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INTRODUCTION

This summer marks the 10" anniversary of the beginning of the Asian financial
crisis. On July 2, 1997, the Thai Baht depreciated by 15 percent, setting in train a
sequence of events that ended up costing hundreds of billions of dollars, and
without doubt set back the economic development of the entire region.

This week marks a personal anniversary also: the 10™ anniversary of my time in
Asia. When I arrived in Korea, two months into the crisis, the Won was already on
the slide. Little did I realize that it would soon become a rout. Another two months
on, in November, we were summoned by the then-Minister of Finance, Kyeong
Shik Kang. We gave him an overview of the 10 most recent financial crises
worldwide; he canvassed our view on whether to raise interest rates by 500 basis
points.

A month after that meeting, the Korean Won lost 50 percent of its value in five
days (December 8-12, 1997). By the end of that terrible week, the Bhat had fallen
an additional 36 percent, and the Indonesian Rupiah had fallen more than 40
percent off its peg. No one seemed to know what was going on — information was
scarce and uncertainty high.

By the end of the year, the situation had further deteriorated. The overnight rate
for Korean banks hit 27 percent. In the last quarter of 1997, Korea’s foreign
exchange reserves decreased by almost 9 trillion Korean Won -- around US$9
billion -- with foreign reserves dropping at times by more than US$100 million a
day.



The subsequent decade in Asia has taught me that it is dangerous to generalize
about this vast, diverse region. Nevertheless, and with appropriate caveats, I intend
to do just that. In this paper I will survey:

1. The state of the Asian financial system today,
2. The main opportunities and challenges for the next 10 years, and
3. Some imperatives and specific recommendations.

Overall, it is my view that the Asian financial system is substantially more robust
and deep than 10 years ago. In fact, I believe the underlying economic growth and
increasing significance of the region means that Asia could play an important role
— a true third of the triad — in the world economy over the decade to come. This
will only happen, however, if a number of critical improvements and initiatives
take place in the near-term — i.e., over the next two to three years.

1. STATE OF THE ASIAN FINANCIAL SYSTEM TODAY

There has been a lot of good discussion on the causes of the 1997 Asian financial
crisis, including the analysis presented at the June conference of your “Asian
Financial Crisis Revisited” series.

The contours are now broadly understood. A great deal of short-term foreign funds
went into a variety of longer-term investment opportunities -- for example, real
estate in Thailand and corporate growth programs in Korea -- with the assumption
that the exchange rates were essentially fixed. Much of this funding flowed
through structurally weak and under-developed banking systems into corporate
sectors that were equally weak. The flood of relatively cheap foreign funding led
to speculative investments in real estate and other industries. Net foreign reserves
were largely negative or just barely positive in many of the Asian countries. In
many countries, banks and corporations were linked together in “non-arms length”
ownership relationships.

There were also a lot of “inter-linkages” among Asian countries the extent of
which was unknown to regulators. For example, we now know that Korean
commercial banks were providing standby credit lines and guarantees to Korean
merchant banks, who were in turn lending money to Thai property developers and
Indonesian entrepreneurs.

The crisis was so severe that it cost between 10 and 50 percent of GDP in purely
public costs across directly affected Asian countries. It is worth noting, however,
that in the run-up to July 1997 there was no sense of impending doom. Rating
agencies continued to rate the debt of governments and corporations in these



countries very positively; none of the ratings agencies predicted the severity of the
storm that was brewing.

Once the storm had passed, along with two colleagues I embarked on a research
project comparing the Asia crisis with other episodes of acute national or
international financial distress. Since the late 1970s, there have been more than
150 episodes of financial crisis or borderline financial crisis in more than 100
countries worldwide. By trying to identify the common forces at work, we hoped
to better understand the drivers of such events. Our conclusions were published in
Dangerous Markets: Managing in Financial Crises (Wiley, 2002).

From our detailed analysis of the Asian crisis and 21 other recent crises — in
countries as diverse as Mexico, Jamaica, Ecuador, Argentina, Uruguay, Turkey,
and Russia — we concluded that any mental model of how financial crises arise
must encompass five broad dimensions: foreign funding and exchange rate
policies, the government fiscal and monetary situation, the health of the corporate
sector, the strength of the banking system and the presence of any asset bubbles
(e.g., real estate, stock markets). [Exhibit 1] A policy change or surge in one of
these dimensions quickly moves to the other four areas.

