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1. Introduction 

This paper examines the economic, financial, and structural challenges confronting the 
landlocked developing countries (LLDCs) of Asia and discusses how the development of 
domestic capital markets, particularly local currency bond markets, can help raise domestic 
savings, improve the efficiency of its allocation to investment, and attenuate sources of 
macroeconomic instability as part of a comprehensive strategy to meet the large financing 
requirements associated with their developmental needs.1   

1.1. The Setting and Main Challenges 

Adam Smith observed a phenomenon more than 200 years ago that remains largely true today: 
landlocked developing countries are among the world’s poorest and least developed regions (Faye 
and others, 2004). Even in a world made smaller and more interconnected by instantaneous 
communications and the free flow of information, the lack of territorial access to the sea continues 
to adversely affect LLDCs by substantially raising transportation costs, limiting their range of 
potential export products, and lowering their effective participation in global markets.  

Distances to seaports, per se, are only part of the problem. In addition to being separated from 
the coast, many Asian LLDCs - indeed, nearly all of them - are situated in very mountainous 
regions, where transportation even over relatively short distances is very costly and infrastructure 
is poor. Moreover, unlike coastal countries, which can unilaterally construct transportation 
infrastructure to remote interior regions, landlocked countries require the cooperation of their 
coastal neighbors to gain access to seaports. As a result, even when the necessary transportation 
infrastructure is in place, LLDC imports and exports need to pass through coastal transit 
countries, often involving additional layers of administrative procedures, and, in a few cases, 
even physical transshipment, all of which can add very significantly to costs and delays.2 Indeed, 
UNCTAD has estimated that the combined effect of these infrastructure and institutional 
deficiencies can add 30-60 percent to costs of production (ESCAP, 2019a, UN-OHRLLS, 2014, 
UNCTAD, 2015). And in the unfortunate circumstance where political tensions might exist 
between an LLDC and its neighbors, the expeditious handling of transit trade could suffer further.    

Many of Asia’s LLDCs face other large developmental challenges, in addition to the physical 
impediments created by their geography and topography. For example, the seven former republics 
of the Soviet Union (Armenia, Azerbaijan, Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan, 
and Uzbekistan) and Mongolia are transition countries. While most of the countries are now 

 
1 The 12 Asian LLDCs are: Afghanistan, Armenia, Azerbaijan, Bhutan, Kazakhstan, Kyrgyzstan, Lao People’s Democratic 
Republic, Mongolia, Nepal, Tajikistan, Turkmenistan, and Uzbekistan. 
2 For example, the railroad gauge in Mongolia is the same as that in its largest traditional trading partner, the Russian Federation. 
However, a different rail gauge is used in China, whose importance as a trading partner has grown very significantly in recent 
years. As a result, all railcars traveling between Mongolia and China, including railcars from Russia transiting Mongolia, must be 
transferred from one wheel gauge to the other at the Mongolia-China border.   
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clearly reaping gains nearly 30 years into the transition process, many still face significant 
challenges associated with the establishment of market-based economic institutions and the 
implementation of economic reforms. Lao People’s Democratic Republic, likewise, has been 
engaged in a long process of economic reforms, but its development is still constrained by many 
structural and institutional rigidities. Economic diversification in Bhutan and Mongolia is limited 
by their very small populations and, in the case of Mongolia, its huge land area, giving it the 
world’s lowest population density. Afghanistan’s development has been slowed by decades of 
armed conflict and political strife. In addition, many Asian and European LLDCs are 
experiencing premature deindustrialization, due to declines in manufacturing competitiveness 
(UN-OHRLLS, 2019).  

1.2. Looking Forward 
 
There are grounds for optimism for the Asian LLDCs. As noted above, the economic reforms in 
the transition countries are yielding positive results. Several of the countries have strong 
endowments of natural resources. Azerbaijan, Kazakhstan, and Turkmenistan, for example, have 
substantial reserves of petroleum and gas which are already being exploited, generating large 
amounts of government revenue. Similarly, Mongolia has large deposits of coal, copper, gold 
and rare earth minerals, some of which are already being exploited with others under 
development. It should be noted, however, that strong natural resources endowments have 
proven to be a mixed blessing for some developing countries worldwide, and they need to be 
managed carefully for their full benefits to be realized. After large-scale investments, Bhutan 
and Lao People’s Democratic Republic are now major producers and exporters of 
hydroelectricity. Many of the countries, particularly those in Central Asia, have highly educated 
populations. And across Central Asian, China is investing heavily in a wide range of 
infrastructure development projects collectively known as the Belt and Road Initiative, designed 
to connect China economically with Europe and the Middle East. And very importantly, many 
of the Asian LLDCs are now seeing results from years, or even decades, of far-reaching structural 
reforms. 

Realizing their potentials will require the Asian LLDCs to devote more resources that heretofore 
available to build infrastructure, support private sector development, and participate more fully 
in international trade. Many LLDCs rely heavily on foreign savings (net capital inflows) to 
supplement national savings in funding domestic investment. These inflows play a critical role, 
but they can also be volatile and contribute to macroeconomic instability. Therefore, capital 
inflows need to be supplemented by policies to enhance domestic savings and promote the 
efficiency of domestic investment macroeconomic instability as part of a comprehensive strategy 
to meet the large financing requirements associated with their developmental needs. 
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Progress will be needed across four fronts: 

 First, the Asian LLDCs need to substantially upgrade their infrastructure to improve their 
transport connectivity and trade competitiveness and to integrate more fully with global 
production chains.  

 Second, the countries need to continue implementing far-ranging structural, legal, and 
institutional reforms to promote the ongoing development of dynamic private sectors.  

 Third, maintaining macroeconomic stability—meaning low, stable rates of inflation and 
sustainable public debt levels—is crucial for the private sector’s willingness and ability to 
undertake efficient investment.  

 Finally, both private sectors and governments need the financial wherewithal to undertake 
these investments, which are necessary for the achievement of inclusive economic growth 
and development.  

 
How can the financial resources necessary to close the infrastructure gap and support efficient 
private investment be obtained?  The response needs to be multidimensional and tailored to each 
country’s individual circumstances. On the government side, actions include the mobilization of 
additional budgetary revenues through tax reform and improved tax administration. In many 
countries, there is also scope for attracting more FDI, both in connection with public 
infrastructure and private investment. Local capital markets can help protect an economy from 
volatile international capital flows, lower a country’s dependence on foreign debt, and provide 
vital risk finance. They can also help bridge the developing world’s massive financing gaps by 
mobilizing savings to key sectors, like housing, climate, and infrastructure. Yet most developing 
countries lack the necessary preconditions for a healthy capital market: stable macroeconomic 
fundamentals, a sound banking system, a good institutional and regulatory framework, an 
efficient market infrastructure, and sufficient market size. 
 
The financial crisis of the late 2000s demonstrated that local currency bond markets (LCBMs), 
if accompanied by the development of a local investor base, can provide a “spare tire” for 
financing local entities in times of tension in domestic and international credit markets (G20, 
2011). They can thus help reduce contagion effects across financial markets and spillovers into 
the real economy. Moreover, they can help expand the range of domestic assets available to 
investors, broaden the scope for fiscal policy to manage and counteract the financial crisis, and 
provide the authorities with greater freedom to use the exchange rate as a tool to achieve 
macroeconomic stabilization. A more diverse financial system is also better able to absorb 
shocks. 
 
However, financial sectors in the Asian LLDCs - and long-term capital markets, in particular -
remain relatively underdeveloped. In large part, this underdevelopment can be traced to the 
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absence of the necessary preconditions for a healthy capital market. These include stable 
macroeconomic fundamentals, a sound banking system, a good institutional and regulatory 
framework, an efficient market infrastructure, and sufficient market size. The complexity and 
difficulty of meeting these conditions should not be underestimated. As the Asian Development 
Bank noted in a recent report:  

“It is difficult to develop an LCY bond market because it involves the close coordination 
of a number of complex, separate activities. It requires the engagement and commitment 
of the government, relevant regulatory authorities, and market participants; the 
establishment of key market infrastructure such as the central bank’s real-time gross 
settlement system and a central securities depository; enabling environments via the legal 
framework and accounting practices; and the appropriate sequencing of milestone events, 
otherwise, it might generate a chicken-and-egg situation.” (Asian Development Bank, 
2019a, p. xiii). 

1.3. Remainder of This Paper 
 

The remainder of this paper addresses these issues in greater detail. Section II takes a closer look 
at the economic and financial settings for the Asian LLDCs, noting that, despite facing certain 
challenges related to their landlocked situations, the countries are highly heterogeneous in many 
other respects. Section III takes a closer look at the LLDC’s resource requirements. Section IV 
examines the role of capital markets in the LLDCs. Section V summarizes initiatives by the UN 
and other donors to address challenges faced by the LLDCs. Section VI looks at the example of 
capital market development under the Asian Bond Market Initiative and Malaysia’s Capital 
Market Masterplans. Section VII summarizes the experience of Mongolia—one of the Asian 
LLDCs—with capital market development. Section VIII highlights how offshore bond issuances 
could help leverage the benefits of capital markets through the case of Lao People’s Democratic 
Republic. And Section IX draws tentative conclusions.  
 

2. Economic and Financial Overview of the Asian LLDCs 
 
2.1. Macroeconomic Setting  
 
Despite the common challenges posed by their geography, the Asian LLDCs are a highly 
heterogeneous group of countries.      
 

 Populations range from less than one million in Bhutan and less than 4 million in Mongolia 
and Armenia to more than 25 million in Nepal and Uzbekistan and 36 million in 
Afghanistan (Figure 1). 
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 GDPs range from US$2.4 billion in Bhutan and less than US$12 billion in Armenia, 
Kyrgyzstan, Mongolia, and Tajikistan to US$40-US$50 billion in Azerbaijan and 
Uzbekistan and more than US$160 billion in Kazakhstan. Nevertheless, this is still only 
about half the level of GDP in Malaysia (US$315 billion) or the Philippines (US$314 
billion) (Figure 2).  

 The economic growth performance of most Asian LLDCs has been generally favorable in 
the 2010s. Real GDP growth in Turkmenistan, Uzbekistan, and Mongolia averaged more 
than 8 percent per annum during 2010-17 - outpacing growth in China and most ASEAN 
countries - partly due to commodity price booms early in the period, as well as the 
development of new mining projects in Mongolia (Figure 3). Among the LLDCs, only 
Azerbaijan grew at average rate of less than 4.0 percent. 

 Per capita incomes in 2017 range from less than US$2,000 in Afghanistan and less than 
US$4,000 in Nepal, Tajikistan, and Kyrgyzstan to more than US$17,000 in Azerbaijan and 
Turkmenistan and US$26,000 in Kazakhstan (Figure 4).3 This compares with per capita 
incomes of US$16,700 in China, US$18,300 in Thailand, and US$29,100 in Malaysia.  

 
Figure 1: Population, 2017 (millions) 

 
Source: World Bank (2019). 
 
 
 
 
 
 
 
 

 
3 Per capita incomes are denominated in Purchasing Power Parity (PPP) equivalent international dollars, as calculated by the 
IMF.  
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Figure 2: GDP, 2017 (billions of U.S. dollars) 

 
Source: IMF (2019a,2019b). 

 
Figure 3: Average real GDP growth rate, 2010-17 (annual average percentage change) 

 
Source: IMF (2019a, 2019b). 
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Figure 4: GDP per capita, 2017 (in PPP international dollars) 

 
Source: IMF (2019a, 2019b). 

 
Several of the Asian LLDCs have rich endowments of natural resources, the exploitation of 
which generates an important share of their GDP, export earnings, and government revenue (but 
generally not employment). Azerbaijan, Kazakhstan, and Turkmenistan are major oil and gas 
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huge, largely untapped deposits of coal located near China. Although Kyrgyzstan is not classified 
as a resource-rich country, gold still accounts for 38 percent of its total merchandise exports. 
However, production at its large Kumtor mine is gradually winding down, and no major new 
mining projects are currently on the horizon. Lao People’s Democratic Republic and Bhutan are 
large producers/exporters of hydroelectric power, the development of which requires huge 
infrastructure investments. 
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Figure 5: Inflation rate, 2010-17 (period average annual rate) 

Source: World Bank (2019). 

