The Financial Crisis 1In Asia

How has the Asian financial crisis developed over the last 12 months? What caused the crisis? Did it
result from basic structural weaknesses in the affected countries or was it merely the result of inves-
tors panicking? Did the policy response by the International Monetary Fund (IMF) ameliorate or
exacerbate the situation? This chapter closely analyzes these important questions. It concludes by
showing that whatever the answers, a fundamental need is to strengthen the international financial
architecture and proposes a necessary, minimum set of reforms within the existing institutional setting.

he collapse of the Thai baht in July 1997 marked

the beginning of Asids financia crisis. It began
modestly enough. After a series of speculative attacks,
Thailand was forced to let its currency float on 2 July,
but within weeks what had been alocal financia cri-
sis became a regional problem. Equity markets and
currencies throughout Southeast Asia were under
pressure as contagion raged and foreign capital fled.
Within months Indonesia, the 4th most populous
country in the world, and the Republic of Korea
(henceforth referred to as Korea), the world’'s 11th
largest economy, were engulfed in crisis.

Financial turmoil spread with a ferocity that
none foresaw. Asia s once vibrant economies, used to
decades of rapid growth, were plunged into deep re-
cession. For many countries the economic hardship
has been similar to that suffered during the Great
Depression of the 1930s. In many Asian economies,
this economic collapse has forced an unprecedented
regppraisal of policies ranging from corporate gover-
nance to exchange rate management. In addition, the
crisismanagers, particularly the IMF, have come under

criticism. Intense debate continues about whether IMF
policies hel ped or hindered economic recovery. Findly,
Asid scrisishas spawned wide-ranging discussion about
the basic design of today’ sinternationa financial sys-
tem. Suggestionsfor reform and blueprintsfor improv-
ing the international financial architecture abound.
These debates are far from settled. This chapter
reviews the progress achieved so far in a number of
areas. Given that Indonesia, Korea, Malaysia,
Philippines, and Thailand suffered the most severe
adverseimpacts asaresult of thecrisis, theanalysisin
this chapter largely focuses on these countries, col-
lectively referred to as the crisis-affected countries.
While other countries in the region aso suffered in
varying degrees because of the spillover effects of the
crisis, terms such as Asian crisis and Asian policies
refer to this former group of countries. After an
account of the crisisin 1998, the chapter critically ex-
amines competing explanations of what caused Asid's
turmoil, and points out that no simple interpretation
suffices. The causes of Asid s problemswere complex,
and understanding them fully will require a new
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generation of academic models. It then reviews some
of the prioritiesthat Asia s governments now face and
analyzes the debate about policy responses to date.
Here too the truth is more complex than many com-
mentators allow. Finadly, it addresses the globa archi-
tecture debate. It analyzes the various proposals for
international financial reform and discusses what is
likely to emerge from what could be the biggest reap-
praisal of international finance since the Bretton
Woods Conference of 1944.

THE EVOLUTION OF THE CRISIS IN 1998

Asian financial markets began 1998 on a pessimistic
note. With confidence eroded by Korea' s near default
in December 1997, the region’s financial markets
reached record lows in January 1998 (see figure 1.6).
However, by early February markets had bounced back,
largely on the hope that foreign confidence in the re-
gion was returning. On 2 February, for instance, Hong
Kong's Hang Seng Index rose 14 percent, its second

Figure 1.6 Weekly Composite Stock Price Indexes,
Selected Asian Econom ies, January 1997-January 1999
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largest one-day point gain ever, while other regiona
exchanges saw strong ralies. But this optimism did
not last long, partly because of turmoil in Indonesia,
and partly because of increasingly poor economic per-
formance in Japan.

Indonesia’s economic crisis began to worsen
sharply in February. Mixed policy signals, galloping
inflation, and a vast debt overhang scared investors
and sent the rupiah plummeting. That same month
the Suharto government proposed establishing a
currency board, but eventually abandoned the idea
under strong pressure from various quarters. Political
uncertainties and civil unrest compounded the
country’s difficulties. Eventually, the combination of
soaring prices, civil protests, sharply rising unemploy-
ment rates, and widespread corporate defaults preci-
pitated a major political crisis. On 21 May President
Suharto resigned; however, this did little to raly the
markets.

Japan’ s woes compounded the region’ s troubl es.
In early February 1998, the Japanese government
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declared the economy “stagnant” in a monthly report
that offered the bleakest assessment of the country’s
business climate in more than 20 years. Responding
to the turmoil in Asian markets in mid-February, the
government unveiled along-awaited package of stimu-
lus measures designed to support the stock market and
boost the economy. It proved insufficient. The
economy continued to contract, despite an increase
in the fiscal stimulus measuresin April. Moody’s rat-
ing agency revised Japan’ s sovereign debt rating down-
ward, and by 12 June the yen had declined to an
eight-year low of ¥145 to the US dollar.

The tumbling yen triggered declines in other
Asian currencies in June (see figure 1.7), including
the Malaysian ringgit, the Thai baht, the K orean won,
and the New Taiwan dollar (which hit an 11-year low).
Stocksthroughout the Pacific Rim fell sharply asinves-
tors worried that falling currencies would worsen the
region’ seconomic difficulties. Hong Kong' sHang Seng
Index and Seoul’s composite index tumbled to their low-
est levelssince February 1995 and June 1987, respectively.

Figure 1.7 Weekly Nominal Exchange Rate Indexes,
Selected Asian Economies, June 1997-January 1995
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Worried by the regiona impact of a plummet-
ing yen, Japan and the United States turned to offi-
cia intervention. On 17 June, in coordination with
the Bank of Japan, the United States spent an esti-
mated $2 billion to bolster the value of the yen. News
of the intervention—which represented a marked
change of American policy toward the yen—had the
desired effect. It soared to ¥138 to the US dollar, and
Asian markets rallied.

Unfortunately, the raly did not last. By mid-
August the yen had fallen to anew low of ¥147 to the
dollar. Pressure on the Chinese yuan and the Hong
Kong dollar mounted as investors feared a new round
of regional devauations. Another mgjor shock hit fi-
nancial markets on 17 August: the Russian central
bank devalued the ruble and the government effec-
tively defaulted on itsinternal debt. This action had a
dramatic and deleterious impact on al financial mar-
kets. Investors fled al types of risk, from emerging
market bonds to noninvestment-grade corporate
bonds in developed markets.
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As capital fled policymakers were forced to re-
sort to unorthodox responses. The Hong Kong, China
authorities intervened directly in the stock market to
counter what they viewed as market manipulation,
and spent an estimated $15 hillion of public funds on
the Hong Kong Stock Exchange. On 1 September
Malaysia's government decided to impose exchange
controls to counter speculative attacks on the ringgit.

Asinvestors fled to the safety of cash and trea-
sury bonds, interest rate spreads widened on all debt
instruments, and highly leveraged hedge funds that
specidized in arbitraging risk hit trouble. The near
collapse of the Connecticut-based hedge fund, Long
Term Capital Management, and its rescue organized
by the Federa Reserve Bank of New Y ork, showed
that by the end of September 1998 the crisishad moved
well beyond Asia.

By this time financia markets were clamoring
for acoordinated G7 interest rate cut to calm the panic.
Although no coordinated move took place, the US
Federal Reserve cut interest rates three times, by a
total of 0.75 percent, between September and Decem-
ber 1998, and European central banks cut their bench-
mark rates. Marketswere also reassured by the decision
to enhance the IMF' s capital base or “quotas’ in Oc-
tober, which had been held up by political opposition
in the US Congress.

Since October 1998 conditions in Asia have
improved substantially. Japan has made progress on
the much needed reform of its banking sector and is
implementing the fiscal stimulus package. The yen
strengthened dramatically to ¥113 to the US dollar by
the end of December. Buoyed by progressin Japan, by
interest rate cuts in the industrial countries, and
especialy by the gradual implementation of their own
reform programs, other Asian markets began to
recover.

October was a particularly good month: on
average, the region's equity markets rose by amost
18 percent. Since then the Korean stock market has
been the strongest performer (see figure 1.6), though
itisdtill far fromits precrisislevels. As stock markets
rebounded, currencies also strengthened. Between the
end of September 1998 and January 1999 the Indone-
sian rupiah rose by just over 20 percent, the Korean
won by 18 percent, the Philippine peso by 15 percent,
and the Thai baht by 7 percent.

By the beginning of 1999 one could say that the
Asian economies seemed to have stabilized. In Korea
and Thailand especially, the bitter economic medicine
was beginning to work. Attention was shifting from
immediate crisis management to accelerating recov-
ery. Debt restructuring, corporate workouts, and bank-
ing reform moved to the top of the agenda. In this
regard, the announcement of a $30 hillion assistance
package from Japan under the Miyazawa Plan im-
proved the region’ s economic prospects. While emerg-
ing markets remained fragile—as evidenced by the
collapse of Brazil’s currency, the red, in late January
1999—the worst in Asia seemed to be over.

INTERPRETING THE CRISIS

As Asid's crisis deepened, so the search for explana-
tions intensified. What exactly caused these once vi-
brant economies to fall victim to such a financial
disaster? The issue is not simply one of academic in-
terest, because the appropriate policy responses de-
pend in large part on an understanding of what caused
the crisis.

Competing Explanations:
Panic versus Fundamentals

Two genera interpretations dominate the debate. One
blames poor economic fundamentals and policy in-
consistencies. The other argues that Asia fell victim
to afinancia panic, where negative sentiment became
sf-fulfilling.

According to the “fundamentalist” view, the
Asian crisis (along with most other financial crises)
was caused by basi ¢ economic weaknesses. Proponents
of thisview argue that Asid s healthy macroeconomic
indicators—low inflation, fiscal balance, low stock of
government debt, high rates of domestic saving and
investment (see table 1.2)—painted a mideading pic-
ture. They argue that in redlity, Asia s economies suf-
fered from serious structural problemsaswell as policy
inconsistencies. They point out that warning signas
existed: for instance, in Thailand the current account
deficit was dangeroudly large and rising fast. More-
over, benign macroeconomic indicators, such as a
healthy budget balance, could mask real economic
weakness. Many Asian governments provided implicit
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guarantees to the banking system, which often en-
gaged in lending practices that favored financially
unqualified borrowers. These implicit guarantees led
banksto lend recklesdy. This, in conjunction with poor
corporate governance in many of these economies,
created alarge stock of nonperforming loans, thereby
risking the banks' collapse. This meant that the gov-
ernments’ implicit guarantees created a sizable “con-
tingent fiscal liability.”

By contrast, the panic interpretation views the
sdlf-fulfilling pessimism of international lenders asthe
root cause of the crisis. The most sophisticated ver-
sion of thisargument interprets Asia scrisisasaclassic
bank run. In a bank run, if enough investors are
suddenly seized with panic and demand immediate
payment, then financial intermediaries are forced to
destructively liquidate long-term assets at agreat 1oss.
In the classic model of a panic, the central bank can

Macroeconomic Indicators, Selected Asian Economies, 1990-1997
(percent)
Growth rate Inflation rate Fiscal balance/GDP
Economy 1990-1995 1996 1997 1990-1995 1996 1997 1990-1995 1996 1997
Korea 7.8 7.1 55 6.6 5.0 45 0.2 0.5 -1.4
Indonesia 8.0 7.8 49 8.7 7.9 6.6 0.2 0.2 0.0
Malaysia 8.9 8.6 7.7 3.7 35 4.0 -0.4 0.7 1.8
Philippines 2.3 5.8 5.2 10.6 9.1 6.0 -1.1 0.3 0.1
Singapore 8.6 6.9 7.8 2.7 14 2.0 9.4 6.8 33
Thailand 9.0 55 -0.4 5.0 5.9 5.6 3.2 2.4 -0.9
Hong Kong, China 5.0 45 53 9.3 6.3 5.9 1.6 2.2 6.5
PRC 10.7 9.6 8.8 11.3 8.3 2.8 -1.0 -0.8 -0.7
Taipei,China 6.4 57 6.8 3.8 31 0.9 -5.0 -6.6 -6.3
Savings/GDP Investment/GDP Current Account/GDP

Economy 1990-1995 1996 1997 1990-1995 1996 1997 1990-1995 1996 1997
Korea 35.6 33.7 33.1 36.8 384 35.0 -1.2 -4.7 -1.8
Indonesia 31.0 27.3 29.9 31.3 30.7 31.3 -25 -3.4 -1.4
Malaysia 36.6 42.6 43.8 375 415 42.0 -5.8 -5.0 5.3
Philippines 16.6 18.5 20.3 22.4 23.1 23.8 -3.7 -4.7 5.3
Singapore 47.0 51.2 51.8 34.9 35.3 374 0.6 154 154
Thailand 34.4 33.7 329 41.0 41.7 35.0 -3.9 -7.9 -2.0
Hong Kong, China 33.6 30.7 31.8 29.6 32.1 354 — — —
PRC 40.8 40.5 415 38.8 39.6 38.2 1.2 0.9 3.2
Taipei,China 26.9 25.1 24.8 24.0 21.2 22.0 4.2 4.0 2.7
— Not available.

GDP Gross domestic product.
PRC People’s Republic of China.

Sources: Statistical Appendix Table Nos. Al, A7, A8, A9, A16, and A23.
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prevent such adestructive bank run by acting as lender
of last resort and providing liquidity to the market.
However, in the international version of a bank run,
if a country’s exchange rate is fixed and foreign
exchange reserves are limited in relation to short-term
externa debt, as was the case in some Asian crisis-
affected countries, no mechanism for stemming panic
isavailable. In Indonesia, Korea, and Thailand short-
term external debt exceeded international reserves
immediately before the crisis (see table 1.3), and
indeed, for more than two years prior to the crisis.

Economic fundamentals, such as inflation, un-
employment, and the budget deficit, are unimportant
in this interpretation, athough fears about economic
weaknesses might cause the initia investor shift from
optimism to pessimism. What matters is the maturity
structure and currency denomination of externa and
internal debt. If, for instance, a large proportion of a
country’ s debt is denominated in foreign currency and
is of a short maturity, as it was in much of Asia, the
risksof acrisisarise.

Which Explanation
Fits Asia Best?

At first sight, the past stellar economic record of the
Asian economies does not support the fundamental-
ist interpretation. However, closer inspection clearly
showsthat these countries’ economic successwasbuilt
on a particular kind of economic strategy that em-
phasized export orientation, centralized coordination
of production activities, and implicit (or even explicit)
government guarantees of private investment projects,
as well as a close operational relationship and
interlinked ownership between banks and firms.
Widely referredto as Asianindustrial policy, thisstrat-
egy alowed firms to rely heavily on bank credit. By
international standards, firms in crisis-affected coun-
tries were extraordinarily highly leveraged. In Korea
and Thailand, for instance, the average debt-to-
equity ratios in 1996 were above 200 percent. In
Hong Kong, China; Indonesia; and the Philippines
debt-to-equity ratioswere lower, but nevertheless high
by international standards (see table 1.4).

The financial sector was aso exhibiting signifi-
cant problems. Weak prudential regulation, lax and
inexperienced supervision, low capita adequacy ra-

Short-Term External Debt

and International Reserves
Prior to the Crisis,

Selected Asian Economies,

Second Quarter of 1997

Short-term International

debt reserves  Debt-reserve
Economy ($ billions) ($ billions) ratio
Korea 70.18 34.07 2.06
Indonesia 34.66 20.34 1.70
Malaysia 16.27 26.59 0.61
Philippines 8.29 9.78 0.85
Singapore 196.60 80.66 244
Thailand 45.57 31.36 1.45
Taipei,China 21.97 90.02 0.24

Sources: Short-term debt: Bank for International Settlements
data; reserves: IMF (1998a); staff estimates.

tios, lack of adequate deposit insurance schemes, dis-
torted incentives for project selection, and sometimes
outright corruption all rendered the region’s financia
systems weaker than they appeared.

For many years, most Asian economieskept their
financial systemsrelatively closed. Foreign borrowing
was limited and capital inflowswere controlled. These
controls ensured that the region’ s financial sectors re-
mained immune from external shocks despite their
domestic fragility. Most important, controls prevented
domestic fragility from being trandated into externa
vulnerability in the form of short-term, unhedged for-
eign debt. This changed during the 1990s. As inter-
national capital markets were gradually opened and
domestic markets were deregulated, supervision and
regulatory oversight did not improve in tandem. For
example, Thailand’ s now infamous finance companies
grew rapidly during the 1990s with virtually no regu-
latory oversight.

The 1990s also saw a dramatic increase in for-
eign borrowing. While Asian companies maintained
their strong biasin favor of debt financing, foreign debt
financing becameincreasingly important (seetable 1.5
for corporate debt composition in selected Asian
economies in 1996). The pegged exchange rate €limi-
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Selected Indicators
of Corporate Financing,

Selected Asian Economies, 1996

Debt-to-equity Ratio of short-term

ratio debt to total debt
Economy Mean Median Mean Median
Hong Kong, China 1.56 1.42 0.60 0.64
Indonesia 1.88 1.83 0.54 0.57
Japan 221 1.92 0.58 0.59
Korea 3.55 3.25 0.57 0.59
Malaysia 1.18 0.90 0.64 0.70
Philippines 1.29 0.93 0.48 0.49
Singapore 1.05 0.81 0.58 0.59
Taipei,China 0.80 0.74 0.59 0.61
Thailand 2.36 1.85 0.63 0.67

Note: Data are derived from a sample of 5,550 Asian firms.

Source: Claessens, Djonkor, and Lang (1998).

nated exchange risks in borrowing in dollars. At the
same time international investors were falling over
themselves to lend: interest rates in the industrial
countries were low, prompting a search for higher
yields elsewhere, and optimism about Asia s prospects
was high. Between 1991 and 1996 overall borrowing
doubled in Maaysia and Thailand and grew by one
third in Korea (World Bank 1998d). The fundamen-
taist interpretation of the crisis links this extraordi-
nary optimism among foreign investors to their belief
that the borrowing was ultimately guaranteed, either
by Asian governments or by international institutions.
The panic interpretation regards the optimism as ra-
tional, based on the correct judgment that these
economies were fundamentally sound.

Although specific characteristics varied, a
pattern of increasing vulnerability to external shocks
emergedinall theregion’ seconomiesprior tothecrisis.
First, short-term borrowing to finance long-term
projects became increasingly important, especialy in
Korea, Maaysia, and Thailand. This created asizable
maturity mismatch in the balance sheets of domestic

Corporate Debt Composition,
Selected Asian Economies, 1996
(percent)

Foreign debt Domestic debt

Short- Long- Short- Long-
Economy term term term term
Indonesia 20.5 19.6 314 28.5
Korea 294 17.0 27.7 25.8
Malaysia 32.1 11.0 35.7 21.2
Philippines 19.7 21.3 255 335
Taipei,China 22.3 19.2 23.9 34.6
Thailand 29.6 12.3 32.0 26.1

Note: Data are derived from a sample of 5,550 Asian firms.

