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(4)Pihak berkuasa kerajaan dan pembuat dasar bagi empat negara Asia, khususnya Malaysia,
 Thailand, Indonesia dan Korea Selatan, telah terus memperkenalkan dan melaksanakan
 dasar-dasar   liberalisasi   pasaran   saham   selepas   pelaksanaan   rasmi   liberalisasi   pertama.


Liberalisasi pasaran saham rasmi pertama bagi negara-negara Asia yang terjejas teruk oleh
 krisis kewangan Asia - 1997, telah dikuatkuasakan pada lewat 1980-an atau awal 1990-an.


Malaysia,   Thailand,   Indonesia   dan   Korea   Selatan,   memutuskan   untuk   terus
 meliberalisasikan   pasaran   saham   mereka   kepada   pelabur-pelabur   asing   dengan
 meningkatkan peratusan pemilikan asing dalam ekuiti tempatan. Tesis ini bertujuan untuk
 menentukan samada peningkatan dalam peratusan pemilikan asing dalam ekuiti tempatan,
 dapat memberi kesan ke atas pulangan pasaran saham bagi keempat-empat negara Asia. Di
 samping itu, tahap integrasi pasaran saham di antara empat negara Asia dan dunia (Indeks
 MSCI-Dunia)   selepas   perlaksanaan   beberapa   dasar   liberalisasi   lanjutan   juga   disiasat.


Liberalisasi lanjutan pasaran saham yang dianalisa dalam tesis ini bermula dari tahun 1997,
 permulaan krisis kewangan Asia, hingga ke tahun 2009, tahun krisis gadai janji Amerika
 Syarikat.


Bagi mengkaji kesan-kesan liberalisasi pasaran saham terhadap pulangan pasaran saham,
analisis multivariat ordinary least square regresi digunakan, dengan mengawal kesan-kesan
ciri-ciri pasaran saham dan asas-asas makroekonomi.  Pulangan pasaran saham bagi empat
negara   diukur   berdasarkan   indeks   saham   utama   negara   dan   indeks   saham   sektor.   Bagi
mengawal kesan-kesan ciri-ciri pasaran saham dan asas-asas makroekonomi, saiz, kecairan
dan   volatiliti   pasaran   saham   digunakan   sebagai   proksi   kepada   ciri-ciri   pasaran   saham,
manakala proksi kepada asas-asas makroekonomi termasuk kadar pertukaran matawang
asing,   kadar   faedah   dan   harga   minyak.   Kajian   ini   juga   mengaplikasikan  coefficient
correlation, analisis regresi, ujian kointegrasi dan model vektor autoregresif (VAR) untuk



(5)menguji tahap integrasi pasaran saham dalam jangka pendek dan jangka panjang, antara
 empat negara-negara Asia dan pasaran dunia.


Hasil   kajian   empirikal   tesis   ini   mengurangkan   keyakinan   mengenai   signifikannya
 liberalisasi lanjutan pasaran saham dalam meningkatkan pulangan pasaran saham. Tesis ini,
 bagaimanapun,   tidak   bersetuju   dengan   pernyataan   bahawa   liberalisasi   lanjutan   pasaran
 saham   adalah   tidak   berkesan   dalam   mempengaruhi   pulangan   pasaran   saham.   Sebagai
 pembolehubah yang dikawal, kedua-dua ciri-ciri pasaran saham dan asas makroekonomi
 mempunyai   kekurangan   sokongan   bagi   meneguhkan   keputusan   bahawa   kedua-dua
 pembolehubah mempunyai kesan ke atas pulangan pasaran saham. Keputusan bagi ujian
 integrasi mendapati bahawa pasaran saham bagi empat negara Asia dan dunia berintegrasi
 bagi jangka pendek tetapi mempunyai bukti yang lemah bagi integrasi jangka panjang. 


Secara ringkasnya, tesis ini memberi tumpuan kepada kesan liberalisasi lanjutan pasaran
saham yang dilaksanakan dari tahun 1997, yang membezakannya daripada sastera sebelum
ini   yang   kebanyakannya   menganalisa   mengenai   liberalisasi   rasmi   pasaran   saham   yang
pertama. Penemuan empirikal dari tesis ini akan dapat membantu pembuat dasar dalam
menentukan strategi masa depan berkaitan dengan liberalisasi, sama ada liberalisasi atau
peraturan yang lebih ketat yang patut dilaksanakan. Penemuan ini dapat membantu pelabur-
pelabur   antarabangsa   untuk   membuat   pilihan   yang   betul   dalam   peruntukan   dan
pembahagian   aset.   Pemegang-pemegang   saham   syarikat   dan   orang   ramai   juga   dapat
meramal kesan dasar liberalisasi pasaran saham pada masa hadapan.



(6)ABSTRACT


The   government   authorities   and   policy   makers   of   four   Asian   countries,   specifically,
 Malaysia, Thailand, Indonesia and South Korea, have been continuously introducing and
 implementing   stock   market   liberalization   policies   subsequent   to   its   first   official
 implementation. The first official stock market liberalizations of those badly affected Asian
 countries by the 1997 Asian financial crisis, were enforced in late 1980s or early 1990s.


Malaysia, Thailand, Indonesia and South Korea, decided to continuously liberalize their
 stock markets to the foreign investors by increasing the percentage of foreign ownership in
 local equities. This work aims to determine whether an increase in the percentage of foreign
 ownership in local equities, would provide any impact on stock market returns of those four
 Asian countries.  The  level  of stock market integration post liberalizations between  the
 Asian countries and the world (MSCI-World Index) are also investigated The subsequent
 stock market liberalization considered in this work is from   1997, the start of the Asian
 financial crisis, to 2009, the year of the U.S. subprime mortgage crisis.. 


To examine the impact of stock market liberalizations on its returns, multivariate ordinary
least square regression analyses are utilized, with controlling for the effects of stock market
characteristics and macroeconomic fundamentals. The four countries stock market returns
are measured based on countries’ main and sector stock indices. Controlling for the effects
of   stock   market   characteristics   and   macroeconomic   fundamentals,   stock   market   size,
liquidity and volatility are used as proxies to stock market characteristics, while the proxies
for macroeconomic fundamentals include exchange rates, interest rates and oil prices.  This
study   also   applies   coefficient   correlation,   regression   analyses,   cointegration   tests,   and
vector autoregressive models (VAR) to test the degree of stock market integration in the



(7)short-run and long-run, between the four Asian countries and the world market (MSCI
 World index). 


The empirical findings from this work reduce the confidence that subsequent stock market
 liberalizations would significantly improve the stock market returns. This work, however,
 does not agree that subsequent stock market liberalization is ineffective in affecting stock
 market   returns.   As   controlled   variables,   both   stock   market   characteristics   and
 macroeconomic fundamentals have lack of support for the robustness of the results on the
 significant impact of the variables on stock market returns. There is weak evidence of long-
 run stock market integration for the four countries and the world market. However, results
 reveal that there is short run integration. 