 
Macroeconomic stability, as captured by the World Economic Forum’s Global Competitiveness 
Indicators, is mostly in the low-to-medium range for the Asian LLDCs (Figure 6) (World 
Economic Forum, 2019).4 Kazakhstan received the highest macroeconomic stability score 
among the Asian LLDC, and it was the only one with a rating above the average for upper 
middle-income countries (although still below ASEAN emerging market economies like 
Thailand, Indonesia, and the Philippines). Among the other LLDCs, Armenia, Kyrgyzstan, 
Nepal, and Tajikistan received scores above the average for lower middle-income countries, 
while Azerbaijan, Lao People’s Democratic Republic, and Mongolia fall below that threshold. 
 
Figure 6: WEF macroeconomic stability composite score, 2019 

Source: World Economic Forum (2019). 

 
4 The Asian LLDCs included in the Global Competitiveness study are Armenia, Azerbaijan, Kazakhstan, Kyrgyzstan, Lao 
People’s Democratic Republic, Mongolia, Nepal, and Tajikistan. 
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High levels of investment are required by LLDCs to build infrastructure and support private 
sector development in order to overcome the disadvantages inherent in their geography. The 
performance of the Asian LLDCs has been varied. High rates of investment were recorded in 
Bhutan (64 percent of GDP), Mongolia (41 percent of GDP), and Nepal (39 percent of GDP) 
during 2010-17 (Figure 7). In the case of Bhutan, the high investment rate reflected large scale 
public spending on hydroelectric infrastructure projects, financed mainly by multilateral 
institutions on concessional terms, while in Mongolia, investment was driven by a mix of public 
infrastructure spending, financed partly by international bond issuance, and mining sector 
development, financed largely by FDI. Investment rates in Kyrgyzstan, Uzbekistan, and 
Kazakhstan were in the range of 26-32 percent of GDP, which was lower than in India or Sri 
Lanka but higher than more mature emerging market countries like Malaysia and Thailand. 
Azerbaijan, Afghanistan, and Armenia had investment rates below 25 percent of GDP, while 
Tajikistan’s rate (19 percent of GDP) was the lowest of any of the LLDCs and comparator 
countries (IMF, 2019a).5  

 

Figure 7: Total investment, 2010-17 (percent of GDP, period average) 

 
Source: IMF (2019a). 

 
The scale of additional investment required to meet basic infrastructure needs in the Asian 
LLDCs is large relative to current investment levels. Estimates prepared by Branchoux and 
others (2018) and analyzed in ESCAP (2019b) suggest that the additional resources required to 
develop adequate infrastructure for water, sanitation, transport, energy, and information in Asian 
LLDCs could be on the order of 10.5 percent of their GDP. Afghanistan has the largest 
infrastructure financing needs (up to 29 percent of GDP), followed by Nepal and Kyrgyzstan (19 

 
5 The database does not include Lao People’s Democratic Republic or Turkmenistan. 
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percent of GDP) (Figure 8). In addition to infrastructure development, additional spending is 
needed to address poverty and hunger, healthcare services, clean energy, and climate action. 
 
Figure 8: Additional investment needs, 2017 (percent of GDP) 

Source: ESCAP (2019b). 
 
Many LLDCs rely on foreign savings (capital inflows) to supplement national savings in funding 
domestic investment. The macroeconomic counterpart to net capital inflows is an external 
current account deficit. Given the LLDCs’ large investment requirements, current account 
deficits are likely to be the norm rather than exception. In judging their appropriateness, 
consideration should be given to the following questions:  
 

 Does the current account deficit reflect a high level of investment or a low rate of savings 
(or a combination of both)? What sectors of the economy (public, private, or both) are 
generating the dissavings and why? 

 Are the capital inflows generating private or social rates of return that are sufficiently high 
to justify their cost of borrowing (and enable their repayment)?  

 What kinds of capital inflows are financing the current account deficits? Are they financed 
by debt or equity? If debt, are the terms commercial or concessional? Do the inflows take 
the form of portfolio capital or foreign direct investment?  

 Is the magnitude of the current account deficit sustainable? If not, how will an orderly 
adjustment of the current account take place?  

 
The external current account positions of the Asian LLDCs cover a wide spectrum. Bhutan has 
had the largest current account deficit in recent years, averaging 26 percent of GDP during 2010-
17 (Figure 9). These very large deficits reflect the country’s exceptionally high level of 
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investment (64 percent of GDP), noted earlier. At the same time, the savings rate in Bhutan (37 
percent of GDP) was among the highest in the group, suggesting that the deficit was not driven 
by over-consumption. Lao People’s Democratic Republic and Mongolia had the next largest 
current account deficits over the period (18 percent and 15 percent of GDP, respectively). 
Mongolia’s current account deficit was associated with a high level of investment during the 
period, partly by the development of large private mining projects. Current account deficits were 
below 10 percent of GDP in Armenia, Tajikistan, and Turkmenistan, while Afghanistan, 
Azerbaijan, Nepal, and Uzbekistan had current account surpluses, which were driven, in some 
cases, by large inflows of transfers and workers’ remittances. 
 
Figure 9: Investment, savings, and external current account, 2010-17 (percent of GDP)

 
Source: IMF (2019a, 2019b). 

 
The foreign capital flows needed to finance external current account deficits can take a variety of 
forms. In the short term, current account deficits can be financed, at least in part, by running down 
the stock of international reserves, provided they are sufficiently large and the central bank 
chooses to make them available. However, using international reserves to finance a current 
account deficit is most likely to be useful in accommodating cyclical peaks in imports or 
temporary shortfalls in exports. For longer-term “structural” current account deficits, other capital 
inflows will often be necessary. At their most basic level, these inflows can take the form of 
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 Mongolia has, by far, the largest external debt burden of the Asian LLDCs, equivalent to 
128 percent of GDP at end-2017. A large share of Mongolia’s external debt takes the form 
of international debt securities (bonds) and foreign bank loans, which carry commercial 
interest rates, including the market’s assessment of risk premia.  

 Lao People’s Democratic Republic has the second highest external debt burden (82 percent 
of GDP at end-2017), mostly in the form of foreign bank loans. 

 Armenia, Azerbaijan, and Kyrgyzstan have external debt burdens in the range of 40-60 
percent of GDP.  In the case of Armenia, multilateral loans account for the largest share of 
the debt, which tend to have somewhat easier repayment terms than international bonds or 
bank loans.  

 Bhutan, Kazakhstan, and Tajikistan have external debts in the 20-40 percent of GDP range, 
while Afghanistan Nepal, and Turkmenistan have levels below 20 percent of GDP (Figure 
10). 

 
Figure 10: External debt, 2017 (percent of GDP) 

 
Source: IMF (2019a, 2019b). 

 

Government spending is responsible for providing a large share of infrastructure, as well as other 
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spending, ranging from 25 percent of GDP in Armenia all the way down to 15 percent in 
Turkmenistan.   
 
Figure 11: General government expenditure, 2010-17 (percent of GDP, period average) 

 
Source: IMF (2019a, 2019b). 

 
Government tax and nontax revenues are a critical source of financing for the LLDCs’ large 
infrastructure investment needs. At the upper end of the spectrum, government revenues in 
Mongolia, Bhutan, Kyrgyzstan, Uzbekistan, and Azerbaijan ranged from 29 percent of GDP to 
39 percent of GDP, all of which are higher than in China (28 percent of GDP) (Figure 12). 
Government revenues in Lao People’s Democratic Republic, Nepal, Armenia, and Kazakhstan 
ranged from 19-20 percent of GDP, less than in Malaysia and Vietnam but higher than the 
Philippines and Cambodia. Despite its petroleum production, government revenues in 
Turkmenistan amounted to only 17 percent of GDP.  
 
Figure 12: General government revenue, 2010-17 (percent of GDP, period average) 

Source: IMF (2019a, 2019b). 
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When tax and non-tax revenue are insufficient to cover spending, governments incur deficits 
which can be financed by borrowing from various domestic and foreign sources. Mongolia and 
Kyrgyzstan had the largest government deficits among the Asian LLDCs during 2000-17 (Figure 
13). In both cases, the large deficits mainly reflected high levels of spending, as revenues were 
also above average for the LLDCs. Budget surpluses were recorded by Kazakhstan (0.4 percent 
of GDP), Turkmenistan (1.2 percent of GDP), and Azerbaijan (3.2 percent of GDP), all resource-
rich countries, during 2010-17, as well as Uzbekistan (3.8 percent of GDP). General government 
debt exceeded 50 percent of GDP at end-2017 in Bhutan, Lao People’s Democratic Republic, 
Kyrgyzstan, and Tajikistan, which is well above the average levels in the large ASEAN countries 
and the emerging and developing countries of Europe (Figure 14).  

Figure 13: Government surplus/deficit, 2010-17 (percent of GDP, period average) 

Source: IMF (2019a, 2019b). 
 
Figure 14: Gross general government debt, 2017 (percent of GDP)

Source: IMF (2019a, 2019b). 
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2.2. Structural Characteristics of the Asian LLDCs6 
 
The structural characteristics of the Asian LLDCs are highly varied.  
 
Seven of the countries (Armenia, Azerbaijan, Kazakhstan, Kyrgyzstan, Tajikistan, 
Turkmenistan, and Uzbekistan) were republics of the Former Soviet Union (FSU). These 
countries attained independence in the last decade of the 20th century with similar economic and 
legal institutions, and they have faced similar challenges in transforming themselves from 
centrally planned socialist economies to market-based economies. This transformation has 
required, among other things, large-scale privatization, far-reaching legal reforms, the 
establishment of instruments to conduct fiscal and monetary policies, and the creation of a 
market-based financial sector to support private sector-led savings, investment and economic 
growth. Physical characteristics including mountainous terrains, low population densities, limited 
transportation infrastructure, and harsh climates have reduced the attractiveness of investment in 
the countries and inhibited the development of international production chains among them.  

Most of the FSU LLDCs experienced steep declines in output and sharp rises in unemployment 
and poverty during the early phase of their transition. Most of them also took many years to 
recover to the pre-transition period GDP. Over the past decade, the economies have been 
significantly affected by commodity price declines and spillovers from slow growth in the 
Russian Federation, predominantly through the channels of trade, migration, remittances, and 
financial flows. In many of the countries, the role of the primary sector has declined since 1990, 
but this has generally not been accompanied by the growth of a more modern, productive and 
dynamic manufacturing sector.   

Export diversification among the Asian LLDCs is generally low. The IMF’s index of export 
diversification is lowest for the resource-rich countries like Turkmenistan, Azerbaijan, 
Kazakhstan, and Mongolia (higher index numbers represent lower levels of diversification) 
(Figure 15). With the exception of Nepal, exports of all of the Asian LLDCs are less diversified 
than larger ASEAN countries like Indonesia, the Philippines, Malaysia, and Thailand.  
 
 
 
 
 
 
 

 

 
6 Information on individual countries in this section draws on (UN-OHRLLS, 2019), among other sources. 
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Figure 15: Export diversification index, 2017 (higher number represents less diversification) 

 
Source: IMF (2019a, 2019b). 

 
In 2019, the UN’s Office of the High Representative for the Least Developed Countries, Landlocked 
Developing Countries and Small Island Developing States conducted a review of progress made in 
structural transformation in the Euro-Asian LLDCs (UN-OHRLLS, 2019). Among its findings for 
individual countries were the following:  

 Armenia had adopted an export-led industrial policy to enhance the competitiveness and 
diversification of exports in terms of both product and geographical coverage. The country 
had also promoted public-private partnerships (PPP) for infrastructure development in 
transport, energy, and telecommunications. Investment policies are aimed at improving the 
investment climate, the legislative framework, and stimulating investment in the Armenian 
economy, including foreign direct investments (FDI). The development of small and 
medium enterprise entrepreneurship (SME) development is deemed a policy priority by the 
Government to ensure the country's sustainable economic growth. 

 Azerbaijan’s experience is considered a classic example of a “resource curse,” as large 
inflows of foreign exchange from the resource boom caused an appreciation of the real 
exchange rate, to the disadvantage of other tradable sectors such as manufacturing and 
agriculture. Despite significant liberalizing reforms, the economy achieved only limited 
non-oil industrial development and diversification, with the share of mining and quarrying 
declining from a peak of 57 percent at the height of the oil and gas boom in 2007 to 29 
percent in 2015 but accounting for employment of less than 1 percent of the workforce. 
Agriculture’s GDP share declined to around 7 percent, yet it still employs close to 40 
percent of the workforce, implying low productivity and underemployment in the rural 
economy. Industrial activities have few linkages with Azerbaijan’s rural sector.   

