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Abstract

This paper examines the determinants of stock market development in Southeast
Asian countries. Our findings show that income growth rate, saving rate, financial
development, stock market liquidity, and macroeconomic stability are the main
determinants of market capitalization. Meanwhile macroeconomic stability meas-
ured by the change in inflation and the financial crisis have had a negative effect on
market capitalization, other variales have a potivive effect.
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1. Introduction
Since the 1990s, there have been numerous

debates as to whether stock market develop-
ment has led to economic growth. The ques-
tion is an important one in order to clear poli-
cy implications for countries that have finan-
cial sectors that are comparatively underdevel-
oped. As Levine and Zervos (1998) argued that
a well-established stock market not only can
mobilize capital and diversify risks between
market agents but it is also able to provide dif-
ferent types of financial services than banking
sector to stimulate economic growth. The role
of financial markets has been more and more
affirmed as one of the main indicators of eco-
nomic stability, in which stock market indexes
provides indications on the economic health of
a country. However, the concern on whether
developing countries themselves reap any ben-
efits from their stock market development with
the boom over the past decades still exists.
New theoretical work shows that stock market
development may give a big boost to the long-
run economic growth in emerging markets,
and new empirical evidence supports this
view. For example, Demirguc and Levine
(1996a), Singh (1997), and Levine and Zervos
(1998) found that stock market development
plays an important role in predicting future
economic growth. On the contrary, some ana-
lysts view stock markets in developing coun-
tries as “casinos” that have little positive
impact on economic growth.

Examine the stock market performance and
economic growth of Southeast Asia countries
in the last two decades, we see that there is a
huge booming in financial market of those
countries. The growth of these emerging mar-

kets had been so dramatic and has developed
faster than ever before with the explosion of
the diversified investment channels. World
investors have paid more attention to
Southeast Asian markets such as Singapore
and Malaysia, followed closely behind are
Thailand, Indonesia, the Philippines and
Vietnam. This is due to their large populations
which provide the potential to grow their
labour intensive exports, capitalize on the
process of low-cost production and most
importantly is a market for more goods and
services when their income grow. While the
gross income of region increased by 279%
from $331 billion USD to $1,257 (1990-2007),
the stock market capitalization mobilized in
2007 hit an unexpected number $1,210 billion,
compared with $121 billion in 1990 is 901%
increase. That shows a positive relationship
among two indicators. However, besides those
remarkable developments, these decades have
also witnessed many negative fluctuations for
the ASEAN region as well as the world econ-
omy. The first noticeable was the Asian finan-
cial crisis of 1997 that caused turmoil. The
composite stock index in Malaysia dropped
from a high of 1237.96 to 594.44 points in
1997, the Thailand Stock Index dropped to
372.69 points in 1997 from a peak of 831.57 in
1996, etc. After ten years of recovery and
enhancement of financial system, the global
sub-prime crisis 2008 once more pushed the
ASEAN economies turndown, plunging GDP
growth from 5.75% in 2006-2008 to 1.5% in
2009. A major financial channel, the stock
markets in those countries underwent difficul-
ty as well. News of problems and failures of
banking institutions, insurance giants and
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eventually multinational manufacturing con-
cerns dampened investor confidence and the
outlook for the next year remains gloomy.

The above vacillations of the financial mar-
ket and the stock-economic relationship have
long been of interest to many researchers.
However, few researchers have paid attention
to the whole ASEAN stock markets and meas-
ured the impact of the world crisis 2008 so far.
Therefore, the purpose of this research is to
identify the main determinants that affect
financial market performances of six
Southeast Asian countries namely Indonesia,
Malaysia, Philippines, Singapore, Thailand
and Vietnam in the long run. The research also
examines the impacts of the two crises 1997
and 2008 to ASEAN stock market volatility.
Finally, the paper will further investigate the
relationship between financial intermediary
development and stock market development.
As Demirguc and Levine (1996b) have shown
that countries with well-developed financial
intermediaries tend to have well-developed
stock markets. Hence, we intend to examine if
this complementary relationship exists in our
research.
2. Model for estimation
The research employs the Constant