In summary, this work focuses on the impact of subsequent liberalization of the stock
market implemented from 1997 onwards, which distinguishes it from previously available
literature,   mostly   concerning   the   first   official   stock   market   liberalization.   Empirical
findings from this work would assist policy makers in determining future strategies on
liberalization, whether should there be greater liberalization or greater regulation to be
implemented. This would enable international portfolio investors to make proper assets
allocation choices. The firms’ shareholders and the public would also be able to forecast the
effects of future stock market liberalization policies. 
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1. INTRODUCTION


1.1Background of the Research


The Asian financial crisis of 1997-1998 proved to be devastating to the foreign
 exchange and financial markets of the Asian region, and it had a lasting impact on their
 respective economic systems. The crisis created awareness for the Asian nations that
 the region needed to maintain financial stability with a strong and stable equity markets.


The progress of the European Union (EU), North American Free Trade Agreement
 (NAFTA),   and   the   deepening   of   the   market-driven   economic   integration,   also
 contributed to the need for the regional Asian countries to create economic and political
 balance with the developed economies of EU and NAFTA.1


In   order   to  promote   financial   stability,   to   strengthen   and   stabilize   the   equity
 market, and to create an economic and political balance with EU and NAFTA, Asian
 countries need to strengthen their monetary and financial cooperation.2  A strong and
 stable   financial   system   would   mobilize   savings,   assets,   and   resources   at   lower
 transaction costs and provide efficient medium and long-term capital to the money and


1  Kawai, Masahiro (2005). Asian Economic Integration: progress, challenges and opportunities.  Asian Economies Speaker Series,
 Vancouver, Canada, October 13.


2 Kuroda, Haruhiko (2002). “Can Asia be economically integrated?” World Leader Forum. New York, U.S.A. 2 October.



(13)capital   markets.3  The   strengthening   of   regional   financial   cooperation,   thus   regional
 financial   integration,   would   balance   out   the   greater   integration   of   global   financial
 markets. If Malaysia and its neighboring countries, or more specifically, ASEAN (The
 Association   of   Southeast   Asian   Nations),   manage   to   combine   their   efforts   in
 strengthening their respective financial markets to drive their respective economies, it
 would   be   much   easier   for   these   countries   to   cooperate   financially,   and   integrate
 effectively.4 ASEAN was established on August 8, 1967 and comprised of ten countries,
 namely   Malaysia,   Brunei,   Indonesia,   Philippines,   Thailand,   Singapore,   Cambodia,
 Laos, Myanmar, and Vietnam.


Regional   cross-border   activities   need   to   be   drastically   improved   in   order   to
 strengthen financial cooperation and integrate capital markets within the region. This
 can be achieved via three main approaches: (a) a transactions platform, (b) a mutual
 agreement   on   the   common   standards   and   principles,   and   (c)   removal   of   legal   or
 informal restrictions.5 The third approach is the main focus of this work, which involves
 the government’s decision in removing legal or informal restrictions on capital inflows
 and outflows (Henry, 2000a), aptly called stock market liberalization. 


Before the Asian financial crisis of 1997-1998, a number of Asian countries,
 such as Malaysia, Thailand, Indonesia, the Philippines and South Korea, had their first
 official liberalization of international capital flows, in late 1980s or early 1990s. Table
 1.1 shows the dates of official liberalization, the first American Depository Receipt
 (ADR) issuance and the first country fund in the four Asian countries which were


3 Kuroda, Haruhiko (2002). “How to strengthen banks and develop capital markets in post-crisis Asia”. Financial Conference, Tokyo,
 Japan, 6 June. (Vice Minister of Finance for International Affairs, Japan)


4 Kuroda, H (2002). “How to strengthen banks and develop capital markets in post-crisis Asia”. Financial Conference, Tokyo, Japan,
 6 June. (Vice Minister of Finance for International Affairs, Japan)


5  Sheng, Andrew (2006). Asian financial integration: next steps.  Public Lecture, Tun Ismail Ali Chair, Faculty of Economics and
Administration. University Malaya, Kuala Lumpur.



(14)obtained from Bekaert, Harvey and Lundblad (2003) report. These policies resulted in
 large inflows of unhedged, short-term foreign capital that finance long-term domestic
 lending.6  Previous   studies   claim   that   those   initial   liberalization   of   stock   markets
 managed to improve their stock returns and performances (Tai, 2007; Boubakri, Cosset,


&   Guedhami,   2005;   Patro,   2005;     Henry,   2000a),   strengthen   the   financial   markets
 (Naceur, Ghazouani, & Omran, 2008), and increase the level of financial cooperation,
 and   stock   market   integration   (Tai,   2007;   Baharumshah,   Sarmidi,   &   Hui,   2003;


Ragunathan, 1999; Levine & Zervos, 1998). 


Table 1.1:  Equity Market Opening in Asian Countries


Country Official liberalization


date First ADR introduction First country fund


Indonesia 09/89 04/91 01/89


Korea 01/92 11/90 08/84


Malaysia 12/88 08/92 12/87


Thailand 09/87 01/91 07/85


The 1997 Asian financial crisis started with countries failing to protect their local
 exchange rates from further depreciation due to the lack of their respective United
 States (US) dollar reserves. The exchange rates had to be left floating which results in
 sharp depreciation of Thai Bhat by 75%, Malaysian Ringgit by 83%, Korean Won by
 96% and Indonesian Rupiah by 420% by January 1998. Once the exchange rate was no
 longer   in   control,   these   countries   experienced   massive   outflows   of   capital   and   an
 excessive   mismatch   of   currency   and   maturity.7  Many   sectors   and   industries   in   the
 countries being affected experienced a period of higher production costs due to higher
 import prices, and higher debt payment due to bonds being issued in US dollars. This
 automatically affected the performance of each country’s stock market, which caused


6 Kuroda, H. “How to strengthen banks and develop capital markets in post-crisis Asia”.


7 Kuroda, H (2002). “How to strengthen banks and develop capital markets in post-crisis Asia”. Financial Conference, Tokyo, Japan,
6 June. (Vice Minister of Finance for International Affairs, Japan)



(15)their main indices to drop tremendously, driving up inflation, and sharply reducing the
 gross domestic product, which led to economic recession. 


The crisis exposed major weaknesses in the regional financial systems.   It has
 been claimed that imprudent risk management in the financial sector, lack of effective
 regulatory   and   supervisory   framework,   inadequate   corporate   governance,   over-
 dependence on banks, and underdeveloped capital markets have all contributed to the
 crisis.8 It has, however, been claimed that the first official liberalizations in late 1980s
 and early 1990s in Asia were pushed and adapted too fast for the existing economic
 system (Stiglitz, 2004). These claims seem to indicate that the first official liberalization
 was unable to strengthen the stock markets in the long-run, and the region failed to
 maintain its regional financial stability.  