0.00

1.00

2.00

3.00

4.00

5.00

6.00

7.00



Asia’s landlocked developing countries – developmental challenges, financing needs, and the potential contribution of capital 
markets 

 
 23 

 Hydropower has become the backbone of Bhutan’s economy, with India its main export 
market. Hydropower exports have propelled Bhutan’s per capita GDP to one of the highest 
in South Asia, exceeding those of India, Pakistan, Bangladesh and Nepal. While efforts to 
tap hydropower will continue, Bhutan has also identified investment in tourism, organic 
agriculture, and small industries as priority sectors.  

 Lao People’s Democratic Republic has experienced fairly limited structural transformation 
and diversification over the past two decades, with GDP growth stemming mostly from 
low-productivity agriculture and the capital-intensive natural resource sector. Lao People’s 
Democratic Republic’s growth, for the most part, has not been inclusive or broad based. 
Nevertheless, there have been some encouraging developments in recent years, as Lao 
People’s Democratic Republic has been able to attract a number of multinational 
companies in assembly activities, demonstrating the country’s potential to effectively 
participate in regional and global value chains. New labor-intensive manufacturing firms 
have also been established in special economic zones in cooperation with China.   

 Mongolia had finalized a Memorandum of Understanding (MOU) with China on aligning 
its “Development Road” initiative with China’s Belt and Road initiative and the trilateral 
Mongolia-Russia-China Economic Corridor Program, including projects to facilitate cross-
border transportation. To promote export diversification, the “Mongol Export Program” 
was adopted in September 2018. It aims at establishing a favorable legal and financial 
environment for Mongolia's non-mining exports, supporting value-addition processing, 
and strengthening competitiveness of those export products in foreign markets. The UN 
report notes that, as a resource dependent country with a large geographical area and very 
sparse population, the structure of the economy is unlikely to be transformed quickly. The 
focus should, therefore, be on improving its bargaining position vis-à-vis large 
international players in the mining sector, obtaining high resource revenues, and ensuring 
that those revenues are invested in domestic capacity development for future structural 
transformation.  

 Structural transformation in Nepal has been slow structural transformation, resulting in a 
low growth trap. The challenge for policymakers is to accelerate the pace of structural 
transformation and increase investment in fundamentals to transition the economy in a 
generation’s time. 

 Kyrgyzstan has greatly expanded and modernized its basic transportation, power, and 
communications infrastructure and networks in recent years. The Government has also 
provided access to credit and pursued regulatory reforms that support high value-added 
private sector development, particularly among small and medium-sized businesses in 
agricultural processing, light industry and the services sector.  
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 Uzbekistan is seen by the UN as one of the best performing FSU LLDCs. It was the first 
country to regain its pre-transition GDP. It is also the only FSU country that has succeeded 
in increasing the share of industry in GDP and upgrading value added in industrial 
production, for example with the development of a competitive, export-oriented auto 
industry.  

 
The small populations and geographic isolation of some Asian LLDCs have encouraged many 
of the countries to enter regional arrangements, often with their main transit countries. 

 Armenia, Belarus, Kazakhstan, and Kyrgyzstan have joined with Belarus and the Russian 
Federation to establish the Eurasian Economic Union (EAEU). The Union, which has the 
legal standing of a treaty, was created to enhance economic cooperation and integration 
among its members and strengthen their competitiveness in order to promote sustainable 
development and raise living standards of the member states. It provides for the free 
movement of goods, services, capital and labor among members and opens the way for 
harmonized policies in sectors to be agreed by its members. However, implementation of 
the Treaty’s provisions is still in early stages, and there are few direct economic or financial 
linkages among the LLDC members of the Union, apart from transit and border trade. 

 Lao People’s Democratic Republic is a member of ASEAN and has strong economic and 
financial ties with other members of the Association, particularly Thailand and Vietnam.  

 Similarly, Bhutan and Nepal have very close economic and financial linkages with India. 

 Although not a regional arrangement, per se, China’s Belt and Road Initiative has the 
potential to transform the Central Asian LLDCs in a fundamental way through the 
construction of interconnected transportation networks and the establishment of regional 
production chains on a scale not previously witnessed in the region.  

 
The World Economic Forum has created a set of indices to measure the quality of national 
infrastructure as part of its Global Competitiveness Indicators exercise. Azerbaijan, Armenia, 
and Kazakhstan all received scores above the upper middle-income average for the composite 
infrastructure index, while the other Asian LLDCs, with the exception of Nepal, had composite 
infrastructure scores between the averages for lower and upper middle-income countries (Figure 
16).7 However, Nepal, Lao People’s Democratic Republic, Tajikistan, Mongolia, and 
Kyrgyzstan all had road transport scores below the average for low-income countries (Figure 
17).  

 
 
 
 

 
7 Infrastructure indices for Afghanistan, Bhutan, Turkmenistan, and Uzbekistan were not calculated for the exercise.   
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Figure 16: Composite infrastructure score, 2019 

 
Source: World Economic Forum (2019). 

 

Figure 17: Road infrastructure score, 2019 

 
Source: World Economic Forum (2019). 

 

2.3. LLDC Financial Sectors 
 

A diverse and healthy financial sector plays a vital role in encouraging savings and channeling 
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and much smaller capital markets. Indicators of financial sector soundness in the LLDCs paint a 
mixed picture.   
 
The Asian LLDCs receive generally low scores on the IMF’s index of overall financial 
development (Svirydzenka, 2016). 8 Mongolia and Kazakhstan have the highest scores, ranking 
ahead of Vietnam and Sri Lanka but behind emerging markets like the Philippines, India, China, 
Malaysia and Thailand (Figure 18). The other LLDCs all rank lower than Vietnam and Sri Lanka, 
with Lao People’s Democratic Republic, the Kyrgyz Republic, Turkmenistan, and Tajikistan 
also below Cambodia.  
 
Figure 18: IMF index of financial development, 2017

Source: IMF (2019a, 2019b). 
 
The provision of bank credit is fairly low in most Asian LLDCs.9 The ratio of domestic credit to 
GDP falls between the averages for upper and lower middle-income countries in Nepal and 
Mongolia; between the averages for lower middle-income and low-income countries in Bhutan, 
Armenia, Kazakhstan, and Azerbaijan; and below the average for low-income countries in 
Tajikistan and Afghanistan (Figure 19). Credit to the private sector falls between the averages 
for upper and lower-middle income countries in Nepal, Mongolia, Armenia, and Bhutan, but 
private sector credit is below the average for lower middle-income countries in Kazakhstan, 

 
8 The methodology is described in (Svirydzenka, 2016). The index of financial development and its sub-indices are intended to 
summarize how developed financial institutions and financial markets are in terms of their depth, access, and efficiency, 
culminating in the final index of financial development. Financial institutions include banks, insurance companies, mutual funds, 
and pension funds. Financial markets include stock and bond markets. Financial development is defined as a combination of 
depth (size and liquidity of markets), access (ability of individuals and companies to access financial services), and efficiency 
(ability of institutions to provide financial services at low cost and with sustainable revenues, and the level of activity of capital 
markets).  
9 Data are unavailable for Lao People’s Democratic Republic, Turkmenistan, and Uzbekistan. 
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Azerbaijan, and Kyrgyz Republic, and it is below low-income country averages in Tajikistan and 
Afghanistan (Figures 20 and 21).  
 
Figure 19: Domestic credit provided by financial sector, 2017 (% of GDP) 

Source: World Bank (2019).  
 
Figure 20: Outstanding loans and deposits with commercial banks, 2018 (percent of GDP) 

 
Source: IMF (2019b). 
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Figure 21: Credit to private sector, 2017 (percent of GDP) 

 
Source: World Bank (2019). 

 
Most of the Asian LLDCs have high ratios of regulatory capital to risk adjusted assets (CARs), 
an important indicator of financial sector stability. Armenia, Uzbekistan, Kazakhstan, 
Kyrgyzstan, and Afghanistan have regulatory CARs ranging from 19 percent to 30 percent, all 
higher than in Thailand, Malaysia, the Philippines, or China (Figure 22). Bhutan (16.9 percent) 
and Nepal (14.1 percent) are not far behind. However, in some cases (Kazakhstan and 
Kyrgyzstan in particular), the high CARs reflect recent large bank recapitalizations funded by 
governments. While recapitalization is a crucial step in rehabilitating weak banking sectors, 
capital will continue to erode if underlying loan quality and other sources of bank profitability 
remain poor. 
 
Figure 22: Regulatory capital to risk-weighted assets, 2017 (in percent) 

 
Source: IMF (2019b). 
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In this connection, it remains a concern that nonperforming loans (NPLs) as a share of total loans 
remain high in some Asian LLDCs. In Afghanistan, Kazakhstan, Kyrgyzstan, and Bhutan, NPLs 
exceed 7 percent (Figure 23). Moreover, the IMF reports that problem assets in the form of 
restructured loans and watch loans are very high in some countries where officially reported 
NPLs are relatively low (IMF, 2019c). According to the IMF, this reflects a combination of weak 
underwriting standards, directed lending (Kazakhstan, Uzbekistan), foreign currency lending to 
unhedged borrowers (Armenia, Azerbaijan, Tajikistan), and a poor payment culture and weak 
rule of law (Kazakhstan, Uzbekistan).  
 
Figure 23: Non-performing loans to total gross loans, 2017 (in percent) 

 
Source: IMF (2019b). 

 
The risks associated with high levels of NPLs are compounded in some LLDCs by other 
vulnerabilities. Regulatory forbearance is a concern in some countries (IMF, 2019c).  As a result, 
pockets of bank stress persist, and NPLs are eroding lending capacity and inhibiting credit 
growth. If not reversed, these factors could impair profitability, capital adequacy, and financial 
stability in the future. High levels of foreign currency deposits (in excess of 40 percent of total 
deposits in Kazakhstan, Kyrgyzstan, Bhutan, and Afghanistan (Figure 24)) expose some LLDC 
banks to significant exchange rate risk, which is another potential source of financial instability. 
Reliance on external funding also exposes banking systems to liquidity shocks, while ongoing 
bank closures and delicensing (Azerbaijan, Kazakhstan) point to lingering insolvency risks. In 
addition, banks in some countries face underlying liquidity challenges, resulting in sizable 
official support (Kazakhstan) and conversion of central bank liquidity support into equity 
(Kyrgyz Republic). 
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Figure 24: Foreign-currency-denominated financial sector liabilities to total liabilities, 2017 (in 
percent) 

 
Source: World Bank (2019). 
 

Financial sector reforms to address these challenges have been slow and uneven across countries. 
According to a recent IMF report (IMF, 2019c), there has been limited progress in addressing 
legacy NPLs (Kazakhstan), resolving problem banks (Azerbaijan, Kyrgyz Republic, Tajikistan), 
and dealing with unhedged borrowers (Armenia). Moreover, continuing gaps in regulatory, 
supervision, and governance frameworks further undermine the health of financial sectors. 
Regulatory and supervisory frameworks and macroprudential policies should be strengthened 
across countries, while regulatory forbearance should be avoided. For a number of countries 
(Armenia, Kazakhstan, Uzbekistan), this includes improving underwriting standards and credit 
risk management, better corporate governance in banks, and strengthening the judiciary and legal 
systems to enhance the rule of law. Stronger resolution and crisis management frameworks are 
also needed to facilitate orderly and faster resolution of nonviable banks with limited state 
support (Azerbaijan, Georgia, Kyrgyz Republic, Tajikistan).  
 