More specifically, we identified a number of key macro factors to look for and,
we would argue even more important key micro factors, which determine whether
a national economy is vulnerable to shock.

The good news is that comparing Asia today with the pre-crisis period (1990-1996)
we see broad improvement.

A. MACRO FACTORS

1. Foreign funding / exchange rates

— Since the late 1990s, most exchange rates in Asia have moved from
being fixed to flexible, and even floating. The exception is China,
which maintains very tight control over its exchange rate.! [Exhibit 2]

— Vulnerability to swings in inflows and outflows of foreign funding has
been reduced.

* The ratios of foreign exchange reserves to short-term debt and
imports have improved dramatically in all countries. Across Asia,
the ratio of foreign exchange reserves to short term debt has risen

1" Carmen M. Reinhart and Kenneth S. Rogoff. “The Modern History of Exchange Rate Arrangements: a

reinterpretation” NBIS Working Paper Series: Working Paper 8963.(2002) http://www.nber.org/papers/w8963. See
also, Terry Chan et al. “Asia 1997 Retrospective” Standard & Poor’s (September 2006)



from around 60 percent in 1997 to close to 300 percent in 2005.
Likewise, the ratio of foreign exchange reserves to imports has
also increased: from about 35 percent in 1996 to around 100
percent in 2004. Total foreign exchange reserves in the region are
more than $3.1 trillion and our predictions indicate they will reach
$5.1 trillion by 2012. [Exhibit 3]

* The composition of foreign funding in Asia has shifted and
improved. Between 1997 and 2005, short-term bank lending
(loans of less than 1 year in maturity) from foreign banks halved
as a percentage of GDP from 8 percent to 4 percent. Moreover, an
increasing proportion of loans are in local currency - up from 16
percent in 1995 to 42 percent in 2006.2

2. Economic growth, government budget deficits, inflation and
unemployment

— There has been broad improvement in most government macro
indicators across Asia. Hong Kong and Singapore are particularly
strong; Indonesia, the Philippines and, to a lesser extent, Taiwan are at
the lower end of the range. [Exhibit 4]

— Unlike 1996, interest rate differentials are also on the whole lower or
similar to U.S. interest rates. There has however been an increase in
government deficits as a percentage of GDP in many of the countries.3

Other commentators and analysts have confirmed this view on the macro
factors. Ramon Moreno, in his extensive review of the changing nature of
risks facing banks, notes: “External vulnerability indicators developed at
the BIS have broadly declined. Indicators of currency mismatches have also
fallen significantly since the late 1990s. Budget deficits and ratios of public
debt to GDP have improved. Finally, resilience has also been enhanced in
those countries which adopted floating exchange rates along with more

stable, and increasingly more credible, monetary policy regimes”4

2 Philip Turner, “Are Banking Systems in East Asia Stronger?,” Asian Economic Policy Review (2007) 2
3 Terry Chan et al. “Asia 1997 Retrospective” Standard & Poor’s (September 2006)
4 Ramon Moreno,. “The changing nature of risks facing banks” BIS Papers No 28: (2005)



B. MICRO FACTORS

1. Banking systems strength

— The underlying strength and capabilities of banks across Asia have
improved significantly over the last 10 years.

During the 1990s up until the financial crisis, the overall
profitability of banks in Asia was, in our estimate, well below 0.5
percent return on assets — for example, -0.01 percent in Japan and
0.3 percent in Korea. Today, banking system profitability exceeds
1 percent ROA in most countries, and is especially strong in Hong
Kong, Singapore and Korea.>

The proportion of national banking assets that are state-owned
and tightly state-controlled has decreased since the late 1990s
across most countries. Indonesia is a notable exception with 31
percent of banking assets still under direct state control. [Exhibit
3]

In many countries, national banking systems have become much
more open to foreign financial institutions. In Korea, for example,
foreign banks control more than 10 percent of total assets, up
from 2.7 percent in 1997. China and Indonesia likewise show a
higher degree of foreign bank presence.