In order to address and curb this problem, the authorities in each country came up
 with a number of financial and reform policies that helped them recover from the crisis
 and upgrade their respective performances. This included asking for monetary aid from
 the   International   Monetary   Fund   (IMF)   by   Indonesia,   Thailand   and   South   Korea,
 implementing   capital   control,   pegging   the   exchange   rate   by   Malaysia,   and
 implementing subsequent stock market liberalization by all the four countries. 


Asian   countries   continue   to   implement   other   stock   market   liberalization,
 subsequent to the first official liberalization policy decree, despite the Asian financial
 crisis. Due to the sharp decrease in the performance of the stock market during the
 financial crisis, it is believed that subsequent stock market liberalization would reduce
 the negative impact of the crisis and enhance stock market performances of individual


8 Kuroda, H (2002). “How to strengthen banks and develop capital markets in post-crisis Asia”. Financial Conference, Tokyo, Japan,
6 June. (Vice Minister of Finance for International Affairs, Japan)



(16)countries.9  The subsequent stock market liberalization is defined in this thesis as an
 increase in the degree of openness in terms of issuance of local share capital and voting
 stock to foreign investors. The detailed information on the implementation dates of
 subsequent stock market liberalization, the degree of openness of foreign ownership,
 and the affected sectors are portrayed in Table 1.2.


Table 1.2:  Subsequent Stock Market Liberalization: Dates and Sectors


The implementation of liberalization policy is expected to generate greater trade
 and  investment  from  abroad,  which,  therefore,  would  allow  the  stock  market  price


9  Sheng, Andrew (2006). Asian financial integration: next steps.  Public Lecture, Tun Ismail Ali Chair, Faculty of Economics and
 Administration. University Malaya, Kuala Lumpur.


Country Date degree of openness of foreign 
 ownership


Sectoral 
 Indices
 Malaysia  3 Apr, 


1998 


49% to 61% for local telephone 
 companies


BM Service 
 1 June, 


2003


Extension of 100% for manufacturing 
 companies


BM Industrial


& Consumer 
 Products
 18 Apr,


2005


30% to 49%  for investment banks BM Finance
 Thailand 13 Oct, 


1997


Full ownership in financial institutions
 for up to 10 years


SET Finance
 30 Jan, 


1998


49% for securities companies was 
 scrapped


SET Finance
 Indonesia 4 Sep, 


1997 49% for IPO and unlimited % for 


local shares except banks JCI – IDX 
 Finance
 1 Jan, 


1998 Open up banking sectors and 


plantation IDX Finance 


+ Plantation
 31 Mar,


1999


Ceiling was raised for nonstrategic 
 corporations and equity participation 
 of foreign banks in a joint bank


IDX Finance 
 + Mining + 
 Trade
 Korea 11 Dec,


1997 New 50% foreign investment ceiling KOSPI
 25 


May, 
 1998


No restriction for domestic collective 
 investment securities


KOSP 
 Finance
 1 Jul, 


1999 Up to 49% for telecommunication 


operators KOSP Service



(17)index and returns to rise (Henry, 2000a). Having higher returns and better performances
 of   the   stock   market   would   strengthen   and   stabilize   the   market,   thus,   they   would
 facilitate greater monetary and financial cooperation in the region. Regional financial
 stability would be easier to achieve and maintain when there are monetary and financial
 cooperation within the region. Thus the level of integration among the countries in the
 region is expected to be greater. Since the liberalization policy is not just meant for
 foreign   investors   from   the   Asian   region   but   also   from   the   rest   of   the   world,   the
 integration level of those countries with the world is analyzed. Morgan Stanley Capital
 International (MSCI) World Index is used in the integration analyses to represent stock
 market performance of developed markets, which consists of stock market indices of
 Australia,   Austria,   Belgium,   Canada,   Denmark,   Finland,   France,   Germany,   Greece,
 Hong Kong, Ireland, Israel, Italy, Japan, Netherlands, New Zealand, Norway, Portugal,
 Singapore, Spain, Sweden, Switzerland, the United Kingdom, and the United States. It
 is a free float-adjusted market capitalization weighted index. 


The regional financial stability seems apparent during the US subprime mortgage
 crisis in late 2007. The Asian region has not been badly affected by the crisis as much
 as those encountered by the European Union region. The lessons obtained from the
 Asian financial crisis in 1997 and the measures taken to reduce the impact of the crisis
 and to recover have made the countries in the region become stronger, more stable and
 more independent.   


This   thesis   investigates   the   effectiveness   of   implementing   subsequent   stock
market liberalization in generating greater stock returns. The better performance of a
country’s stock market is expected to facilitate financial and monetary cooperation in
the region, and thus would result in closer integration among the countries. This thesis
then explores how much these countries in the region integrate with one another and



(18)with   the   world   market   as   an   evidence   of   financial   and   monetary  cooperation.  The
 research is conducted on four countries that are most affected by the crisis in the region,
 namely Malaysia, Thailand, Indonesia and South Korea. 


1.1.1     Stock Market Liberalization 


Stock market liberalization is defined as the government’s decision to allow
 foreigners to purchase shares in that country’s stock market (Henry, 2000a). Some
 others   refer   to   it   specifically   as   the   official   liberalization   policy   decree,   the
 establishment   of   the   first   country   fund,   or   the   establishment   of   the   American
 Depository  Receipts   (Henry,   2000a;   Bekaert,   Harvey  &   Lundblad,   2003;   Patro,
 2005; Manova, 2008). 


Stock market liberalization, theoretically, allows for greater capital inflows,
 which would improve the performances and integration of the countries’ regional
 stock markets. According to Henry (2000a), based on International Asset Pricing
 Model   (IAPM),   an   international   version   of   capital   asset   pricing   model   which
 incorporates   the   theory   that   investors   from   different   countries   have purchasing
 power   parity and   the same consumption basket,  it   is   predicted   that   the
 implementation of stock market liberalization policy would reduce the country’s
 cost   of   equity   capital.   The   net   capital   inflows   should   increase   when   foreign
 investors are allowed to invest in local equities. Such an increase in the net capital
 inflows   would   reduce   the   risk-free   rate.   Based   on   capital   asset   pricing   model
 (CAPM), the lower the risk-free rate, the lower is the cost of equity capital. The
 increase  in   net  capital   inflow  would  also   induce  greater  stock   market   liquidity,
 which then would reduce the equity premium. 