3. Resource Requirements in Asian LLDCs 
 
Looking forward, Asian LLDCs will need to raise substantial additional resources in order to 
overcome their geographic handicaps, strengthen their growth performance, and achieve their 
Sustainable Development Goals. The United Nations Economic and Social Commission for Asia 
and the Pacific (ESCAP) has estimated that in all Asian countries with special needs (CSNs),10 
some 65 percent of the costs of infrastructure are borne by government budgets’ own resources; 
15 percent are financed by the private sector, including foreign direct investment (FDI) and 
public-private partnership (PPP) arrangements; 10 percent are financed by official development 

 
10 The Countries with Special Needs comprise the LLDCs, the least developed countries, and the small Pacific Island developing 
states. 
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assistance (ODA); and 10 percent by loans and credits from multilateral development banks 
(ESCAP, 2017). According to one estimate, the scale of funding needed by the LLDCs to close 
their infrastructure gaps is, on average, about 10.5 percent of their respective GDPs, covering 
the full gamut of infrastructure including roads, railroads, bridges, power generation and 
transmission, airports, water supply, sanitation, and internet and other telecommunications 
networks (ESCAP, 2019a, Branchoux, Fang and Tateno, 2018). ESCAP has estimated that the 
Asian LLDCs would need to spend an additional 8 percent of GDP per annum, on average, 
relative to the current baseline levels, in order to achieve the Sustainable Development Goals 
(SDGs) by 2030 (ESCAP, 2019b). Close to half of the total estimated cost relates to the provision 
of sustainable infrastructure, particularly the cost to build, maintain and improve access to 
climate-resilient infrastructure for transport, electricity, ICT, and water and sanitation. 
Afghanistan has the highest needs in infrastructure financing among the Asian LLDCs (up to 29 
percent of GDP), followed by Nepal and Kyrgyzstan (up to 19 percent of GDP), while 
Kazakhstan, Armenia, and Azerbaijan are relatively well positioned.  
 
Even before the coronavirus crisis, the IMF projected that real GDP growth in the Caucasus and 
Central Asia region would average just 4.2 percent during 2020-23, less than half the average 
rate recorded during the 2000s and too low to close the gap in living standards with comparator 
countries over the medium term (IMF, 2019c). Although situations differ across countries, the 
IMF stressed that addressing weaknesses in banking systems, upgrading monetary policy 
frameworks, and rebuilding fiscal buffers had become more pressing amid mounting global 
headwinds.  
 
The challenge for the LLDC country authorities - and it is a considerable one - is to raise 
additional resources in a way that is non-distortionary; to allocate those resources efficiently to 
the most productive uses; and to do so while maintaining macroeconomic stability and medium-
term debt sustainability. As noted earlier, governments have traditionally played a leading role 
in the building of physical infrastructure, and that is likely to remain true in the short-to-medium 
term. Given the magnitude of the challenges involved, however, the response must be 
multifaceted and include measures to promote private savings and long-term investment, 
including private sector participation in the provision of infrastructure, while contributing to the 
soundness of the financial sector. 
 
To make it feasible to increase infrastructure spending, LLDC governments need to explore 
possible avenues to raise additional revenues, particularly in countries with low levels of 
government revenues or high levels of government debt. In many cases, improvements in tax 
enforcement and compliance are needed. Simpler tax systems with limited numbers of rates can, 
in some cases, foster improvements in taxpayer compliance (ESCAP, 2019a). In other cases, the 
tax base may need to be broadened or changes in tax rates might be warranted. While some of 
these changes can be implemented quickly, more complex and far-reaching tax reforms require 
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careful analysis and extensive planning. Achieving results in these cases will take time. 
Meanwhile, governments should redouble efforts to prioritize spending and identify low priority 
spending areas where savings could be achieved without major impacts on growth and economic 
development.  
  
Increases in government expenditures not matched by higher revenues need to be financed in a 
way that does not endanger macroeconomic stability. Although bank credit is a traditional source 
of government finance in developing countries, going forward there are several reasons to place 
greater reliance on domestic bond markets to finance government deficits and, in particular, long-
term infrastructure projects:  
 

 First, infrastructure projects - even those that promise high social rates of return - may not 
be good candidates for bank financing. Banks typically hold short-term liabilities, such as 
deposits, on their balance sheets. Given this funding structure and a lack of hedging 
instruments and benchmarks in most LLDCs, long-term infrastructure loans would create 
undue interest rate and duration risks for most banks. In addition, smaller local banks may 
lack the expertise necessary to evaluate and price the risks inherent in complex 
infrastructure projects.  

 Second, excessive bank credit to government can be inflationary, particularly if financed 
by central banks; government deficits financed by commercial banks, on the other hand, 
can crowd out productive private sector lending.  

 Third, the availability of a domestic bond market enables governments to finance 
countercyclical public spending, particularly at times when banking sectors are under 
stress, as they were during the onset of the global financial crisis. 

 Fourth, as income levels rise, the availability of concessional sources of project financing 
may diminish over time, even for LLDCs with their special needs. 

 Fifth, bank lending at the direction of government can lead to financial repression, 
curtailing the allocation of credit to productive private-sector activities. This can also 
adversely affect bank profitability and, in extreme cases, solvency.  

 Finally, new global capital requirements have the potential to reduce the capacity of 
commercial banks to finance long-term projects, including for infrastructure (ESCAP, 
2019a). For example, Basel III places a limit on credit exposures to a single counterparty 
to 25 percent of a bank’s core capital.  
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4. The Role of Capital Markets in LLDCs 
 
Local currency (LCY) capital markets, operating alongside healthy banking sectors, can 
contribute to economic growth, development, and financial stability through several channels 
(Goswami and Sharma, 2011).  
 

 Capital markets diversify the funding of governments and corporations, helping to attract 
the amount of financing required for large infrastructure needs and providing an additional 
channel for financial intermediation if banks come under stress. A key distinction is that 
capital markets provide direct funding from saver to user via the issuance of securities, 
while bank intermediation involves indirect funding with banks as the go-between 
connecting the saver and user.  

 Capital markets broaden the range of assets available for local institutional and retail 
investors, with potentially better returns (and higher risks) than bank deposits, enabling 
them to diversify their portfolios and better manage risk. 

 Capital markets increase a country’s ability to withstand periods of disruptive global capital 
flows, reduce reliance on foreign currency borrowing, and lessen exchange rate risks. LCY 
bond markets with a high share of domestic investors and reasonable macroeconomic 
stability have been proven to be more immune to volatile capital flows. 

 Capital markets can facilitate the implementation of fiscal, monetary, and exchange rate 
policies; and  

 Capital markets provide an alternative channel of funding that can complement bank 
financing, at time offering better pricing and longer maturities, as well as access to a wider 
investor base. Capital markets can also raise funds for activities that are riskier than those 
normally financed by the banking sector, contributing to innovation (IFC, 2017).  

 
These issues are discussed further below. 
 
4.1. Financial Deepening and Efficiency 
 
Capital markets allow for financial deepening, improving the efficiency of capital allocation in 
the economy. Bond finance provides healthy competition to bank loans and offers relatively 
cheap financing to large, creditworthy firms. A diverse financial system that includes capital 
markets alongside a healthy banking sector tends to be more stable and better able to absorb 
shocks (Laeven, 2014).  
 
Capital markets help raise funds at the lowest possible cost and promote an efficient allocation 
of resources. A well-functioning capital market enables governments and corporations to raise 
funds at the most competitive rates, reducing the cost of capital. In the absence of capital markets, 



Asia’s landlocked developing countries – developmental challenges, financing needs, and the potential contribution of capital 
markets 

 
 34 

borrowers need to rely on the banking sector to obtain necessary funds and may have to act as 
price takers. (Asian Development Bank, 2016). Capital markets can offer better pricing, longer 
maturities, and access to a wider investor base. They can also offer funding for riskier activities 
that would traditionally not be served by the banking sector, and, in so doing, facilitate 
innovation. 
 
Capital markets provide diversification opportunities for investors. Traditionally, banks offer 
only a limited number of savings and investment products. With stocks, bonds, mutual funds and 
other capital market instruments, investors are able to channel their savings across a broader 
spectrum of asset classes and instruments, with varying degrees of risk and return, enabling 
investors to diversify their portfolios and better manage risk (Asian Development Bank, 2016). 
The diversification of long-term investment opportunities is particularly important for retirement 
funds, which, in the absence of capital markets, may be constrained to invest almost exclusively 
in government securities.  
 
The existence of a government bond market helps establish a benchmark yield curve for the 
private sector. LCY government bond markets form the foundation of an economy’s financial 
and capital markets because governments are typically the largest and most creditworthy issuer 
in the domestic market (Asian Development Bank, 2019). Government bonds thus serve as 
pricing benchmarks for other debt instruments in the market. 
 
4.2. Financial Stability 
 
Issuing foreign currency debt to fund domestic investments creates currency mismatches, leaving 
the issuer vulnerable to large currency depreciations. In a similar vein, using bank deposits and 
other short-term local currency instruments to fund long-term investments gives rise to interest 
rate and refinancing risks. Thus, changes in exchange rates and interest rates can have significant 
effects on the balance sheet and the debt payments of borrowers, potentially compromising 
creditworthiness. Balance sheet weaknesses due to currency mismatches have played a key role 
in most financial crisis affecting the emerging market economies (EMEs) since the early 1980s 
(BIS Committee on the Global Financial System, 2007).  
 
Bond markets can reduce the concentration of risks. By expanding the opportunities to mobilize 
domestic savings and complementing bank financing, a domestic bond market can reduce 
negative spillovers from weaknesses in the banking sector and the transmission of global 
financial stress (Asian Development Bank, 2019). Compared with banks, LCY bond markets 
have been proven to be less vulnerable to volatile capital flows, particularly when there is a high 
share of domestic investors and reasonable macroeconomic stability.  
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4.3. Government Finance 
 

A well-developed capital market enables governments to borrow funds needed to finance budget 
deficits by issuing government securities to a wide spectrum of local and foreign investors (Asian 
Development Bank, 2016). Financing fiscal deficits by forcing local banks to hold government 
paper is a form of financial repression which retards financial sector development and can impair 
the profitability of the banking sector (Laeven, 2014). Governments can also issue bonds to 
finance specific public infrastructure projects, so that their cost can be shared across generations 
(Asian Development Bank, 2019). If the cost of infrastructure has to be shouldered entirely by 
the current generation, some projects that would be viable over a longer time horizon may go 
unmet.  
 
4.4. Private Sector Capital Raising 
 
Capital markets help corporations raise funds and promote private sector growth. A vibrant 
capital market contributes to the growth of the private sector as a driver of the economic growth 
by providing an avenue for raising equity and debt capital. A deep and liquid capital market helps 
companies issue equity and debt securities needed to finance their business expansions (Asian 
Development Bank, 2016). More generally, the development of local capital markets can 
improve the availability of long-term financing, allowing households and firms to better manage 
interest rate and maturity risk associated with long-term investments (such as investments in 
equipment, machinery, land and buildings) by allowing for a better match between the duration 
of financial assets and liabilities (Laeven, 2014).  
 
A recent study by the World Bank on the use of domestic capital markets for corporate finance 
in East Asian emerging economies found that the total amount of corporate equity and bond 
financing raised per year had doubled as a share of GDP between 1990-98 and 2008-16 
(Abraham, Cortina and Schmukler, 2019). As a result of this growth, the relative size of capital 
market financing in East Asian emerging economies has become similar to that in advanced 
economies. This contrasts with emerging markets in most other regions of the world, where most 
bond issuances during 2008-16 were still in international markets. As a result, the size of the 
typical capital market issuer in East Asian emerging markets actually declined by more than one 
third over the past three decades, and, when international debt markets collapsed during the 
Global Financial Crisis, firms in East Asia moved from international to domestic bond markets. 
This “spare tire” function was not present during the Asian Financial Crisis, when domestic 
capital markets were less developed. It is also interesting to note that the increasing access to 
capital markets by small and medium-sized enterprises (SMEs) in East Asia was partly a 
reflection of government policies aimed at this segment of the market.  Furthermore, because of 
the high correlation between the currency denomination of bonds and the market of issuance, 
these findings imply a shift toward domestic currency financing in emerging economies, which 
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could mitigate, at least in relative terms, concerns that currency risk in the corporate sector of 
emerging economies has expanded in recent years. 
 
4.5. Liquidity Creation and Monetary Policy 
 
Capital markets generate liquidity in the financial system. A well-developed capital market 
creates liquidity - the ability to lend or borrow funds quickly at competitive prices - by effectively 
pooling the supply of savings and the demand for funds into a central marketplace. The ability 
to exit from investments quickly at competitive prices provides more confidence to both savers 
and borrows to participate in the capital market and take risks (Asian Development Bank, 2016). 
 
Capital markets can facilitate the conduct and effectiveness of monetary policy. Capital markets 
provide an array of instruments and flexibility for the central banks to implement monetary 
policy. For instance, a deep and liquid market for government securities greatly facilitates the 
conduct of open market operations (Laeven, 2014). In addition, research has shown that 
emerging market countries with robust government bond markets were better able to manage the 
2008 global financial crisis, averting major economic dislocations and helping firms and 
individuals to maintain financial solvency and liquidity (IFC, 2017).  
 