The banking system is much less fragmented. In fact, more than
half of the top 500 financial institutions in 1997 had dropped off
the list by 2000, and we estimate that number has halved again.¢
The market share of the top four banks in many Asian countries —
including Singapore, Korea Hong Kong, China, Malaysia and
Thailand — is now more than 50 percent. [Exhibit 6]. Korea has
gone from 26 commercial banks to 12 (of which seven are
national banks.) Malaysia merged 71 banking institutions into 10
banking groups by 2004, and has recently moved to nine.” To be
sure, there are a lot of rural cooperatives and finance companies
in China and India that contribute to the fragmentation of the

IMF Financial Soundness Indicators (2005) at http://www.imf.org/external/np/sta/fsi/eng/fsi.htm; see also Roy

Ramos, “Asia Pacific Financials Fact Sheet,” (August 23, 2007) Vol. 9, No.7

McKinsey analysis; data from Bankscope

Nghia Nguyen and Jonathan Williams. “Liberalisation, ownership and efficiency issues: A comparative study of

South East Asian banking,” World Bank (2004) at
http://info.worldbank.org/etools/docs/library/156393/stateowned2004/pdf/nguyenwilliams.doc



banking system and will need to be addressed. Indonesia lags
further behind, but has clear plans to consolidate its banking
system further.

2. Underlying credit rating skills and risk management

— Our experience is that credit capabilities have improved across the
board, albeit starting from a low base. In 1997 many banks did not
have a chief financial officer and some chief risk officers had no direct
reports.

— Non-performing loan (NPL) rates have seen a significant decline.
While the measurement methodology varies somewhat across the
region, bank equity analyst reports and S&P’s modeling of non-
performing assets (NPAs) before the crisis and in 2005 reveal a
dramatic shift — although some countries, notably the Philippines,
have seen less decline than would be ideal. The IMF Financial
Soundness Indicators demonstrate similar improvement, but with
weaknesses in the Philippines and Indonesia. China’s reported NPLs
have dropped from 25 percent in the early years of this century to 7
percent today.8

— All major banks have put in place credit rating and scoring systems —
both at the corporate and the retail level. Many are adopting more
advanced techniques for risk assessment — such as value at risk and
stress testing. Underlying this change are significant improvements in
IT infrastructure to support up-to-date valuation and risk measurement
requirements.

— The shift in mix of lending to consumers — especially in the credit card
industry — has not gone well. Three consumer credit crises have hit
Asia in the last five years: Hong Kong (2002-2003); Korea (2003-
2004) and Taiwan (2006-2007). Hopefully lessons have been learned
for the future in these countries, such as the need for improved credit
bureaus, scoring systems and new approaches to consumer acquisition.
Even so, the situation in China and India, where there is little
consumer credit history, must be watched closely.

— The presence of credit bureaus has increased. Since the crisis, credit
bureaus have been established in five countries, and others have
strengthened their existing infrastructure. Today only the Philippines
lacks an official credit bureau. Malaysia should be commended for the

8 “Subprime crisis hits Chinese banking,” International Herald Tribune (25-26 August, 2007); Terry Chan et al.
“Asia 1997 Retrospective” Standard & Poor’s (September 2006); various equity analyst reports



depth of its credit reporting. The jury is still out on a number of
younger credit bureaus, including those in Thailand and Vietnam,
which will need time to establish clear methodologies, reporting
methods and systems.

— The role and presence of rating agencies, such as Moody’s, Standard
& Poor’s and Fitch, has increased substantially. Furthermore, the
collection of ratings data by Fitch’s Bankscope has helped provide
overviews of banking systems that were not available in the mid-
1990s. Among the many other reports, publications from global
institutions, such as the IMF’s Global Financial Stability Report and
Financial Soundness Indicators, have helped shed additional light.

3. Strength and consistency of regulation and supervisory approach

— The capabilities and techniques employed by supervisors and
examiners has improved substantially over the last decade. That said,
more effort and support are required to manage rapidly growing
wholesale markets and the evolution of more complex financial
institutions (banks, insurance companies, and brokerage groups).

— Public policy has also improved in general, with more emphasis on
creditor rights versus borrower rights and the adoption of Anglo-
Saxon-like bankruptcy laws and procedures. There is more to be done.
Governments need to continue to build supervisory capacity and skills,
demand strong risk management and effective corporate governance
from financial institutions, and promote greater financial market
transparency. Moreover, in most countries there is no effective
mechanism for financial regulators to work cooperatively with
economic ministries to ensure government-wide vision and strategy
for the financial sector.

