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Chapter Il

INTERNATIONAL FINANCIAL INSTABILITY
AND THE EAST ASIAN CRISIS

A. Introduction

In less than a year from mid-1997 the Eadtows of capital throughout the region, driving eq-
Asian economies have gone from being examplesty prices and currencies down to record low
of the most successful development experience lievels. Economic damage usually associated with
modern history to economic stagnation and declinear or natural disaster was caused when an ex-
Growth rates that had averaged 8-10 per cent parange rate adjustment was transformed into a
annum over many years have turned negativeiyulent disease that infected the entire region with
economies that had enjoyed continuous high erfinancial panic.
ployment and experienced labour shortages now
suffer from extensive and rapidly rising unemploy- A popular explanation of the crisis empha-
ment, and assets in stock markets that had lstkes the reaction of currency and equity markets
global diversification into emerging markets havéo payments disequilibrium and weakened eco-
lost half their value and more. In much less timeomic fundamentals. One of the factors most
than it took the 1929 stock market crash to turoommonly cited as contributing to the crisis is lax
into the Great Depression of the 1930s, the Asiaegulation and supervision of the financial system.
economies that were once held up as examplesTiis, together with implicit government guaran-
prudent and sustainable economic policies hatees, is considered to have led to moral hazard and
been transformed in the minds of many from ecgroduced excessive external borrowing. In addition,
nomic “miracles” into structurally unstable systemgervasive government intervention in economic
incapable of formulating their own economic poli-decision-making led to corruption and cronyism
cies and have been assigned to the tutelage of IMRat further distorted incentive structures and re-
Never has the economic outlook for such a largiuced the efficiency of investment.
group of economies changed so radically and so
rapidly. While this diagnosis contains some elements

of truth, it does not provide a satisfactory expla-

The curtain rose on the first act of the Eagtation of why the panic broke out when it did, or
Asian crisis in early July 1997, when the Bank ofvhere it did, or of why it spread to the entire re-
Thailand withdrew support for the baht, allowinggion. More important, this explanation of the crisis
it to move outside its exchange rate band with threlies on characteristics specific to the economic
dollar, a step soon followed by the other countriesystems of the region and ignores similarities with
in the region. However, instead of creating expethe crises in developed and developing economies
tations of improved competitiveness and paymentsganized under rather different socio-economic
adjustment needed to sustain rapid growth, the shéfgstems. Indeed, financial instability has occurred
to floating exchange rates triggered massive out4th increasing frequency since the late 1970s, as



54 Trade and Development Report, 1998

evidenced by the banking and debt crisis in the This chapter seeks to explain the East Asian
Southern Cone in South America, the Latin Amerierisis in the context of the increase in systemic
can debt crisis of the 1980s, the banking and regllobal financial instability. Section B examines
estate crises in the United States lasting more thaarious elements that have characterized financial
a decade from the late 1970s, and the mdjonss  crises since 1970. An analysis of the factors that
in the global stock market in 1987 and 1989. Despitgeated financial vulnerability in East Asia as a
the increased prevalence of sound macroecononpielude to the crisis, and an assessment of the ba-
policies and greater price stability in the 1990ssic factors that spread it throughout the region and
crises have shaken financial systems at approxjlobally, are provided in section C. Since there is
mately two-year intervals: the European Monetarglear evidence that the policy response to the cri-
System (EMS) currency crisis of 1992 was folsis has contributed to its severity, section D
lowed by the Mexican crisis of 1994, and thexamines this issue, while section E sets out the
Mexican crisis by the East Asian crisis of 1997social consequences of the crisis. The chapter con-
The latter crisis, despite its distinctive features;ludes with a brief discussion of the general
thus appears to be part of what has come to beiamplications of the crisis for the East Asian model
endemic feature of the globalized economy.  of economic development.

B. Anatomy of the crises in the post-Bretton Woods period

Since the collapse of the Bretton Woods sysiebt-servicing difficulties. In the first one — the
tem increased global capital mobility has beeBMS crisis of 1992 — there was significant turmaoil
accompanied by an increased frequency of finam the currency markets, but it did not threaten
cial crises in both the developed and the developitige banking and financial system in the countries
countries. These have taken various forms: doencerned. In the second episode — the United
mestic financial crises affecting the banking sect@tates banking and real estate crisis — the major
and/or the financial market, currency turmoil andiifficulties were in the domestic financial system,
external debt crises. Experience shows that in diedt they did not spill over to currency instability.
veloping countries domestic financial crises ofteior did they during the global stock market slumps
translate into currency turmoil, payments difficul-of 1987 and 1989 and the bond market crash of
ties and even external debt crises. Similarly,994. However, in all of these three cases the diffi-
reversal of external capital flows or attacks owulties were contained within the financial markets,
currencies almost invariably threaten domestic fiwith little impact on the stability of banking sys-
nancial stability in developing countries. Bytems. The third episode — the Southern Cone crisis
contrast, currency turmoil in industrial countrief the late 1970s and early 1980s — had features
does not usually spill over into domestic finansimilar to those of the recent East Asian crisis: it
cial markets, nor do domestic financial disruptionsombined domestic and external instability, result-
necessarily lead to currency and payments crisésg in external debt-servicing difficulties. In both
External indebtedness, together with the dollarizatiarzases, and in contrast to the Mexican crisis of 1994
of the economies in the South, accounts for mu@nd the Latin American debt crisis of the 1980s,
of this difference. the build-up of external indebtedness was almost