4.6. Corporate Governance 
 
Capital markets promote sound corporate governance. A well-established capital market requires 
strong legal and regulatory underpinnings to ensure that firms are effectively and efficiently 
managed and investor interests are protected (Asian Development Bank, 2016). 
 
4.7. Conditions and Requirements for Effective Capital Markets  

Why has capital market development lagged in Asian LLDCs, and what can be done to accelerate 
it? The experiences of countries across the globe show that capital markets development is a 
gradual process requiring strong leadership from government authorities as well as a significant 
commitment of time and resources (IFC, 2017). An essential condition for a well-functioning 
financial system— with both banks and capital markets—is the existence of sound 
macroeconomic and policy frameworks. The institutional framework is also critical, as markets 
depend on investor confidence and strong institutions provide the basis for investor  

Effective capital markets also require strong supervision, adequate regulation, and an institutional 
framework that protects investors’ and creditors’ rights and includes adequate mechanisms to 
enforce contracts and the rule of law. Necessary elements include: (i) a capable and independent 
judicial system, free of political pressures; (ii) legal processes that support the prompt 
implementation of regulations; (iii) transparency in government policies; and (iv) strong creditor 
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and property rights, accountancy rules, and bankruptcy law; and (v) well-developed market 
infrastructure, including exchanges and trading platforms, clearing houses, and custodians.   

Liquidity is essential for financial deepening, and the lack of it continues to be an issue in some 
developing Asian markets (Goswami and Sharma, 2011). Secondary market liquidity for an 
instrument can be facilitated if issuance is sizeable and regular, the trading life of the instrument 
is sufficiently long, and turnover is large. Liquidity providers can range from dealers and traders 
to borrowers and lenders themselves. Foreign investors can add to the liquidity in domestic bond 
markets by widening the investor base and increasing the heterogeneity of market participants.  

Domestic bond issuances typically start with the highest credit quality borrowers, which is usually 
the government. The government bond market—beginning with short-term money market 
instruments and extending to longer tenor bonds—forms a basis for further market development 
by establishing price points along a yield curve and providing instruments for liquidity 
management. They also provide a critical mass of securities to support market infrastructure 
development. After the government, banks are often the next issuers able to come to market. 
While banks may benefit from including capital market instruments in the funding mix to better 
match liabilities to assets, they tend to have a ready source of liquidity from deposits available to 
service their obligations. As regulated institutions, there is often more transparency about banks’ 
cash flows and the capital necessary to support meeting a debt obligation. While some countries 
may be able to tap international investors, for most countries, the most reliable and stable investor 
base will be local. Nurturing domestic investible asset pools via pensions, insurance, and savings 
vehicles for individuals to deploy into capital markets is critical for local sustainable capital 
market development. Pension reform, development of the local insurance industry, and an 
increase in household savings are often part of a comprehensive capital market development 
program. 
 

5. International Programs and Technical Assistance Initiatives  
 
The international community recognizes the special challenges faced by landlocked developing 
countries in addressing the infrastructure, connectivity, and financing needs of LLDCs, including 
the important role that can be played by domestic capital markets in mobilizing and promoting 
the efficient allocation of financial resources.  
 
The UN’s Almaty Programme of Action was adopted in 2003 to facilitate the better integration 
of LLDCs in the international economy (UN-OHRLLS, 2004). The Programme includes 
commitments by LLDCs, transit countries, and donors to cooperate in the areas of transit 
policies, infrastructure development and maintenance, international trade and trade facilitation, 
regional integration, and structural economic transformation. The UN’s Office of the High 
Representative for the Least Developed Countries, Landlocked Developing Countries and the 
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Small Island Developing States (UN-OHRLLS), which was established in 2001, is charged with 
monitoring implementation of the Almaty Programme of Action and undertaking other 
appropriate support for LLDCs and other countries with special needs.  
 
Implementation of the Almaty Programme was reviewed under the follow-on Vienna 
Programme of Action for 2014-2024.  It found that LLDCs and transit countries had initiated 
important policy reforms over the prior decade to address various issues arising with transit trade, 
including increased harmonization of policies, laws, and procedures (UN-OHRLLS, 2014). A 
number of regional and subregional transit facilitation agreements had been concluded, which 
led to increased efficiency and fewer delays, including reductions in the amount of time required 
by LLDCs to import and export goods. However, these times were still almost twice as long - at 
more than twice the cost - required by transit developing countries.11   
 
Both developed and developing countries have frequently cited inefficiencies in moving goods 
across borders as an important barrier to trade. A 2015 study by the World Trade Organization 
(WTO) found that trading costs are equivalent, on average, to a 134 percent ad valorem tariff in 
high-income countries and a 219 percent tariff in developing countries (World Trade 
Organization, 2015). Trade facilitation efforts, such as simplifying required paperwork, 
modernizing procedures and harmonizing customs requirements, can slash these costs and the 
time needed to export and import goods. To address these concerns, members of the WTO 
negotiated a Trade Facilitation Agreement (TFA), which came into force on 22 February 2017 
(World Trade Organization, 2014). The TFA contains provisions for expediting the movement, 
release and clearance of goods, including goods in transit. It also sets out measures to strengthen 
cooperation between customs and other appropriate authorities on trade facilitation and customs 
compliance issues and contains provisions for technical assistance and capacity building in these 
areas. It is the first WTO agreement in which progress in implementation is explicitly linked to 
technical and financial capacity. A Trade Facilitation Agreement Facility (TFAF) was created at 
the request of developing and least-developed countries to help ensure that they receive the 
assistance needed to reap the full benefits of the TFA and to support the ultimate goal of full 
implementation of the new agreement by all WTO members. 
 
On the financing side of the agenda, the Addis Ababa Action Agenda, issued by the UN’s Third 
International Conference on Financing for Development, addressed the contribution that 
domestic capital markets can make to sustainable development. The Action Agenda recognized 
that mobilization of significant additional domestic public and private resources, in addition to 
appropriate international assistance, would be critical for the realization of sustainable 
development goals in the LLDCs and other at-risk countries (United Nations, 2015). To augment 

 
11 For example, the average cost of exporting a container was estimated at US$3,204 for LLDCs, compared with 
US$1,268 for transit countries. The corresponding figures for importing a container was US$3,884 and US$1,434, 
respectively.  
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public revenues, countries were encouraged to strengthen revenue collection through 
modernized, progressive tax systems, improved tax policy, and more efficient tax collection. 
Important contributions to sustainable development could also be made by foreign direct 
investment, development finance banks and institutions, and blended finance instruments, such 
as public-private partnerships. However, the Agenda also stressed that domestic capital markets, 
particularly long-term bond and insurance markets, could play an important role in meeting 
developing countries’ longer-term financing needs. It also welcomed the increased use of 
domestic currencies in lending by multilateral development banks and encouraged further growth 
in this area. 
 
The global financial crisis helped demonstrate that local currency bond markets can provide a 
“spare tire” in times of tension in domestic and international credit markets to the extent that 
they can provide a stable domestic source of finance for local entities. They can thus help reduce 
contagion effects across financial markets and spillovers into the real economy. In the late 2000s, 
the G20 adopted a detailed initiative aimed at promoting the development of local currency 
capital markets in developing countries (G20, 2011). The initiative was based on the recognition 
that measures to broaden and deepen domestic capital markets, when combined with sound 
macroeconomic and prudential policies, could play an important role in increasing the benefits 
from financial integration and resilience against the transmission of capital flow shocks, as well 
as helping to provide finance for development. The initiative recognized that financial deepening 
had the potential to enhance the stability of the international monetary system by (i) raising 
developing countries’ capacities to absorb volatile capital flows and intermediate them 
efficiently and safely; (ii) reducing reliance on foreign savings; (iii) attenuating external 
imbalances; (iv) mitigating the need for large precautionary reserve holdings; and (v) improving 
the capacity of macroeconomic policies to respond to shocks by allowing balance sheets to adjust 
more smoothly.  
 
International organizations have also been stepping up their efforts to support the development 
of local currency bond markets in emerging markets and low-income countries (International 
Monetary Fund and World Bank Group, 2017). 
  

 In late 2017, the World Bank Group launched the Maximizing Finance for Development 
(MFD) Initiative, intended to help emerging market economies maximize resources for 
development by drawing on private financing, while still meeting the highest 
environmental, social, and fiscal responsibility standards. The MFD initiative recognizes 
the importance of strengthening LCBMs across the spectrum of EMEs as one important 
means of stepping up the availability of private financing available for development 
purposes.  
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 The International Development Association’s IFC-MIGA Private Sector Window (PSW), 
a new US$2.5 billion facility, provides another tool to help mobilize private sector 
investment in low income and fragile economies.  

 The IMF and World Bank continue to provide significant technical assistance (TA) in debt 
management involving bond market development, supported by multi-donor trust funds. 
The Debt Management Facility (DMF) II, implemented jointly by the IMF and World Bank 
in April 2014, provides capacity building to support growth and poverty reduction in 
eligible developing countries by strengthening their capacity to manage debt. DMF II is a 
World Bank-IMF partnership, and incorporates a wide range of activities, including 
implementation of the Debt Sustainability Framework (DSF), development of domestic 
debt markets, international capital market access, debt portfolio risk management, and 
subnational debt, as well as an increased focus on regional and e- training. The Financial 
Sector Reform and Strengthening Initiative (FIRST) also provides TA to promote sounder 
financial systems, including financial sector development.  

 TA in local currency bond market development is also being supported under bilateral 
initiatives from donors including Japan, Canada, and Switzerland.  

 

6. The Asian Bond Market Initiative (ABMI) and Malaysia’s Capital Market Master 
plans—Mutually Supportive Frameworks for Regional and National Bond Market 
Development 

 
6.1. The Asian Bond Market Initiative 
 
The 1997/98 Asian financial crisis revealed that the lack of a domestic bond market had created 
major financial risks. The ASEAN+3 countries (ASEAN countries plus China, Japan, and Korea) 
recognized that local currency (LCY) bond markets could provide an alternative to foreign-
currency-denominated bank loans which would minimize the currency and maturity mismatches 
that had made the region vulnerable to the sudden reversal of capital flows. The Initiative’s early 
phase (2002-07) focused on: improving access to bond markets for a wide variety of potential 
issuers; developing settlement systems, rules, and regulations concerning transactions; 
strengthening the capacity of domestic credit rating agencies; and launching a website 
(www.AsianBondsOnline.adb.org) to disseminate information on market developments and 
guiding purchases of LCY bonds.  
 
In 2008, the ASEAN+3 countries prepared a new medium-term road map for the Initiative which 
focused on four areas: 

 

 Promoting the supply of LCY-denominated bonds - ASEAN+3 established the Credit 
Guarantee and Investment Facility (CGIF) as an Asian Development Bank (ADB) Trust 
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Fund in 2010 to provide credit enhancements in order to increase access to LCY bond 
markets by investment-rated firms, lengthen the maturities of their bonds, and reduce 
vulnerability to sudden reversals. As the CGIF provides guarantees for bonds across the 
region, policy makers believe that it will promote the harmonization of standards and 
practices for bond issuance within ASEAN+3, paving the way for regional financial market 
integration. As of March 2017, the CGIF had issued 17 credit guarantees (cumulatively 
valued at US$1.062 billion) for bonds issued by 13 companies in 8 ASEAN member 
countries.  

 Facilitating demand for LCY-denominated bonds - ASEAN+3 further developed their 
bond website to provide data and analysis of LCY bond markets, including detailed 
instructions on the mechanics of buying and trading Asian government securities and 
information related to custodian and registry arrangements, legal and regulatory 
frameworks, taxation, and other characteristics of the domestic bond markets.  

 Strengthening the regulatory framework - Unlike the European Union’s European 
Commission, ASEAN+3 has no supranational body to enact rules and regulations 
uniformly across the region. Policy makers therefore established the ASEAN+3 Bond 
Market Forum (ABMF) in May 2010 to foster standardization of market practices and 
harmonization of regulations in areas such as foreign investor quotas and registration, 
currency and exchange controls, nonresident borrowing in local currency, and withholding 
taxation, among others. 