— There has been more coordination and interchange among financial
regulators in the region, on initiatives including training and
information sharing. However, most relationships are bilateral. Much
more will be required as Asia becomes more integrated and cross-
border bank acquisitions take place. Standards for regulatory capital
have also become more rigorous, more sophisticated, more risk-
sensitive, and more closely aligned with economic capital, as banks
align with the international framework for regulatory capital devised
by the Basel Committee on Banking Supervision. There is a wave of
Basel II work going on across Asia now. In markets like Australia,
Japan and Korea, the focus is on the final steps of implementation



after years of preparation; in markets like China, the process is just
beginning as banks assess their Basel II readiness.?

— The quality of balance sheet data has improved dramatically as
regulators have pressured banks to publish comprehensive, audited
information, increasingly to international standards.!0 Stronger rules
on corporate governance, including requirements for independent
auditors and compliance officers, have pushed banks in the same
direction. Over the last five years, we have been involved with 15
bank corporate governance improvement initiatives across Asia. The
IFC has made this a key part of their program with “invested banks” in
Asia.

— According to Jamie Allen, who leads the Asian Corporate Governance
Association (ACGA) and is co-author of the regular joint CG Watch
publication with CLSA:

Corporate governance has improved in Asia over the past decade, especially at
the regulatory level--in terms of introducing new rules and best practices, a
greater focus on enforcement, and improving accounting standards. . . . Banks
stand out in most markets as having above-average governance standards, in
large part due to additional regulations imposed on them by central banks.

However, much of the regulatory focus has been on improving disclosure.
Regulators appear to be less confident about their ability to change the internal
governance structures of companies and leave the implementation of best
practices, such as audit committees, up to companies. There is little or no
enforcement or guidance from regulators in this area. Companies with strong
internal accountability structures are driven either by competitive forces or
enlightened leadership. Asia has moved forward strongly on disclosure, but
less impressively in other areas of corporate governance. And despite the many
new rules on disclosure, there are ongoing problems with the quality of
financial and non-financial reporting. Asia has done a great deal over the past
10 years, but probably needs at least another 10 to build robust systems of
governance.!!

4. Improvement in breadth and depth of financing options (e.g., capital
markets, long-term debt)

— There has been a shift in the broader Asian financial system from
bank-dominated financial intermediation to a system in which capital
markets (particularly the equities market and to a lesser extent the
bond markets) are beginning to play a larger role. [Exhibit 7] In the

9 Interview with McKinsey experts; see also A. Villar “Is financial stability policy now better placed to prevent
systemic banking crises.” BIS Papers 28, 99-122

10 Philip Turner, “Are Banking Systems in East Asia Stronger?,” Asian Economic Policy Review (2007) 2
1T Interview with Jamie Allen, September 3, 2007



last three years, capital markets (equity and corporate debt) have
doubled as a percentage of GDP in China and India. In China, capital
markets activity increased from about 50 percent of GDP to roughly
110 percent. India has followed a similar trajectory. In absolute terms,
the numbers are even more dramatic, with both China and India more
than tripling their capital markets activity.

— That said, there is still a long way to go here. Across Asia, the banking
sector accounts for 30 percent or more of financial system assets. The
figure for China is 55 percent, compared to less than 20 percent in the
US and 25 percent in the Euro zone. Although equity markets are
soaring, notably missing are effective markets for corporate bonds and
other debt securities. These are important to provide lower-cost,
longer-term capital to companies, create competition for banks, and
offering opportunities for banks to shed credit risk via securitization.

— There is also a large proportion of the population who are “unbanked”:
30 percent in China and 23 percent in India.

S. Underlying infrastructure efficiency (e.g., payments systems and
exchanges)

— The payments systems within Asian countries are improving,
particularly real-time electronic payment and settlements systems.
China upgraded CNAPS (China National Advanced Payments System)
in 2005, and India followed in 2006. Both are significant
improvements over the labor- and paper-intensive systems previously
in use.

— For consumers, payment options have increased dramatically in big
cities. Yet rural areas remain well behind. China, in particular, is a
cash-based society, with 83 percent of all transactions based on cash,
against 21 percent in the United States. Mobile phone payment
solutions have begun to take hold, and with relatively high penetration
(around 300,000 thousand mobile phones per million people in China
versus 710,000 in the United States) this technology may allow
consumer payment infrastructure to grow rapidly.