Implementing   the   stock   market   liberalization   policy   would   increase   risk
sharing   between   local   and   foreign   investors,   which   would   reduce   the   equity



(19)premium. Having lower cost of equity capital or equity premium would generate
 higher stock price index, and thus, push stock returns higher. In addition, private
 physical investment would increase when the cost of equity capital is lower, since
 the negative net present value (NPV) projects could turn positive at lower cost of
 capital (Bekaert and Harvey, 2000; Henry,  2000b; Klein & Olivei, 2008; Stulz,
 1999). Patro (2005), Boubakri, Cosset and Guedhami (2005), Christoffersen, Chung
 and Errunza (2006), and Henry (2000a) support that stock market liberalization
 would generate higher stock market returns, which is consistent with the prediction
 of International Asset Pricing Model.


The question that is frequently debated, especially pertaining to developing
 economies such as Malaysia, is whether the liberalization of its stock market would
 improve its stock market returns. There are arguments that such a move would
 expose the country to more negative consequences, such as massive outflows of
 capital and hot money, the excessive mismatch of currency and maturity, and the
 exposure   to   uncertainties   abroad   (Stiglitz,   2004).   According   to   Stiglitz   (2004),
 liberalization would only lead to economic instability, which caused the 1997 Asian
 financial crisis. After experiencing or seeing another stock market crash due to the
 credit crunch in the United States of America (U.S.) in late 2007, economic advisors
 of   developed   countries   have   campaigned   for   tighter   financial   regulation,
 contradicting liberalization policies. Germany and France proposed for tougher new
 regulation of global finance at G-20 (Group of twenty major economies) summit in
 April 2009.10


Since 1997, the Asian-crisis countries continued allowing higher percentage
 of   foreign   ownership   in   domestic   firms,   despite   of   having   their   first   official
 liberalization policy in late 1980s or early 1990s. For example, Malaysia raised its


10 Baldwin, K. (2009). “France and Germany throw down the gauntlet”. The Guardian. U.K. (1st April).



(20)foreign ownership on local telephone companies to 61 percent, Indonesia raised its
 foreign   ownership   on   Initial   Public   Offerings   to   49   percent   and   South   Korea
 allowed for up to 50 percent foreign investment.  Thailand allowed for full foreign
 ownership in its financial institution as shown in Table 1.2 in page 5. The concern is
 that whether such subsequent stock market liberalization could generate similar or
 greater impact as those of initial liberalization. If there is no significant positive
 impact generated by those subsequent stock market liberalizations, thus there should
 be no reason for the liberalization policy to be considered by the authorities. 


The issue is whether government authorities or regulators should continue
 implementing stock market liberalization policies or tighten the financial regulation,
 and the arguments regarding liberalization continues until today. In order to help
 decision makers make the right decisions on stock market liberalization policies,
 this   work   aims   to   investigate   whether   the   subsequent   implementation   of   stock
 market   liberalization   policies   in   four   Asian   countries,   namely,   Malaysia,   South
 Korea,   Thailand   and   Indonesia,   has   generated   higher   stock   market   returns,
 consistent with the prediction of IAPM. Such a decision is expected to increase
 foreign investments into the countries in the region. In addition, since it is much
 easier for foreign investors to invest locally, mobilize savings, assets and resources
 at lower transaction costs, it is also expected that the liberalization policy would
 further   integrate   regional   stock   markets.11  Stock   markets   are   considered   fully
 integrated when two assets of the same  risk level from two arbitrarily selected
 capital markets have the same expected returns (Lin, 2005). In other words, the
 countries’  stock   markets   are   integrated   when   their   stock   market   returns   move


11 Sheng, Andrew (2006). Asian financial integration: next steps.  Public Lecture, Tun Ismail Ali Chair, Faculty of Economics and
Administration. University Malaya, Kuala Lumpur.



(21)together.   Such   openness   of   the   local   markets   would   encourage   more   financial
 cooperation among regional countries. 


.1.2Stock Market Returns 


This thesis focuses on stock market considering its importance as one of main
 sources of funding for companies. By selling ownership shares of the company in a
 public market, firms can raise additional capital, or allow businesses to be publically
 traded. The securities are attractive due to its liquidity, where investors can quickly
 and easily sell, compared to real estate. The performance of the stock market is also
 a primary indicator of a country's economic strength and development. The smooth
 functioning   of   all   stock   market   activities,   which   facilitates   lower   costs   and
 enterprise risks, would promote the production of goods and services, as well as
 employment. 


The stock exchange is the most important component of the stock market,
 which   is   the   entity  of   a   corporation   or  mutual   organization  specializing   in   the
 business of bringing buyers and sellers of the organizations to a listing of stocks and
 securities together. Based on the World Bank data by December 2011, the largest
 stock exchange in the world is the New York Stock Exchange Euronext (US and
 Europe), founded in 1790, while the largest stock exchange in Asia is the Tokyo
 Stock Exchange, which is third on the list. Among the samples of Asian countries
 selected for this work, South Korea’s stock exchange is the largest, with Malaysia’s
 stock exchange coming in second, followed by Indonesia’s, and finally,  Thailand’s.


The selection of the four countries’ stock markets as the sample countries of this
work is explained in section 1.1.5.



(22)Table 1.3:  Market Capitalization of Stock Exchanges around the World as at
 December 2011


No Exchange Total Market
 Capitalization
 (US$ billion)


No of
 Listed
 Companies
 – Domestic


1 NYSE


Euronext   (US


& Europe)


14,242 4171


3 Tokyo SE 3,325 3961


15 Korea
 Exchange


996 1792


Nil Bursa Malaysia 395 941


Nil Indonesia SE 390 440


Nil SE of Thailand 268 545


(Source: World Bank, 2011)


Note:  Nil means the rank number of the stock exchange is not available


The   movements  of  the   prices  in  a   market   or  section   of  a  market,  which
indicate its performances, are captured in price indices called stock market indices,
of which there are many, for example, the Financial Times Stock Exchange (FTSE),
the Morgan Stanley Capital International (MSCI), Kuala Lumpur Composite Index
(KLCI)   and   Korean   Composite   Stock   Price   Index   (KOSPI).   Such   indices   are
usually market capitalization weighted, with the weights reflecting the contribution
of the stock to the index. The constituents of the index are frequently reviewed to
include/exclude stocks, reflecting the ever changing business environment. They are
used as a benchmark for comparing individual stocks with the overall market, for
measuring the trend in stock prices overtime, and for determining the impact of
various economic factors on the market (Brigham, Houston, Chiang, Lee & Ariffin,
2010). In order to measure the performances of the countries’ stock markets as a
result of stock market liberalization policy implementation, the respective countries’



(23)stock market indices are applied in the analyses. The indices are used to measure
 stock market returns that represent the performance of the stock market. 