Source: Claessens, Djankov, and Lang (1998).

financia institutions. Second, domestic banks lent to
domesticfirmsinlocal currency, while borrowing short
term in foreign currencies without hedging. This cre-
ated a significant currency denomination mismatch.
Third, the easy availability of credit fueled investment
inincreasingly risky assets. In some countriesthe credit
boom was trandated into bubbles in real estate and
property. In other countries financial resources were
directed toward overinvestment in narrowly special-
ized industries such as electronics or large, prestigious
projects with unclear benefits. These poor and risky
investments, in turn, worsened the quality of the port-
folios of domestic financial institutions, thereby in-
creasing the risk of panics and subsequent crises.

At the same time, severa factors combined dur-
ing the 1990s to worsen the fundamental economic
outlook for the region. The rapid appreciation of the
US dollar since 1995, to which most of the region’s
currencies were pegged in some way; the increasing
competition from the People’s Republic of China
(PRC) in export markets; and the prolonged dowdown
of the Japanese economy were all reflected in dower
export growth, rising current account deficits, de-
pressed stock markets, and widespread corporate dif-
ficultieslong before the outbreak of the crisis. In 1996,



28 ASIAN DEVELOPMENT OUTLOOK 1999

for instance, 20 of the largest 30 Korean conglomer-
ates had rates of return below the cost of invested capi-
tal, and in the first months of 1997, 7 of the 30 largest
conglomerates were effectively bankrupt.

As these financia difficulties emerged, some
governments played an increasingly active role in re-
assuring international investors about their willingness
to back domestic financial firms. A case in point is
the collapse of the large Thai finance company,
Finance One. In the months preceding the crisis, the
Bank of Thailand repeatedly confirmed to foreign in-
vestors its willingness to “back Finance One dl the
way” (Financial Times 12 January 1998).

In the first half of 1997, despite the worsening
financial environment, capital inflows did not slow
down, but increasingly took the form of short-term,
interbank loans that could be readily withdrawn and
could count on formal guarantees in the interbank
markets. However, once the crisis began, international
banks suddenly stopped lending and began to cal in
their loans. A huge amount of private foreign capital
fled the region in the second half of 1997. Between
them, Indonesia, Korea, Malaysia, Philippines, and
Thailand received a net capital inflow of about $76
billion in 1996, but suffered a net capita outflow of
around $36 billion in 1997. This implies a difference
of approximately $112 billion, or about 12 percent of
the countries’ combined gross domestic product
(GDP). Commercial banks withdrew about $26 bil-
lion from the crisis-affected countries in 1997, after
lending them about $63 billion in 1996.

The suddenness and speed with which capital
fled the region in the second half of 1997 gives cre-
dence to the panic interpretation of the crisis. How-
ever, as this section has shown, it was the region’s
structural weaknesses that initially created the vul-
nerability to crisis.

Academic Theories of Currency Crises

The competing interpretations of Asid s crisisare mir-
rored in debates between academic economists.
Economists have developed an entire literature that
tries to analyze currency crises using forma models.
These models of currency crises fal into two broad
categories, appropriately called “first generation” and
“second generation” models.

First generation models (also known as exog-
enous policy models) show how fundamentally incon-
sistent domestic policies lead an economy inexorably
toward a currency crisis. In the most popular version
of this model, a currency crisis in a country with a
fixed exchange rate is caused by an excessively large
budget deficit. To finance the budget deficit, the
government prints money. At the same time, the
central bank is committed to defending the exchange
rate; however, it can only do so as long as it has the
necessary foreign exchange reserves. As the govern-
ment continues to print money to finance the budget
deficit, reserves will fal because the private sector is
willing to hold all the new money the government
prints, and therefore exchanges some local currency
for foreign currency. At some point a currency crisis
occurs. The analysis does not focus on predicting
whether or not the currency will collapse—because
eventualy it certainly will—but on the timing of a
speculative attack on the currency. Deteriorating eco-
nomic fundamentals and inconsistent policies are the
cause of the crisis.

By contrast, second generation models (also
known as endogenous policy models) stress that a
currency crisis can occur even when macroeconomic
policies are apparently consistent with a fixed ex-
change rate policy. These models show how a sponta
neous speculative attack on a currency can cause a
crisis, even if fiscal and monetary policies are consis-
tent. In these models, rational governments choose
their macroeconomic policies and choose whether or
not to retain a fixed exchange rate on the basis of a
calculus of costs and benefits. The benefits of main-
taining a fixed exchange rate include reduced infla-
tionary pressure and a stable environment that
facilitates trade and investment. The costs of a fixed
exchange rate can include high interest rates and high
unemployment (if wages are rigid).

Sdf-fulfilling expectations play animportant role
in this model. If the public does not believe that a
government will maintain itsfixed exchangerate, then
domestic bondholders will demand a higher interest
rate in anticipation of a currency devaluation. Labor
unions might demand higher wages, thereby render-
ing domestic industries uncompetitive. Such actions
would raise the government’s costs of maintaining a
fixed exchange rate, encouraging it to abandon the
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peg. The public’s concern about a devaluation would
become a sdlf-fulfilling prophecy.

The second generation models do not imply that
every country can be a victim of speculative attacks.
Countries are only vulnerable when economic funda
mentals—such as foreign exchange reserves, the
government’s fiscal situation, and the political com-
mitment to defend the peg—are sufficiently weak.
When a country’ s fundamentals are obvioudy strong,
acrisiswill not occur. When they are extremely weak,
it will certainly occur. In between acurrency peg might
survive, or it might fall victim to a speculative attack.
Box 1.4 explains the logic behind such sudden losses
of confidence.

The fundamentalist interpretation of Asia's cri-
sisisclosely related to the first generation of currency
models. The implicit (and later explicit) government
guarantees to failing banks implied alarge fiscal bur-
den to Asian governments. To the extent that such a
rising fiscal burden raised the likelihood that govern-
ments would eventually resort to printing money to
finance growing deficits, the currency crisisis exactly
what first generation models would predict. The panic
interpretation of the crisis is derived from the second
generation models. These models underscore the idea
that a regime of fixed exchange rates that is not per-
fectly credible is intrinsically unstable and subject to
sudden swings in market sentiment.

POLICY RESPONSES TO THE CRISIS:
AN OVERVIEW OF THE DEBATE

The principal responsibility for dealing with the Asian
crisisat aninternational level wasassumed by the IMF,
the ingtitution charged with safeguarding the stability
of the international financial system. The IMF's goad
was to quickly restore confidence in the three hardest
hit Asian economies—Indonesia, Korea, and Thailand
—through a combination of tough economic condition-
alities and substantial financial support. In 1997 the IMF
approved $35 hillion of loans for these countries, and
in addition, mobilized commitments worth $77 billion
from the Asian Development Bank (ADB), the World
Bank, and bilateral sources. In 1998 the IMF arranged
further loans worth $6.3 billion for Indonesia

The IMF s economic strategy had two key com-
ponents. The firgt, in keeping with its usual practice,

concentrated on macroeconomic policy, the main
component of which wasto betighter monetary policy.
Higher interest rates were designed to defend
exchange rates, and so stem (or reverse) the capital
outflows. Maodestly tighter fiscal policy was designed
to support current account adjustment and provide
thefundsthat would be necessary to bail out sick bank-
ing systems. The second, complementary, component
of the strategy was substantial structura reform. The
IMF demanded deep reform of the region’s banking
systems, the breakup of monopolies, the removal of
barriersto trade, and substantial improvementsin cor-
porate transparency. This marked a significant depar-
ture from past IMF practice, when conditionalities had
been more closdly confined to macroeconomic poli-
ciesaone The IMF saw the structural reforms as es-
sential for along-term solution to Asia sfinancia crisis.

Both components of the IMF's strategy have
come under heavy fire. Some critics have gone so far
asto argue that the policiesthe IMF initially imposed,
far from amdiorating the situation actually made the
region’s problems worse. Not surprisingly, such accu-
sations have led to a vigorous defense of its actions by
the ingtitution and its supporters.

Two difficulties plague any evaluation of the
IMF's policies. The first is the insoluble problem of
the counterfactual. Knowing precisely what would
have happened if the IMF had adopted a different
approach is impossible. The second difficulty is that
the IMF's targets and tactics changed over time. As
the situation in Asia progressively worsened, the IMF
eased its approach and required less fiscal contrac-
tion. In Indonesia, for instance, it relaxed its initial
requirement of abudget surplusin 1997 to allow for a
sizable budget deficit. Similar, if less dramatic, relax-
ation occurred in the cases of Korea and Thailand.
Thecrucia question iswhether these changesin policy
were an implicit admission of initial migudgments by
the IMF, or whether they simply represented aflexible
response to changing conditions.

Did Tight Monetary Policy and High
Interest Rates Exacerbate the Crisis?

In crisis-affected countries, the IMF recommended a
sharp increase in interest rates to restore confidence,
stem capital outflows, and stabilize the currency. The
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The logic of sdf-fulfilling, speculative
attacks and bank runs can be
illustrated by a simple example.
Suppose that a country pursues a
fixed exchange rate, but its monetary
authorities have only 10 units of
international reserves to defend the
exchange rate. For simplicity, suppose
that before the speculative attack,
1 unit of domestic currency is
exchanged for 1 unit of foreign
currency. There are two identical
agents (or speculators) who can
attack the currency. Each can use at
most 6 units of domestic currency.
Thus no agent alone can deplete the
international reserves of the country
and force the central bank to
abandon the defense of the peg.
Nonetheless, the stock of reserves is
low enough to make the country
vulnerable to a joint speculative
attack by both agents.

Attacking the currency involves
a fixed cost equal to 1 unit of
domestic currency. Clearly, if one of
the agents decides to attack, the
payoff will depend on the behavior of
the other agent in the economy. A
lone, and therefore unsuccessful,
attack is costly to the agent.
Conversdly, a joint attack will yield a
net payoff equal to the amount of
reserves that each agent can buy at
the existing exchange rate—say half
the central bank’s stock of reserves—
times the size of the devaluation,
minus the fixed cost. For an exchange
rate depreciation to take place, there
must be a sufficiently large
speculative movement in the foreign
exchange market. The size of the
depreciation, of course, depends on
underlying economic fundamentals.

The figure shows the agents
possible payoffs, expressed in units of
domestic currency. Each cell reports
the payoff from the various
combinations of the two actions the
agents can take, that is, whether or
not to attack the currency. If both

The Logic behind Confidence Crises
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agents decide to attack the currency
and the currency is devaued by
60 percent, then the net payoff to
each agent (that is, the payoff after
paying the transaction cost) is
2 units. If the attack is unsuccessful,
the speculating agent ends up with a
net payoff of -1 unit. The figure
shows that two outcomes are likely as
follows:

= If one agent attacks the
currency, it aso pays the other agent
to attack, as both will make net
payoffs of 2 units. Thus one possible
outcome is a simultaneous
speculation leading to a collapse of
the currency. (This is shown in the
upper left-hand cell of the diagram.)

= By the same logic, if one agent
does not attack the currency, then it
does not pay the other agent to
speculate, as this would merely give
the latter a net loss of 1 unit. In other
words, the attacking agent would
simply incur the fixed cost. (These
are the cases shown in the bottom
left-hand and the upper right-hand
cells)) Thus, the outcome would be
no attack on the currency (the
bottom right-hand cell).

Consequently, the actual

outcome depends on whether or not
the agents coordinate their
expectations. Note that in both cases
discussed above, the fundamentals—
the size of the international reserves,
the “firepower” available to the
agents, and the size of the
devaluation when the peg is
abandoned—are the same.

This provides a smple example
of how an otherwise sustainable
currency peg can be vulnerable to
sdlf-fulfilling speculative attacks.
Note that in this example, no attack
would ever take place if the
international reserves in the central
bank were more than
12 units (so that the firepower of the
speculator would be relatively low),
while the currency would certainly
collapse if international reserves were
less than 6 units. However, neither
this example nor the more
sophisticated economic literature
provide any explanation of how
agents coordinate their decisions, nor
do they explain the factors that swing
market confidence.

More important, for a given
state of fundamentals, the likelihood
of a speculative attack increases if
information is incomplete. In this
environment, even news events that
are unrelated to economic
fundamentals can shift agents
expectations and help trigger
speculative attacks (the trouble in
the province of Chiapas before the
1994 Mexico crisis is a case in point).
The theory reaches the important
conclusion that more information, or
greater transparency, decreases the
likelihood of a sdf-validating crisis,
and thus ensures currency and
financia stability.

Sources: Morris and Shin (1998); Obstfeld
(1996).
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IMF maintained that because of the time needed for
other (structural) reforms to take hold, the only way
to stabilize acrisis situation quickly wasto raiseinter-
est rates with sufficient resolve.

Critics of the IMF argue that this approach was
misconceived and counterproductive. They point out
that high interest rates forced highly leveraged cor-
porations into bankruptcy. Widespread bankruptcies
in the corporate sector led to bank insolvencies as the
banks' corporate customersfailed to repay their loans.
These bankruptciesweakened thefinancia system and
encouraged capital flight, and thus caused a further
decline in the exchange rate. All this had a tremen-
dous negative impact on the real sector of the
economy. Given this negative spiral, the critics claim
that a more appropriate policy response to the crisis
would have been a looser monetary policy, that is, a
fall rather than arise in interest rates. Lower interest
rates would have made it easier for firms to maintain
production, thereby restoring investors confidence
that the economy would recover quickly, and would
thus have caused currencies to appreciate. That would
have created avirtuous circle. Many of thecritics point
out that Japan followed just such a policy when deal-
ing with its domestic crisis.

The IMF, however, feared that a lower interest
rate policy would cause avicious downward spiral. As
currencies plummeted, so the real burden of debt de-
nominated in foreign currency would rise. Becausethe
Asian firms had high leverage ratios, a much higher
foreign debt burden could have forced insolvencies
and caused even larger collapses in production. Un-
like Japan, which is a net foreign creditor, the size of
foreign debts was a much greater concern in Asias
crisis-affected countries.

Some of the critics who advocated lower inter-
est rates to reflate the domestic economy and relieve
the financial situation of heavily indebted firms ac-
knowledge that a lower interest rate might not have
strengthened the exchange rate or brought back de-
parted capital. In that case, the only remaining alter-
native would have been for countries to suspend
service on their external debts and impose exchange
control measures. Such actions could have had an
extremely detrimental and long-lasting effect on the
countries’ ability to access international capital mar-
kets. With the exception of Malaysia, which imposed

selected exchange controls in September 1998, this
option was not pursued.

Available empirical evidence does not necessar-
ily support the view that interest rates were persis-
tently high. Indeed, several of the crisis-affected
countries pursued low interest rate policies well into
the crisis. Despite continued worsening of the foreign
exchange market, Korea maintained officia ceilings
on interest rates through December 1997, and Indo-
nesia reduced its interest rates in September 1997 as
the rupiah was declining. The real interest rate in
Indonesiaremained negative until mid-1998. Malaysia,
another country that was affected by the crisis but did
not seek IMF assistance, waited until December 1997,
when its currency vaue had fallen by 40 percent, be-
foreit tightened its monetary policy. Supporters of the
IMF's position further point to Indonesia as an ex-
ample of the disastrous consequences of loose mon-
etary policy. Indonesia manifestly failed to tighten its
monetary policy in late 1997. The result was a col-
lapse in the exchange rate, galloping inflation, and
the bankruptcy of much of the corporate sector. Korea
and Thailand, which eventually adopted a tight mon-
etary policy—even though it was not extremely tight
in degree or duration in relation to that in other coun-
trieselsewhere outside Asiain the past that were faced
with exchange rate instability—succeeded in stabiliz-
ing their economies. In these economies interest rates
began to fall during 1998 while exchange rates
strengthened. Moreover, a recent IMF analysis (IMF
1999) indicates that the costs of tighter monetary
policy may have been lower than many suggest. It es-
timates that in Korea and Thailand, the effects of the
monetary tightening may account for less than a quar-
ter of the expected decline in economic growth rates
between 1997 and 1998.

Did the IMF Force Unnecessary
Fiscal Adjustment?

Unlike many other crises that have required IMF in-
tervention, the Asian crisis was not caused by profli-
gate government spending. Thus fiscal imbalances
were not amajor concernin theinitial IMF programs.
Nonetheless, the IMF' s approach in the crisis-affected
countries was to demand a tightening of fiscal policy
based on two arguments. Firgt, it argued that in the
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presence of rapid capital flight these countries needed
to reduce domestic demand in order to reduce their
current account deficits. Tightening fiscal policy was
an effective way to do this. Second, and more subtle,
was the argument that government spending needed
to be cut to make room for the expected expenditure
necessary to bail out insolvent banks. Some estimates
suggest that the cost of bailing out financial institu-
tions in some crisis-affected countries could eventu-
ally reach 20 to 30 percent of GDP, which under
reasonable assumptions about the interest rate would
entail an annual cost of about 3.0 to 3.5 percent of
GDP (seetable 1.6). Eventually, the Asian economies
would need to run budget surpluses high enough to
cover this cost. Therefore beginning a modest tight-
ening of fiscal policy early on was prudent.

Critics, however, claim that the fiscal tightening
simply exacerbated the enormous economic contrac-
tion that was already taking place in the region. In
the face of collapsing output, they argue, fiscal expan-
sion, that is, a small budget deficit, would have been
more appropriate. Even if the region’s economies
needed to run surpluses over the long run to pay for
their banking bailouts, worsening a severe recession
with immediate fiscd tightening was unnecessary. In
short, they charge, the IMF failed to gauge the sever-

Cost Estimates by the IMF
of Bank Restructuring in Asia,
Selected Asian Economies
November 1998

Debt issues Interest payments

$ Percentage = $ Percentage

Economy billions® of GDP billions® of GDP
Indonesia 40.0 29.0 54 35
Korea 60.0 17.5 6.4 2.0
Thailand 43.0 32.0 4.0 3.0
Malaysia 13.0 18.0 0.9 13
Philippines 3.0 4.0 0.3 0.5

a. Atthe exchange rate of 30 November 1998.
Sources: IMF (1998b,e).

ity of the crisis and the fiscal conditions it imposed
made matters significantly worse.

Thisisan easy criticism to make with hindsight.
Clearly the fact that the IMF relaxed its fiscal targets
over time suggests that its priorities changed as the
region’s economic outlook worsened. However, it is
hard to blame the IMF for failing to gauge the depth
and likely persistence of the region’'s problems. Few
policymakers or commentators foresaw the depths of
the crisis.