completely within the private sector.

The annex to this chapter summarizes the sa-
lient features of three episodes of crisis in the While each episode has its own characteris-
post-Bretton Woods era: a currency crisis, a bankes, a number of common features have marked
ing crisis, and a crisis that combined internal antthe history of the post-Bretton Woods crises. First,
external financial instability, including externalmany of them have been preceded by liberaliza-
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tion of the economy, notably the financial sectoflows themselves often reinforce prevailing mar-
In particular, financial deregulation and capitaket expectations with regard to foreign exchange
account liberalization appear to be the best preisks by leading to appreciation.
dictor of crises in developing countries. Second,
all episodes of currency instability have been started Indeed, the existence of massive arbitrage
by a sharp increase in capital inflows followed b§lows taking advantage of large international in-
an equally sharp reversal. Such swings in theserest rate differentials appears to be an important
flows are related to internal or external policyelementin each currency crisis in the post-Bretton
changes that produce large divergences in domé&&eods period. In the Southern Cone, the decision
tic financial conditions relative to those of the restio remove controls on capital inflows in the pres-
of the world. These divergences are frequentlgnce of tight monetary policy, combined with the
reflected in interest rate differentials and prospecistroduction of a fixed exchange rate, brought
of capital gains. Reversals of capital flows arenassive inflows. Ithe Latin American debt crisis
often, but not always, associated with a deterior#t-was the combination of excess gloligluidity,
tion in the macroeconomic conditions of the recipiemelatively low international interest rates and the
country. However, such deterioration often resul@bsence of profitable investment opportunities in
from the effects of capital inflows themselves amdustrial countries in the aftermath of the oil cri-
well as from external developments, rather thasis that encouraged lending to developing
from shifts in domestic macroeconomic policiescountries. In the 1992 EMS crisis, it was again
Finally, financial crises tend to be associated moieterest rate differentials that played a major role
closely with certain types of financial flows and high rates in Italy and the United Kingdom rela-
certain classes of lenders and borrowers than witlve to those in Germany and the United States
others. However, the conditions under which sudhat attracted arbitrage funds, encouraged by the
crises have occurred have been rather diverse withlian decision to lift all remaining controls on
respect to types of financial flows, and of borroweapital flows and adopt the narrow exchange rate
ers and lenders. band of the Exchange Rate Mechanism (ERM).
In the build-up to the Mexican crisis of 1994, the
flows were due to a policy of low interest rates in
the United States introduced to deal with debt defla-
tion, and to an exchange-rate-based stabilization
policy in Mexico, accompanied by widespread
privatization and a speculative boom in equity
Liberalization, interest rate differentials andnarkets. The East Asian crisis had its origins in
nominal exchange rate stability are the main fathe same period, as low rates in the United States
tors attracting capital inflows. Rapid liberalizatiordrove investors in search of higher returns into
often gives rise to expectations of improvementsmerging markets. The high growth rates and high
in economic fundamentals and of large capitdhterest rates in East Asia, together with the prob-
gains, as well as to perceptions of reduced riskems in Latin American markets, produced large
Interest rate differentials provide a strong incerdifferentials that proved too attractive for inter-
tive for domestic firms and banks to reduce theirational investors to resist. They were encouraged
cost of finance by borrowing abroad (interest ratey a 10-year experience of currency pegs produc-
arbitrage), while allowing foreign investors to inding fluctuations of no more than 10 per cent in
crease their return on capital by diversifying theirates relative to the dollar.
portfolios and lending in developing countries.
Such differentials arise from the risk factor, but  Inits traditional concept, arbitrage is not per-
they can also be due to differences in inflatiomanent and is eventually eliminated while being
rates or to differences in the stances of monetapprsued. However, international interest rate
policy. In conditions of generally stable exchangarbitrage flows tend to be self-reinforcing rather
rates, both lenders and borrowers tend to be willhan self-eliminating, thus making it more diffi-
ing to bear substantial foreign exchange risksult to sustain domestic policies. If not sterilized,
This is particularly true of local borrowers in athey lead to an appreciation of the currency, thereby
recently deregulated economy, who are not alwaysinforcing capital flows and worsening external
aware of all the risks associated with borrowingayments. Sterilization first increases domestic
in foreign currencies. In most cases exchange ratserves, giving the impression of strong backing
stability is part of economic policy. Capital in-for the exchange rate. However, it requires issu-