Coefficients Model using Pooled OLS Method
to examine determinants of ASEAN stock
market development. This method can be
applied here rather than estimating the equa-
tion in one cross section, which would be
wasteful as it would leave out information in
the data set. Besides, the research do not
employ the more popular models whinch are
Fixed Effect Model and Random Effect Model
due to their limitation to test panel unit root

and cointegration in unbalance panel data.
Moreover, the Random Effect Model also
requires number of cross section identifiers
higher than number of variables that our
research can not meet. Therefore, the Pooled
OLS method is used as the most appropriate
one; also it can extend the number of observa-
tions. It is simpler to conduct and is defined
according to the following regression model:

yit = α + βXit + µit
i = 1,......,N ; t = 1,…….,Ti

Where:
� yit indicates the dependent variable
� Xit determines the vector of k explana-

tory variables.
� α: constant coefficients
� β: the vector of coefficients.
Variables are presented in table 1 and

explained as follows:

Dependent variable
Stock market development (CAP): is meas-

ured by Market capitalization (also known as
market value). This measure equals the value
of listed shares divided by GDP. The assump-
tion behind this measure is that overall market
size is positively correlated with the ability to
mobilize capital and diversify risk on an econ-
omy-wide basis.

Independent variables
1. Income growth rate (GDP_RATE): is

annual percentage growth rate of GDP at mar-
ket prices based on constant local currency.
GDP is the sum of gross value added by all res-
ident producers in the economy plus any prod-
uct taxes and minus any subsidies not included



Journal of Economics and Development 104 Vol. 14, No.1, April 2012

in the value of the products. Because higher
income usually goes hand in hand with better
defined property rights, better education, and a
better general environment for business, we
expect it to have a positive effect on the stock
market capitalization.

The research measures the stock market liq-
uidity in two ways.

2. First, value traded (TRADE): % of stock
value traded per GDP, measures the value of
stock transactions relative to the size of the
economy.

3. Second, turnover ratio (TURN): calculat-
ed as the ratio of the total value traded by stock
market capitalization measures the value of
equity transactions relative to the size of the
equity market.

The above two liquidity indicators do not
directly measure how easily investors can buy
and sell securities at posted prices. However,

they do measure the degree of trading in com-
parison to the size of both the economy and the
market. Therefore they positively reflect stock
market liquidity on an economy wide and mar-
ket wide basis. Moreover, these two measures
complement each other. For example, in
Indonesia the ratio of value traded to GDP is
1.8%, but the turnover ratio is 219%, which
means that Indonesia is a small but active mar-
ket. In contrast, in Taiwan the value traded to
GDP ratio is 151%, but turnover ratio is 24%,
which means that Taiwan is a big but relative-
ly inactive market.

4. Gross domestic savings (% of GDP)
(SAVE): Gross savings are calculated as gross
national income less total consumption, plus
net transfers. The saving rate is calculated as
the ratio of gross saving to GDP. Like financial
intermediaries, stock market intermediate sav-
ings to investment projects. Usually the larger
the savings, the higher the amount of capital

Table 1: Variables summary

VARIABLE DEFINITION EXPECTED SIGN

Dependent Variable
CAP Market capitalization to GDP

Independent Variables
GDP_RATE Income growth rate (+)
TRADE Value traded per GDP (+)
TURN Turn over ratio (+)
SAVE Gross domestic saving per GDP (+)
CRE Credit to private sector rate % of GDP (+)
M2 Liquid liabilities of financial system (M2/GDP) (+)
INF_CHANGE Inflation change (-)
CRI Crisis - dummy variable (-)
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flows through the stock market. Thus, we
expect savings to be an important determinant
of stock market capitalization.