Even if running a looser fiscal policy had made
more sensefor Asia sgovernments, fiscal flexibility was
severely constrained by the lack of access to interna-
tional credit at reasonable rates. If international insti-
tutions and industrial countries made more liquidity
available, Asian countries’ fiscal flexibility would im-
prove significantly.

Did the Closure of Insolvent Banks
Precipitate Runs on Solvent Banks?

Given the parlous state of the financid sector in the
crisis-affected countries, thereislittle doubt that many
banks in Indonesia, Korea, and Thailand needed to
be restructured, merged, or smply closed. The IMF
believed that speedy and concerted action in this di-
rection would, by weeding out the bad financial apples,
help restore investors confidence. In all three coun-
tries, therefore, the operations of a number of clearly
insolvent financia ingtitutions were suspended or the
institutions were closed early on. In Thailand 58 fi-
nance companies were suspended in July and August
1997, in Korea 14 merchant banks were suspended in
December 1997, and in Indonesia16 bankswere closed
in November 1997.

The IMF s critics charge that this abrupt closure
of insolvent banks panicked the public and precipi-
tated a run on sound banks. Concerned that their
banks might be closed next, depositors withdrew their
money from healthy banksin a classic banking panic.
Although only Korea had a forma deposit insurance
scheme prior to the crisis, the genera perception in
all three countries was that government guarantees
covered most of the deposit base. When this percep-
tion turned out to be false, panic ensued.

Indonesia is the most dramatic example of this.
The closure of 16 banks—which between them con-
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tained less than 3 percent of total deposits—led to a
near collapse of the entire banking system as inves-
tors switched funds from private banks to the state
banks, which they considered to be safer. Thus, the
critics argue, the IMF's policy made matters much
worse.

Clearly in Indonesia the decision to close banks
did precipitate apublic panic. However, the IMF ssup-
porters argue that the lack of clear government policy
caused the panic, not the bank closures themselves.
The Indonesian government promised only a small
deposit guarantee, did not publicize it widdly, and did
not explain publicly how depositors in banks that had
not yet been closed would be treated. Similarly, the
IMF's defendants point out, the closure of banks in
Korea and Thailand did not result in such severe runs.
That istrue, but it is also true that the financial insti-
tutionsthat were closed in these countrieswere mainly
merchant banks that did not take personal deposits.

Was the IMF too Intrusive?

Some critics question the IMF's insistence on far-
reaching structura reformsin Asia s economies. They
have suggested that the IMF went well beyond its
mandate of ensuring prudent macroeconomic policies.
Instead it was intervening excessively in the domestic
affairs of sovereign governments by demanding large-
scale restructuring in the corporate and financial sec-
tor, as well as improvements in governance, labor
markets, and competition policy.

The IMF's proponents argue that this critique
does not sit well with the facts of the Adan crisis. If
reckless monetary and fiscal expansion was not at the
root of the Asian financial crisis, as those who view
the IMF as being too intrusive also accept, devising a
response focusing on these areas made no sense. How-
ever, if, asis widely acknowledged, structural weak-
nesses in corporate governance and the financial
system lay at the core of Asid's problems, then the
IMF's loan programs would have had little chance of
success if they had not addressed structura reform.
Providing large-scale financia assistance to support
the region’s currencies would have been irresponsible
if the root cause of the problem was left unaddressed.
Continued financial and corporate weakness would
have undermined macroeconomic policy, investors

would have continued to fleg, and the IMF's ultimate
goal—a quick return to economic growth—would
have been impossible. The IMF's demands were
intrusive, but necessary.

Did IMF Bailouts Increase
Global Moral Hazard?

While much of the criticism directed a the IMF has
focused on its strategy in Asia, some criticize the very
existence of IMF support. This argument is based on
the concept of moral hazard. Moral hazard implies
that investors and borrowers behave imprudently be-
cause they believe they will be bailed out if their in-
vestments go sour. IMF loans, argue some critics,
exacerbate moral hazard in two ways: they absolve
governments from the consequences of profligate poli-
cies, thereby encouraging them to continue the prof-
ligacy inthefuture, and they reward recklessinvestors.
Because the IMF's loans to the crisis-affected Asian
countries were unusualy large, the critics argue that
they set adangerous precedent that will increase moral
hazard worldwide.

Although multibillion dollar support packages
clearly run somerisk of changing investors incentives,
three reasons support the view that the critics have
exaggerated the moral hazard argument. First, most
investors in Asia, whether foreign or domestic, suf-
fered substantial losses. Typical investorsin Asiahave
seen the value of their investments reduced to a third
or aquarter of their precrisis value. Second, it is hard
to believe that governments relish the tough condi-
tions the IMF imposes on them. Many governments
that turn to the IMF later lose power, asthey areforced
to implement politically unpopular changes. Third, the
costs of not intervening in Asia's crisis would have
been extraordinarily high. Investors would have fled
even more quickly, countries would have been forced
to default on their debts, and the region (and perhaps
the world) could have been plunged into an even more
seriouscrisis.

THE NEXT STEPS
As the region’s economies began to stabilize during

1998, the full impact of the crisis on corporate and
banking sectors gradually became apparent. Large
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parts of the corporate and financial sectorsinthecrisis-
affected countries were either insolvent or in deep
financia trouble. Statistics provided by private sector
analysts paint a considerably gloomier picture than
official estimates. Analysts at the Deutsche Bank, for
instance, have estimated that the ratio of
nonperforming loansto total loansisashigh as60 per-
cent in Indonesia and is above 30 percent in PRC,
Korea, Malaysia, and Thailand (Deutsche Bank
Research various issues). At these levels, if non-
performing loans were written off against bank capi-
tal the net worth of the whole banking system would
be negative. To recapitalize these banks in order to
reach the minimum 8 percent capital adequacy ratio
recommended by the Basle standards would cost
between 20 and 30 percent of GDP (World Bank
1998d).

A simulation anaysis on the effect of the de-
valuation and of credit and interest rate shocks under-
taken by the World Bank (1998a) shows that on
average, firmsin the crisis-affected countries|ost about
half of their equity value. One firm in three had loans
that exceeded its equity value. Given these figures, it
is clear that improving the hedlth of the financial and
corporate sectors must be a top priority across the
region.

The need to restore the appropriate conditions
for viable financia ingtitutions and firms to operate
normally as quickly as possible dominates the short-
run agenda. That means drawing a distinction between
viable and nonviable firms; restructuring domestic and
foreign debt; all ocating | osses between creditors, debt-
ors, and taxpayers, and reorganizing corporate con-
trol, in particular, through mergers and acquisitions.

Exactly how these various steps occur will de-
pend crucialy on each country’s legal and regulatory
framework. Both financial and corporate restructur-
ing involve many complex issues. The World Bank
(1998a) lists four principles for bank restructuring.
First, only viable institutions should stay in business,
and losses should be allocated transparently while
minimizing the cost to taxpayers. Second, financial
discipline should be strengthened and moral hazard
minimized by ensuring that shareholders take losses
first, followed by creditors, and only lastly by deposit
holders. Third, the restructuring process should main-
tain credit discipline on existing borrowers and pro-

videincentivesfor new investorsto provide fresh capi-
tal to the bank. Fourth, the restructuring process
should be speedy, to restore normal credit flows and
confidence in the banking system quickly.

So far, the crisis countries have had varying suc-
cess in financial restructuring. Most have introduced
legidlation to strengthen prudential regulation and
improve banking supervision. Throughout the region,
disclosure requirements, auditing standards, loan clas-
sification, and provisioning rules are being improved.
All the crisis countries have created financial restruc-
turing ingtitutions, such as the Indonesian Bank Re-
structuring Agency and the Thai Financial Sector
Restructuring Authority. All have provided substan-
tial public money for bank recapitalization, and all
have closed down some insolvent institutions. None-
theless, they till have along way to go before their
financia sectors are fully restructured.

Unfortunately, progress in corporate restructur-
ing has been much dower than in the financia sector.
The region’s firms are heavily indebted both to local
banks, and in some cases to foreign banks. In Indone-
sig, in particular, corporate foreign debt ishuge, though
virtualy all firms have stopped servicing their debt.
Corporate indebtedness is dowing down production
and investment dramatically (because insolvent firms
cannot borrow), and it is also preventing a speedy so-
lution to the region’s financia restructuring (because
most banks' loans areto local firms).

However, corporate restructuring in the region
is plagued with problems. Most important is the weak-
ness of bankruptcy law and its enforcement. Even
though the crisis-affected countries have revamped
their bankruptcy laws in the past year, they do not
have enough trained people to implement them.
Second, the sheer logistics of restructuring hundreds
of companies are formidable. Although some of the
region’s governments have promoted voluntary debt
restructuring between firms and banks—by, for
instance, removing tax disincentives and legal barri-
ers—few formal institutions to organize corporate
restructuring exist.

The sentiment that existing shareholders should
lose control of thefirmsiswidespread. However, some
argue that such a view skirts two important consider-
ations. First, insiders possess knowledge specific to the
firm, and removing them would remove an important
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asset of the firm. Second, the crisis-affected countries
face a shortage of domestic equity capital. As banks
are largely in public hands, surrendering corporate
control to creditor banks would be equivalent to
nationalization. These concerns may be exaggerated,
but experience suggests that reforming corporate
governance is a long and difficult process, strongly
opposed by those currently in control. Because exist-
ing owners have better information, and often strong
political ties, dramatic and rapid corporate restruc-
turing is unlikely.

Slow corporate restructuring has negative im-
plications for the cost and sustainability of financia
sector restructuring. As most financial sector assets
arecorporateliabilities, the existence of insolvent firms
undermines the rationale for injecting new capita into
banks. Thereislittlejustification for propping up banks
if their debtors are al bankrupt. The result may sim-
ply be more fiscal transfers to cover new losses later
on. In this respect, unfortunately, the experience of
Mexico and Eastern Europeis not particularly encour-
aging. There bank restructuring took longer and cost
the taxpayer more than anyone had envisaged.

STRENGTHENING THE INTERNATIONAL
FINANCIAL ARCHITECTURE

The severity of Asid s financial crisis, the speed with
which it spread, and the shortcomings of the interna-
tional response have all contributed to a wide-
ranging debate on the basic rules and ingtitutions that
govern globa finance. How can this globa financia
architecture be improved so that crises can be avoided
and can be better managed when they do occur?

Background

Recent efforts to improve the global financia archi-
tecture began at the Halifax Summit of the G7 lead-
ersin 1995. In the wake of Mexico’s financia crisis,
policymakers aready fet that globa ingtitutions and
rules needed to be updated to cope with a modern
world of integrated capital markets. The existing
Bretton Woods architecture had originally been de-
signed for aworld where capital mobility was limited
(box 1.5). Even though it had evolved over the years,
financia markets had changed far more profoundly.

Asofficial discussions on aninternational finan-
cia architecture have proliferated since 1995, so an
increasing number of organizations have become in-
volved (box 1.6). In addition, a number of individual
academics and other commentators have put forward
their own reform proposals. The result is a plethora of
ideas. However, few concrete changes have occurred.
This is partly because internationa institutions and
policymakers have been preoccupied with the imme-
diate task of crisis management, but mainly because
the issue of international financial reform is extraor-
dinarily complex.

US Deputy Secretary of the Treasury Lawrence
Summers recently referred to the “integration
trilemma’ (Summers 1999). He noted that in the years
ahead the central task of international political
economy will be to reconcile as well as possible the
three goals of greater integration, proper public man-
agement, and national sovereignty. In effect, policy-
makers would like the international financia system
to fulfill a number of goas. They would like to foster
capital market integration, they would like interna
tional financial marketsto be regulated and supervised
just as national markets are regulated and supervised,
and they would like to maintain national sovereignty.
Unfortunately, these three goals are incompatible:
maintaining national sovereignty in a world of free
capital means forfeiting market regulation and sup-
port. Conversdly, to create regulations and a lender of
last resort at the international level implies overrid-
ing nationa sovereignty. The only way that a country
can regulate and support its financia markets while
maintaining national sovereignty isby controlling capi-
tal flows.

Thisincompatibility of goalsisparticularly strik-
ing in the area of exchange rate management.
Policymakers want the benefits of capital market in-
tegration, they want exchange rate stability, and they
want each country to be able to pursue its own macro-
economic policy. Unfortunately, these three goals are
at odds. They form what economists Obstfeld and
Taylor (1998) have called the “open economy
trilemma.”

To understand why, consider figure 1.8. Each
corner of the triangle represents one of the
policymakers' three goals, and each side of the tri-
angleindicatesapossibleregime. “ Adjustment” means
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The Existing Bretton Woods Financial Architecture

The IMF and the World Bank were
set up at the Bretton Woods
Conference in 1944 to prevent a
repeat of the international financial
problems that had occurred during
the Great Depression. The IMF was
to oversee the Bretton Woods system
of fixed exchange rates and the
World Bank was to provide capital
for postwar reconstruction, and later
for projects in developing countries.
Plans for a third institution, the
International Trade Organization,
foundered in 1947 when the US
Congress refused to accept it. In its
place, the “provisional” Genera
Agreement on Tariffs and Trade
took on the role of reducing
international trade barriers through
a series of eight multilateral
negotiating rounds. Eventualy,

on 1 January 1995, the World
Trade Organization came into
existence.

The World Bank’s goa was to
provide foreign exchange and
technical assistance for development
projects, particularly physical
infrastructure such as bridges and
dams. During the past 50 years its
role has broadened to include
virtudly all aspects of the

development process. Later a number
of regional banks were founded,
including the ADB. Their regional
proximity and smaller size led them
to be more innovative in some respects.

The IMF oversaw the Bretton
Woods exchange rate regime. The
am of the Bretton Woods system was
to enable countries to achieve full
employment and balance-of-
payments equilibrium simultaneously.
Temporary deficits were to be
covered from a country’s own
reserves and, if necessary, by loans
from the IMF. Only fundamental
balance-of-payment problems, that is,
ones that could not be corrected
without excessive unemployment or
inflation, were to be corrected by
exchange rate changes. The IMF's
Articles of Agreement called for
convertibility of current account
transactions only. Article VI, section
3, gives members the right to apply
controls on capital flows. In 1997 the
Interim Committee—the advisory
body that oversees the IMF—
recommended that the Articles of
Agreement be amended to extend
jurisdiction to issues relating to
orderly liberalization of capital
markets.

The Bretton Woods system
depended on countries’ willingness
to hold their reserves in US dollars.
This, in turn, was conditional on
their expectation that they could
convert dollars into gold at a fixed
price. In the mid-1960s, as US
inflation rates rose, partly because
of the cost of the Viet Nam War,
confidence in the dollar's
convertibility began to erode.

The system collapsed after
President Nixon abandoned the
US doallar’s convertibility in 1971
and the fixed exchange rate regime
broke down.

After the breakdown of the
Bretton Woods regime, the IMF
formally began to oversee the new
“system” of floating exchange rates.
In practice, its focus moved to the
developing world. It played a
central role during the debt crisis
of the 1980s, coordinating lender
banks and providing adjustment
finance. In the 1990s it has assisted
formerly communist economies in
their transition to market
economies and has played a
central role in combating
financia crises.

that a country can pursue independent macroeco-
nomic policies. If the economy is dowing down, for
instance, the country can adjust by reducing interest
rates. “ Confidence” denotes the ability to protect ex-
change rates from destabili zing speculation. With con-
fidence, trade and investment flows are encouraged.
“Liquidity” refersto the ability to borrow money from
abroad through the free flow of capital. For countries
to have this liquidity, international capital flows must
be free. Unfortunately, it is only possible to achieve
two of these god's at once.

Suppose a country wants a stable exchange rate
aswell asliquidity (that is, free accessto international

capital). To achieve these godsit must either establish
a currency board or join a monetary union. That, in
turn, means giving up the policy independence associa
ted with aflexible exchange rate. In aworld of freely
mobile capital, fixed, but adjustable, exchange rate
pegs are unsustainable, because they would immedi-
ately be tested by currency speculators. The only way
a country can maintain confidence (currency stabil-
ity) and adjustment (the ability to run an independent
macroeconomic policy) is by restricting capital flows.
That was the combination chosen by policymakers
under the original Bretton Woods regime. For the first
25 years after the Bretton Woods agreement, the glo-
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At the last major restructuring of
the international financial system
in 1944—the Bretton Woods
Conference—all the major
participants were comfortably
housed in a single rura hotel in
New Hampshire. The views of just
two people, John Maynard Keynes
representing the United Kingdom
and Harry Dexter White for the
United States, dominated the
conference. A comparable
conference today would probably
need every hotel room in a medium
sized American city. With so many
different agendas and vested
interests, discussion on any
proposals (if, indeed, any
agreement could be reached) would
take far longer than the
deliberations at Bretton Woods.

Today a number of officia
groups are involved, al of which
have their own ideas on how to
proceed. The best known of these is
the G7, which consists of the seven
most influential industrial
countries, and whose current
membership was determined at a
summit meeting in 1976. This
group has become the foca point
for international cooperative

efforts. Indeed, it was the G7 that
coined the term financial
architecture in 1995, and the G7
finance ministers have worked
regularly on this issue. The most
recent initiative of the G7 in this
regard is the creation of a financial
stability forum.

The G10 is an older group, set
up in 1962, and includes 11
industrial countries (Switzerland
joined later, but the name was not
changed). It consists of central bank
governors and finance ministers, and
consequently focuses on
international financial matters. The
group is closely related to the Basle
Committee on Banking Supervision,
and both groups are based in the
offices of the Bank for International
Settlements. Europe tends to
dominate the group, with 8 of the 11
members being European countries.

The G22 is an ad hoc group of
countries set up by the United States
in April 1998 and includes a humber
of emerging market countries. At its
first meeting three working groups
were set up to examine issues of
enhancing transparency and
accountability, strengthening
financial systems, and managing

Too Many Architects Spoil the Blueprint?

international financial crises. These
working groups delivered their
reports in October 1998. At the
request of several small European
countries, the G22 was expanded to
become the G26; however, it has not
met formally again.

Despite their overlapping
memberships, the various groups
bring a wide range of different views
and perspectives to the discussions of
the international financial
architecture. While these different
viewpoints no doubt enrich the
discussions, whether this plethora of
architects will eventually contribute
to a more solid architecture or merely
generate too much dissension and
divergence about the blueprint
remains to be seen.