1. Liberalization and international
arbitrage
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ing domestic debt, thereby putting further upward  There is also variability among the borrowers
pressure on interest rates, reinforcing the interest funds. In the Southern Cone crisis, borrowers
rate differential and attracting yet more arbitrageere mainly private banks and firms, as also in
flows. Also, sterilization through high-interest-rateEast Asia. Although it is often suggested that the
domestic debt may lead to fiscal deficiféhus, in 1982 Latin American debt crisis differed owing to
theabsence of controls, capital inflows generallyhe predominance of sovereign borrowers, this is
result in an unsustainable combination of an apot quite correct. The predominance of loans with
preciating real exchange rate, a rising foreighovereign guarantee emerged only after the crisis
deficit and/or a rising fiscal deficit. had broken out and attempts to restructure the debt
were under way. The eventual resolution of the
crisis was thus effected by banks in conjunction
) ] with governments, and discussion of loan resched-
2. Nature of financial flows uling was conducted between the same two parties.

One factor that differs appreciably among the ~ The distinction between private and public
different experiences of crisis in the post-BrettoR0'TOWINg is of some importance because private
Woods era is the form of capital inflow. In theS€Ctor borrowing takes place in response to mar-
Southern Cone it took primarily the form of lend K€t signals, while public sector borrowing is
ing by foreign banks, and before the Latirpresumed_to be drlyen by political convenience,
American debt crisis syndicated bank lendingftén 1€ading to an inefficient use of funds. One
evolved to meet the needs for recycling the sufXPression of this view is the famous Lawson doc-
pluses of oil producers. In the aftermath of thHm?' This states that if there is a prl\_/ate sector
1982 debt crisis, bank lending virtually disap-s""v_Ings shortfall that produces borrow_ln_g abroad
peared, to be replaced by bond issuance. Tﬁ% finance a balance-of-payments deficit, no ac-

process was initiated with the issue of Bradt.On nee_ds to be taken to remedy the_lmbalance,
bonds, and sovereign issues were subsequen |nce this merely represents consumption smooth-

used to pay off outstanding external debt. In thlg%, i.e. private savings will rise in the future and

Mexican crisis the inflows were primarily portfo-perm't the cou_ntry t(.) repay th”‘t |t_has borrow_ed.
o : . Iternatively, if foreign borrowing is used to fi-
lio investment in equity and government debt, bot . .

nance investment, the expected higher rates of

denominated in pesds.The Asian crisis repre- . .
) . : .return from the current investment will produce
sents the return of international bank lending, wit :
e revenue to pay off the foreign debt. However,

a high ghare of short-term_lendmg. Thus, the for@xpectations of future conditions may not be ful-
of lending has come full circle — from lending by

individual banks t dicated bank | ¢ filled and the expected future savings or expected
individualbanks 1o syndicated bank 1oans, 10 S0 ligher returns may fail to materialize, leaving the
ereign bonds, to portfolio flows and back to ban

lendi The Asi X iqinally had rel balance to produce a crisis. Indeed, the experi-
ending. The Asian countr_les originally had rélag 0o of the post-Bretton Woods period suggests
tively high proportions of direct investment flows

) : L 'that the nature of the borrower does not signifi-
and since the Mexican crisis such flows to Lat”&antly alter the probability of a crisis.

America have increased substantially.

o _ _ _ For every borrower there is a lender. Much
Similarly, the maturity of the financing hasyf the impetus for the increased capital flows in
gone from predominantly short-term, to mediumg,e post-Bretton Woods period is related to the
term (some syndicated loans had maturities of Wymmercial banking crisis in the major industrial
to 10 years), to long-term (bonds and equities) arguntries. In the early 1970s the share of total
back to short-term. Interest rates charged on lenglssets intermediated by banks in the United States
ing have been both fixed and floating. Howevektarted to decline. Furthermore, banks were suf-
despite these differences in the form of the lendering from both a loss of quality borrowers and
ing, the maturity and the conditions, there is on@w interest margins as competition from non-bank
constant factor, namely the extreme volatility ofinancial intermediaries increased. Expanding their
financial flows in periods of crisis. The diver-foreign lending enabled them to increase interest
gences in the form of the flows received by @argins, with what were considered to be accept-
country do not seem to have made a substantiile increases in risks. In the Latin American
difference to the impact of these flows on domespisode there was the idea that credit risk was ab-
tic conditions and to their subsequent reversal. sent in lending to governments. At the same time,
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the increased international diversification of thepisodes of capital outflows and debt crises in de-
loan portfolio was meant to reduce the volatilitweloping countries have been associated with
of bank earnings. There was thus an increaseriging international interest rates. Again, currency
the supply of funds as banks attempted to increagppreciation and/or widening external deficits are
their risk-adjusted return on assets by augmeramong the significant features associated with
ing their foreign lending. However, as it turneduch crises. Domestic policies that appear sus-
out, the assumptions underlying this increase didinable in conditions of rapid growth and high