Financial intermediaries are measured by
two following indicators:

5. Financial resources provided to the pri-
vate sector (CRE): credit to private sector rate
% of GDP. Private credit is the most compre-
hensive indicator of the activity of commercial
banks. It captures the amount of external
resources channelled through the banking sec-
tor to private firms. In addition, it measures the
activity of the banking system in one of its
main function: channelling savings to
investors.

6. Liquid liabilities of the financial system
M2/GDP (M2) includes all loans, purchases of
non-equity securities, trade credits and other
accounts receivable for the repayment provid-
ed for the private sector to GDP. We use liquid
liabilities of the financial system to proxy M2.
Liquid liabilities consists of currency held out-
side the banking system plus demand and
interest-bearing liabilities of banks and non-
bank financial intermediaries. The M2 to GDP
ratio is an indicator of the size of the banking
sector in relation to the economy as a measure
of financial depth, therefore we expect a posi-
tive relationship with the market capitaliza-
tion.

Macroeconomic stability

7. Economy stabilization: inflation change
(INF_CHANGE): we use the difference of
inflation rates to measure macroeconomic sta-
bility. We calculate the change of this year’s

inflation rate from last year. Inflation change is
used because we believe that high, stable infla-
tion may not represent much instability, but
inflation rates that bounce around a lot proba-
bly do represent macroeconomic instability.
Hence, the expected relation is negative.

8. Financial crisis (CRI): is measured by a
dummy variable (0,1) and value at 1 when cri-
sis occurs - Asia crisis (1997,1998) and word
crisis (2008). As Dirk (2006), crisis causes
some negative impacts to the development of
financial as well as stock market.

From the discussion above, the suggested
model employed in this paper is as follow:

CAP = f (CRE, CRI, GDP_RATE,
INF_CHANGE, M2, SAVE, TRADE, TURN)

3. Data collection and research methodol-
ogy

For the data with two dimensions times
series and cross sections, the paper uses the
panel data analysis via Constant Coefficients
Model, Pooled OLS Method, panel unit root
test as well as panel cointegration test to exam-
ine the main explanatory variables of stock
market developments in selected ASEAN
countries in the long run. Cointegration analy-
sis allows using non-stationary (series) data so
that avoid the spurious regression results as
Utkulu (1997). The “cointegration” concepts
were first introduced by Granger (1981) then
developed by Engle and Granger (1987). The
non-stationary and stationary states are the
crucial concepts of this method. It means that
econometric analysis, both non-stationary and
stationary processes might be linked by equi-
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librium relationships that is called the cointe-
grated equation and maybe interpreted as a
long-run equilibrium relationship among
series.

The paper will examine the Southeast Asian
stock exchanges including Indonesia,
Malaysia, Philippines, Singapore, Thailand
and Vietnam by employing the pooled estima-
tion at fixed effects level. In the paper, all data
are annually and taken from World
Development Indicators of the World Bank,
ASEAN Development Outlook 2009 for dur-
ing the periods from 1990 to 2008.

4. Estimation results and discussion

Table 2 summarizes the results of regres-
sions on determinants of market capitalization
from pooled data on six countries of ASEAN
region for the period from 1990 to 2008.

Regression no.1: Basic regression

CAP = f(CRE, GDP_RATE, SAVE,
TRADE)

The basic regression includes the main indi-
cators of stock market development including
the market capitalization as a proxy of depend-
ent variables, the GDP growth rate, savings
rate, domestic credit to the private sector
divided by GDP, and value traded to GDP ratio
are explainable variables. The result shows
that all these four variables have positive and
significant effects on market capitalization.
When income growth rate increases by one
percentage, market capitalization increases by
2.89 percentage points. Thus, the income level
pushes the development of the stock market.

