is animportant consideration with regard
to the role of institutional investors as an increasingly
significant source of funding for long-term investment. The
participation of foreign investors in Asia-Pacific LCY bond
markets is likely to have enhanced liquidity and market
efficiency; however, the potential disruptions that foreign
investors could cause are also a matter of concern. In
particular, the increasing participation of global institutional
investors in emerging markets, particularly in LCY bond
markets, has heightened exposure to global financial
conditions, contagion and herding.® In fact, sudden large
capital outflows can still induce financial distress through
their effects on exchange rates and the balance sheets
of banks, firms and household despite large volumes
of international reserves and flexible exchange rates
arrangements.

Therefore, it would be important to develop a larger local
investor base and create better institutions. For that
purpose, countries would need to design tailored policies
and create a regulatory framework that encourages
institutional investors to provide a stable source of capital
for long-term investment purposes. A recent report by
the G20 and OECD provides valuable guidelines to
policymakers on how to promote the development of
long-term savings and institutional investors, governance
and regulatory arrangements. Yet, further refinement
according to specific country and institutional contexts
would be needed and is an area for further research to
promote the development of institutional investors in Asia
and the Pacific.
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