The five stock market main indices used in this thesis analyses are KLCI,
 KOSPI, Stock Exchange of Thailand (SET) Index, Jakarta Composite Index (JCI) of
 Indonesia Stock Exchange, and MSCI World Index. These four Asian countries
 stock market indices were affected by the 1997 Asian financial crisis. They are also
 selected based on the fact that those countries have been implementing stock market
 liberalization   policies   since   1997.   MSCI   World   Index   consists   of   stock   market
 indices   of   Australia,   Austria,   Belgium,   Canada,   Denmark,   Finland,   France,
 Germany,   Greece,   Hong   Kong,   Ireland,   Israel,   Italy,   Japan,   Netherlands,   New
 Zealand,   Norway,   Portugal,   Singapore,   Spain,   Sweden,   Switzerland,   the   United
 Kingdom, and the United States. It is a free float-adjusted market capitalization
 weighted index.


The start of the 1997 Asian financial crisis caused the stock market indices of
the four Asian countries to experience sharp dips, until they reached the lowest
point at around September 1998. The crisis reduced the stock market indices of
Malaysia and Thailand by 76 percent, while Indonesia’s and South Korea’s both
dropped by 64 and 62 percents, respectively. The figures indicate that the share
prices of equities listed in the stock exchanges had also plunged, which affects stock
market   returns,   the   wealth   of   households   and   their   consumption,   business
investment and economic growth. The indices, indeed, took longer to recover versus
expectations. It took Malaysia’s and Thailand’s stock markets almost a decade to
return to their highest indices points before the crisis. Indonesia’s and South Korea’s
stock markets, however, managed a relatively quick recovery, which are seven years
for   Indonesia   and   surprisingly,   only   two   years   for   South   Korea.   Due   to   the



(24)tremendous impact of the crisis on the stock market indices of these four Asian
 countries,   this   work   explores   in   detail   the   performances   of   the   stock   markets,
 specifically on stock market returns.


There   are   two   dimensions   that   evaluate   the  performance   of   equity
 investments, according to Levich (1998), which are the expected return and risk.


The basic incentive for international investment on expected return is to enhance the
 portfolio returns for the same level of risk, while the other basic incentive on risk is
 to   reduce   the   riskiness   of   a   portfolio   without   sacrificing   expected   returns.  The
 expected value gains could be obtained if the foreign equity markets are inefficient,
 or if the foreign equity markets may be segmented from other capital markets. In
 segmented equity markets, the compensation for the bearing equity risk is different,
 in order to allow it to be received by investors who spot these trading opportunities.


The diversification gains are associated with the reduction of risk for a given level
 of investment return. The gains are obtained when a portfolio is extended to include
 new   investments,   whose   returns   are   imperfectly   correlated   with   the   original
 portfolio, even when markets are integrated. In addition to that, most studies have
 shown that the diversification gains in international investment are greater than the
 diversification gains from domestic investments (Shapiro, 2005; Bekaert, Harvey &


Lundblad, 2003; Raj & Dhal, 2009). 


The   stock   market   performances   in   this   work   are   based   on   stock   market
returns, rather than on stock market risks. Stock market returns are analyzed in
order to explore how much has it returned to its former levels, how its performance
are affected by liberalization policies, and   whether stock market returns of those
four countries and the world are well integrated with each other.  



(25)1.1.3 Controlled Variables


Stock   market   characteristics   and   macroeconomic   fundamentals   may   have
 links with the operation and performance of international equities or stock markets.


Yang, Lee, Gu and Lee (2010), Chuang, Ou-Yang and Lo (2009), Mobarek and
 Mollah (2005), and Dey (2005) support the theory that stock market characteristics
 may be significant determinants of stock returns. There are also quite a number of
 studies   confirming   that   macroeconomic   fundamentals   play   significant   roles   in
 affecting stock market returns (Zhaoxu & Jun, 2009; Kandir, 2008; Abugri, 2008;


Fifield, Power, & Sinclair, 2002) and stock market prices (Somoye, Akintoye, &


Oseni, 2009; Mahmood & Dinniah, 2009; Rashid, 2008; Yusof & Majid, 2007;


Ratanapakor & Sharma, 2007; Ibrahim & Aziz, 2003). In order to obtain the best
 results on the impact of stock market liberalization on stock market returns, the
 effects   of   stock   market   characteristics   and   macroeconomic   fundamentals   are
 controlled. If those sm characteristics and macroeconomic fundamentals are not
 accounted for, it would lead to an overstatement of the stock market liberalization
 effect (Henry, 2000a). This work, therefore, analyzes the relationship between stock
 market liberalization and stock market returns, with controlling for the effects of
 stock market characteristics and macroeconomic fundamentals. 


Three types of stock market characteristics emphasized in this work are the
 stock market size, liquidity and volatility. These characteristics are expected to have
 positive relationships with an increase in stock market liberalization policies and
 stock   returns.   Stock   market   size   is   normally   represented   by   stock   market
 capitalization or the market capitalization ratio (Mobarek & Mollah, 2005; Levine


& Zervos, 1998). According to Levich (1998), an increase in stock market size may



(26)be from three broad trends. The first contributor is the worldwide expansion of GDP
 and productivity gains, and the second contributor is the entrance of new companies
 to   the   market,   either   through   privatization   of   state-owned   enterprises   or   public
 offerings of publicly held companies. The final contributor is due to the depreciation
 of the US$ over the study period, which increased the US$ valuation of foreign
 shares. Based on the second contributor, this work expects that the stock market size
 would be greater upon the liberalization of the stock market, since it encourages
 new investments from abroad. 


Stock market liquidity is measured by its trade volume (Mobarek & Mollah,
 2005) or value traded ratio (Levine & Zervos, 1998), which reflects liquidity on an
 economy-wide   basis.   Liquidity   quantifies   the   level   of   trading   activities   in   the
 market; with a high trading volume reducing liquidity risks and trading costs. Stock
 market volatility, which is represented by the standard deviation of stock market
 returns, measures the variation or risk of stock market indices over a specified time
 period. It is expected that the more open the stock market is, the greater the trading
 activities that is taking place, and the greater the variation of stock market returns
 will be (Bae, Chin, & Ng, 2004; Levine & Zervos, 1998).


The   macroeconomic   fundamentals   concerned   in   this   work   are   foreign
exchange   rates,   interest   rates,   and   oil   prices,   while   other   macroeconomic
fundamentals are not applied in the analyses of this work due to the unavailability of
the data on a daily or weekly basis. Two macroeconomic fundamentals, which are
commonly used by previous studies, but not in this thesis due to the unavailability
of the data on a weekly basis, are the consumer price index (CPI), representing the
inflation   rate,   and   industrial   production   indices   (IPI),   which   represents   real
economic activity. To accommodate the overall economic condition of the country,



(27)the description on the findings of analyses emphasizes the time period of when the
 liberalization of the stock market took place, whether it occurred during, or after the
 crisis period. 


1.1.4 Stock Market Integration


Once   the   stock   market   becomes   more   liberalized,   cross   border   activities
 should improve. Financial cooperation of the countries within the region should be
 strengthened   and   thus,   the   markets   should   be   integrated.   This   work,   therefore,
 further   investigates   whether   having   a   series   of   subsequent   stock   market
 liberalization in these countries would increase the level of their integration. 