When the savings rate increases by one per-

centage point, market capitalization increases
by 1.56 percentage point. This implies that
most of the increase in savings is channeled
through the stock markets. If domestic credit
to the private sector divided by GDP increases
by one percentage point, market capitalization
increases by 0.35 percentage point. Thus,
financial intermediary development promotes
stock market development. If value traded to
GDP ratio increases by one percentage point,
market capitalization increases by 0.76 per-
centage point. Therefore, stock market liquidi-
ty also has a positive effect on market capital-
ization.

The research’s result is matched with find-
ings of Garcia and Liu (1999) which examined
ASEAN and Latin American exchanges from
1980 to 1995. Economic growth, savings rate,
credit to private sector and value traded have a
positive impact on stock exchange perform-
ance. However, as to their conclusion, one per-
centage increase of economic growth can only
boost 0.007 percentage point of capitalization
while our result shows 2.89%. The reason for
their low rate might be because it was done in
the eighties and early nineties.This financial
channel was not highlydeveloped and banking
sectors still play a main role in boosting eco-
nomic income.

Regression no.2: examines the effects of
another measure of financial intermediary
development on market capitalization

CAP = f(GDP_RATE, M2, SAVE, TRADE)

Basic model: CAP = f(GDP_RATE, CRE,
SAVE, TRADE)
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Table 2: Regressions on determinants of market capitalization from pooled data

Note: Regression results are from pooled estimation. Fixed effects are employed in the regressions. The dependent
variable is the ratio of market capitalization to GDP. The standard errors are in parentheses. Data are for six coun-
tries for 1990-2008. The six countries are Indonesia, Malaysia, Philippines, Singapore, Thailand, and Vietnam.
Source: World Development Indicators..
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To test the effects of another measure of
financial intermediary development on market
capitalization, regression (2) includes liquid
liabilities to GDP ratio (M2) instead of domes-
tic credit to the private sector to GDP ratio
(CRE). According to the regression result, the
thesis observes that the income growth rate,
savings rate, the liquid liabilities to GDP ratio,
and the value traded to GDP ratio all have pos-
itive and significant effects on market capital-
ization. When liquid liabilities to GDP ratio
increases by one percentage, market capital-
ization increases by 0.17 percentage. This
means that financial intermediary develop-
ment has a positive effect on market capitaliza-
tion. Comparing regressions (1) and (2), we
find that both measures for financial interme-
diary development have positive and signifi-
cant effects on stock market capitalization. In
addition, domestic credit to the private sector
divided by GDP seems to be a better measure
of financial intermediary development and a
better predictor of market capitalization. This
is consistent with our expectations. As argued
by Gregorio and Guidotti (1995), domestic
credit to the private sector to GDP ratio has a
clear advantage over measures of monetary
aggregates such as M1, M2, or M3, in that it
more accurately represents the actual volume
of funds channeled into the private sector.

Regression no.3: examines the effects of
another measure of stock market liquidity

CAP = f(CRE, GDP_RATE, SAVE, TURN)

Basic model: CAP = f(GDP_RATE, CRE,
SAVE, TRADE)

To test the effects of another measure of

stock market liquidity, regression (3) includes
the turnover ratio instead of the ratio of value
traded to GDP. The turnover ratio has a posi-
tive and significant effect on stock market cap-
italization, while the effects of all other vari-
ables do not change. When the turnover ratio
increases by one percentage point, market cap-
italization increases by 0.29 percentage points.
Comparing regressions (1) and (3), we can see
that the value traded to GDP ratio with the
higher coefficient (0.76%) is a better measure
of stock market liquidity, and plays a more
important role in determining stock market
capitalization.

The result is rather different compared with
the findings of Naceur (2005) which investi-
gate the determinants of Mena Stock
Exchange. By using the same method, he
found that value traded plays a more important
role in explaining stock market capitalization
while the coefficient of turnover ratio is not
significant. Levine (1991) pointed out that
value traded and turn over ratios are good
proxies of market liquidity but the result might
be differentiated by exchange.