Note: The G7 consists of Canada, France,
Germany, Italy, Japan, the United Kingdom,
and the United States. The G10 includes the
G7 plus Belgium, the Netherlands, Sweden,
and Switzerland. The G22 comprisesthe G7
and 15 emerging market economies (Argen-
tina; Australia; Brazil; PRC; Hong Kong,
Ching; India; Indonesia; Korea; Malaysia;
Mexico; Poland; Russia; Singapore; South
Africa; and Thailand). The G26 consists of
the G22 plus Belgium, Netherlands, Sweden,
and Switzerland, that is, the four countries
included in the G10 but not in the G7.

bal financia architecture was based on a system of
fixed exchange rates and strict capita controls.
During the 1960s, however, private investors
gradually began to evade these capital controls, and
international capital movements increased. As capi-
tal mobility increased, countries were forced to choose
between the ability to maintain macroeconomic policy
independence and exchange rate stability. The break-
down of the Bretton Woods system of fixed exchange
rates in the early 1970s shows that industrial coun-
tries chose to maintain independence by forfeiting
fixed exchange rates. Since then, the world's mgjor
currencies—the US dollar, the yen, and the European

currencies—have al floated. However, in recent years,
some European industrial countries have shifted in
the opposite direction. They have solved the open
economy trilemma by giving up exchange rate flex-
ibility entirely and creating asingle currency, the euro.

In developing countries capital flows remained
tightly controlled for much longer. However, in the
1980s, and particularly in the 1990s, the trend toward
greater capital mobility has spread worldwide. Thus
ever more countries face the choice between exchange
rate stability and policy independence. Most have
moved toward exchange rate flexibility. In 1976, for
instance, 86 percent of developing countries pegged
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Open Economy Trilemma

Adjustment
Bretton Woods Floating exchange rate
Confidence Liquidity
Gold standard,
currency board,

Source: Krugman (1998).

their currency to a single currency (such as the US
dollar or the French franc) or to abasket of currencies.
Twenty yearslater only 45 percent of developing coun-
tries il had pegged exchange rates.
TheAsanfinancia crisis, aswell asrecent crises
inBrazil, Mexico, and Russig, hit countrieswith pegged
exchange rates and heavy inflows of foreign capital.
They were a direct result of the open economy
trilemma. Thus at the heart of the debate on improving
the international financial architecture is the thorny
guestion of which of the three goals to give up.

Proposals for Strengthening
the Architecture

Proposals for strengthening the international finan-
cia architecture abound. These proposals differ sig-
nificantly in terms of their nature and scope. Some
proposals are radical and demand a total overhaul of
the existing structure, some are conservative and rela-
tively easy to implement within the existing structure,
some suggest moreforceful responsesto thecrisisfrom
the international community, while others would rely
more on the market for crisis resolution. The follow-
ing section reviews a set of salient proposals.

Controlling Capital Flows. One group of financial re-
form proposals hopes to solve the open economy

and currency union

trilemma by controlling capita mobility. Some com-
mentators question the very goal of free capital flows,
arguing that free trade alone should be the main ob-
jective of development and growth policies. They of-
ten put forward two arguments to support this view.
First, countries can reap the benefits of free trade in
goods and services without simultaneously opening up
their financial marketsto foreign competition. Accord-
ing to this view, capital mobility is an optional extra.
Second, severa commentators argue that the theo-
retical benefits of free capital flows, such asincreased
investment and more efficient use of funds, do not
occur in reality, because the efficiency gains that a
country reaps from opening up to foreign capital are
more than offset by increasing uncertainty and greater
risk of financia crises. Because financial markets are
plagued by imperfect information and a tendency to
overshoot, they bring developing countries more risks
than rewards. Some economists claim that there is no
empirical evidence that countries perform better with
capital mobility than without.

AsPart 111 of the Outlook shows, these arguments
sit uneasily with both economic theory and facts. His-
tory shows that countries that try to pursue free trade
while maintaining capital controls suffer a number of
problems as people try to evade the capital controls.
Importers, for instance, often overinvoice their ship-
ments to smuggle capital out of the country. As econo-
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mies develop and become more open, capital controls
not only foster corruption, but also restrict the growth
of trade.

Increasing global integration increases uncer-
tainty. However, this aso occurs as trade is liberal-
ized. Terms of trade shocks—the sudden rise or fall in
a key export or import price—are potentialy as un-
settling as the contagious spread of financial crises.
Moreover, the claim that there is no empirica evi-
dence of any measurable impact of capital account
liberalization on a country’s welfare is overstated, a-
though the empirical work in this area is nascent.

Market integration is an ongoing multilateral
process. While analyzing the costs and benefits for a
single economy is possible, the ultimate benefits of
integration will depend on policies followed by all
countries and their evolution over time. While one
country might not suffer too much by sowing down
or reversing its capita mobility, the negative impact
of many countries doing this could be much higher.
For all these reasons, reforms of the financial archi-
tecture that are based on a broad move away from
capital mobility make little sense.

However, this does not imply that al capital
account liberalization is good. The record of financia
crises, especialy in Asia, showsthat ill-planned libera-
lization of capital flows—without the appropriate mar-
ket reforms—can result in financial instability and
imply large economic costs. The Asian crisis showed
that when countries open up their capital accounts
without effective supervision and regulation of finan-
cid intermediaries, they become more vulnerable to
crisis, because the access to foreign capital magnifies
the weaknesses and distortions of the domestic finan-
cia system.

This suggests that financial liberalization must
be carefully sequenced. A number of architectural
reform proposals are designed to assist that process.
Some concentrate on improving market regulation,
bank supervision, and transparency standards. Others
concentrate on minimizing the risks associated with
capital flows, focusing on measuresto discourage short-
term borrowing in foreign currency, which is widely
regarded asthe most dangerousform of foreign capital.

The goal is not to proscribe international finan-
cia transactions, but smply to increase their relative
cost. This can be done in a number of ways. The most

widely supported is to tax foreign borrowing. Chileis
the most well-known example of this approach. Until
1998, any company that borrowed abroad had to place
30 percent of the proceeds at the central bank for one
year. Thisunremunerated reserve requirement wasthe
equivalent of a hefty tax on short-term borrowing.
Over a longer-term horizon it became much less
punitive. In addition, only Chilean companies with a
credit rating equivalent to that of the sovereign
government could borrow abroad. Alternative ways
to discourage short-term borrowing include placing
limits on open foreign currency positions by domestic
banks and ingtituting high-risks weights in the capital
requirements for foreign currency loans to domestic
firms.

These proposals raise a number of questions.
First, should the rules apply only to banks or also to
the broad corporate sector? Banks are clearly the most
vulnerable ingtitutions, but a regulation narrowly fo-
cused on banks might simply shift the foreign borrow-
ing to firms. Second, how can such rules be effective
in afinancial system that lacks adequate supervision
and regulation? Third, how can such prudentia regu-
lations be implemented without jeopardizing a
country’ s broad commitment to liberdization? Finally,
and most important, do they work? Evidence from
Chile suggests that the main effect of the controls was
not on the level of incoming flows, but on their distri-
bution across assets of different maturities. In other
words, while overal capital inflowswere not affected,
short-term inflows were effectively discouraged
(Vades-Prieto and Soto 1997).

While prudentia controlson capital inflows may
help prevent a crisis, they are not much use once a
crisis occurs. However, some commentators suggest
that different capital controls—this time, controls on
outflows—may be an important component of crisis
resolution. Imposing controls on capital outflows
allows policymakers to sever the links between
domestic interest rates and exchange rates. Thus they
can lower interest rates and stimulate the domestic
economy without incurring the cost of a currency
devduation. While capital controls themselves do not
solve the fundamental economic problems underlying
acurrency crisis, their proponents argue that they can
give policymakers time to address the relevant reform
issues. (See Part I11 for more discussion on thisissue.)
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Such a strategy carries considerable risks. First,
there is the risk of a strongly negative market reac-
tion. Once a country resorts to controls on capital
outflows, investors will worry that politicians could
introduce them again. They will therefore demand
higher returns to invest in that country again. Worse,
the introduction of capital outflow controls could
unsettle markets more broadly and have negative
consequences for the market access of other develop-
ing countries.

Second, capital outflow controls are not often
implemented and managed by benevolent govern-
ments, but by partisan policymakers in a distorted
environment. They create the incentives for corrup-
tion and reduce the pressure for paliticians to intro-
duce politically unpopular structural reforms. If
“temporary” controls on capital outflows remain in
place for long, the negative implications for a country
quickly rise. For al these reasons, proposals to sanc-
tion the broad use of capital outflow controls are un-
likely to find much support among international
financial architects.

Improving Regulatory Standards. One of the main
causes of the Asian financial crisis was poor regula-
tion and supervision of financial institutions. Hence
it is not surprising that much of the effort to improve
the international financial architecture has concen-
trated on finding ways to improve international stan-
dards of financia regulation and supervision.

Two of the G22 working group reports were con-
cerned with these issues: one concentrated on trans-
parency and accountability (G22 1998c), the other on
strengthening financial systems (G22 1998b). The re-
port on transparency contained a variety of sugges-
tions ranging from the uncontroversia (for instance,
that private firms should adhere to national account-
ing standards) to the ambitious (that wide-ranging data
on the international exposure of financial ingtitutions
and firms should be compiled and published). The
report on strengthening financial systems enumerated
major weaknesses in many domestic financial sectors,
such as inadequate risk management, faulty deposit
insurance schemes, and mismatched assets and liabili-
ties. It found that international consensus existed in
many areas of banking supervision and securitiesregu-
lation, but that in some areas best practices and stan-

dards needed to be defined, and noted that standards
should be defined in a collaborative manner so that
both industrial and developing countries have a voice.

The Badle Capital Accords are widely regarded
as a model for international supervisory standards.
Although originally agreed on by the G10, the Bade
standards for minimum capital adequacy for banks are
now widely accepted. To ensure that banks are ad-
equately capitalized, the Basle standards are specified
against banks' risk-adjusted-assets rather than their
total assets. The Basle Capital Accords provide a
framework for classifying assetsaccording to their risk
categories, specifying different risk weights for differ-
ent risk categories, and calculating risk-adjusted-
assets. Since 1997 they have been supplemented by a
broader set of core principles of banking supervision.

One way to encourage countries to adopt such
standardsis through IMF surveillance. The G22 work-
ing committees, for instance, recommended that the
IMF issue atransparency report along with its regular
Article IV economic assessment of member countries.
Another approach is to improve coordination between
regulatory bodies, or even to introduce a system of
peer review, whereby national regulators could super-
vise each other. Improved regiond surveillance would
be another option. In this connection, the Asian De-
velopment Bank has established a Regional Economic
Monitoring Unit to support the recently initiated re-
giona surveillance activities of the ASEAN.

Another set of reform proposals focuses on im-
proving existing regulatory standards. Some sugges
tions concentrate on tightening the rules on foreign
borrowing in developing countries. Others focus on
changing the incentives lending banks face, in par-
ticular, by updating the Bad e capital adequacy accords.
Regulating lending banks has two positive effects. The
first is realism: regulators of borrowing banks (in de-
veloping countries) are generally less sophisticated
than those of lending banks (in industrial countries).
The second effect is that better regulation might im-
prove the incentives facing lending banks.

Theexisting Basle capital standards contain sev-
era perverse incentives. For instance, risk weightings
for short-term loans are considerably lower than for
long-term loans, which gives lending banks a clear
incentive to supply short-term rather than long-term
loans to emerging markets. The ongoing revision of
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the Badle capital standards may well contain changes
totheserisk weightings. The Basle supervisorsare also
considering theissue of banks' interna risk assessment
for regulatory purposes. As the banks themselves
should have the strongest incentive to act with pru-
dence, some economists and policymakers have ar-
gued that the greater use of banks' own methods of
risk assessment (value-at-risk models) can be ex-
tremely useful for this purpose. Also under discussion
in this regard is the need for regulatory purposes of
increased reliance on market discipline through the
mandatory issuance of subordinated debt, that is, debt
that hasa“junior” claim on afirm’ s assetsin the event
of bankruptcy.

Compared with banking regulation, the prob-
lem of regulatory standards becomes much more se-
vere when it comes to auditing and accounting,
insolvency codes, and corporate governance. In these
areas, a number of private sector bodies are active.
The International Accounting Standards Committee,
a committee with members from more than 100 coun-
tries, formulates international accounting standards.
The International Federation of Accounts and the
International Organization of Supreme Audit Insti-
tutions formulates auditing standards and issues au-
diting guidelines. Committee J of the International Bar
Association has been concerned with bankruptcy laws
and insolvency guides. The International Corporate
Governance Network deals with issues of corporate
governance. While all these organizations have done
much useful work, much remains to be accomplished
in improving standards in these aress.

To improve regulatory standards in the finan-
cia and corporate sectors internationally, some have
suggested that theinternational financial organizations
should work in harmony with these private sector
entities. The international financial organizations
should recognize these standards, urge adoption by
their memberships, and monitor compliance. This
decentralized approach to regulatory reform has much
to recommend it.

Moreradica regulatory reform ideasincludethe
creation of global regulatory ingtitutions. Proposals
include a world financial authority that would be the
equivaent of the World Trade Organization for finan-
cial ingtitutions and a board of overseers of interna-
tional financial markets. In each case, given that the

god isto create aglobal supervisor and regulator con-
sistent with globa capital markets, countries would
have to surrender substantial amounts of national sov-
ereignty. That requirement renders these ideas unre-
alistic, at least for the moment.

Finaly, in this regard, a recent ingtitutiona in-
novation of the G7 has been the creation of the Fi-
nancia Stability Forum. This forum, which will bring
together central bankers, finance ministers, financia
regulators, and representatives of multilateral organi-
zations, has an ambitious mission, that is, to assess
the issues and vulnerabilities affecting the global fi-
nancia system and to identify and oversee the actions
needed to address them. It is too early to say what
role the forum will play in the evolving international
financial architecture. However, if it can create a
mechanism for improving information sharing, surveil-
lance of and agreements on standards, codes of con-
duct, and transparency requirements, then it would
significantly increase the efficiency of global financia
markets and reduce systemic risks. To achieve this
objective successfully, the forum will need to expand
its membership to emerging economies.

Rethinking Exchange Rate Regimes. The Asiancrisis
has shown that pegged, but adjustable, exchange rates
are difficult to sustain in aworld of increasing capital
mobility. Sooner or later they arelikely to be tested by
a speculative attack, forcing—at the very least—high
interest rates and budget cuts. The Asian crisis has
also reinforced another traditional argument against
fixed, but adjustable, exchange rates. by creating an
illusion of permanent currency stability, they reinforce
theincentivefor financial institutionsand firmsto bor-
row from abroad without hedging.

Given these problems, the consensus now among
economists is that only the extremes of exchange rate
management are likely to succeed. Today’s conven-
tional wisdom suggests that countries must either
rigidly and irrevocably tie their currency to another by
adopting a currency board or entering into a currency
union, or they must allow their currency to float.

Three related arguments support flexible ex-
change rate regimes. First, countries with floating cur-
renciesarelesslikely to suffer sudden crises of investor
confidence. By definition, they will not waste precious
reserves defending an exchange rate peg. Empirical
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studies confirm that serious currency crises are gener-
ally associated with the collapse of a fixed exchange
rate regime. On average, countries that see a sudden
depreciation of afloating currency suffer less macro-
economic distress.

Second, a flexible exchange rate regime allows
the government more room to act as a lender of last
resort to the financia sector. Countries committed to
defending a currency peg cannot provide domestic li-
quidity freely without risking aloss of reserves. Coun-
tries with a flexible rate need not worry about losing
reserves, because the exchange rate will simply de-
preciate as more domestic liquidity is created. This
flexibility does not mean that countries with aflexible
exchange rate can prevent financial crises generated,
for instance, by large capital outflows. In fact, if the
burden of external debt is high, the scope for increas-
ing liquidity domestically may be limited.

Third, aflexible exchange rate alows a country
more autonomy in regard to its macroeconomic policy.
This is the classic argument in favor of floating rates
(see the earlier discussion of the open economy
trilemma). However, exaggerating this benefit, espe-
cialy for developing countries, is easy. A developing
country with significant policy autonomy may have
trouble gaining credibility in international financia
markets. Too often in the past governments have used
their discretion to pursue imprudent, inflationary poli-
cies. Countrieswith floating exchange rates often have
to keep interest rates high to maintain investors con-
fidence. Mexico's experience in mid-1998 makes the
point. The peso fell by 20 percent in response to tur-
moil in Asia and Russia, yet Mexican interest rates
were considerably higher than those in Argentina, a
country with an extremely tough currency board.

The choice of currency regime will depend on a
country’s size, history, and geographical location. In
Europe, for instance, it is likely that more countries
will ultimately adopt the euro. In Latin America,
Argentine policymakers are talking seriously of
dollarization. In Asia, the future is much more uncer-
tain, and the political and practical hurdles to any
regional currency union are high. Y et the costs of ex-
cessive volatility and competitive devaluation are an
important concern in Asia’s highly open economies.

Some economists have recently advocated the
need for strong coordination of exchange rates among

Asian currencies. According to this view, recovery
fromthiscrisiscould bestrongly facilitated if thecrisis-
affected countries could re-adopt a dollar exchange
rate target, as they did before mid-1997. While ex-
change rate policy does have international spillover
effects, it does not mean that explicit coordination is
required to achieve stability. In addition, the root
causes of the current crisis were largely domestic and
structural. Therefore any attempt at international
exchange rate coordination without first addressing
those structural problemswill be based on shaky foun-
dations and is likely to be counterproductive.

Findly, thecriss-affected countriesdiffer signifi-
cantly in terms of their history of exchange rate re-
gimes. Before the crisis hit, exchange rate regimesin
Asia were not identical. Indonesia and Korea had
adopted a more flexible system (close to a crawling
peg) than Malaysia and Thailand. Although the
postcrisis period has seen a genera movement toward
greater exchange rate flexibility, the diversity in ex-
change rate regimes continues. This suggests that
Asian economies are unlikely to see complete unifor-
mity in exchange rate management soon.

Creating an International Lender of Last Resort.
A number of reform proposals focus on preventing
contagion in international financial markets by creat-
ing an international lender of last resort. The argu-
ment in favor of an international lender of last resort
is based on an analogy with the role central banks
play in national economies. When a banking panic
hits a domestic financia system, the central bank can
limit contagion by providing liquidity to the system.
In aworld of integrated capital markets, many argue
that a similar institution is needed at the international
level. By providing limited liquidity in return for policy
conditionality, theIMF aready playsasimilar, if highly
circumscribed, role. M ost advocates of an international
lender of last resort suggest that the IMF should play
this role.

However, the proposal to create an international
lender of last resort is plagued with conceptual and
practical difficulties. Conceptually, scholars do not
agree on exactly what alender of last resort does. The
classic definition stems from Bagehot (1873): the
lender of last resort should lend freely, at a penaty
rate, on good collateral in atime of financia panic.
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Thus the lender of last resort must be able to distin-
guish between healthy and insolvent ingtitutions, in-
tervening only to stop unwarranted panics and leaving
insolvent ingtitutions to fail.