— Asian stock exchanges continue to increase in prominence. Asian
exchanges outside Japan now represent 14 percent of global market
capitalization, up from 4 percent in 1998. However, many Southeast
Asian exchanges still have higher total trading costs and lower
turnover velocity than their counterparts in more developed markets.
In addition, they incur a higher equity risk premium, again, especially
in Southeast Asia. Lastly, as global consolidation continues, most



Asian exchanges aside from Tokyo and Hong Kong are relatively
small, and risk being left behind.

6. Corporate sector vitality

- We have already mentioned the improved strength of Asia’s banking
system. Equally important is a strong, vibrant corporate sector.

* The majority of listed Asian companies are achieving returns on
invested capital (ROIC) greater than their weighted average cost
of capital (WACC). This stands in sharp contrast to the pre-crisis
period, particularly in Korea, where in only three of fifteen years
did the corporate sector deliver return on capital greater than cost
of capital. Best estimates suggest that China, Japan, Singapore,
Taiwan and Thailand are performing well, with more than 70
percent of top corporations yielding a higher ROIC than WACC
in the last two years. Malaysia and Indonesia lag slightly with
over 60 percent of the top corporations exceeding their WACC.!12

* Leverage and interest coverage ratios have also moved into safer
territory across Asia. Korea’s corporate average debt to equity
ratio was over 300 percent in 1996 and over 400 percent in 1997.
By 2005 it was below 100 percent.13 Overall, interest coverage
ratios have risen well above the “safe” threshold of 2. The main
exception is Indonesia, which has seen less progress.!4

7. Asset bubbles

— Asset bubbles — particularly in real estate — have been both strong
contributors and triggers of past crises (e.g., Thailand in 1997, Sweden
in 1992). While the situation across Asia appears to be better today
than in the mid-1990s, there have been significant consumer finance
bubbles in the last five years in Hong Kong, Korea and Taiwan, which
required the rescue of several card companies (e.g., LG card in Korea
in December, 2004).

— We also note that real estate prices have been rising quickly in a
number of countries, most notably Singapore, Indonesia and China. In

12 Data from Bloomberg; McKinsey analysis. Differential between WACC and ROIC calculated for top 100
corporations in each country.

13 3 ang-Sup Shin, “Transformation of Korean Companies and their future” presented at Asian Financial Outlook: The
next 10 years, (August 10, 2007) Bangkok, Thailand

14 Philip Turner, “Are Banking Systems in East Asia Stronger?,” Asian Economic Policy Review (2007) 2
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Singapore, the property index!> decreased by 7 percent annually from
2001-2003 but has since rebounded, increasing by 38 percent a year
from 2003-2006. This may simply reflect a supply-demand imbalance,
as many more foreigners are moving to Singapore. New housing stock
due to be available from 2010 may help soften the rise. However, such
steep increases require careful monitoring. Indonesia may be a similar
story, witnessing a 34 percent annual increase in its construction,
property and real estate index 16 for the last 3 years, compared to 14
percent annually in the three years prior.

— Property values in China have also increased dramatically — with 21
percent average annual increases in Beijing in each of the last three
years, and between 12 percent and 16 percent increases in Shenzhen,
Shanghai, and Guangzhou.

— Consumer finance growth in China and India also needs to be
monitored carefully, following annual growth of around 20 percent
and 30-35 percent respectively over the last three years.

— Stock markets have also posted extraordinary gains: the Shanghai
composite gained 125 percent in 2006 and 85 percent to August 23,
2007. The Vietnam exchange has posted gains of close to 150 percent
in 2006 and 20 percent so far in 2007 (to August 23). Regulators are
aware and concerned. Fortunately, not much foreign inflow (or
outflow) is possible at least in Shanghai, but the warning lights are
flashing red in both places.

8. Summary

Others have also noted the overall improvement, especially in the performance
and health of banks, the financial systems, corporations, and asset markets in
Asia. Ramon Moreno, using the methodology from Hawkins and Klau (2000)
has shown a significant decline in the banking vulnerability index in Asia since
the 1990s. The index includes additional micro indicators (such as the increase
in liabilities to BIS reporting banks over eight quarters as a percentage of GDP)
and macro indicators (such as three-month interest rate less the annualized
percentage change in consumer prices over the previous 6 months). [Exhibit 8]

1S Data from Bloomberg. The Singapore Property Equities Index is a capitalization-weighted index of all the stocks
traded on the Stock Exchange of Singapore's Property sector. The index was developed with a base value of 1000
as of January 3, 1997. The parent index is SESALL.