Regression no.4: measures the impact of
macroeconomic stability to the stock market
development

CAP = f(CRE, GDP_RATE,
INF_CHANGE, SAVE, TRADE)

The research adds measures of macroeco-
nomic stability to the basic regression. In
regression (4) the research includes the differ-
ence in inflation rate. The income level, sav-
ings rate, domestic credit to the private sector
divided by GDP, and value traded to GDP ratio
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all have positive and significant effects on
market capitalization. However, the change in
inflation has a negative and significant effect
on market capitalization, which indicates that
macroeconomic stability does play an impor-
tant role in determining market capitalization
but in a reversed way.

Also employing the impact of inflation
change to stock exchange development, Garcia
and Liu (1999) and Naceur (2005) conclude
that the change in inflation has a negative and
insignificant effect on market capitalization,
which indicates that macroeconomic stability
does not play an important role in determining
market capitalization. However, Yartey (2008)
have found that inflation has a positive sign
even though it is not statistically significant.

Regression no.5: examines the impactss of
the Asia crisis (1997,1998) on the volatility of
stock exchange

CAP = f(CRE, GDP_RATE, SAVE,
TRADE,CRI97)

To test the effects of this turmoil crisis
(1997 and 1998), a dummy variable is added
into the basic regression. This dummy variable
is defined as 1 for the year of 1997, 1998 and
0 for the others. It is designed to reflect the
impact of bankruptcy on the financial system
in Asia in 1997, 1998 originated from
Thailand. Regression shows that beside the
basic determinants, the dummy variable has a
negative and significant effect on market capi-
talization, which indicates that this Asian crisis
has a strong impact on stock market develop-
ment of the region to make market capitaliza-
tion fall 28.89%.

Regression no.6: examines the impact of
the world crisis (2008) to the votality of
ASEAN stock exchanges

CAP = f(CRE, GDP_RATE, SAVE ,
TRADE,CRI08)

As regression result in column (6), we see
that the recent sub-prime crisis in 2008 began
from the failures of large financial institutions
in the United States has negative impacts on
the stock development of the region and hit
this financial channel very hard, plunging the
market capitalization down 57.54%.
Compared with the Asia crisis, this turmoil has
a global affect and makes a sharp reduction in
the value of equities (stock) and commodities
worldwide that still un-recovered after two and
a half years, the stock markets in those coun-
tries still underwent difficulty. With recession
setting into developed markets, there are also
contagious effects on other financial markets
which investors termed global financial crisis
till now.

In summary, two interesting results are
obtained from the above regressions. First, the
growth rate, the savings rate, financial inter-
mediary development (measured by both
domestic credit to the private sector divided by
GDP and liquid liabilities divided by GDP),
stock market liquidity (measured by both the
value traded divided by GDP and turnover
ratio), are important predicators and have the
positive relationship in examining the market
capitalization. Second, macroeconomic stabil-
ity (measured by the change in inflation) and
the financial crisis (both Asia 1997 and world
crisis 2008) impact the exchange development
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in an opposite way. Especially, the crisis is the
most impacted indicator that affects the market
capitalization down 29-58%, this result is also
the answer of the second hypothesis that the
crisis does strongly impact the votality of
stock markets in ASEAN countries.

5. Conclusion and policy implications
5.1. Conclusion
By using Fisher combined Johansen cointe-

gration test and the Constant Coefficients
Model using Pooled OLS, we find that the
income growth rate, saving rate, financial
intermediary development, stock market liq-
uidity, and macroeconomic stability are impor-
tant predictors of market capitalization and
those variables have the positive long run rela-
tionship with market capitalization. This find-
ing is consistent with Wongbangpo and
Sharma (2002), Ramin and Tiong (2000)
where growth rates are related to stock market
performance. The governments of Singapore,
Malaysia, Thailand, Indonesia, Philippines and
Vietnam are consistently focusing to improve
the countries’ economic development thereby
encouraging financial stability, consistent with
Beck and Levine (2004) which stated that
stock market development is strongly correlat-
ed with growth rates of real GDP income.