Extending these conditions from banks to
countries and from national authorities to interna-
tiona ingtitutionsis extremely difficult. Thefirst prob-
lem is that of distinguishing between illiquidity and
insolvency. An international lender of last resort should
provide limitless liquidity in the case of the former,
and demand restructuring and adjustment in the case
of the latter, but as the Asian crisis highlighted, dis-
tinguishing between the two is extremely difficult.

The second problem is that of moral hazard.
National central banks put in place prudentia regula-
tions on domestic financial institutions to limit reck-
less behavior. They dso retain the power to close or
mergeinsolvent or weak financial institutions. Neither
capacity exigs at theinternationa level. Asyet, no bind-
ing globa rules of financial behavior exist, and the
IMF certainly cannot close down a recacitrant country.

Thefinal issue isthat of resources. If necessary,
a domestic central bank can provide limitless liquid-
ity smply by printing money (unless it is constrained
by a fixed exchange rate regime). The IMF has no
capacity to issue fiat money. Its resources are limited,
and despite the recent capita increase and introduc-
tion of the New Arrangements to Borrow (an emer-
gency credit line from donor countries to the IMF),
they are insufficient to make it a credible lender of
last resort. To fulfill this role the IMF would need a
substantial increase in its resources. Whether this
would be politically feasibleisunclear.

Some observers suggest that only countries that
meet astringent set of requirements, especialy as con-
cernstheir banking systems, should have accessto IMF
funds (Calomiris 1998a). To those countries that ful-
fill the requirements, the IMF should lend without
policy conditionality, but should demand collateral in
the form of government bonds. One academic sug-
gests that only countries that have complied with an
agreed risk control strategy should qualify for IMF
funds (Dornbusch 1998). These suggestions suffer from
the problem that few countries would fulfill the re-
guirements. Given the contagious nature of financia
crises, it is unlikely that large countries would be | eft
unaided even if they failed to meet the criteria. More-

over, by announcing that a country no longer fulfilled
the criteria for assistance, the IMF might actually pre-
cipitate a crisis. More modest proposals suggest that
this risk can be reduced by charging countries with
lower financia standards higher interest rates for as-
sistance (Fischer 1999).

A proposal put forward by the United States in
September 1998, and subsequently endorsed by the
G7, movesthe IMF cautiously in the direction of being
alender of last resort. The godl is to set up a contin-
gency financing facility, where countries in good eco-
nomic health can set up a precautionary credit line
with the IMF to reduce the chances of being hit by
financial contagion. Although the idea is till under
discussion, the difficulty of distinguishing between
unwarranted panic and fundamental economic prob-
lems will make this facility extremely difficult to
implement.

Finally, Japan has recently proposed the creation
of regional currency support mechanisms to comple-
ment the role and function of the IMF. The mecha-
nisms are ingtitutions that would provide liquidity in
times of financial crisis. These mechanisms, which
could be established in Asia, the Western Hemisphere,
and Eastern Europe, could be regionally funded by
countries that are economically interlinked with each
other by trade, investment, and so on, and are en-
gaged in policy dialogue with each other. Nonregiona
countries with political and economic interests in the
region could also participate. This idea of regional
currency support mechanisms, which found an ear-
lier articulation in the proposal for establishing an
Asian Monetary Fund (box 1.7), isin the initid stage
of discussion and development.

“Bailing In” the Private Sector. Another popular goa
among the architects of international financial reform
is that of bailing in the private sector. The ideais to
minimize mora hazard and spread the burden of fi-
nancia crisis by ensuring that private investors and
banks bear some of the cost.

One approach that Argentina and Mexico have
successfully pioneered isto set up private sector credit
linesbeforeacrisis. Argentinahas negotiated $6.7 bil-
lion worth of repurchase arrangements with interna
tional banks. Against the collateral of domestic bonds,
these arrangements give Argentina access to capital
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Is There a Case for an Asian Monetary Fund?

In September 1997, before the full
international implications of the
Asian crisis had become apparent,
Japan proposed the establishment of
a new Asian Monetary Fund (AMF).
Far from undermining the role of the
IMF, the AMF could act as a regional
complement to the IMF in the way
that, for example, the ADB
complements the work of the World
Bank. The sources of this
complementarity are essentially
fourfold:

m The Asian crisis has
demonstrated the need for an early
warning system. While the problems
of one or two of the Asian countries
were anticipated before July 1997, the
extent of the meltdown and
contagion took international
ingtitutions by surprise. Thus ways to
provide forewarning of impending
problems are needed, and could be
most effectively undertaken at the
regiona level, through the AMF, as
the participating countries would
have detailed knowledge of problems
in their area.

m Once a problem has been
identified in a country, the
government of that country needs to
address it speedily. Given the damage
that contagion can produce, regional
peer pressure through the AMF could
be an effective method of ensuring
that this is done.

m Given its informational
advantage and regional location, an
AMF would likely be more
receptive—hence geared to early
action—to a regiona crisis than a
global institution.

m The resources the IMF initialy
made available were insufficient to
head off the Asian crisis and
additional packages had to be
hastily assembled as the crisis
unfolded. The AMF could provide
such aline of defense on a
permanent basis.

The initial proposa for the AMF
suggested funding of $100 billion, half
of which was to come from Japan and
the remainder from PRC; Hong Kong,
China; Singapore; and Taipei,China.
The argument was that such a sum
would provide sufficient liquidity to
forestall speculative attacks on the
region’s currencies. Unlike the IMF's
loans, the AMF's assistance would
not come with economic conditions
attached.

Despite strong support from
Malaysia, the proposal did not get far.
Only two months after it had first
been suggested, it was turned down
at the fifth Asia-Pacific Economic
Cooperation meeting in Manila.
One objection was the fear that
financial support without any
conditions attached would raise the
risk of moral hazard. Another
risk was lack of coordination
and of potential conflict with
theIMF.

Nevertheless, during the IMF/
World Bank Annual Mesting in 1998,
Japan returned with a more modest
revised proposal, the Miyazawa Plan.
This proposed a $30 hillion package
for the region. Half of the money was
to facilitate short-term trade
financing, the other half was to
promote economic recovery through

medium and long-term projects.
Japan suggested that the Japan
Export-lmport Bank, the World
Bank, and the ADB could al
participate in the undertaking.

In addition to the $30 billion
assistance plan, at the October
1998 Asia-Pecific Economic
Cooperation meeting, Japan

and the United States, with the
support of the ADB and the World
Bank, launched the Asian Growth
and Recovery Initiative that
envisages a package of $10 billion
for the crisis-affected countries.

In the face of increasing
instability of global financial
markets, the need for regional
institutions to dampen financial
contagion is being increasingly
acknowledged. Western Europe
has a comprehensive regional
financial infrastructure in the form
of the Economic and Monetary
Union. However, no such
institutions exist in Asia, in the
Western Hemisphere, and in Eastern
Europe. Along with similar
institutions for the Western
Hemisphere and Eastern Europe,
the AMF could play a potentidly
important role as a complement to
the IMF in providing funds to crisis-
affected countries and developing
an early warning system. The
implementation of such regional
ingtitutions as the AMF as part of the
newly emerging financial
architecture will help both to
enhance the efficiency of global
financial markets and to minimize
their systemic risk.

in the event of afinancia crisis. They are, in effect, a
limited form of private lender of last resort. Such ar-
rangements have considerable potential, particularly
if multilateral development banks guaranteed some
portion of the risk involved, and thereby encouraged
more private banks to participate in such schemes.

More controversial are proposalsto forcibly bail
in private investors once a crisis has struck. One
proposal, advocated by the G22, isto encourage “lend-
ing into arrears’ by the IMF. Since the 1980s the IMF
has been able, in certain circumstances, to lend to a
country that was in arrears on its commercial bank
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debt. Now this idea has been extended to countries
that are in default to other private creditors, includ-
ing bondholders. Provided that the country is willing
to undertake strong policy adjustment and is making
good-faith efforts to work with creditors to solve its
financial problems, the IMF can lend to the country.
This effectively sanctions a default. The goa behind
this approach is to encourage recalcitrant creditors to
negotiate, and thereby to promote orderly and
responsible debt restructuring rather than chaotic
default.

The G22 working group aso recommended that
bond contracts be modified to facilitate restructuring.
By including so-cdled collective action clauses, such
as the collective representation of creditors, designat-
ing a trustee to speak for creditors, binding majority
decisions, and formulas for sharing the costs of work-
outsin all sovereign bond offerings, involving the pri-
vate sector in the resolution of financial crises would
be easier. While an orderly workout is clearly superior
to adisorderly one, the risk involved in changing bond
contractsis that the market for such bonds will shrink
and the cost of funds will rise.

Moreradica proposasaong similar linesinclude
imposing “haircuts’ (mandatory losses) on investors
if they flee during afinancial crisis. One proposal sug-
gests a mandatory debt rollover option with a penaty
on al foreign currency lending (Buiter and Sibert
1998). This option would entitle the borrower to ex-
tend or roll over the debt a maturity for a specified
period, say three or six months, at a penalty rate. The
penalty would have to be big enough to ensure that
the borrower would not want to exercise the rollover
option under orderly market conditions. If crisis con-
ditionstill prevailed when therollover period expired,
the option could be exercised again at an even higher
penalty. This proposal would only be useful when oth-
erwise solvent borrowers are unable to roll over their
foreign currency debt because of a liquidity crisis or
credit crunch. It only helps when a country is solvent,
willing to pay, but prevented from doing so because
international financial and credit markets are tempo-
rarily closed to it. Given the difficulty of distinguish-
ing between insolvency and illiquidity, it is not clear
that a market for such options would emerge. This
proposal, too, might simply raise the cost of capita
for borrowing countries.

The most radicd ideas for bailing in the private
sector focus on creating an international bankruptcy
court. Just as domestic bankruptcy courts can prevent
creditor grab-races; decide on ahierarchy of claimants;
and alow an insolvent, but viable, firm access to new
financing, so some commentators suggest there should
be an international bankruptcy court to restructure
countries’ debts. Thisideastandslittle chance of being
implemented. First, it would demand a huge surren-
der of nationa sovereignty. Second, national bankrupt-
cy codes differ enormously, and reaching international
agreement on a single code is highly unlikely.

Toward an Agenda of Minimum
Necessary Reforms

Massachusetts Institute of Technology economist
Rudiger Dornbusch has noted that in the aftermath
of every crisis, whether awar or acurrency collapse, a
soul-searching effort to build a better world ensues.
This is a great occasion for bad ideas or impractica
ones (Dornbusch 1998). The Asian financid crisisis
just such an occasion: it has prompted scores of
proposals for a new international financial
architecture.

Many of these ideas are interesting, yet imprac-
tical. Many are innovative, but often inconsistent with
each other. The reason is that different reformers
choose different combinations of national sovereignty,
financial market regulation and support, and capita
mobility. Given theseincompatible goals, international
policymakers are unlikely to agree on radical changes
to today’s financia architecture. Nonetheless, effec-
tive reforms can take place within the existing insti-
tutional system. These include the following:

m Negotiatingminimuminternationalstandardsoffi-
nancial practice. Despite considerable progressat cre-
ating international norms, auditing and accounting
practices till vary considerably across countries. This
makes it difficult for lenders to gauge the financial
conditions of borrower banks and corporations. Dif-
ferences in corporate governance practices, investor
protection laws, and laws relating to insider trading in
securities markets also make international capital
markets less transparent and more dangerous than
they need be. Whileindividual countries should imple-
ment reforms in these areas as they deem appropri-
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ate, minimum international standards would help pre-
vent national problems spilling over to the interna-
tiona level.

m Introducingprudentregulationofcapitalaccounts.
While devel oping countries should aim for integration
into the international financia system, this should not
imply areckless rush to capital account convertibility.
The gradual and cautious removal of capital controls
may be appropriate for countries whose domestic
capital markets are underdeveloped and whose
capacity to regulate excessive risk taking by domes-
tic institutions is limited. For many developing
countries, Chilean-style taxes on capita flows may be
helpful.

m Reformingexchangerateregimes.Large unexpected
swings in the exchange rate can bring serious finan-
cia distress to domestic banks and corporations with
unhedged debt exposure. This problem can be mini-
mized in two ways. First, afloating exchange rate will
induce banks and corporations to hedge their foreign
currency debt. Second, a currency board or currency
union will permanently eliminate unexpected currency
fluctuations. International financia institutions, par-
ticularly the IMF, can push the agenda of an appropri-
ate exchange rate regime without any fundamental
institutional change.

m Creatingtheframeworkforanorderlyrestructuring
of problem debts. Debt restructuring today isadifficult,
protracted process. Modest changes—including
clauses for majority voting and the provision of a
trustee to represent and coordinate creditors—could
easily be introduced. If industria countries included
such provisions in their bond contracts, they could
become standard practice, then developing countries
would not incur a price penalty when they introduced
them.

m Encouragingprivatesectorcreditlines. Giventhe
IMF's limited resources and the conceptua difficul-
ties surrounding the notion of an official international
lender of last resort, limited credit lineswith the private
sector appear promising. Argentina’s contingency
finance arrangements with private banks seem to have
served it well. With multilateral guarantees this
approach might prove useful for more countries.

These modest proposals do not constitute a new
Bretton Woods. They do not call for a massive new
bureaucracy nor a huge investment of public funds.
However, they could help to reduce the risk of finan-
cial crises and reduce their severity should they occur.
That alone would bolster, rather than hinder, the pro-
cess of financia integration from which both indus-
trial and developing countries have so much to gain.



Economic Developments
and Prospects

heworld economy moved down two divergent tracksin 1998. Many devel-

oping economies contracted, as currency chaos buffeted markets on severd
continents. Contrary to their experience in recent decades, the more open
and dynamic devel oping economiesfared badly, with many having to confront
panicked investors and large capital outflows. In marked contrast, Europe and
North America continued to grow strongly. In the United States, low inflation
and seemingly limitless faith in the expansion of corporate earnings drove
equity markets to record heights.

World output growth fell sharply to 2.2 percent in 1998, from a strong
4.2 percent in 1997. The dowdown had severa causes, including the crisis-
induced contraction of many Asian developing economies, the Russian
devaluation and default, thefiscal problemsand currency instability in Brazil,
and the deepening recession in Japan. Spells of turmoil in Russia, Asia, and
Latin Americareverberated throughout world trade and financia networksas
international flows of private capital dowed.

After many yearsof progress, globalization took astep backward in 1998.
Tota world trade, measured in valueterms, fell from 1997 to 1998 after severd
years of near double-digit annual increases. International capital flows to
emerging markets continued to drop precipitoudy as private lenders moved to
reduce their exposure to the turbulence prevailing in many developing
€conomies.

Yet despite these developments, few now doubt the inevitability of in-
creasing integration in world trade and finance. Even after the upheavals of
1997 and 1998, most governments still regard trends toward globalization as
desirable. However, the recent economic turbulence has brought with it a
healthy awareness of therisksinvolvedinfinancial integration and the problems
inherent in relying heavily on short-term private capital to fund devel opment.
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Industrial Countries

With the exception of Japan, growth in the industria countries was strong in
1998. The United Kingdom and the United States maintained growth rates of
2.5 and 3.9 percent, respectively, despite some reduction in external demand
because of recession in Asia and Latin America. Growth in the countries
joining the euro common currency scheme (* Euroland”) varied from 1.5 percent
in Italy to 3.8 percent in Spain, with an average for the group of 2.8 percent.
Meanwhile, Japan’ s troubles with weak domestic demand and banking sector
insolvency worsened, contributing to an economic contraction of 2.8 percent.

The industrial economies generaly fared well in the face of the Asian
financial crisis. For atimethat did not seem to be alikely outcome. Russia's
default in August prompted a wave of panic sdlling in both developing and
industrial country stock markets, as investors shunned assets they deemed to
berisky, but US Federal Reserveintervention in September and October calmed
the markets. On the trade side, estimates indicate that lower Asian demand
for industrial country exports reduced output in the United States and Europe
by 0.5 percent. The impact on Japan has been somewhat greater.

Asian and Pacific Developing Economies

The dowdown in Asian growth that began with the export deceleration of
1996 and worsened with the 1997 currency crisis turned into a widespread
regional contraction in 1998. Growth in the developing economies of East
and Southeast Asia, excluding the People’ s Republic of China(PRC), wasthe
lowest since World War |1, averaging —6.9 percent in the economies of South-
east Asia and —1.4 percent in the newly industrialized economies (NIES)
(seetable). Private capital flows to emerging Asiaturned negative as foreign
investors scrambled to move money out of supposedly risky markets.

The richer and traditionally more dynamic Asian economies generaly
fared the worst during the year. Southeast Asia remained at the center of the
crisis, with Indonesia suffering ahuge contraction and Malaysiaand Thailand
hit by substantial declines. Of the four newly industrialized economies, only
Taipel,Chinaweathered the storm with little damage. The Republic of Korea
(henceforth referred to as Korea) suffered a major contraction, while
Hong Kong, China and Singapore were unable to avoid the impact of the
regiona dowdown on their trade- and financial service-based economies.

Currency devauations drove up inflation rates in several crisis-affected
Asdan countries. Across Asia, the averagerate of consumer priceinflation rose
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Selected Economic Indicators: Developing Asia,
1996-2000
(percent)

Indicator and subregion 1996 1997 1998 1999 2000

Gross domestic product growth

Devel opi ng Asi a 7.4 6.2 2.6 4.4 5.1
N Es 6.3 6.0 -1.4 2.3 4.3
PRC and Mongol i a 9.6 8.7 7.8 7.0 6.5
Central Asianrepublics 1.1 3.5 0.4 — —
Sout heast Asi a 7.1 4.0 -6.9 0.8 2.8
Sout h Asi a 7.2 4.7 57 55 5.8
The Pacific 3.1 -3.4 0.1 — —

Inflation rate

Devel opi ng Asi a 7.3 4.6 6.5 3.7 4.1
N Es 4.3 3.5 3.8 1.1 2.3
PRC and Mongol i a 8.4 2.8 -0.8 2.0 3.0
Central Asianrepublics 42.3 21.6 10.1 — —
Sout heast Asi a 6.6 5.6 21.0 8.3 6.4
Sout h Asi a 9.5 7.3 13.0 7.6 7.2
The Pacific 8.6 4.0 8.6 — —

Current account balance (relative to GDP)

Devel opi ng Asi a -1.3 0.5 3.6 2.5 1.4
N Es 0.3 1.7 9.2 4.9 2.8
PRC and Mongol i a 0.9 3.2 2.5 0.9 0.4
Central Asianrepublics -6.0 -4.2 -7.2 — —
Sout heast Asi a -5.5 -3.3 5.2 4.4 3.2
Sout h Asi a -2.3 -2.2 -2.0 -3.1 -2.5
The Pacific 4.4 -1.1 -1.6 — —

Debt-service ratio

Devel opi ng Asi a 14.2 16.0 19.2 17.7 13.5
N Es — — — — —
PRC and Mongol i a 6.7 9.8 — — —
Central Asianrepublics 15.7 22.2 — —
Sout heast Asi a 15.6 17.6 17.0 15.9 11.1
Sout h Asi a 30.2 29.6 29.0 25.3 23.9
The Pacific 10.7 12.2 0.6 — —

—Not avai | abl e.