Two markets are considered integrated when the rewards for bearing the risk
 of both countries are similar (Tahai, Rutledge & Karim, 2004). Henry (2000b) states
 that the stock market are segmented when the equity premium is proportional to the
 variance   of   the   country’s   aggregate   cash   flows;   and   if   the   equity   premium   is
 proportional to the covariance of the country’s aggregate cash flows with those of a
 world portfolio, then the stock markets are integrated. Based on these claims, stock
 market returns are used in the stock market integration analyses of this work to
 represent   the   rewards   of   bearing   risk   and   equity   premiums.   The   integration   or
 segmentation of the stock markets would also determine market prices. If the stock
 markets are integrated, a similar formula is used in all the markets for pricing a
 stream of cash flow, the investors are rewarded with the same per unit compensation
 for bearing risk. However, the equity risks can be differently priced across markets
 if the markets are segmented (Levich, 1998).


The integration shows how the countries in the region assimilate in order to
stabilize   and   strengthen   the   regional   markets.   Once   the   markets   have   been



(28)integrated, the creation of a common regional market should not be a problem.


Indeed, attempts are already underway for an Asian and ASEAN common market. 


Indeed, the decoupling theory, which means “breaking the link”, has also
 been discussed in the general media.12 The decoupling theory emphasizes on having
 a country’s stock market to be not closely integrated with another infected country
 in order to prevent the transmission of negative consequences. A specific example
 would   be   the   US   sub-prime   mortgage   crisis   in   2008,   where   decoupling   should
 effectively prevent the Asian emerging economies from being badly affected by the
 severe recession in the US. Due to some of the measures implemented during the
 crisis,   and   the   act   of   being   more   precautious   and   having   greater   regional-level
 coordination, Asian economies, specifically China and India, manage to be more
 independent. They work well with other countries in the region and were not fully
 dependant on the US for economic recovery and growth (Sharma, 2010). Thus,
 according   to   Sharma   (2010),   China   and   India,   remain   bullish   during   severe
 recession in the US at the end of 2007 and early 2008. Only by the end of 2008,
 those emerging economies are also affected but not as severe as those encountered
 by the European countries and the US itself, confirming that their economies are
 still coupled or integrated with US economy but not fully. This scenario highlights
 the fact that not all connections are deemed mutually beneficial. The decoupling
 theory seems to promote an anti-integration idea, and instead, encourages a loose
 federation between countries.


1.1.5 Malaysia, Thailand, Indonesia and South Korea


The four selected Asian countries (Malaysia, Thailand, Indonesia and South
 Korea) were severely affected by the 1997-1998 Asian financial crisis.  The crisis


12 The decoupling debate. (2008). The Economist, Mar 6, 2008.



(29)precipitated the sharp dip of stock market indices, and massive capital outflows. In
 order to strengthen the equity market and to regain market confidence, a number of
 measures   were   put   in   place,   which   includes   implementing   stock   market
 liberalization policies. Since this work focuses on the impact of the subsequent
 stock market liberalization, the countries selected for the analyses must have been
 implementing the policy during the specified time period. These four countries are
 the countries which have been implementing the stock market liberalization policy
 subsequent to the first official decree, and enforced it in the period of 1997 onwards.


Therefore, the four countries are valid as sample countries in the context of this
 work. 


In the earlier stage, this study on the impact of stock market liberalization
 was conducted on five ASEAN countries with the inclusion of Japan, China and
 South Korea. The five ASEAN countries included in the analyses were Malaysia,
 Thailand, Indonesia, Singapore and Philippines. The other five ASEAN countries;


Laos, Cambodia, Brunei, Myanmar, and Vietnam, were not included in the analysis
since they had no stock exchange in 1997. The Philippines had not implemented
stock market liberalization policies from 1997 but did so in early 1990s. This is the
reason   for   its   exclusion   from   the   sample   countries.   Japan   and   China   were
disqualified   as   samples   when   the   implementations   dates   of   stock   market
liberalization in those countries could not be identified or confirmed. In addition,
some data on stock market characteristics of those two countries were unavailable,
further hindering the work. Singapore was not included in the sample list since
some of its data on stock market characteristics were unavailable, even though the
implementation   dates   of   the   stock   market   liberalization   policies   implementation
were successfully obtained. Therefore, there are four countries left to represent the



(30)Asian countries, which were badly hit by the Asian financial crisis, and were on the
 road   to   recovery   by   subsequently   implementing   the   stock   market   liberalization
 policy.


 The four selected countries maintain close economic ties with each other, are
 excellent   trading   partners,   and   work   well   together   in   integration   initiatives.


Malaysia, Thailand and Indonesia are three out of ten members of the Association
 of South East Asian Nations (ASEAN). A number of initiatives for greater financial
 co-operation   among   the   members   have   been   implemented   along   the   years.


According   to   the   ASEAN’s   Secretariat   website,   the ASEAN   Finance   Ministers
 Meeting (AFMM) had been held fourteen times by 2010, in which the Finance
 Ministers of each country had committed to further promotion of financial stability
 in the region, and to the enhancement of the integration of ASEAN’s markets. The
 ASEAN Surveillance Process was established in 1999 to further discuss economic
 developments   and   policy   issues. In   2003,   AFMM   endorsed   the   Roadmap   for
 Monetary and Financial Integration of ASEAN (RIA-Fin) to specifically focus on
 capital   market   development,   liberalization   of   financial   services,   capital   account
 liberalization and ASEAN currency cooperation.13 The virtually established ASEAN
 Free   Trade   Agreement,   which   lowers   intra-regional   tariffs   among   member
 countries, is also expected to enhance integration within the region. These initiatives
 seem encouraging, but their achievements are to be further investigated. This work,
 therefore,   explores   how   effective   those   initiatives   are   in   integrating   the   stock
 markets of ASEAN countries, as evidenced in Malaysia, Thailand and Indonesia.


Specifically, at the same time, this work also explores the effectiveness of the stock


13  ASEAN   AFMM.   (2012).  Regional   Cooperation   in  Finance.   Retrieved   May   15,   2012   from
http://www.asean.org/communities/asean-economic-community/category/asean-finance-ministers-meeting-afmm



(31)market liberalization policy implemented by the member countries as one of the
 measures to enhance the development of equity market. 


There are also some initiatives and collaboration between ASEAN and South
 Korea,   especially,   through   the   ASEAN   plus   three   (ASEAN   +   3)   finance
 cooperation.   South   Korea,   as   well   as   Japan   and   China,   are   the   three   selected
 countries   that   work   together   with   ASEAN   for   finance   cooperation.   In   2000,
 AFMM+3 established Chiang Mai Initiatives (CMI) to manage regional short-term
 liquidity   problems,   and   to   facilitate   the   work   of   other   international   financial
 arrangements and organizations.14  In 2003, ASEAN + 3 Research Group is also
 established to conduct studies focusing on issues of financial stability. In order to
 have greater integration between ASEAN and South Korea, in 2004, both parties
 decided to establish the ASEAN-Korea Free Trade Agreement.15 This work further
 inspects whether such efforts would actually bring about higher integration between
 the three ASEAN countries and South Korea. 