The research also confirms that macroeco-
nomic stability (measured by the change in
inflation) and the financial crisis (both Asia
1997 and world crisis 2008) have a negative
impact on the exchange development.
Especially, the crisis is the most impacted indi-
cator that plunging the market capitalization
turndown 29%-58%. The research also con-

firms that financial intermediaries and markets
are complements instead of substitutes.

In addition, the research found some differ-
ences in stock market development among
these countries. As examined, a more devel-
oped stock market in Singapore and Maylasia
due to the sustained economic growth, the
higher saving rate, the more liquid stock mar-
ket, and the more developed banking sector in
these two countries. The less developed
exchanges are Thailand and Indonesia due to
the smaller market in term of value traded to
GDP, and unstable politics also partially affect
stock market performances of those countries.
Noticeably, the Philippines is the longest
standing exchange in the region but also is the
lesast developed mainly due to its illiquidity
and lower saving rate. The last country is
Vietnam with the new establishment since
2000, this country is trying to build up an
attractive financial mechanism, however, giv-
ing that the fluctuant economy, small market
size and low liquidity, its performance is not
remarkable so far.

5.2. Policy implications

From economic theories, the results of this
paper as well as based on the reality of the
Southeast Asia, some important strategies are
given so that the stock market of the region can
be improved:

First, the evidence indicates that economic
development plays an important role in stock
market development. Thus, it is important to
liberalize the economy when undertaking
financial liberalization.
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Second, stock market liquidity has a posi-
tive effect on market capitalization. In
Indonesia and the Philippines, even though
their stock exchanges have long been estab-
lished but low liquidity hinders the develop-
ment of stock markets, the stock market has
not been yet an attractive financial channel.
Therefore, those countries should enhance liq-
uidity through which these countries can pro-
mote their stock market development. They
should also increase the number of instruments
traded on those stock exchanges to promote
liquidity and risk diversification. Improving
efficiency of trading systems should be paid
attention in order to determine the ease and
confidence with which investors can buy and
sell their shares. For the new established
exchange as Vietnam, besides above, the gov-
ernment’s strategy should continue to encour-
age listing on the stock market of additional
shares of State Ownership Enterprises (SOEs)
to expand the current limited pool of instru-
ments, privatize more SOEs, as well as encour-
age SOEs to rise long-term funding through
the issuance of fixed income securities.

Third, gross domestic savings play an
important role in determining the long run
development of the stock market. However, a
major problem facing in ASEAN countries,
like many developing countries, is the low,
unstable savings rate and less attractive finan-
cial promotion policies. Thus, fiscal incentives
should be provided to financial institutions to
encourage them to mobilize more savings.

Fourth, the stock market is a complement
rather than substitute for the banking sector.
Thus, policies should be put in place to pro-
mote the efficacy of the banking sector. One of
the first policies is to have less state involve-
ment in the system. This includes cutting back
on public ownership of financial institutions
and minimizing monetary financing of budget
deficits, linking the development of securities
market with the development of capital mar-
kets, money markets, insurance markets.
Besides, a more opened approach to multina-
tional banks and other institutions which
would also benefit the industry in terms of
financial innovation. A stronger, more trans-
parent institutional and legal framework
should consolidate the sector. Some develop-
ing financial intermediaries can promote stock
market development with the successful exam-
ples of Singapore, Malaysia and Thailand
exchanges.

Lastly, crises and contagion seem to be the
price that some countries have to pay to inte-
grate the international financial system. The
challenge for policymakers is to manage the
process as to take full advantage of the oppor-
tunities, while minimizing the risks. ASEAN
countries should ensure that the financial sys-
tem is prepared to cope with foreign capital
flows and external shocks. More comprehen-
sive policies for risk management are needed
to build solid economies, in particular in terms
of regulation and supervision of the financial
system.
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