Source: Asian Development Outlook 1999.
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to 6.5 percent from 4.6 percent in 1997. Average inflation should moderate to
about 3.7 percent in 1999 asthe shock of the late 1997 depreciationsdies out.
Current accountsimproved throughout the region as capital flowed out. From
approximate balance in 1997, Asid s aggregate current account moved to a
surplus of 3.6 percent of GDPin 1998. Most of that improvement came from
import reductions, while overall exports failed to increase as expected. The
region’ s aggregate current account should remain in surplusin 1999.

Wesak and ill-regulated banking systems contributed heavily to Asa's
initial vulnerability to capital flow reversals. Although many of the worgt hit
countries—including Korea, Thailand, and to some extent Indonesia—have
instituted significant financial sector reforms since the crisis began, the ratio
of nonperforming loans to total lending continued to rise in 1998. The re-
giona nonperforming loan ratio of 20 to 30 percent represented an equiva
lent share of output, as financia leverage in Asian economies remained at
about 100 percent of gross domestic production (GDP).

Newly Industrialized Economies. The crissengulfed emerging Asia srichest
economiesin 1998, spilling over to thefinancia centers of Hong Kong, China
and Singapore. Steep dropsin regiona trade, tourism, and financia activity
sowed both economies and prompted Hong Kong, China s monetary author-
ity to intervene in the equity market. Koreatook firm stepsto pull itsway out
of thelate 1997 financia chaos, causing thewon to stabilize and then strengthen.
Taipel,China reaped the benefits of a strong financial system, a large stock
of foreign reserves, and flexible factor markets in resisting the regional
contagion.

Aggregate growth for the NIEswas negative, and two of the four econo-
mies suffered recessions in 1998. Only Taipei,China managed to achieve
substantial growth. At the same time, inflation in the NIEs rose in 1998,
primarily because of price increases in Korea stemming from the won's steep
depreciation.

World capital flowswill continue to exert amajor influence on the NIEs
in 1999. Recovery of the Japanese economy and a stronger yen would help
stimulate recovery in this group of economies. The web of close trade and
investment tiesin the region al so makes recovery in the NI Es partly dependent
on Southeast Asia. Projections indicate that Korea will grow by 2 percent in
1999; Hong Kong, Chinawill experience acontraction of 0.5 percent in GDP,
Singapore should recover some of its momentum and post 1 percent GDP
growth; while growth in Taipei,Chinawill remain stable at around 5 percent.
Current account balances should remain in surplus in 1999.
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People’s Republic of China and Mongolia. The PRC’sgrowth dowedin 1998,
largely because of a drop in foreign export demand. Nevertheless, the PRC
fared substantially better than most of its neighbors, with 7.8 percent GDP growth.
Domestic investment demand remained strong, as the country’s exchange restric-
tions allowed the economy to resist the high domestic interest rates forced on
many other Asian countries by world capital flows. Domestic consumption
grew more dowly than in previous years. Government spending stayed under
control, with the consolidated budget deficit remaining close to balance.

Domestic savings remained at more than 40 percent of GDP, providing
the PRC with adequate investment capital to maintain positive growth. The
country made limited progress on its structural reform agenda in 1998, but
some financial reform took place in 1998, as evidenced by the introduction of
anew loan classification scheme for commercial banks. The Asian crisisgave
the PRC little incentive to reduce trade barriers or eliminate its still extensive
exchange restrictions. Export growth, which averaged 20 percent annually over
the last five years, registered a mere 0.5 percent increase in 1998. The slow-
down reflected sharply lower demand from Japan and the rest of Asia. Al-
though the drop in export demand reduced the PRC’ s trade surplus from the
previous year, it still managed a surplus on the current account for the fifth
consecutive year. The PRC’sunwillingnessto rely on short-term capital flows
and its strict regulations controlling capital movements helped save it from
the large capital outflows experienced elsewherein Asia.

The outlook for the PRC in 1999 is positive, with continued growth of
about 7 percent. Inflation will remain under control and the current account
will stay positive. The combination of large reserves and stringent restrictions
on foreign capital movements means that the PRC is unlikely to face a finan-
cia panic of the kind that struck so many of its neighbors. Over the next few
years, however, to maintain high growth rates the PRC will need to accelerate
the pace of privatization and financia reform.

Mongolia s GDP grew moderately in 1998, by 3.5 percent, despite lower
international pricesfor the country’ stwo main exports, copper and cashmere.
Economic reform has proceeded well since 1991, but Mongolia still needsto
privatize several state-owned enterprises and strengthen its financia sector.
Growth is expected to remain relatively strong in 1999.

Central Asian Republics. Aggregate growth in the four Central Asian mem-
ber countries of the Asian Development Bank dowed in 1998 because of the
Russian economic crisis and the depreciation of the ruble. To achieve sus-
tained growth these nations will need to make further progress on structural
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reform and macroeconomic stabilization. They will aso need somerelief from
external shocks, aseconomic ties|eft over from theformer Soviet Union make
this group of countries highly dependent on events in Russia.

Southeast Asian Economies. Southeast Asa seconomiesremained & the vortex
of the Asian financial crisisin 1998. Civil unrest and an unexpected change of
government in Indonesia heightened the sense of instability asthe subregion’s
largest country struggled to regain its economic footing. Thefirst to be struck
by speculative attack in 1997, Thailand moved decisively to reverse capital
outflows in 1998 through financial and other structural reforms. Malaysia
chose a different path, introducing capital controls and expanding the
government’s economic role in an attempt to shield the domestic economy
from the volatility of international capital flows. Having participated lessin
the economic boom than its neighbors, the Philippines was proportionately
less affected, while the countries of Indo-China were even less affected, but
did suffer export demand shocks.

After 4 percent growth in 1997, the region contracted by about 7 per-
cent, underperforming even the most pessimistic expectations for the year.
More than $30 hillion fled Indonesia, Maaysia, Philippines, and Thailand in
1997 and 1998. Indonesia continued to bear the brunt of the crisis as exports
and investment collapsed, reducing output by 13.7 percent. Thailand imple-
mented a series of financia reforms, but still suffered an 8 percent contrac-
tion. Malaysia at first appeared to avoid the worst effects of the crisis, but
capital outflows late in the year brought growth down to —6.2 percent. In the
Philippines tight monetary policy to defend the peso constrained investment
demand, while poor agricultural performance caused by bad weather limited
growth from the supply side. However, the Philippines’ relatively low level of
financial leverage and continued strong export demand helped save it from
some of theworst effects of the crisis. Growth in the Lao People’ s Democratic
Republic and Viet Nam dowed from the previous year, asthe former was hurt
by the baht’s depreciation and the dropoff in Thai investment, and the latter
suffered from afall in foreign direct investment from the NIEs. Cambodian
growth was flat in 1998 from 2 percent in the previous year.

Inflation in 1998 increased fourfold from the previous year, driven by
currency devauations and, in some cases, food price increases arising from
the impact of the El Nifio drought. Indonesia—stricken by shortages of basic
products and import price increases—contributed most to the regional price
increase. Fiscal constraintslimited governments' ability to cushion the effects
of depreciation, resulting in higher food, gas, and electricity prices.
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The situation of the corporate and banking sectors continued to deterio-
rate, particularly in Indonesiaand Malaysia. The proportion of nonperforming
loans rose and more financia institutions found themselves insolvent. At the
end of 1998, of Indonesia, Maaysia, Philippines, and Thailand, Indonesia
had the highest level of nonperfoming loans at 35 percent or more of loans
outstanding, followed by Thailand at upwards of 30 percent, Malaysiaat 25
percent, and the Philippines at 10 percent or more.

The economic dowdown caused a significant import contraction, which
bolstered current accounts throughout Southeast Asia. For the first timein a
decade the aggregate current account for the region registered asurplus. While
export revenues weakened as some creditors refused to roll over trade loans,
export volumes started to pick up in the second quarter of 1998, possibly
pointing the way to an export recovery.

Of the four crisis-affected economies, Malaysia and the Philippines are
the most likely to grow in 1999, abeit at a modest rate. Indonesia will con-
tinue to perform the worst among the group. On the assumption that curren-
cieswill stabilize and aggregate demand will remain wesk, inflation rates should
drop. With the exception of Cambodia, Indonesia, and the Lao People’ sDemo-
cratic Republic, Southeast Asian countries will experience single-digit infla-
tion. Reduced domestic demand will bring continued improvements to trade
and current account balances in 1999.

South Asia. Together with the PRC, South Asia managed to evade the main
impact of the Asanfinancia crisis. India’ sgrowth wasdlightly higher thanin
1997, while growth picked up in Pakistan in 1998. Asaresult of theimpact of
massive flooding on agricultural and manufacturing output, Bangladesh' s 5.7
percent growth was dightly lower than expected for the year. Sri Lankaman-
aged afairly robust 5.3 percent growth rate, down dightly from 1997.

Restrictions on trade finance lines imposed as part of the nuclear test
sanctions reduced the amount of capital available to fund current account
deficitsin the region. Exports contracted, but imports grew little asthefall in
world ail prices reduced India s import bill for oil by 25 percent. India’s cur-
rent account deficit expanded dightly to 1.8 percent of GDP. With new reluc-
tance from foreign lenders to provide financing, Pakistan had little choice but
to reduce its current account deficit by more than half, to about 3 percent of
GDP. Bangladesh—réd atively unaffected by either the Asian crisis or theim-
pact of nuclear test sanctions—continued to run a current account deficit of
about 1 percent of GDP. Sri Lanka s current account deficit was 3.1 percent of
GDPin 1998.
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Pakistan's budget deficit expanded with the loss of aid flows that had
made up as much as 6 percent of government expendituresin previous years.
The higher deficit weakened market confidence in the country. India also had
alarge budget deficit, yet its more positive externa position and conservative
monetary policy helped it increase its reserves to the relatively comfortable
level of $22 billion, or about 15 percent of GDP. Despite an extensive network
of licensing rules and regulations, India made some progress in structural
reform, which gave the economy a supply-side boost.

Severe flooding struck most of Bangladesh in 1998, damaging rice
production and reducing livestock herds. The flooding took out much of the
country’ sinfrastructure, destroying more than 6,500 bridges and washing out
11,000 miles of roads. Food productionin thislargely agricultural country fell
by about 10 percent as aresult. Although the flooding had a strong adverse
impact on fiscal accounts, emergency loans from aid donors bridged much of
the gap.

Aggregate growth in South Asiain 1999 isforecast at 5.5 percent, about
the same as in 1998. In the short run, weather fluctuations of the kind that
the La Nifia phenomenon might cause will have a large impact on actual
growth resultsin South Asia. Over the longer run, growth will depend on acceler-
ated progressin privatization, deregulation, and trade liberalization. Inflation
will fall and current account deficits will befairly low at 3.1 percent of GDP.

The Pacific. Most Pacific countrieswere mired in dow growth even before the
Asanfinancia crisis, and on average, the crisisitself had little effect on them.
However, PapuaNew Guinea, thelargest economy in the group, was an excep-
tion on both counts: it managed to achieve relatively strong growth despite
faling commodity demand from Asia. Elsawhere in the Pacific, the shock
waves from Asia hit the Solomon Idands the hardest, while Fiji, Nauru, and
Vanuatu felt some adverse effects. The remaining countries had limited direct
exposure to Asia, and so received little fallout from the crisis.

Risks and Uncertainties

Thefinancial and exchangerate crisis remainsthe main source of uncertainty
in Asia. While some currency and equity markets staged partial recoveriesin
1998 and current accounts moved into surplus, conditions continued to dete-
riorate in most economic sectors. For example, bad loan rates kept rising in
1998 as corporate failures exacerbated banking sector problems, even as many
Asian countriesinitiated significant financial sector reforms.
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The speed and volatility of the Asian crisis makesit difficult to forecast
how soon fresh portfolio capital and banking credit will begin to flow to
developing economies again. The danger of predicting a rapid recovery be-
came clear in August, when Russia’ s deval uation and default prompted anew
round of capital flight and fallsin stock markets around the world. Interna-
tional bond markets again demanded huge spreads for emerging market debt
over “safe’ issues, and bank credits contracted. Asin 1997, shocks from finan-
ciad markets quickly spread to economies at large as governments tightened
their fiscal and monetary policiesto constrict the capital outflows. Aslong as
international capital markets remain shaky, developing countriesin Asiaand
the world will be vulnerable to investor panic.

Brazil and Russia are two devel oping economies outside Asiawith dem-
ongtrated potential to disrupt Asian markets. While theinitial impact on Asia
of Brazil’slarge devaluation in January 1999 was less severe than many had
feared, continuing financia turmoil in Brazil and the rest of Latin America
could increase volatility in Asian currency markets. Worse, if Brazil were to
default on its sovereign debt, risk premiums on emerging market debt would
rise again and capital flows to many devel oping countries would evaporate.

Developmentsin the industrial countries are also likely to affect Asa's
prospects for recovery. A large enough stock price drop in the United States
would damage consumer confidence and reduce US import demand. With
the United States being the first or second largest market for many export-
dependent Asian countries, a US recession could spark another round of
contagion in the region. A recession in Europe could have the same impact,
though perhaps a smaller one. Asia's crisis-driven trade surplus could aso
provoke a protectionist response in the United States or Europe, with poten-
tially severe consequencesfor Asian exporters.

In Adig, if Japan could pull itself out of its current recession, higher
growth would raise import demand, which would provide alarge trade boost
to the region. Given the large volume of Japanese lending to the region before
the crisis, substantial progressin resolving Japan’s banking difficulties under
the current financial sector rescue package would increase the flow of private
capital to Asian banks and firms. The Miyazawa initiative to create a $30
billion Asian recovery fund may increase official capital flowsto make up for
lost private capital.

The economic crisis has spawned political uncertainties. Salient among
theseisthe possibility of social unrest leading to regime changes, as happened
in Indonesia. However, even when a government’s survival is not at stake,
political forces arising from the crisis may determine policy. For example, to
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cushion the social costs of recession, inflation, and unemployment, govern-
ments have been tempted to resort to higher subsidies, increased regulation,
and other direct government interventions. Such responses are inevitable, and
in some cases are desirable. However, governments need to be careful that
emergency measures do not slow the adoption of needed structural reforms
or, in an extreme case, lead to fiscal insolvency.



The Financial Crisis
INn Asia

he financia turmoil that began in Thailand in July 1997 spread with a

ferocity that none foresaw. Asid's once vibrant economies, used to de-
cades of rapid growth, were plunged into deep recession. This economic col-
lapse hasforced an unprecedented reappraisal of policiesin many Asian econo-
mies from corporate governance to exchange rate management. In addition,
the crisismanagers, particularly the International Monetary Fund (IMF), have
come under criticism. Intense debate continues about whether IMF policies
hel ped or hindered economic recovery. Finadly, Asa scrisishas spawned wide-
ranging discussion about the basic design of today’s international financial
system. Suggestions for reform and blueprints for improving the “interna-
tional financia architecture” abound.

The Evolution of the Crisis in 1998

Asan financial markets began 1998 on a pessimistic note. With confidence
eroded by Korea' s near default in December 1997, the region’ sfinancial mar-
ketsreached record lowsin January 1998. However, by early February markets
had bounced back, largely on the hope that foreign confidence in the region
was returning. But this optimism did not last long, partly because of turmoil
in Indonesia, and partly because of increasingly poor economic performance
in Japan. Indonesid s economic crisis began to worsen sharply in February.
Eventualy, the combination of soaring prices, civil protests, sharply rising
unemployment rates, and widespread corporate defaults precipitated a major
political crisis. On 21 May President Suharto resigned; however, thisdid little
to rally the markets.

Japan’ swoes compounded the region’ stroubles. In early February 1998,
the Japanese government declared the economy * stagnant” in amonthly report
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that offered the bleakest assessment of the country’ s business climatein more
than 20 years. Responding to the turmoil in Asian markets in mid-February,
the government unveiled along-awaited package of stimulus measures designed
to support the stock market and boost the economy. It proved insufficient.
The economy continued to contract, despite an increase in the fiscal stimulus
package in April. The tumbling yen triggered declines in other Asian curren-
ciesin June, including the Malaysian ringgit, the Thai baht, the Korean won,
and the New Taiwan dollar.

Worried by the regional impact of a plummeting yen, Japan and the
United States turned to officia intervention. On 17 June, in coordination
with the Bank of Japan, the United States spent an estimated $2 billion to
bol ster the value of the yen. Asian marketsrallied, but unfortunately, therally
did not last. By mid-August the yen had fallen to a new low. Another major
shock hit financial markets on 17 August: the Russian central bank devalued
the ruble and the government effectively defaulted on its internal debt. This
action had a dramatic and deleterious impact on all financial markets. Inves-
tors fled all types of risk, from emerging market bonds to noninvestment-
grade corporate bonds in devel oped markets.

As capital fled policymakers were forced to resort to unorthodox re-
sponses. The Hong Kong, China authorities intervened directly in the stock
market to counter what they saw as market manipulation. On 1 September
Malaysia's government made the decision to impose exchange controls to
counter speculative attacks on the ringgit. The near collapse of the Connecti-
cut-based hedge fund, Long Term Capital Management, and its rescue orga-
nized by the Federal Reserve Bank of New York, showed that by the end of
September 1998 the crisis had moved well beyond Asia.

The US Federa Reserve cut interest rates three times between Septem-
ber and December 1998, and European central banks cut their benchmark
rates. Markets were al so reassured by the decision to enhance the IMF s capi-
tal base or “quotas’ in October, which had been held up by political opposi-
tion in the US Congress. Since October 1998, conditions in Asia have im-
proved substantially. Japan has made progress on the much needed reform of
its banking sector and isimplementing thefiscal stimulus package. Buoyed by
progress in Japan, by interest rate cuts in the industrial countries, and espe-
cidly by the gradual implementation of their own reform programs, other
Asian markets began to recover.

By the beginning of 1999 one could say that Asia seconomies seemed to
have stabilized. In Korea and Thailand especialy, the bitter economic medi-
cine was beginning to work. While emerging markets remained fragile—
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asevidenced by the collapse of Brazil’ scurrency, thered, inlate January 1999—
the worst in Asia seemed to be over.

Interpreting the Crisis

Two generad interpretations dominate the debate on the cause of the criss.
One blames poor economic fundamentals and policy inconsistencies. The
other argues that Asia fell victim to afinancial panic, where negative senti-
ment became sdlf-fulfilling.