 Improving bond market infrastructure - Members are working toward implementation of 
real-time gross settlement linkages over the medium-term, compliant with international 
standards. These linkages will ensure cost effectiveness and safety of the settlement and 
will shorten the settlement period from two days to less than one day after trading. 

 
The main achievements to date include: 
 

 Creation of the Multi-Currency Bond Issuance Framework (AMBIF) makes it possible for 
qualified issuers from ASEAN+3 countries to issue bonds in any participating member 
country with standardized documentation and well-defined implementation procedures. 
Supported by this initiative, Lao People’s Democratic Republic has issued baht-
denominated government bonds on Thailand’s capital market for use in financing 
infrastructure investment. Cambodia has also announced plans to establish a local currency 
bond market in the near term.  

 Over the past decade, LCY bond markets have become the key source of funding for 
governments in Indonesia, Malaysia, the Philippines, and Thailand (Figures 25-28); a 
bond-pricing portal among five banks in Indonesia, Malaysia, the Philippines, Singapore, 
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and Thailand was launched in 2013 to serve as a precursor for an electronic trading platform 
(ESCAP, 2019a). 

 Yield curves have been gradually lengthened, and there is now a wider range of benchmark 
issues. 

 Bid–ask spreads for some government bonds have narrowed considerably and turnover 
increased in most countries, demonstrating increased market liquidity.  

 The emergence of Asian local currency bonds as an asset class has been due to the 
improvement in the quality of issuers and the development of market infrastructure and 
institutions. Asian emerging markets have made notable advancements by creating public 
debt management units (e.g., Indonesia, Thailand); articulating debt management 
strategies; and consolidating benchmark issues for building yield curves. 

 The investor base in Asia has become broader and deeper with the emergence of domestic 
institutional investors. Demographic changes, pension reforms, and the larger role played 
by nonbank financial institutions have supported this development. Malaysia and 
Singapore have accumulated sizeable assets under their publicly managed pension funds. 

 
Figure 25: Indonesia LCY bond market (percent of GDP) 

 
Source: ADB (2019b). 

 
 
 
 
 
 
 
 

0.0

5.0

10.0

15.0

20.0

25.0

30.0

35.0

Government Corporate Central Bank



Asia’s landlocked developing countries – developmental challenges, financing needs, and the potential contribution of capital 
markets 

 
 43 

Figure 26: Malaysia local currency bonds outstanding, 2000-18 (percent of GDP) 

 
Source: ADB (2019b). 

 
Figure 27: Philippines LCY debt (percent of GDP) 

 
Source: ADB (2019b). 

 
Figure 28: Thailand local currency bond market, 2000-18 (percent of GDP) 

 
Source: ADB (2019b). 
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Despite these achievements, there is still need for further progress. 
 

 In most ASEAN markets, domestic bond issuance still remains costly and cumbersome 
compared with bank lending.  

 Corporate finance remains dominated by bank-based intermediation, which is still largely 
relationship-based.  

 In addition, many of the Asian corporations that resort to bond financing prefer private 
placements since it allows them to save on the regulatory costs (e.g., registration, 
prospectus, disclosure requirements) of public listings. 

 The local investor base in emerging local debt markets remains dominated by buy-and-
hold investors, generally banks, pension funds, and insurance companies, and the lack of 
diversity in the investor base is an impediment to greater liquidity in the secondary markets. 
Bank dominance of the investor base has also tended to restrain average maturity. 

 
6.2. Implementing the ASEAN+3 Approach in Individual Country Circumstances: The 
Case of Malaysia12  
 
In the mid-1990s, Malaysia’s capital market, like those of other ASEAN countries, was relatively 
narrow. Most investment needs, even for large infrastructure projects, were funded largely by 
the banking system, giving rise to the types of maturity and currency mismatches described 
above. In response, the Malaysian Government issued its first Capital Market Masterplan 
(CMP1) in 2000, which provided a roadmap for the orderly growth and diversification of 
Malaysia’s capital market. The plan identified a total of 152 recommendations with strategic 
initiatives to strengthen fund-raising, promote a strong and facilitative regulatory regime, and 
establish Malaysia as an international Islamic capital market center.  
 
Over the CMP1’s first decade of operation, Malaysia’s stock and bond markets both grew at 
annual average rates of 11 percent, approximately tripling in size. Over the same period, assets 
under management grew at a 21 percent annual average rate, supported by an expansion in 
product offerings, a growing labor force, and increased investor safeguards. The development of 
a vibrant bond market was supported by a regulatory framework that streamlined the issuance 
process with the introduction of disclosure-based guidelines for private debt securities, asset-
backed securities, structured products and Islamic securities. Enhancements to the rating process, 
improvements in price transparency and a conducive tax environment attracted a wide range of 
issuers including multilateral development banks, foreign multinational corporations, and 
foreign governments and agencies. In addition, the liberalization of restrictions on investing 

 
12 Most of the information presented in this section about Malaysia’s Capital Market Programs was drawn from 
Securities Commission of Malaysia (2011).  
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abroad facilitated the launch of international product offerings by domestic intermediaries 
(Securities Commission of Malaysia, 2011).  
 
Throughout life of the CMP1, Malaysia implemented a regulatory model premised on market-
based regulation, with strong oversight to provide a balance between facilitating intermediation 
activities and ensuring high levels of investor protection. The strengthening of the regulatory 
framework underpinned the healthy and sustained growth of the capital market over the decade. 
As experience was gained and market participants enhanced their professional standards and 
capabilities, there was a cautious but progressive shift towards risk-based supervision, instead of 
a heavily rules-based approach, that reduced issuance costs and shortened time-to-market for 
equity and debt fund-raising activities. At the same time, investor protection requirements were 
reinforced through higher standards for disclosure, due diligence and accountability. 
Intermediaries were subject to ethical codes of conduct, and they were required to upgrade 
internal controls on governance, compliance and safe-keeping of client assets. Regulatory 
oversight was extended to credit rating agencies and bond trustees to ensure higher professional 
standards.  
 
In 2011, ten years after the launch of CMP1, the Malaysian Government issued the Capital 
Market Masterplan 2 (CMP2), which was intended to provide greater clarity on the strategic 
direction of the Malaysian capital market over the next decade and create an environment 
conducive to enlarging the role of the private sector and the financing of entrepreneurial and 
innovative activities crucial to Malaysia’s future. Unlike CMP1, which contained a detailed 
roadmap of 152 specific recommendations (95 percent of which were implemented), CMP2 took 
a broader, more strategic approach to capital market development The Plan recognized that 
capital markets were much more complex than they were a decade earlier, and that in this 
environment of increasing complexity and rapid financial innovation, a static, compliance-
oriented approach to regulation might be insufficient to identify incipient capital markets risks 
at an early enough stage to avert potentially systemic problems. The Plan, therefore, aimed at 
eliminating unnecessary procedures and requirements, while strengthening market discipline and 
risk-based supervision in an environment of high-quality governance. Underlying the approach 
was a shift in the Government’s underlying vision for the Malaysian economy from one based 
on growth through capital accumulation and a dominant role for the state to one based on 
productivity enhancements, with cluster-based economic activities for economies of scale 
(National Economic Advisory Council, 2010). In particular, it envisaged that the Malaysian 
capital market could play an increasingly important role in seeding emergent companies and 
promoting the growth of small and mid-cap companies, in addition to the financing of large 
investment projects.  
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7. Capital Markets in Mongolia: Challenges and Opportunities 
 
7.1. Overview of Challenges 
 
As a resource-rich, rapidly growing, but infrastructure-poor transition economy, Mongolia stands 
to benefit greatly from the development of broader and deeper capital markets. Potential benefits 
include an ability for Mongolian citizens to participate in the ownership of mining companies 
and an ability to mobilize greater domestic savings to help finance the country’s very large 
infrastructure needs, while containing the government’s external borrowing requirements. 
However, significant obstacles have, so far, impeded the development of capital markets, 
including the absence of a comprehensive capital market strategy, a thin investor base, 
macroeconomic concerns, and weaknesses in market infrastructure and regulatory capacity. 
 
A recent financial flow analysis prepared by the UNDP found that Mongolia remains a non-
diversified natural resource dependent economy with high levels of fluctuations in financial 
flows (UNDP, 2018). Compared to other countries at similar income levels, Mongolia has both 
a high public debt and relatively high levels of tax revenues. Private sector capital is highly 
constrained, with low levels of FDI and low levels of debt, due to a constrained national capital 
market. An overall financing strategy for mobilization of revenues and finance in support of the 
SDGs has not been developed by the Government. One challenge relates to the disconnect 
between planning and budgeting with sector ministries generally focusing on current needs rather 
than the available resource envelope within the Medium-Term Expenditure Framework.  
Generally, opportunities for mobilization of additional resources, such as international funding 
mechanisms or PPPs, are not strategically considered. This is in part a consequence of 
overlapping responsibilities between National Development Agency and the Ministry of Finance 
and in part related to weak coordination mechanisms and capacity supporting coherent planning 
and budgeting procedures. Another challenge relates to low quality costing of development plans 
in combination with low quality of the revenue forecasts, which have consistently been over-
optimistic and are not reliable. Nevertheless, Mongolia is in a favorable position to mobilize 
finance beyond the average of middle-income countries. Mongolia is extremely rich in mineral 
resources, and at the same time the country has an exceptional high potential within renewable 
energy sources, both of which potentially can ensure long-term economic growth, increased 
government revenues, and achievement of Mongolia’s development objectives.  
 
7.2. Macroeconomic Setting  
 
Mongolia is a rapidly growing, transition economy, with a heavy dependence on the natural 
resource sector (mainly copper and gold). Real GDP growth averaged 7.2 percent during 2005-
19, as large new mining projects were developed and brought on stream (Figure 29). On a year-
to-year basis, however, growth was extremely volatile, ranging from negative 2.1 percent in 2009 
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to 17.3 percent in 2011. Consumer price inflation was similarly volatile, ranging from 23.1 
percent in 2008 to 0.8 percent in 2016. Both real GDP and consumer price inflation broadly 
tracked the large cycles in Mongolia’s commodity export price index. (Figure 30). The rapid 
growth in real GDP translated into large gains in per capita income, which catapulted from under 
US$1,000 in 2005 to US$4,000 in 2018 (Figure 31).  
 
Figure 29: Mongolia real GDP and inflation (percent) 

 
Source: IMF (2019a, 2019b). 

 
Figure 30: Mongolia commodity export price index 

 
Source: IMF (2019a, 2019b). 
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Figure 31: Mongolia gross domestic product per capita, current prices (U.S. dollars) 

 
Source: IMF (2019a, 2019b). 

 
The central role of the mining sector in the economy was likewise reflected in large swings in 
investment, government net lending, and the external current account. Investment averaged 40 
percent of GDP during 2005-19, peaking at an exceptionally high level of 58 percent of GDP in 
2011, as large new mining projects were developed (Figure 32). Gross national saving averaged 
29 percent over the same period (Figure 33), with somewhat milder cyclical variation than 
investment. Reflecting the pattern of both export prices and investment, the external current 
account swung from a surplus of more than 5 percent of GDP during 2006-07 to deficits in 
subsequent years, peaking at 27 percent of GDP in 2012.   
 
Figure 32: Mongolia savings and investment (percent of GDP) 

 
Source: IMF (2019a, 2019b). 
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Figure 33: Mongolia government net lending and external current account (percent of GDP) 

 
Source: IMF (2019a, 2019b). 

 
Mongolia is a large importer of foreign capital. The country’s net deficit in its international 
investment position widened sharply from US$6.5 billion in 2010 to US$33.6 billion in 2019 
(Figures 34-36), driven by large inflows of foreign direct investment in the mining sector (both 
equity and debt) and by government borrowing, while inflows of foreign portfolio capital were 
relatively small and dominated by debt issued by Mongolian banks. Gross international assets of 
Mongolian residents were little changed over the period, with a moderate increase in the 
international reserves of the Bank of Mongolia largely offset by a decline in holdings of foreign 
direct investment equity assets. 
 
Figure 34: Mongolia international investment position (millions of U.S. dollars)

 
Source: IMF (2019a, 2019b). 
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Figure 35: Mongolia international liabilities (millions of U.S. dollars) 

 
Source: IMF (2019a, 2019b). 
 