16 Data from Bloomberg. The Jakarta Construction, Property, and Real Estate Index is a capitalization-weighted index
of all stocks in the Jakarta Composite Index involved in the business of construction, property, and real estate. The
index was developed with a base value of 100 as of December 28, 1995.
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The increased strength of Asian financial institutions can be seen also in
relative stock price performance over the last three years. The Asian bank
index (ex-Japan) has outperformed the US and European bank indices in the
last three years, showing 27 percent annual gains versus 24 percent in Europe,
9 percent in Japan and 6 percent in the United States. In 2000, no Asian banks
were in the top ten. As of May 29, 2007, four of the top ten are from Asia —
ICBC, Bank of China, China Construction Bank and Mitsubishi Financial
Group — accounting for a combined 36 percent of the total top ten market
capitalization. [Exhibit 9]

2. OPPORTUNITIES AND CHALLENGES OVER THE NEXT 10
YEARS

Asia has come a long way in rebuilding its corporate and financial sectors. While
much remains to be done, Asian banks are sitting on one of the most significant
and rapid “rising tides” in modern economic history. In terms of the opportunities,
there are seven fundamental drivers or forces at work. After outlining each, I will
explore the implications in terms of future profit pools and the relevance of Asian
banking.

A. SEVEN OPPORTUNITIES - FUNDAMENTAL DRIVERS

1. The rise of India and China

Asia is home to over half of the world’s population: 3.7 billion out of 6.5
billion people.l” Sadly, the large majority live in severe poverty. By 2015,
however, over 800 million people in China and India will join the middle
class — defined as US$5,000 GDP per capita. [Exhibit 10] The implications
for banking are obvious and rather large. Over the next 15 years, 300
million Chinese people will migrate from the rural areas to the cities. We
also should not underestimate the importance of the rise of Vietnam, with
85 million people (half of whom are under 27 years old with strong
ambitions to prosper) and a government committed to major reform.18

Consumer behavior is also changing, rapidly and on many dimensions. In
financial services, many more consumers are willing to borrow than ever
before. For example, today 31 percent of affluent Chinese believe
borrowing can improve their lifestyle, up from 20 percent in 2004.19

17" U.S. Census Bureau, International Database at http://www.census.gov/ipc/www/idb/
18 1A World Factbook at http://www.cia.gov/library/publications/the_world_factbook/print/vm.html
19 McKinsey Personal Financial Services Survey, Asia (2007)
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2. The return of Japan

Japan has been on the sidelines for much of the past 16 years. With
restructuring and consolidation finally complete (Sumitomo Mitsui
Financial Group (SMFG) was the last of the three mega-banks to complete
its repayment of government funds in October, 2006) Japanese banks are
starting to show marked improvements in performance and health. SMFG
has cut non-performing assets from 5 percent in 2004 to 1.2 percent , and
posted a 10.5 percent return on equity in March, 2007. The economy is
growing again and corporate profits are on the rise. The Koizumi reforms —
particularly the privatization of Japan Post, the world’s largest financial
institution with over US$2.7 trillion in assets — and the unwinding of cross-
shareholdings should unlock further growth and reform in this important
economy.

3. Infrastructure spending

It is estimated that annual infrastructure spending in Asia will increase from
US$1.1 trillion annually today to US$2.1 trillion in 2010, with an increasing
proportion expected to come from private sector sources.2? India, China and
Vietnam will be the biggest spenders - particularly on roads, airports, power
plants, harbors and urban infrastructure. China plans to build more than 40
Shanghai-sized airports over the next five years; India will add 70,000 MW
of electricity by 2012, almost six times the amount required by New York
City. These investments will create new opportunities in infrastructure
finance — project finance, infrastructure funds and PPP (public-private
partnership) arrangements.

4. Rise of Asian global champions

In 2004, 18 percent of the top 1,000 companies in the world by market
capitalization, or implied market capitalization, came from Asia, with the
bulk of these coming from Japan. Two years later, the percentage has risen
to 21 percent, with most of the new companies coming from Korea, China
and India. By the end of the decade, we believe Asia will account for 30
percent of the top 1,000. [Exhibit 11]. These organizations will grow
within their home markets but also overseas. Lenovo, Haier, Tata, Sterlite,
Doosan, Samsung and Hyundai have started this process by expanding into
Europe, the Americas and Africa. We estimate that more that 60 Chinese
companies are actively looking at regional acquisition opportunities.