According to the “fundamentalist” view, the Asian crisiswas caused by
serious structural problems along with policy inconsistencies. Many Asian
governments provided implicit guarantees to the banking system, which often
engaged in lending practices that favored financially unqualified borrowers.
This meant that the governments' implicit guarantees created a sizable “ con-
tingent fiscal ligbility.”

By contrast, the panic interpretation views the self-fulfilling pessmism
of internationa lenders as the root cause of the crisis. The most sophisticated
version of thisargument interprets Asid scrisisasaclassic bank run. Inabank
run, if enough investors are suddenly seized with panic and demand immedi-
ate payment, then financia intermediaries are forced to destructively liqui-
date long-term assets at a great loss. The problem in an international context
isthat thereisno lender of last resort who can step in to provide the necessary
liquidity that will end the panic. In Indonesia, Korea, and Thailand short-
term external debt exceeded international reserves immediately prior to the
crisis. Economic fundamentals, such as inflation, unemployment, and the
budget deficit, are unimportant in this interpretation, athough fears about
economic weaknesses might cause the initial investor shift from optimism to

pessimism.
Which Explanation Fits Asia the Best?

At first sight, the past stellar economic record of the Asian economies does
not support the fundamentalist interpretation. However, closer inspection
showsthat these countries” economic successwas built on aparticular kind of
economic strategy that emphasized export orientation, centralized coordina-
tion of production activities, and implicit (or even explicit) government guar-
antees of private investment projects, aswell asintimate rel ationshi ps between
banks and firms. During the 1990s severa factors combined to worsen the
fundamental outlook for the region. The rapid appreciation of the US dollar
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since 1995, to which most of the region’ s currencieswere pegged; theincreas-
ing competition from the PRC in export markets, and the prolonged dow-
down of the Japanese economy were al reflected in dower export growth,
rising current account deficits, depressed stock markets, and widespread cor-
porate difficulties long before the outbreak of the crisis.

Thefinancia sector was also exhibiting significant problems. Weak pru-
dential regulation, lax and inexperienced supervision, low capital adequacy
ratios, lack of incentive-compatible deposit insurance schemes, distorted in-
centives for project selection, and sometimes outright corruption al rendered
theregion’ sfinancial systemsweaker than they appeared. Thisdid not present
amajor problem until the 1990s, when closed capital markets were gradually
opened.

The 1990s also saw a dramatic increase in foreign borrowing. Asian
companies maintained astrong biasin favor of foreign short-term debt financ-
ing. Although specific characteristics varied, a pattern of increasing vulner-
ability to external shocks emerged in all the region’s economies prior to the
criss.

In the first half of 1997, despite the worsening financial environment,
capital inflows did not dow down, but increasingly took the form of short-
term, interbank loans that could be readily withdrawn and could count on
formal guarantees in the interbank markets. However, once the crisis began,
international banks suddenly stopped lending and began to call in their loans.
A huge amount of private foreign capital fled the region in the second half of
1997.

The suddenness and speed with which capital fled the region in the
second half of 1997 give credence to the panic interpretation of the criss.
However, it was the region’s structural weaknesses that initially created the
vulnerability to shocks.

Policy Responses to the Crisis: An Overview of the Debate

The IMF, the ingtitution charged with safeguarding the stability of the inter-
national financial system, assumed the principa responsibility for dealing with
the Asian crisis a the international level. The IMF s god was to quickly re-
store confidence in the three hardest hit Asian economies—Korea, Indonesia,
and Thailand—through a combination of tough economic conditionalities and
substantial financial support.

The IMF s economic strategy had two key components. The firgt, in
keeping with its usual practice, concentrated on macroeconomic policy, the
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main component of which was to be tighter monetary policy. The second,
complementary, component of the strategy was substantial structural reform.
The IMF demanded deep reform of the region’s banking systems, breakup of
monopolies, removal of barriers to trade, and substantial improvements in
corporate transparency. This marked a significant departure from usual IMF
practice, when conditions are more closely confined to macroeconomic poli-
cies done. The IMF saw the structural reforms as essential for a long-term
solution to Asid sfinancial crisis.

Did Tight Monetary Policy Exacerbate the Crisis? Critics of the IMF argue
that the tight monetary policy approach was misconceived and counterpro-
ductive. They point out that high interest rates forced highly leveraged corpo-
rations into bankruptcy. Widespread bankruptcies in the corporate sector led
to bank insolvencies as the banks' corporate customers failed to repay their
loans. Lower interest rates would have made it easier for firms to maintain
production, thereby restoring investors confidence that the economy would
recover quickly, and would thus have caused currencies to appreciate. That
would have created a virtuous circle. Many of the critics point out that Japan
followed just such apolicy when dealing with its domestic crisis.

ThelMF, however, feared that alower interest rate policy would cause a
viciousdownward spiral. As currencies plummeted, so therea burden of debt
denominated in foreign currency would rise. Because the Asian firms had
high leverage ratios, a much higher foreign debt burden could have forced
insolvencies and caused even larger collapses in production. I lower interest
rates did not work, countries only alternative would have been to suspend
serviceontheir external debt and impose exchange control measures. However,
with the exception of Malaysia, governments did not pursue this option.

Available empirical evidence does not necessarily support the view that
interest rateswere persistently high. Indeed, severa of the crisis-affected coun-
triespursued low interest rate policieswell into the crisiswithout any success.
The IMF estimates that in Korea and Thailand, the effects of the monetary
tightening may account for less than a quarter of the expected decline in
economic growth rates between 1997 and 1998.

Did the IMF Force Unnecessary Fiscal Adjustment? Unlike many other cri-
ses that have required IMF intervention, the Asian crisis was not caused by
profligate government spending. Thusfiscal imbalanceswere not amajor con-
cern in the initial IMF programs. Nonetheless, the IMF s approach in the
crisis-affected countries was to demand atightening of fiscal policy based on
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two arguments. Firgt, it argued that in the presence of rapid capital flight,
these countries needed to reduce domestic demand to narrow their current
account deficits. Tightening fiscal policy wasan effectiveway to do this. Second,
and more subtle, was the argument that government spending needed to be
cut to make room for the expected expenditure necessary to bail out insolvent
banks.

Critics, however, claim that the fiscal tightening ssmply exacerbated the
enormous economic contraction that was already taking place in the region.
In the face of collapsing output, they argue, fiscal expansion, that is, asmall
budget deficit, would have been more appropriate. However, this is an easy
criticism to make with hindsight.

Did the Closure of Insolvent Bank Precipitate Runs on Solvent Banks?
Given the parlous state of the financia sector in the crisis-affected countries,
thereislittle doubt that many banksin Indonesia, Korea, and Thailand needed
to be restructured, merged, or smply closed. The IMF believed that speedy
and concerted action in this direction would, by weeding out the bad financial
apples, help restoreinvestors' confidence. In all three countries, therefore, the
operations of a number of clearly insolvent financial institutions were sus-
pended or closed early on.

ThelMF scritics chargethat this abrupt closure of insolvent banks pan-
icked the public and precipitated a run on sound banks. Concerned that their
banks might be closed next, depositors withdrew their money from healthy
banks in a classic banking panic. Thus, the critics argue, the IMF s policy
made matters much worse.

Clearly in Indonesia the decision to close banks did precipitate a public
panic. However, the IMF s supporters argue that the lack of clear government
policy caused the panic, not the bank closures themselves. The Indonesian
government promised only a small deposit guarantee, did not publicize it
widely, and did not explain publicly how depositorsin banks that had not yet
been closed would be treated. Similarly, the IMF s defenders point out, the
closure of banks in Korea and Thailand did not result in such severe runs.
That is true, but it is also true that the financial institutions that were closed
in these two countries were mainly merchant banks that did not take personal
deposits.

Was the IMF too Intrusive? Some critics question the IMF sinsstence on far-
reaching structura reformsin Asid seconomies. They have suggested that the
IMF went well beyond its usual role of ensuring prudent macroeconomic
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policies. Ingtead it wasintervening excessively in the domestic affairs of sover-
eign governments by demanding large-scale restructuring in the corporate and
financial sector, as well as improvements in governance, labor markets, and
competition policy.

Thiscriticism does not sit well with thefactsof the Asian crisis, theIMF
proponents argue. If reckless monetary and fiscal expansion was not at the
root of the problem of the Asian financid crisis, devising aresponse focusing
on these areas made no sense. Continued financial and corporate weakness
would have undermined macroeconomic policy, investors would have contin-
ued to flee, and the IMF sultimate goal—a quick return to economic growth—
would have been impossible.

Did IMF Bailouts Increase Global Moral Hazard? While much of thecriti-
cismdirected at the IMF hasfocused onits strategy in Asia, somecriticizethe
very existence of IMF support. This argument is based on the concept of
moral hazard. Moral hazard implies that investors and borrowers behave im-
prudently because they believe they will be bailed out if their investments go
sour. IMF loans, argue some critics, exacerbate moral hazard in two ways:. they
absolve governments from the consequences of profligate policies, thereby
encouraging them to continue the profligacy in the future, and they reward
recklessinvestors. Because the IMF sloansto the crisis-affected Asian coun-
trieswereunusualy large, the critics argue that they set adangerous precedent
that will increase moral hazard worldwide.

However this argument is not convincing for three reasons. First, most
investors in Asia, whether foreign or domestic, suffered substantial losses.
Second, it is hard to believe that governments relish the tough conditions the
IMF imposes on them. Third, the costs of not intervening in Asias crisis
would have been extraordinarily high. Investors would have fled even more
quickly, countries would have been forced to default on their debts, and the
region (and perhaps the world) could have been plunged into an even more
seriouscriss.

Strengthening the International
Financial Architecture

The severity of Asia sfinancia crisis, the speed with which it spread, and the
shortcomings of the internationa response have al contributed to a wide-
ranging debate on the basic rules and institutions that govern globa finance.
How can this global financial architecture be improved so that crises can be
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avoided or can be better managed when they do occur? Many proposas have
been put forward. The major ones are discussed below.

Controlling Capital Flows. Some commentators question the very goa of
free capital flows, arguing that free trade alone should be the main objective
of development and growth policies. They often put forward two arguments
to support this view. First, countries can reap the benefits of free trade in
goods and services without simultaneoudly opening up their financial mar-
kets to foreign competition. According to this view, capital mobility is an
optional extra. Second, several commentators argue that the theoretical ben-
efits of free capital flows, such asincreased investment and more efficient use
of funds, do not occur in redlity, because the efficiency gains that a country
reaps from opening up to foreign capital are more than offset by increasing
uncertainty and greater risk of financial crises.

History shows that countries that try to pursue free trade while main-
taining capital controls suffer anumber of problemsas peopletry to evadethe
capital controls. Aseconomies devel op and become more open, capital controls
not only foster corruption, but a so restrict the growth of trade. Whileincreas-
ing globa integration does increase uncertainty, this also occurs as trade is
liberalized. Terms of trade shocks—sudden rises or falls in a key export or
import price—are potentialy as unsettling as the contagious spread of finan-
cial crises.

However, this does not imply that al capital account liberalization is
beneficial. The record of financial crises, especiadly in Asia, shows that ill-
planned liberalization of capital flows—without appropriate market reforms—
can result in financial instability and large economic costs. This suggests that
financia liberalization must be carefully sequenced. A number of proposals
are designed to assist that process. Some concentrate on improving market
regulation, bank supervision, and transparency standards. Others concentrate
on minimizing the risks associated with capital flows, focusing on measuresto
discourage short-term borrowing in foreign currency, which iswidely regarded
as the most dangerous form of foreign capital.

Improving Regulatory Standards. One of the main causes of the Asian finan-
cia crisiswas poor regulation and supervision of financia institutions. Hence
it is not surprising that much of the effort to improve the internationa finan-
cia architecture has concentrated on finding ways to improve international
standards of financia regulation and supervision.
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The Bade Capital Accords are widely regarded as a model for interna-
tional supervisory standards. One way to encourage countries to adopt such
standards is through IMF surveillance. Another approach isto improve coor-
dination between regulatory bodies, or even to introduce a system of peer
review, whereby national regulators could supervise each other. Improved re-
giona surveillance would be another option. An alternative set of reform pro-
posals focuses on improving existing regulatory standards. Some suggestions
concentrate on tightening the rules on foreign borrowing in developing coun-
tries. Others focus on changing the incentives lending banks face, in particu-
lar, by updating the Basle accords.

Moreradical regulatory reform ideasincludethe creation of global regu-
latory institutions. Proposals include a world financia authority that would
be the equivalent of the World Trade Organization for financia institutions
and aboard of overseersof international financial markets. In each case, given
that the goal is to create a globa supervisor and regulator consistent with
global capital markets, countrieswould haveto surrender substantial amounts
of nationa sovereignty. That requirement renders these ideas unredlistic, at
least for the moment.

Rethinking Exchange Rate Regimes. The Asian crisis has shown that pegged,
but adjustable, exchange rates are difficult to sustain in aworld of increasing
capital mobility. Sooner or later they are likely to be tested by a speculative
attack, forcing—at the very least—high interest ratesand budget cuts. The Asan
crisis has also buttressed another traditional argument against fixed, but
adjustable, exchange rates: by creating an illusion of permanent currency
stability, they reinforce the incentive for financia institutions and firms to
borrow from abroad without hedging. Today’ s conventional wisdom suggests
that countries must either rigidly tie their currency to another by adopting a
currency board or entering into a currency union, or they must allow their
currency to float.

Some economists have recently advocated the need for strong coordina-
tion of exchange ratesamong Asian currencies. According to thisview, recov-
ery fromthiscrisiscould be strongly facilitated if the crisis-affected countries
could re-adopt adollar exchange rate target, asthey did before mid-1997. While
exchangerate policy does haveinternational spillover effects, it does not mean
that explicit coordination is required to achieve stability. In addition, the root
cause of the current crisiswas largely domestic and structural. Therefore any
attempt at international exchange rate coordination without first addressing
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those structural problems will be based on shaky foundations and islikely to
be counterproductive. Moreover, the crisis-affected countries differ significantly
in terms of their history of exchange rate regimes.

Creating an International Lender of Last Resort. The argument in favor of
an international lender of last resort is based on an analogy with the role
central banks play in national economies. When abanking panic hitsadomestic
financial system, the central bank can limit contagion by providing liquidity
to the system. In a world of integrated capital markets, many argue that a
similar ingtitution is needed at the international level. By providing limited
liquidity in return for policy conditionality, the IMF already playsasimilar, if
highly circumscribed, role. Most advocates of an international lender of last
resort suggest that the IMF should play this role. However, the proposal to
create thistype of lender is plagued with conceptual and practical difficulties.

The lender of last resort must be able to distinguish between healthy
and insolvent ingtitutions, intervening only to stop unwarranted panics and
leaving insolvent ingtitutions to fail. Extending these conditions from banks
to countries and from national authorities to international institutions is ex-
tremely difficult. The first problem isthat of distinguishing between illiquid-
ity and insolvency. The second problem is that of mora hazard. National
central banks put in place prudentia regulations on domestic financid insti-
tutionsto limit reckless behavior. They aso retain the power to close or merge
insolvent or weak financial institutions. Neither capacity exists at theinterna-
tiona level. Asyet, no binding global rulesof financial behavior exist, and the
IMF certainly cannot close down arecalcitrant country. Thefinal issueisthat
of resources. If necessary, adomestic central bank can providelimitlessliquid-
ity simply by printing money (unlessit is constrained by afixed exchangerate
regime). The IMF has no capacity to issue fiat money and its resources are
limited.

Japan has recently proposed the creation of regional currency support
mechanisms to complement the role and function of the IMF. This idea of
regiona currency support mechanisms, which found an earlier articulation in
the proposal for establishing an Asian Monetary Fund, isintheinitia stage of
discussion and development.

“Bailing In” the Private Sector. Another popular goa among the architects
of international financial reform isbailing in the private sector. Theideaisto
minimize mora hazard and spread the burden of financial crisis by ensuring
that private investors and banks bear some of the cost.
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One approach that Argentinaand Mexico have successfully pioneeredis
to set up private sector credit lines before acrisis. These are, in effect, alim-
ited form of private lender of last resort. Such arrangements have consider-
able potential, particularly if multilateral development banks guarantee some
portion of the risk involved, and thereby encourage more private banks to
participate in such schemes.

More controversial are proposalstoforcibly bail in private investors once
acrisshasstruck. One proposal, advocated by the G22, isto encouragelend-
inginto arrears’ by thelIMF. Sincethe 1980sthe IMF hasbeen able, in certain
circumstances, to lend to a country that wasin arrears on its commercial bank
debt. Now thisidea has been extended to countries that are in default to other
private creditors, including bondholders. The goa behind this approach isto
encourage recalcitrant creditors to negotiate, and thereby to promote orderly
and responsible debt restructuring, rather than chaotic default.

More radical proposals dong similar linesinclude imposing * haircuts’
(mandatory losses) oninvestorsif they fleeduring afinancial crisis. However,
this proposal might simply raise the cost of capital for borrowing countries.

The most radical ideasfor bailing in the private sector focus on creating
an international bankruptcy court. Just as domestic bankruptcy courts can
prevent creditor grab-races; decide on a hierarchy of claimants; and allow an
insolvent, but viable, firm access to new financing, so some commentators
suggest there should be an international bankruptcy court to restructure coun-
tries’ debts. This idea stands little chance of being implemented, however.
Firgt, it would demand a huge surrender of national sovereignty. Second, na-
tional bankruptcy codes differ enormoudy, and reaching international agree-
ment on asingle code is highly unlikely.

A Minimum Necessary Set of Reforms for the Architecture

In the aftermath of every crisis, whether awar or a currency collapse, a soul-
searching effort to build a better world ensues. The Asian financia crisisisno
exception. It has prompted scores of proposals for a new internationa finan-
cia architecture. However, effective reforms can take place within the existing
institutional system. These include the following:

m Negotiatingminimuminternationalstandardsoffinancialpractice. Despite
considerable progress at creating international norms, auditing and account-
ing practices still vary considerably across countries. This makes gauging the
financia condition of borrower banks and corporations difficult for lenders.
While individual countries should implement reforms in these areas as they
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deem appropriate, minimum international standards would help prevent na-
tiona problems spilling over to the internationa level.

m Introducingprudentregulationofcapitalaccounts. While devel oping coun-
tries should aim for integration into the international financial system, this
should not imply arecklessrush to capital account convertibility. The gradual
and cautious removal of capital controls may be appropriate for countries
whose domestic capita markets are underdeveloped and whose capacity to
regulate excessive risk taking by domestic institutions is limited. For many
developing countries, Chilean-style taxes on capita flows may be helpful.

m Reformingexchangerateregimes. Large unexpected swingsin the exchange
rate can bring serious financial distress to domestic banks and corporations
with unhedged debt exposure. This problem can be minimized in two ways.
First, a floating exchange rate will induce banks and corporations to hedge
their foreign currency debt. Second, a currency board or currency union will
permanently eliminate unexpected currency fluctuations. International finan-
cia indtitutions, particularly the IMF, can push the agenda of an appropriate
exchange rate regime without any fundamental institutional change.

m Creatingtheframeworkforanorderlyrestructuringofproblemdebts. Debt re-
structuringisadifficult, protracted process. M odest changes—including clauses
for mgjority voting and the provision of atrustee to represent and coordinate
creditors—could easily be introduced. If industrial countries included such
provisionsin their bond contracts, they could become standard practice, then
developing countries would not incur a price penalty when they introduced
them.

m Encouragingprivatesectorcreditlines. Giventhe IMF slimited resources
and the conceptua difficulties surrounding the concept of an official interna-
tional lender of last resort, limited credit lines with the private sector appear
promising. Argentina’ s contingency finance arrangements with private banks
seem to have served it well. With multilateral guarantees this approach might
prove useful for more countries.

