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ABSTRACT 

Financial markets are an important component in the transmission of monetary 

policy and play a key role in fostering financial stability. Financial market 

development aims at enhancing the capacity of the financial system to pool domestic 

savings and foreign capital in funding investment and consumption, and at enabling 

efficient risk-sharing. 
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Financial market is a crucial component in the economic system.  It is the engine that 

drives the economy, being a platform where surplus units meet deficit units and 

negotiate various kinds of financial agreement.  The objective of financial market 

development is, therefore, to enhance the capability of the financial market to act 

efficiently as an intermediary.  An efficient financial market is one with proper depth 

and breadth, that is on the supply side, there is a wide range of financial instruments, 

offering choices of issuers, credit risks, and etc. to satisfy all classes of asset demand. 

On the demand side, there has to be sizable investment demand from various types of 

investors, with different risk-return appetites. Also, a good diversity among issuers 

and investors usually brings about a good mix of market views, leading to an active 

exchange of financial assets.  A highly liquid financial market as such is able to 

accommodate large and varied issuance of financial instruments with minimum price 

effect. Here, financial instruments can be quickly exchanged at reasonable cost. 

Efficient clearing and settlement system is a key supporting factor that helps lower 

transaction cost.    

Financial theory has developed very dynamically in the last 50 years. There has been 

a remarkable interaction between theory and practice. Academic research has 

contributed to our understanding of investor behaviour and the functioning of 

financial markets. Academic research has also stimulated financial innovation and led 

to development of new financial instruments and markets. Particularly important 

financial research areas in the past five decades have been portfolio theory, capital 

asset pricing theory, interest rate structure theory, capital structure theory, agency 

theory, efficient markets theory, and option pricing theory.  
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The number of research articles and books published is very large. Below, a small 

selection has been made including several contributions from Nobel Prize winners in 

Economics. Researchers have access to an incredible amount of data concerning the 

development of financial markets. Interestingly, however, financial market data 

spanning the whole 50 years are not so readily available. This reflects, on the one 

hand, that financial markets evolved gradually only, with some segments, such as 

derivatives markets, virtually being non-existent 50 years ago. In addition, prior to 

the crisis, the volume of capital inflows surpassed that of the underlying current 

account deficits of Asian countries, resulting in a large surplus on the overall balance 

of payments and a substantial accumulation of foreign reserves. Moreover, the 

increased foreign borrowing promoted domestic credit expansion by the domestic 

financial sector in an environment of premature and weak financial systems, which 

gave rise to bubbles in real estate and equity markets and excess capacity in 

manufacturing.  Domestic absorption, thus, increased, causing the current account 

deficit to widen to match the capital account surplus. Such capital inflows were 

attracted by strong macroeconomic fundamentals-sustained economic growth, 

inflation that remained relatively under control, sound fiscal balances, and high 

savings and investment rates-and growing optimism surrounding Asia's emerging 

market economies. In 1995-1996, some of the bubbles burst and consequently 

financial sector assets turned into non-performing assets.  

This caused a shift in investors' sentiment about Asia's economies, leading to a 

reduction of capital inflows and triggering speculative attacks against domestic 

currencies. These attacks generated a sudden and massive reversal of capital flows. 

The failure to defend the fixed exchange rates and subsequent depreciation of local 

currencies immediately worsened the problems associated with a currency mismatch 

by expanding external liabilities in terms of domestic currency. Thus, the declining 

value of domestic assets and the expansion of liabilities as a result of double 

mismatches of the financial sector deepened the crisis. The resultant rapid 

deterioration of the balance sheets of domestic financial sectors and enterprises 

caused a further capital withdrawal, sending domestic currencies into free fall (i.e. a 

sudden and substantial depreciation).  

The downward spiral of worsening balance sheets, depreciation of local currencies 

and massive capital outflows caused an international liquidity shortage (i.e., a sharp 

drain of external reserves) and domestic banking crises due to insolvency and deposit 

withdrawals of financial institutions amid double mismatches. In these 

circumstances, commercial banks and nonbanks found it difficult to maintain new or 

even existing credit lines to the private sector, causing a credit crunch and recession. 
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In the face of spreading bankruptcy of enterprises and sharp depreciation of local 

currencies, which worsened financial institutions' balance sheets even further, 

domestic absorption sharply reduced and domestic recession deepened quickly. 

Therefore, the Asian crisis can be characterized as twin crises, a combined currency 

and banking crisis. 
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