Figure 36: Mongolia international assets (millions of U.S. dollars) 

 
Source: IMF (2019a, 2019b). 
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positive, and external debt reached 220 percent of GDP. By 2016, the economy was nearly in a 
recession, the real exchange rate had depreciated by 25 percent, the fiscal deficit had ballooned 
to 15 percent of GDP, and sovereign spreads had spiked to double digits. Capital in the banking 
sector also remained inadequate. Rebuilding adequate policy buffers was particularly important 
given that Mongolia has a narrow economic base (80 percent of exports on average are minerals) 
and is facing a rising frequency and severity of climate disasters.  
 
In response to the growing macroeconomic imbalances, the authorities adopted a new package 
of policies supported by US$5.5 billion in official sector assistance, including a three-year 
US$425 million Extended Fund Facility from the IMF (IFC, 2019c). At the same time, a sharp 
improvement in external conditions generated a swift recovery in mining investment and exports. 
By early 2019, the stronger policy framework, significant official financing, and rebound in 
economic activity had contributed to an improvement in the fiscal balance equivalent to 17 
percent of GDP, a 14 percentage points of GDP decline in public debt, and a sizeable increase in 
gross international reserves.  
 
Despite these important improvements, Mongolia faces large external financing requirements in 
the near-term that could put pressure on the balance of payments, particularly if completion of 
the next review of the IMF-supported program remains delayed. A US$500 million Bank of 
Mongolia (BOM) swap with a large domestic commercial bank matures in the first half of 2020, 
and the BOM’s swap with the People’s Bank of China expires in August 2020. In the event that 
the IMF-supported program remains delayed, Mongolia could also lose access to some of the 
roughly US$500 million in scheduled concessional multilateral and bilateral financing currently 
expected, which could lead to an increase in funding costs and hurt confidence. 
 
7.3. Mongolia’s Financial Sector and Capital Markets 

Mongolia’s financial sector remains heavily dominated by banks, which continue to account for 
an estimated 90 percent of total financial sector assets, but efforts to ensure a sufficiently 
capitalized and well-regulated banking sector remain incomplete. Several banks remain under-
capitalized, including two systemic institutions, and they could be a source of financial distress 
or an amplifier of a shock from elsewhere. Out of seven banks that were identified in Asset 
Quality Review (AQRs) as having capital shortfalls, one has been closed at an estimated fiscal 
cost of 1 percent of GDP, due to public sector deposits in the bank (IFC, 2019c). The other six 
banks are reported to have raised most of the capital required by the AQR (about 2 percent of 
GDP), but there are significant concerns as to whether the transactions comply with local 
regulations and international best practice. As a result, the Mongolian authorities agreed to 
conduct a ‘forensic audit’ of these transactions. Moreover, to date, the Bank of Mongolia has 
made only limited progress in strengthening its regulatory and supervisory framework, and the 
official capital numbers still reflect significant forbearance. Household loans, which account for 
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half of total credit outstanding and are concentrated in over-leveraged borrowers, are a particular 
source of concern.  

Although Mongolian capital markets have grown in size over the past two decades, they remain 
much smaller than in many other countries at similar levels of per capita income, and they have 
yet to play a major role in long-term financing (Danaasuren, 2015). The capitalization of the 
stock market has been volatile, reflecting the large swings in commodity prices and economic 
activity; it increased from just 1.8 percent of GDP in 2005 to a peak of 16.7 percent in 2011, fell 
to 5.1 percent in 2014, and then recovered modestly to 8.4 percent of GDP at the end of the third 
quarter of 2018. Trading volumes have also been highly volatile, rising from MNT 2.5 billion in 
2005 to MNT 144.7 billion in 2012, before plunging to MNT 12.9 billion in 2014. The low 
turnover contributes to price volatility and makes prices excessively sensitive to changes in 
capital flows and risk appetites (Danaasuren, 2015). 
 
The number of listed companies has actually decreased in recent years. At the end of the third 
quarter of 2018, 304 companies - including only eight of Mongolia’s 100 largest companies -
were listed on the stock exchange, down from 410 in 2000.13 Most of the listed companies are 
former state enterprises that were privatized in the 1990s, and shares of many of these companies 
are traded sporadically, if at all (107 listed companies were not traded at all in 2016). As for the 
listing of privately owned companies, the first initial public offering (IPO) took place in 2005, 
and since then (as of 2015), just 14 companies had issued IPOs (Danaasuren, 2015).  

Listed stocks and stock ownership are highly concentrated. The top 30 firms on the Mongolia 
Stock Exchange (MSE) accounted for 90 percent of total market capitalization in 2016. 
Remaining ownership is extremely concentrated, with 0.1% of the total shareholders owning 
69% of the outstanding shares in the market in 2016 (Japan-EBRD Cooperation Fund, 2017). 
The general preference toward family ownership limits the number of floated shares, which is 
below 10 percent for most of the listed firms. In addition, limited disclosure requirements make 
it difficult to understand the true ownership structure and major shareholders of many listed 
companies. As a result, minority investors are often unwilling to invest in companies with low 
floats.   

The issuance of domestic bonds is dominated by the Government and the Bank of Mongolia, 
with banks as the main bond holders. Most securities are short-term instruments of 240 days or 
less. There is no formal infrastructure for secondary trading, and, because most banks are 
generally operating under similar liquidity conditions, there is a tendency for them to hold bonds 
to maturity.  
 

 
13 Forty-two companies have been delisted for noncompliance with various laws and regulations. 
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The corporate bond market is in its infancy, with only three issuances since 2012. Access to 
finance is particularly constrained for Mongolia’s small and medium-sized enterprises (SMEs). 
Loan terms and conditions for SMEs are characterized by high interest rates and short maturities 
that are inadequate to meet investment needs, and relatively small loan sizes, highlighting the 
importance of developing broader capital markets (FSAP).  

The Financial Regulatory Commission (FRC) was established in 2006 as the supervisory and 
regulatory agency overseeing Mongolian capital markets, as well as more than 1,000 non-bank 
financial institutions (NBFIs). The objective of the FRC is to ensure national financial market 
stability. The FRC is in charge of improving the legal environment of the capital market, 
developing rules, procedures, regulations and methodologies for the capital market, insurance 
market and other non-banking financial services, such as savings and credit cooperatives and 
currency exchange units. Moreover, it acts as the key monitoring body for compliance, 
conducting inspections and examinations, protecting the legal rights of its constituents and 
solving disputes for all the related institutions.  

7.4. Policy Issues14 
 
Multiple factors account for the low level of capital market development in Mongolia.  
 

Macroeconomic factors 
 
Mongolia’s high external debt, the high level of NPLs in the banking sector, volatile economic 
growth, and a volatile exchange rate all inhibit the smooth functioning of financial markets and 
the development of broader capital markets. Efforts to develop the domestic securities market in 
Mongolia need to take into account the problems inherent in small markets, because a central 
feature of the securities market is economies of scale. Given Mongolia’s small size, its 
correspondingly small and underdeveloped banking and financial sectors, and a still significant 
percentage of the population with relatively low financial literacy and only limited involvement 
in formal financial markets, the challenges of developing a liquid and efficient securities market 
in Mongolia are enormous.  
 

Overall strategy 
 
Mongolia lacks a well-defined long-term strategy for capital market development. A lack of 
coordination among regulators (the FRC and the BOM) and market players has also led to 
fragmented market infrastructure setups and policy setbacks in the market.  
 

 
14 This section draws on analysis in Japan-EBRD (2017) and World Bank (2012). 
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Thin investor base 
 
One of the most important elements for a strong domestic capital market is a diversified 
institutional investor base. In Mongolia, however, institutional investors and other large-scale 
long-term investors do not exist, leaving the market to small opportunistic individuals. In 2012-
2013, foreign investors accounted for 90 percent of the trading volume at the MSE, but many of 
these investors have since exited the market. Meanwhile, there are no well-developed private 
equity funds, mutual funds, or pension funds and only a small insurance sector to serve as long-
term investors. As noted earlier, the low level of floated shares in listed companies often leads 
to a low level of interest among outside shareholders. Together, these factors have had an adverse 
impact on the development of capital markets. 
 

Lack of attractive products in the capital market 
 
A major challenge for the MSE is the lack of large “blue chip” listings on its stock market. Most 
of Mongolia‘s leading business groups are not listed on the domestic stock market, in part 
because the MSE is not permitted to list companies that are traded on foreign stock exchanges 
(like some of Mongolia’s large mining companies). As noted earlier, IPOs have been very 
infrequent. In the government bond market, a key goal at this stage is to achieve sufficient depth 
in benchmark maturities across the yield curve to create a term structure for risk-free interest 
rates as a basis for developing auxiliary markets in derivatives for risk management and hedging 
purposes. Provisions under the Revised Securities Market Law limiting the value of unsecured 
corporate bonds to no more than the outstanding amount of equity are also seen as inhibiting the 
development of the corporate bond market.  
 

Insufficient transparency 
 
As noted earlier, most Mongolian companies do not disclose their earnings with an adequate 
degree of transparency and accuracy. Poor corporate governance and weak disclosure make the 
markets volatile, and there is a low level of foreign investor participation. In addition, remote 
access by international investors is not permitted on the MSE due to the requirement that all 
trades be routed through a local broker.  
 

Weaknesses in the regulatory regime and enforcement 
 
According to the capital market study conducted by Japan and the EBRD, the FRC’s ability to 
conduct oversight and enforcement of the market is weak, reflecting shortages of staff and 
shortcomings in staff training and expertise. There is limited supervision and enforcement by the 
FRC, MOF, and the MSE in various areas including the monitoring of listing/delisting 
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procedures, disclosure and corporate governance requirements, insider trading restrictions, and 
regulations governing brokers and dealers. The lack of expertise and human resources at the 
regulatory bodies limits the effective planning and supervision of the capital market.  
 
Market feedback from participants in Mongolia also suggests that it is often far simpler and faster 
for companies to seek either equity or bond financing abroad rather than domestically, largely 
because the domestic market lacks depth to absorb companies’ financing needs, and partly 
because regulatory approvals can take a long time (World Bank, 2012). As competitiveness of 
the MSE must be an important consideration in attracting both domestic and foreign companies 
to list, the regulator would benefit from a more market-friendly approach that is practiced in 
established markets.  
 
The FRC must have sufficient financial resources and operational autonomy commensurate with 
its responsibilities to supervise capital markets. The FRC is tasked with supervision of both 
nonbank financial institutions and capital markets, and it faces the challenge of filling the gaps 
in the legal framework and strengthening the regulatory, supervisory, governance, internal 
control, and accounting and auditing frameworks. It has a very large workload and is severely 
constrained in terms of resources. The 2012 Capital Market FSAP concluded that the FRC’s 
operational independence should be enhanced with sufficient financial resources and flexibility 
in acquiring and managing skilled human capital. Two possible approaches could be: allowing 
FRC to retain the fees it collects from licensing and registering prospectuses; and sharing with 
FRC a small percentage of clearing fees from sales and purchase transactions made on the stock 
exchange, a practice common in many other jurisdictions. 
 

Implications 
 
The obstacles to capital market development in Mongolia are formidable. Some of the issues, 
such as allowing the listing of companies that are already listed on foreign stock exchanges, can 
be addressed fairly quickly. Many other issues, such as elaborating a clear capital market 
strategy, strengthening the capacity of financial market regulators, improving the transparency 
of listed companies, and upgrading the trading and settlement infrastructure, may take longer but 
still can be resolved with appropriate resources. However, some obstacles to capital market 
development, such as those related to the stability of the macroeconomic environment and the 
health of the banking sector, depend on the quality of policies beyond the control of those directly 
responsible for capital market development. In addition, there are other obstacles to capital 
market development—particularly those related to the thin investor base—that will be difficult 
to address due simply to the small size of the Mongolian market.  
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8. Offshore bond issuances by Lao People’s Democratic Republic 
 
Since 2013, Lao People’s Democratic Republic has floated several baht-denominated bond 
issues in the domestic Thai market. As of late 2019, the outstanding stock of Lao People’s 
Democratic Republic’s bonds issued in Thailand amounted to THB 38.3 billion, equivalent to 
about US$1.27 billion. This Box summarizes the reasons behind Lao People’s Democratic 
Republic’s decision to tap the Thai bond market and the lessons learned from the experience.  
 
What were the size and terms of the bond issues? 
 
The size and terms of the bond offerings have varied over time. The initial offering in 2013, 
arranged by Thailand’s TMB Bank, raised a modest THB 1.5 billion (about US$49 million). The 
three-year bonds carried a coupon rate of 4.5 percent, and proceeds were used to fund 
hydropower projects along the Mekong River.  
 