These modest proposals do not congtitute a new Bretton Woods. They
do not cal for a massive new bureaucracy nor a huge investment of public
funds. However, they could help to reduce the risk of financial crises and
reduce their severity should they occur. That alone would bolster, rather than
hinder, the process of financial integration from which both industrial and
developing countries have so much to gain.



Economic Openness:

Growth and Recovery 1In Asia

Oenne& matters. By offering countries opportunities to trade with the
outside world, openness stimulates growth through easier accessto new
technologies and skills and to international capital markets. Furthermore, it
promotes market discipline. Among developing regions, Asia has taken the
lead in adopting outward-oriented development policies. However, the recent
financia crisisin Asiahasraised anumber of serious questions about therole
of openness in promoting sustainable growth. While the case for openness
with regard to trade, labor movement, and direct investment remains strong,
developing Asiafacesthe challenge of ensuring that the global trading system
continues to evolve fairly and takes into account the interests of developing
countries. To meet this challenge, developing Asia will have to play a more
proactive role in future multilateral trade negotiations.

Asregards opennessto financia flows, the case seems compelling, yet at
the same time, it is complex and depends on the strength of domestic finan-
cia systems. However, rather than providing a reason to postpone financial
integration, this means that reform of financial systemsisimperative.

How open arethe Asian devel oping economies (ADES)?Individual ADEs
have adopted different degrees of openness, and different country groups are
characterized by varying degrees of opennessin trade, investment, and other
factor flows. The Asian Devel opment Bank publication Emerging Asia cal cu-
lates trade openness indexes based on four important aspects of trade policy.
A fully closed economy scores zero and afully open economy scores one. On
thisset of indexesEast Asiascores0.97, Southeast Asiascores0.73, and South
Asia scores 0.06. The growth of the East and Southeast Asian countries has
been particularly strong until recently, reflecting their openness to trade.
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Policies toward Foreign Trade

The average growth of trade in goods in the PRC, the NIEs, and Southeast
Asiaoutpaced that in South Asian countries, and evenin theworld asawhole. The
NIEs and the Southeast Asian countries maintained much lower average rates
of protection than South Asia and other non-Asian developing economies in the
1980s, and so their spectacular economic performance is hardly surprising.

However, in the 1990s many developing countries—including the PRC
and most South Asian countries—have attempted to emulate the trade and
growth performance of the NIEs and Southeast Asian economies by gradually
adopting economic policy reforms, of which the most important is trade
liberalization. Thus the leadership of the East Asian economies in maintain-
ing more open trading regimes than other devel oping countries has been eroded
in recent years, particularly when judged against non-Asian developing
€Cconomies.

Trade in services has been increasing in the ADEs, reflecting a global
trend. Transport, travel, and insurance have long been associated with the
growth of goods trade and tourism in Asia. Nevertheless, widespread restric-
tions on international trade in services remain in effect, and services were
subject to separate negotiations during the Uruguay Round.

Foreign direct investment (FDI) is among the major forces propelling
the globalization of the world economy, and it is integral to the growth pros-
pects of developing countries in the modern global economy. During 1985-
1995, FDI in East and Southeast Asiarepresented agrowing share of total FDI
in developing countries (seefigure). The main source of FDI in East and South-
east Asia has been the region itself. The four NIES were the largest single
source of FDI for the PRC, Indonesia, and Malaysia between 1986 and 1992.
In the case of Thailand, the NIEs were a close second to Japan during the
same period. In recent years, FDI flows to devel oping countries outside Asia
have begun to match those to the ADES. An important question for develop-
ment in Asiais whether the declining dominance of developing Asian coun-
triesin FDI flows observed during the early to mid-1990s represents a perma-
nent shift.

With the exception of East Asian NIES, foreign investment regimes in
developing Asia are not substantially more liberal than in other developing
regions. Foreign investment regimes in PRC; Malaysia; Philippines; and
Taipel,China are al substantially more restrictive than in some of the more
dynamic non-Asian developing economies. In South Asiaonly Pakistan hasa
relatively liberd foreign investment regime.
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Therapid growth of private capital flows, and of portfolio flowsin par-
ticular, to developing Asiain the last decade or so reflects the increasing fi-
nancia integration of the ADEs internationally. This growth has been pro-
pelled and facilitated by technological progress, which has reduced the trans-
action costs of buying and selling financial assets. However, the liberalization
of policies on international capital flows in both industrial and developing
countries has a so been critically important.

Hong Kong, Chinaand Singapore are now ranked among the most open
economiesin theworld in terms of capital account convertibility. By the early
1990s, Indonesia, Philippines, Thailand, and even Pakistan had joined Korea
and Maaysia as economies with a high degree of financid integration. Given
the small extent of financial integration in Pakistan and the Philippinesin the
mid-1980s, the process of opening up to financial flows accelerated sharply in
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these economies. This also seems to be the case for the PRC, which started
from a low degree of financia integration in the 1980s, but had caught up
with India by the early 1990s.

Gains from Trade: Theory

Free trade in goods can lead to significant efficiency gainsin resource aloca
tion in trading countries. Moreover, it can lead to large dynamic gains by
increasing incentives to innovate, thereby enhancing growth and welfare in
the global economy.

Thefundamental ideaof trade theory—the theory of comparative advan-
tage—is both smple and compelling. Countries trade so as to benefit from
their differences in factor endowments. Countries will speciaize producing
those goods and services that best suit their natural resources and physical
and human capital endowments. They will trade the goods and services
produced at home for goods and services produced abroad. According to the
theory, freetrade, with trade flows determined by comparative advantage, will
yield the most efficient alocation of the world' s resources, and thereby maximize
olobd welfare, whilerestrictions on trade will reduce efficiency, and hence welfare.

Foreign Direct Investment and Labor. FDI bringsbenefitsthrough four main
channels:

m For the host country, FDI isan additional source of capital. By adding to
domestic savings, it can help increase the rate of growth of output.

m |f the return to capital is higher in the host country than in the source
country, FDI will improve the international allocation of capital.

m FDI can serve as avehicle for technology transfer. Multinationals often
bring in new production technologies, which generate benefits for both host
and source countries.

m Intheareaof services, such asbanking, insurance, and telecommunica
tions, FDI is the main instrument for promoting trade.

Trade barriers undermine the benefits of FDI. In this case, some FDI
may represent tariff-jumping rather than efficient investment decisions, par-
ticularly if theimport-competing sector already has excess capacity because of
protection.

The benefits of international 1abor mobility parallel those of FDI. Inthe
host country it can alleviate labor shortages. It also permits efficient aloca
tion of world resources and can help facilitate the flow of new technology
through knowledge embodied in skilled workers.
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Financial Capital. The casefor international financia capital mobility isbased
on four simple arguments as follows:

m Ascapital ismore productive in capital-scarce countries, capital mobil-
ity will increaseincomein both capital-rich and capital-scarce economies. Ina
world of capital mohility, alack of domestic savings need not constrain coun-
tries with profitable investment opportunities.

m Capital mobility alows households and firms to hold an international ly
diversified portfolio of assets. Thisreducesthe vulnerability of income streams
and wealth to real and financial shocks that may hit the domestic economy.

m Liberalization of capital flows can lead to efficiency gains because of
increasing returns to scale. The production of many wholesale financial ser-
vices is subject to increasing returns to scale that may be exploited through
Specialization.

m As the domestic capital market becomes integrated with the interna-
tiona capital market, domestic policymakers become subject to scrutiny by
global investors. Thus capital market integration is a powerful disciplining
device for policymakers to pursue policies that are conducive to macroeco-
nomic stability and ensure growth.

Theforegoing pointsall seem to support afavorable view of international
financial integration. However, experience during the 1920s and 1930s and
the recent Asian financia crisis indicates that private capital flows, particu-
larly those relating to short-term debt, can be unreliable and excessively vola-
tile. Depending on an economy’s stage of financial sector development, for
many developing countries the cost of financia integration may exceed its
benefits.

Gains from Trade: Empirical Evidence

The empirical evidence suggests that there are substantial gains from tradein
goods and services, from technology, from FDI, and from labor mobility. The
only exception isfinancial flows, for which the evidence isinconclusive.

The gains from trade can be measured using two broad approaches: as-
sessing static gains from trade and ng dynamic gains from trade. Stan-
dard estimates in the international trade literature suggest that in most cases,
static gains from trade are equal to 1 to 2 percent of GDP, but in highly
distorted economies these gains can be as much as 5 to 6 percent of GDP.
Such gainsarefar frominsignificant. However, the performance of economies
over time clearly shows that the largest impacts of openness are dynamic in
nature. Overal, the evidence establishes a strong link between openness and
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economic performance as measured by economic growth or total factor pro-
ductivity growth.

A clear benefit of economic opennessisthat it gives acountry accessto
technology devel oped elsawhere in the world. New technology can be embod-
ied in the capital goods used in actual production. A recent study shows that
countries with a higher ratio of capital goods imports to investment grow
faster in terms of GDP per capita. The implication is clear. Economies that
have erected barriers to the importation of capital goods have done so at a
significant cost to their economic growth.

A recent empirical study investigates whether FDI has promoted growth
in developing countries and, if so, the necessary conditions under which it
has done so. The key finding is that the higher the stock of human capita in
an economy (proxied by education levels), the greater the impact of FDI on
economic growth. For the average developing country, the benefits of adollar
of FDI have exceeded those of adollar of domestic investment. A number of
surveys of companiesin Southeast and East Asia have found that in terms of
positive growth effects, the diffusion of knowledge through FDI is more im-
portant than its genera contribution to raising investment levels.

Whilethe benefits of international mobility of financial capital arewidely
acknowledged, surprisingly, rigorous quantitative estimates of these benefits
arelacking. However, historical evidence suggeststhat anumber of European
countries benefited substantially from foreign financial flows. Two recent stud-
ies have attempted to investigate the impact of capita account convertibility
on an economy’s macroeconomic performance, but come to contradictory
conclusions. This demonstrates the urgent need for more rigorous empirical
studiesin thisarea.

The results of a simulation study that estimates the impact of interna-
tional labor movement in the world economy are dramatic. It shows that re-
moving global controls on the free movement of labor and allowing labor to
move from poor to rich countries could double world output. The calcula-
tions show that the efficiency gainsfrom amarginal increasein labor mobility
are likely to outweigh the corresponding efficiency gains from either trade or
investment liberalization. Thus the relaxation of controls on labor mobility is
one of the most crucia policy issues facing the global economy.

Most of these efficiency gainsresult from labor movements between poor
and rich regions, not between particular countries. For political reasons, the
chance of large increases in labor movements from developing to industrial
countries in the foreseeable future is minimal. However, the simulations sug-
gest that even minor increasesin labor mobility could confer substantial gains.
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Openness, the World Trade Organization,
and Developing Countries’ Interests

International trade and open world markets are vital for the growth of Asian
economies. Notwithstanding the Asian financial crisis, regional commitment
to open trade policies is strong. However, for the most part, the ADEs have
played a reactive rather than a proactive part in multilateral trade negotia-
tions. Given the importance of openness and economic growth, it is time the
ADEs took a more proactive role in such negotiations.

A Comprehensive Round of Trade Liberalization. The General Agreement
on Tariffs and Trade, now administered by the World Trade Organization
(WTO), wasdesigned toliberalize cross-border trade restrictions such astariffs
and quotas. It isin this areathat multilateral trade agreements have been the
most successful and the least controversial. The most important aspect of a
more proactive ADE approach toward multilateral negotiations must be to
keep the process of trade liberalization moving forward. This could be
accomplished through a comprehensive, multilateral round of trade
negotiations.

Even though average tariffs in industrial countries are coming down to
levels of 3 or 4 percent following the Uruguay Round, thereis still along way
to go before free world trade in goodsis achieved. Whilethe ADEs have made
great stridestoward liberalization in recent years, they continue to have suffi-
ciently high tariffsto give them the bargaining power to engage the industrial
countries in a new round of multilateral trade negotiations. Tariffs in South
Asaremain extremely high. Tariffsin East and Southeast Asiaare lower, but
remain still high by industrial country standards.

Multilateral Agreements on Investment and on Labor Mobility. The estab-
lishment of relatively open goods marketsin the productsthat industrial coun-
triesexport meansthat they have shifted their attention from liberalizing goods
markets to liberalizing service and factor markets. The phenomenal expan-
sion of FDI has created a powerful lobby in industrial countries for introduc-
ing an international regime to smooth the flow of FDI.
The following four priorities should guide the ADEs in any future dis-

cussion of multilateral investment agreements:

m The ADEs should ensure that any agreement is strictly limited to FDI.
Trade and FDI are indisputably beneficia for developing countries, while the
benefits of other capital flows differ across countries.
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m The ADEs should ensure that negotiations on investment include the
PRC, which isthe world' s second largest recipient of FDI, and among devel-
oping countries is by far the largest recipient. The ADES would limit their
bargaining power in negotiating on FDI without the PRC.

m The ADEs should insist that any agreement contain provisions to end
subsidiesfor FDI.

m The ADEs should link an investment agreement to one on labor mobil-
ity. Labor mobility isthe areain which market access has, for obvious palitical
reasons, been most restricted.

Competition Policy. Competition policy is concerned with restrictive busi-
ness practices. A consensus has emerged between industrial and developing
countries in favor of initiating the work necessary for possible inclusion of
competition policy into the WTO. FDI by multinationals makes competition
policy both more important and more difficult. When the size of a nationa
market is small, large multinationals can exert market power and engage
inrestrictive business practices.

Nevertheless, despite the possibility of international restrictive business
practices, whether the WTO needs a competition policy mechanism is debat-
able. A mechanism to regulate goods exports from developing countries is
unlikely to be needed, as most developing countries are too small to have
much market power in world markets. Therefore, as long as the distribution
system iscompetitive, freetrade can largely substitute for acompetition policy,
as demonstrated by Singapore, which has no competition policy.

Antidumping. With the hands of WTO members increasingly tied with re-
spect to conventiona instruments of protection such astariffs and quotas, the
use of safeguard measures, especially antidumping measures, has intensified.
From the perspective of the ADEs, there are anumber of concernsasfollows:

m The incidence of antidumping measures against ADEs is rising. From
July 1994 to July 1995, of 153 antidumping and countervailing investigations
initiated or measures imposed, as reported to the WTO, nearly half were
targeted at the ADEs.

m The industrial countries can use the sunset clause in the Antidumping
Code to legitimize antidumping duties for five years, even though the indus-
try concerned may have recovered far more quickly from theinjury that led to
the duties.

m The prohibition by the Uruguay Round against using voluntary export
restraints could lead to increased antidumping actions that might be more
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damaging than voluntary export restraints, and might fall disproportionately
on developing countries.

m  The complexities of the system and the cost of compliance with anti-
dumping investigation proceedings may result in small and medium firmsin
the ADEs encountering difficulties in defending their interests. ADE govern-
ments can provide at best limited assistance to these firms. Thishelpsexplain
why alarger share of casesresult in prosecution for ADE firmsthan for indus-
trial country firms.

m Theanticircumvention measuresare of particular concernfor the ADEs.
Circumvention occurs when firms subject to antidumping duties bring com-
ponents rather than the final product into the importing country and as-
semble the final product there, thereby circumventing antidumping duties.
Alternatively, the same firms may take the components to a third country,
assemble them there, and then export to the country where they face anti-
dumping duties on direct exports from their home countries. The concern for
ADEs is that anticircumvention measures could become a highly potent in-
strument of protection.

Regionalism. The globa trading environment has been characterized by a
trend toward regionalism. If this trend continues, then the ADEs stand to
lose considerable market access and export demand, especialy if the Euro-
pean Union and the North American Free Trade Agreement expand to in-
clude more countries. Therefore, ADESs should push for a sunset clause on
regional arrangements that would discourage the formation of trade blocs
that intend to stay closed.

Conclusion

The ADES' best routefor ensuring economic growth and prosperity isthrough
openness and liberal economic policies.

Economic theory and empirical evidence clearly demonstrate that out-
ward-oriented trade policies should be a central part of development strate-
giesin poor countries. The financia crisis does not change this, however, it
does raise questions about the desirability of completely free capital move-
ment and full capital account convertibility.

ADEs should take a proactive rather than a reactive approach to multi-
lateral trade negotiations. To maximize the benefits of economic openness as
East and Southeast Asia emerge from the financial crisis, the ADEs should
push collectively for acomprehensive round of multilateral trade negotiations
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and devel op acommon negotiating strategy to promote Asian interests. Many
of the products that the ADEs export still remain subject to high tariffs.

Empirical studies suggest that the European Union and the North Ameri-
can Free Trade Agreement have a large and increasing effect on trade diver-
sion at the expense of the ADESs. Therefore, itisin Asid sintereststo push for
a sunset clause on regional arrangements in the next round of multilateral
trade negotiations.

Finaly, as the world nears the start of the new millennium, the global
economy faces a number of issues, and the ADEs, the traditional high
performers in the global context, are still in the throes of an ongoing eco-
nomic turmoil.

Ironically, whilethe ADEs, in the face of tremendous economic difficul-
ties, remain resolute in their commitment to trade liberalization and open-
ness, theindustrial countriesvacillate and engagein restrictive trade practices.
These negative protectionist tendencies in the industrial countries must be
checked. If globa markets are kept open, the impending dowdown in the
globa economy will be short-lived, but if these negative tendencies triumph
and markets are closed, the global dowdown islikely to belong, arduous, and
painful. Indeed, the path to continued global prosperity—and recovery from
the ongoing economic criss—liesin an open globa environment and notin a
move away from it. Thisis an important lesson the globa economic leader-
ship would be well advised to heed.
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