The   collaboration   between   the   ASEAN   countries   and   South   Korea   will
 benefit the countries economically. According to the ASEAN Secretariat as of 15
 February 2011, the ASEAN confederation, specifically, spans over an area of 4.44
 million km2, with a population of approximately 598 million people, which is 8.8
 percent of the world’s population. Its combined nominal gross domestic product
 (GDP) had grown to more than USD 1.851 trillion, which is 3 percent of world’s
 GDP.  ASEAN would  rank as  the  9th  largest  economy  in  the  world  in  terms  of


14 ASEAN AFMM. Regional Cooperation in Finance. 


15 ASEAN  Framework Agreement (2005). Retrieved May 15, 2012 from http://www.asean.org/news/item/framework-agreement-on-
comprehensive-economic-cooperation-among-the-governments-of-the-member-countries-of-the-association-of-southeast-asian-nations-
and-the-republic-of-korea-kuala-lumpur-13-december-2005



(32)nominal GDP if they were a single country. ASEAN also had intra-regional trade of
 32.6% exports, and 33.3% imports.16


South Korea had a total population of 49.78 million (0.73% of the world
 population) and a GDP of $1,116 billion (1.8% of world GDP).  A combination of
 ASEAN and South Korea increases the population level to 9.53% of the world’s
 population, in comparison to the European Union’s (EU) of 7.4%, and the U.S.


4.6%.17  Despite having the highest percentage of population, ASEAN’s and South
 Korea’s total GDP was only 4.8% of the world’s GDP, whereas, the EU’s and USA’s
 GDP were 28.4% and 24.5% of the world’s GDP, respectively (World Bank data, as
 of   2011).  The   big   gap   between   the   percentage   of   population   (9.53%),   and   the
 percentage   of   GDP  (4.8%)   of   the   ASEAN   countries   and   South   Korea,   directly
 shows   that   there   are   lots   of   rooms   for   the   improvement   for   these   countries’


economic performance, particularly their stock markets. 


The   selection   of   the   four   countries   is   also   related   to   their   economic
 developments,   representing   the   integration   of   the   markets   in   the   region.   South
 Korea   is   a   well-developed   economy,   while   Thailand,   Malaysia   and   Indonesia
 represent newly industrialized countries. Having such different level of economies
 in the analyses would provide better results, since in reality there are many different
 levels of economies belonging to the countries in a region. 


Socio-cultural, legal and political beliefs of the four countries may contain
 some  differences, and  such differences  may  affect  cross border  activities,  stock
 market performances and integration. With greater co-operation and communication
 among the members of ASEAN, as well as greater initiatives and collaboration


16 ASEAN Statistics (2012). Retrieved May 10, 2012 from http://www.asean.org/resources/category/asean-statistics
17 The World Bank. Data – Countries and Economies. Retrieved May 10, 2012 from http://data.worldbank.org/country/



(33)between   ASEAN   and   South   Korea,   the   gap   or   difference   is   expected   to   be
 narrowed,   thus   having   less   impact   on   the   stock   market   performances   and
 integration.  


1.1.6   Time Period Since 1997 


This work focuses on the subsequent stock market liberalizations, which took
 place after January 1997, instead of the initial stock market liberalization, in late
 1980s and early 1990s. Hence, this work analyzes the data from 1997 to 2009.  


In order to reduce the tremendous effects of 1997 Asian financial crisis, the
 authorities, with strong encouragement of the IMF and World Bank, came up with a
 number of measures, which included stock market liberalization policy.18 By having
 greater opening of the stock markets, it was hoped that more of the capital residing
 abroad will flow into the country to help sustain the local firm’s performances.19
 This work shows how much better the stock market performances can be after the
 implementation of the liberalization policy, and the findings would further elaborate
 and differentiate the impact of the liberalization of the stock market during the crisis
 period, versus the impact after the crisis period, in order to observe if there is any
 difference in the impact of the liberalization in these two periods. 


The analyses on integration covers the period of 1997 to 2009, which is the
 period   before   the   start   of   the   Asian   financial   crisis   till   the   period   of   the   U.S.


subprime mortgage crisis. This work explores if there is any changes or progress in
 the  level of integration  in years during  the liberalization period,  which is from
 September 1997 to April 2005, and in years after the liberalization period, which is


18 Bello, W. (1998). IMF’s role in the Asian financial crisis. International Forum on Globalization, April 21, 1998.


19 Bello, W. (1998). IMF’s role in the Asian financial crisis. International Forum on Globalization, April 21, 1998.



(34)from May 2005 to December 2009. 


1.2 Problem Statement


The government authorities have to decide whether the subsequent stock market
 liberalization   policy   is   effective.   They   are   to   decide   whether   the   stock   market
 liberalization policy should be progressively implemented, modified or in fact, canceled
 altogether? Indeed, it is debatable whether the effects of the subsequent stock market
 liberalization would give positive or negative results. Thus, this study will focus on the
 impact of the subsequent stock market liberalization on stock market returns and to
 what extent it is consistent with the prediction of the IAPM. The authorities also need to
 decide whether the liberalization policy should be applied to specific sector(s) or the
 whole market for a significant impact. Both the returns for the country’s main and
 sector indices are, therefore, analyzed in this work to clarify the scenario. Stock market
 liberalization is expected to improve the stock market integration of the East Asian
 countries and the world (MSCI-World Index) stock markets. The question is whether
 any financial cooperation, measured by short-run and long-run integration, could be
 generated after the implementation of a series of stock market liberalization policies.


1.3 Research Questions


In order to help the authorities make the right decisions regarding stock market
 liberalization, this work further explores the impact of the subsequent stock market
 liberalization using two basic questions. 


1. Does the subsequent stock market liberalization affect the stock market returns? 


2. How integrated are the stock markets of Malaysia, Thailand, Indonesia and South
Korea with the world market (MSCI-World Index) during and after the subsequent



(35)stock market liberalization?


1.4 Research Objectives


The two research questions have led this thesis to its research objectives; to explore
 the impact of the subsequent stock market liberalization on stock market returns and
 stock market integration of crisis-affected Asian countries. 


1. To examine the effect of the subsequent stock market liberalization on stock market
 returns.


The subsequent stock market liberalization analyzed in this research took place
 after 1997, during and after the Asian financial crisis period. There are eight
 liberalization dates (refer to Table 4.2, p. 91) analyzed in this thesis using an
 event study method This research analyzes to what extent the changes in the
 ceiling   percentage   of   foreign   ownership   would   affect   the   stock   returns   in
 Malaysia, Thailand, Indonesia and South Korea and whether they are positively
 or negatively related. The relationship is expressed in Model 1.