As experience grew, so did the size and maturity profiles of the bond issues. For example, in the 
wake of the first successful sovereign loan, in 2014 the state-owned Electricite du Laos 
Generation tapped the Thai bond market with an issue totaling THB 6.5 billion. For example, 
Lao People’s Democratic Republic’s seventh bond issue, in October 2017, raised BHT 14 billion 
(US$419 million), nearly ten times the size of the first. Aimed at financing infrastructure 
investment projects and refinancing some earlier bonds and bank loans, the issue was divided 
into offerings with three, five, seven, 10, 12, and 15 years - substantially longer than previous 
issues - with interest rates ranging from 3.65 percent to 6.05 percent. The longer maturities 
represented a better matching between assets and liabilities. Unlike Lao People’s Democratic 
Republic’s first issue, the bonds carried a rating of BBB+ by Tris Ratings, a Thai rating agency, 
making this the first bond issue in Thailand to have a 15-year maturity with that credit rating. 
Financial institutions bought 58 percent of the issue, high net-worth investors took 28 percent, 
and asset managers 14 percent. Over time, non-sovereign Lao borrowers, including the large 
Nam Ngum 2 Power project and the state-owned EDL-Generation company, also issued bonds. 
In addition to the Thai baht issues, Lao People’s Democratic Republic has also floated some U.S. 
dollar denominated debt in the Thai market. In addition to the baht-denominated bonds, Lao 
People’s Democratic Republic also has US$182 million of dollar-denominated bonds, issued to 
Thai investors in 2015 and due in 2025 and 2027. 
 
Why did Lao People’s Democratic Republic decide to issue bonds in the Thai market? 
 
As a landlocked developing country with weak infrastructure, Lao People’s Democratic 
Republic has very large resource requirements to improve connectivity domestically and with 
the outside world. The country also has needed large amounts of long-term financing to support 
the construction of large new hydroelectric projects. Previously, Lao People’s Democratic 
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Republic relied heavily on loans from the multilateral development banks and bilateral donors 
to finance its long-term development needs, supplemented by borrowing from regional banks, 
mainly in Thailand. In 2015, for example, more than 80 percent of Lao People’s Democratic 
Republic’s external borrowing was from the World Bank, the Asian Development Bank, China, 
and Japan. While continuing to meet some of its borrowing needs from these sources, the Lao 
Government wanted to diversify the sources of funding away from donor sources as the country 
developed and achieved higher levels of income. In addition, bank loans, usually on short-to-
medium terms, were not fully appropriate for long-term infrastructure financing.  
 
In addition to serving the domestic market, hydroelectricity is one of Lao People’s Democratic 
Republic’s largest export commodities. Although Lao People’s Democratic Republic has had a 
capital market since 1994, the market mainly comprises government bonds and central bank bills, 
and the market was insufficiently developed - both in terms of market sophistication and in terms 
of the available amount of domestic savings - to meet the country’s large investment needs. By 
issuing in the Thai market, Lao People’s Democratic Republic was able to gain more favorable 
pricing than what it would have had to pay to raise U.S. dollars in major international markets.  
 
But why issue baht-denominated bonds in Thailand, rather than dollar-denominated bonds in 
larger and more-established international capital markets?  
 
There were several reasons. Perhaps most importantly, Lao People’s Democratic Republic did 
not have an internationally recognized sovereign credit rating at the time, effectively closing off 
its access to most international capital markets. Indeed, the lack of a credit rating initially 
prevented a bond issue in Thailand, but Thai regulators modified their rules in order to 
accommodate the issue by easing restrictions on the sale of unrated bonds and also dropping the 
requirement that all foreign issuers of baht-denominated bonds have investment grade ratings. 
In addition, the size of the bond issues, while large for Lao People’s Democratic Republic and 
Thailand, would have been considered quite small in the major international markets and might 
not have attracted much interest. 
 
But even if Lao People’s Democratic Republic had been able to access international markets, 
there were reasons for preferring the Thai market. First, even if Lao People’s Democratic 
Republic had been able to access the major international bond markets, the terms of the debt 
would very likely have been less favorable. Baht-denominated bonds also had the advantage of 
gradually introducing international bond investors to Lao issuers, enabling Lao People’s 
Democratic Republic to scale up its access to long-term funding. As a member of ASEAN with 
strong economic linkages with neighboring Thailand, it also made good sense to diversify the 
currency of borrowing away from exclusive use of U.S. dollars to include the Thai baht. In 
particular, Lao People’s Democratic Republic’s electricity exports to Thailand are partly 
denominated in baht, reducing the element of currency risk for the Lao borrowers. 
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If Lao People’s Democratic Republic initially lacked something as basic as a credit rating, why 
was it an attractive proposition for Thai investors and regulators? 
 
Again, there were several reasons. Most importantly, the Lao market was relatively well known 
to Thai investors, something that was not generally true for investors in other countries. For 
example, Thai banks had already lent money for some of the earlier hydroelectric projects. In 
addition, many of the projects financed by the baht bonds were being built by Thai construction 
companies, and repayments of some of the bond issues were secured by the proceeds from 
exports of hydroelectricity to Thailand. Another attraction for Thailand was that this was the 
country’s very first experience issuing a foreign sovereign baht-denominated bond issue. 
Thailand was interested in developing its role as a regional financial market for Lao People’s 
Democratic Republic and other low-income neighbors like Myanmar and Cambodia, which also 
have strong underlying business connections with Thailand. Some Thai investors were also 
looking to diversify their portfolios with higher yielding sovereign debt, although some other 
institutional investors were precluded from purchasing unrated issues. Finally, Thailand also saw 
these bond issues as an important indicator of its political support for ASEAN, in general, and 
the ASEAN+3 Asian Bond Market Initiative, in particular. 
 
What were the main lessons learned from the experience? 
 
Lao People’s Democratic Republic’s experience issuing baht-denominated bonds in the Thai 
market offers some lessons for the other Asian LLDCs. It can be difficult and time consuming 
for small developing countries with underdeveloped financial sectors to quickly create fully 
functioning capital markets. In addition, the domestic market is unlikely to generate enough 
savings to satisfy all of the public infrastructure and private investment needs of LLDCs. Foreign 
savings may be needed to supplement domestic savings. In these circumstances, bond offerings 
may offer significant advantages over bank loans for the financing of LLDC infrastructure and 
other long-term needs. 
 
Many small, low-income LLDCs may not have credit ratings that would allow them to access 
the major international capital markets at an acceptable price. The existence of an established 
framework, like the ASEAN+3 Asian Bond Market Initiative, can facilitate bond offerings for 
new market entrants. A prior close business association between neighboring countries, as 
existed between Lao People’s Democratic Republic and Thailand business partners and banks 
before the first bond offerings, can be an important advantage in understanding the business 
practices and creditworthiness of clients in small, unrated markets. The existence of an 
underlying business relationship and good collateral, as existed between the Thai and Lao 
partners in the large hydroelectric projects, also There may also be less exchange-rate risk in 
bond offerings in the currencies of close trading partners than with the U.S. dollar. At the same 



Asia’s landlocked developing countries – developmental challenges, financing needs, and the potential contribution of capital 
markets 

 
 59 

time, there is still a need to recognize that credit ratings exist for a good reason, and purchasing 
bonds issued by a nonrated entity is likely to be risky. 
 
Among the Asian LLDC, particularly those in Central Asia, the Astana International Finance 
Centre in Kazakhstan could provide offers investors and issuers all key capital market 
mechanisms, including initial and secondary public offerings, trade in stocks, sovereign, regional 
and corporate bonds, sovereign and corporate eurobonds, depository receipts, investment units, 
and Islamic financial instruments. An important advantage of the Astana International Financial 
Centre (AIFC) is that it is prepared to work with mid-cap companies. In addition, a regulatory 
framework based on English common law has been developed. Opportunities for investment 
include shares of enterprises that are being privatized (at least US$10 billion by 2021) and 
government bonds, both conventional and Islamic (sukuk). 
 

9. Concluding Observations 
 
The costs of being landlocked are high, and overcoming them requires financing from multiple 
sources. 
 
Landlocked developing countries remain among the poorest developing countries, with limited 
implementation capacity and a heavy reliance on a small number of commodities for their export 
earnings. The lack of direct territorial access to the sea and remoteness from world markets 
contribute to their relative poverty by inflating transportation costs and lowering their effective 
participation in international trade.  
 
To overcome these disadvantages, Asian LLDCs need to undertake extensive investment in 
infrastructure, implement structural reforms, and promote private sector development. To meet 
these challenges, the LLDCs will need to utilize all available financing channels, including tax 
revenue (by broadening tax bases and improving compliance), external borrowing, the banking 
sector (for cash management but not for long-term borrowing), and domestic capital markets. 
 
Local currency capital markets can make an important contribution to closing the financing gap 
in a cost-effective and efficient manner. 
 
By pooling the supply of savings and the demand for loanable funds, local capital markets help 
raise resources at the lowest possible cost and allocate them to the most productive uses. They 
promote financial stability and attenuate vulnerability to foreign spillovers by reducing 
exchange-rate risk, duration risk, and interest-rate risk. Capital markets also enable governments 
to finance public infrastructure in a way that maintains intergenerational equity by matching 
repayment periods to the economic life of the infrastructure, and they diffuse risks that otherwise 
would be concentrated in the banking sector. 
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Various preconditions must be in before a sound and well-functioning capital market can take 
root.  

 Macroeconomic stability—Key requirements for stability include low inflation and 
sustainable fiscal and public sector debt positions. Most Asian LLDCs are generally stable, 
although inflation and public debt are on high side in a few.  

 Adequate scale, including a wide investor base—This factor could be a problem for some 
countries. Eight of the 12 Asian LLDCs have populations of less than 10 million; three 
have populations of less than 5 million. Some countries have few institutional investors.  

 A sound banking sector—Banking sectors in most countries appear to be adequately 
capitalized, thanks in some cases to recent large-scale recapitalization by governments.  
However, levels of NPLs remain high in some countries, which could erode capital going 
forward. Foreign currency deposits, which can be a source of instability in the banking 
sector, are generally declining but are still significant in some countries. Therefore, 
countries should continue to accord a high priority to addressing remaining weaknesses in 
banking sectors. 

 A robust legal and institutional framework—Well-functioning capital markets require 
strong bankruptcy and insolvency laws, accounting rules and reporting standards, qualified 
and independent regulators and supervisors, and a well-functioning judicial system. 
International financial institutions like the World Bank, IFC, IMF, ADB, and BIS are 
available to provide technical assistance in areas related to their respective mandates, but 
the training and retention of staff at regulatory and supervisory institutions will remain a 
challenge for many LLDCs.  

 
Opening local currency capital markets to foreign investors involves a trade-off. 

 

 Foreign investors, looking to diversify their portfolios, have shown interest in investing in 
emerging LCY bond markets. As the instruments are denominated in emerging market 
currencies, this does not give rise to foreign exchange risk on the borrowing side. 

 Nonetheless, opening local markets to foreign investors still exposes domestic borrowers 
to sudden and potentially disruptive surges in capital inflows and outflows driven by 
external conditions and events. For small markets, the magnitude of these surges can be 
very large. 

 The possibility of teaming with multilateral or bilateral partners to obtain some form of 
credit enhancement or anchor investment from should be explored. 

 
The ASEAN experience has some important lessons. 
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 The ASEAN experience demonstrates that establishing well-functioning local currency 
capital markets is a long-term process that requires extensive planning and careful phasing. 

 The experience also demonstrates the potential usefulness of building local currency 
markets as part of a regional, multi-country initiative.  

 To date, however, the Asian LLDCs have not evidenced the same degree of political 
commitment to regional integration that was present in the ASEAN countries when they 
started the process of capital market development. 

 
The small size of domestic markets in the Asian LLDCs represents a major challenge for capital 
market development in the region. 

 

 The establishment of Astana International Financial Centre, with its state-of-the–art trading 
platform, its partnership with leading international markets and market participants, and its 
innovative adoption of English law represents a major step forward for the future of capital 
markets in the region.  

 The AIFC’s progress will be closely monitored by other players in the region. In this 
connection, it will be important to see the extent to which the Centre is able to develop as 
a capital market for other countries in the region, thereby addressing some of the issues 
associated with very small market size of many of the domestic markets. 
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