20 pata from Global Insight

13



5. Intra-Asia trade

Trade among Asian countries has grown rapidly over the last five years.
[Exhibit 12] China has become an increasingly important trading partner
across the region, emerging as Korea’s number one export partner and in
Singapore now rivaling the United States. Supply chains interlock more and
more across the region. China has become a factory or assembly point for
many of the regions goods and services. Note that intra-Asia trade is 60
percent greater than trade with the United States and Europe combined, and
has been growing more than twice as fast. In addition, the rise of “the New
Silk Road” — trade and financial investment between the Middle East and
Asia (particularly China and South Asia) — will open up significant
opportunities for corporations and financial institutions over the next
decade.

6. Innovation

Asia is becoming a major center of product, service and management
innovation. The need to serve large populations with very low cost products
is a driving force across many industries. Tata Motors is working hard to
build the 1 lakh car (approximately US$2,500). Several Indian banks have
developed very low-cost distribution technologies to serve urban mass-
market and rural populations. Some — such as ICICI — have started to reach
beyond India's borders to non-resident Indians and now even to non-Indians
(for example, in Canada) through businesses like direct banking.

Elsewhere, Asia leads the way in contactless e-cash payment. About 50
million Japanese consumers use e-money services, such as Japan Rail East's
e-payment service, Suica, for basic payment needs. This contactless
payment application has evolved into payment through mobile phones,
including the 8 million people who use NTT DoCoMo’s mobile technology,
Felica, to convert their handset into an electronic wallet. Similarly, in China,
mobile phones can be used to make payments within the network — send an
SMS to ‘top up’ your pay-as-you-go China Mobile phone — and

increasingly outside of the network to pay for the theatre and train tickets.
China Mobile has more than 300 million subscribers.

Lastly, micro-credit innovation and delivery started in Asia and is
expanding rapidly. The pioneering work of the Grameen Bank, replicated
and enhanced by many others, such as ACLEDA Bank in Cambodia, is
starting to transform the financial services landscape in rural areas.

Overall, I believe that significant innovation in financial services will in
fact come from Asia over the next 10 years.
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7. Asia’s growing financial power

Asia was once considered mainly a destination for foreign investors seeking
strong growth opportunities. But now Asian investors are becoming an
increasingly powerful force in global financial markets. The governments
of Singapore, China, and Korea have announced plans to shift as much as
US$480 billion of foreign reserve assets to new “sovereign wealth funds,”
following the lead of oil-exporting countries that already invest in
diversified, risk-taking portfolios of global assets. Asia’s private investors
are becoming increasingly active also. China last month announced plans to
allow mainland investors direct access to Chinese companies listed in Hong
Kong. This is likely to be just the first step towards allowing more private
investment in foreign financial markets.

As noted above, Asian companies are also shopping for assets abroad,
given their large cash reserves and profitability. If Asian currencies
appreciate in coming years, foreign investments will become even cheaper
and more attractive for both corporate and private investors. Expect to see
much higher capital outflows from Asia in the decade to come.

B. IMPLICATIONS FOR PROFIT POOLS AND ASIA’S ROLE IN
THE GLOBAL FINANCIAL SYSTEM

The size and integration of the global financial system continues to accelerate.
According to the McKinsey Global Institute:

— The size of the global financial stock increased from US$12 trillion
in 1980 to US$69 trillion in 1996. It has since doubled to over
US$167 trillion and we believe will grow to well over US$200
trillion by 2010, with a particularly strong increase in equity and
private debt markets.

— Cross-border capital flows, which grew at 4.3 percent a year from
1980 to 1990, moved to a growth rate of 10.7 percent a year from
1990 to 2005 and in 2006 represented around US$7.5 trillion or over
15 percent of global GDP.

While Asia’s role and significance is growing, the region remains well behind
North American and Europe. Asian financial systems have seen dramatic growth
and deepening over the last 10 years, but capital flows within the region remain
surprising small, particularly in light of the growing trade links and integration of
supply chains. [Exhibit 3]
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