Model 1:    Rit  =  α  + β1Libit + β2Sizei  + β3Liqi + β4Voli  +  β5ERi  


       + β6IRi + β7Oili  + μit               (Eq 1.1)      


where


Rit is the stock market returns of the main or sector index of country i at time t;


Libit is a dummy variable for stock market liberalization. It takes the value of 1
 from -1 week to +12 weeks of the implementation week of stock market
 liberalization and 0 otherwise.


Sizeit  is the stock market size, which is measured by market capitalization of



(36)country i or the sector’s i at time t; 


Liqit  is   the   stock   market   liquidity,   which   is   measured   by  traded   volume   of
 country i or the sector’s i at time t; 


Volit is the stock market volatility for 90 days of country i or sector i at time t.


For the sectoral analyses, 10 day volatilities are used.


ERit represents the exchange rates of country i at time t; 


IRit represents the interest rates of country i at time t; 


Oilit represents oil prices at time t. 


μit    is   an   independently   distributed   random   error   term   with   zero   mean   and
 constant variance;


α, β 1,…,β7  are the parameters to be estimated.


2. To determine the degree of stock market integration between Malaysia, Thailand,
 Indonesia, South Korea and the world market (MSCI-World Index) during and after
 the subsequent stock market liberalization.


The integration level of the stock markets in the region with the rest of the world
 is examined by using the long-run Johansen cointegration test and the short-run
 vector autoregressive model as well as Regression Model 2 which is used to
 examine the relationship between the individual Asian country’s stock market
 returns and the MSCI world market returns.


Model 2: Rit  =  α  + βRWot + εit              (Eq 1.2)
 where 


Rit is the stock market returns of the main index of country i at time t; 


RWot is the MSCI world market returns at time t; 


εit    is   an   independently   distributed   random   error   term   with   zero   mean   and
constant variance; 



(37)α and β are the parameters to be estimated.


1.5  Scope of the Study


This research covers the work of investigating the two research questions and
 research   objectives   that   have   been   set   out.   In   order   to   examine   the   effect   of   the
 subsequent stock market liberalization on stock market returns, this study emphasizes
 the impact of the subsequent stock market liberalization policies implemented since
 1997 as shown in Table 1.2 on page 5 and not on the impact of the initial stock market
 liberalization which took place in the late 1980s or early 1990s. All the details of the
 stock market liberalization policies, such as the announcement and the implementation
 dates, the percentage change of foreign ownership in local equities, and the sectors
 involved in the implementation of the policy crucial to the analysis of Model 1 (Eq 1.1)
 are in the background in Introduction Chapter One. From eleven liberalization events,
 three overlapping events are excluded. Only eight events, as shown in Table 4.1 page
 88, are analyzed.


Stock   market   returns   are   the   outcome   of   the   Model   1   analysis,   which   will
identify if there is any significant change in the stock market performance after the
liberalization policy is implemented. Thus, the data on countries’ stock market main
indices are used as proxies for stock market performances. Stock market sector indices
are   also   collected   given   that   the   liberalization   policies  affect   certain   sectors  of   the
country. The four East Asian countries’ stock market main and sector indices selected
for the analysis are Malaysia, Indonesia, Thailand and South Korea. These countries are
selected   due   to   their   active   involvement   in   the   implementation   of   stock   market
liberalization policies after being badly hit by the 1997 Asian financial crisis. The four
countries’ stock market main indices include Kuala Lumpur Composite Index, Stock



(38)Exchange of Thailand Composite Index, Jakarta Stock Exchange Composite Index and
 Korea Composite Stock Price Index. 


In order to isolate the impact of stock market liberalization on its returns in the
 Model   1   regression   analysis,   stock   market   characteristics   and   macroeconomic
 fundamentals are included in the analysis as controlled variables.   Stock market size,
 liquidity and the volatility of each country’s main index are acquired as stock market
 characteristics   variables.   For   sector   analyses,   the   stock   market   size,   liquidity   and
 volatility of each liberalizing sector index are also acquired and analyzed in the course
 of this study. Other individual company characteristics are not relevant because this
 study   examines   sector   and   overall   market   indices.   Controlled   variables   for
 macroeconomic fundamentals are exchange rate, interest rate and oil price. 


The other objective of this work is to discover the degree of integration of the
 four countries with the world market as a consequence of liberalization implementation.


Thus the integration analysis covers all of the four East Asian countries’ stock market
 main indices and the MSCI-World Index from the period of 1997 to 2009. To analyze
 the integration level during and after the subsequent stock market liberalization, the
 integration analyses are done over two sample periods: 1) September 1997 to April
 2005 for the “during” liberalization period, and 2) May 2005 to December 2009 for the


“post” liberalization period, based on the liberalization dates in Table 1.2 page 5. This is
 to identify if there is any changes or progress in the integration level post liberalization. 


1.6 Significance of the Findings


This work fills the gap in the literature by exploring the impact of the subsequent
stock market liberalization which took place from 1997 onwards. It does not focus on
the impact of the initial stock market liberalization, implemented in late 1980s or early



(39)1990s as other previous literature (Phuan, Lim & Ooi, 2009; Boubakri et al., 2005;


Patro, 2005, Henry 2000a).


The impact of the subsequent stock market liberalization on the countries’ stock
 markets is very weak. Throughout the whole analysis for both countries’ main and
 sector markets, only a very few events has significant coefficients on the liberalization
 dummy. Majority of the liberalization coefficients are insignificant. There is not enough
 evidence to support that there is a significant relationship between the subsequent stock
 market liberalization and stock market returns. In addition, the impact of stock market
 liberalization fades to insignificance as more time passes. In the analyses of sector
 indices, stock market liberalization seems to still have a significant relationship to the
 stock market returns, even though it happens in a longer event window (T±26 weeks).


The results reveal that the impact of stock market liberalization lasts longer in the sector
 market rather than the country’s stock market. 


These   results   reduce   the   confidence   that   the   subsequent   stock   market
 liberalization is related to its returns. This work, however, does not argue that the stock
 market   liberalization   is   ineffective.   Obviously   the   impact   of   the   subsequent   stock
 market liberalization is not as significant as the impact of the first official liberalization
 as mentioned in previous literature (Henry, 2000a; Patro, 2005; Boubakri, Cosset &


Guedhami, 2005). The impact of the subsequent stock market liberalization fades to
insignificant when more variables are added as controlled variables. This shows that the
stock   returns   have   been   influenced   by   controlled   variables   rather   than   by   the
liberalization policy. Thus, the implementation of further stock market liberalizations in
the   future   is   not   recommended.   Detailed   analyses   need   to   be   conducted   by   the
government authorities if the stock market liberalization policy is to be implemented in
order to ensure its effectiveness. 
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