not turn out to be correct. capital inflows appear less so as funds flow out.

Nevertheless, the resolution of the 1980s debt Large capital inflows usually lead to an over-
crisis, by rescheduling repayment through the issextension in bank lending that is exposed when
of Brady bonds and then of new sovereign bondte flows are reversed, resulting in instability or a
provided banks with the possibility of making acollapse of the banking system. There is now a
profit from trading the bonds in the secondaryendency to relate this instability to inappropriate
market, as well as from the fees and commissiodl®mestic regulation of the financial sector or lax
earned by advisory work and underwriting in consupervision of the implementation of regulations,
nection with the new sovereign issues, and withnd to emphasize the importance of appropriate
the equity issues for privatization programmesequencing of liberalization with an effective sys-
Thus, the different role of the banks in the 198&%m of prudential regulation. This is a welcome
and 1994 Latin American crises reflects their shittut delayed response. For instance, among the 10
in emphasis from increasing income through inessons drawn by the World Bank from the Latin
terest margins to the less risky increase in earningserican debt crisis on its tenth anniversary, the
from fees and commissions on underwriting aniinportance of access to international capital mar-
trading. This was a major reason for the shift ikets was given prominence, but no mention was
flows from loan syndication to portfolio invest-made of sequencing or prudential regulatidi@n
ment, as the banks now encouraged investorsttee other hand, as discussed in the next chapter,
use their services to invest in emerging marketthere is a limit to what prudential regulations can
By the time of the EMS crisis commercial banksachieve. While it is certainly true that in the cri-
had become the source of funding for large irses inChile, Mexico and East Asia the banking
vestment banks and hedge fund arbitragers. Thgstemdad just undergone liberalization and de-
banks thus accepted credit risks, but the markeggulation, and that regulators and supervisors are
and exchange rate risks were borne by the arbitrageretoriously slow in adjusting to changes in the
In the Asian crisis it was the banks themselvestructure and activity of financial markets, there
that adopted the arbitrage strategy through prés no known case in any country, developed or de-
prietary trading. Without the pressure on bankeeloping, where a large increase in liquidity in the
to find alternative sources of business to increadanking sector has not led to an overextension of
returns to capital, much of the increase in capiténding, a decline in the quality of assets and in-
flows and the shifts in their distribution amongcreased laxity in risk assessment.
countries would most likely never have taken
place. Competition in the financial sector caused Excessive lending by banks during the period
by deregulation is thus as much a cause of the ipreceding a crisis was in general greatly facilitated
creased financial instability as anything else. by their ability to borrow abroad at much lower
rates than they charge for domestic lending. While
that allowed them to earn higher margins, they of-
ten tended to take less care in assessing credit risks.
In most crises the increase in bank lending was
the result of banks’ moving into an area of activ-
ity for the first time, and bank lending served

A common characteristic of the recent finanprimarily to finance a rapid increase in asset prices
cial crises is that the large increase in capitalso-called asset bubbles. Property and equity prices
inflows was eventually reversed with an equallyose very rapidly in the Chilean case, as well as in
large and rapid outflow when the conditions thahe run-up to the Mexican crisis and in most South-
created the inflows were reversed or when the laEast Asian countries. In almost all these cases,
ter had rendered domestic economic policies aménks had recently expanded their involvement in
conditions unsustainable. In general, almost dknding against residential and commercial prop-

3. Reversal of capital flows and
financial instability
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erty and their investments in finance and prop4. A typical post-Bretton Woods crisis
erty companies. Because they were new to such

aCtiVitieS bank IOan OfficerS Usua”y had I|tt|e ex- Given the |arge number Of common factors in
pertise in valuation of collateral and tended tg']e crises of the post_Bretton Woods period’ itis
accept market prices which might be far above amypssible to outline the characteristics of a typical
reliable estimate of liquidation values. financial crisis combining internal and external
instability. Such a crisis involves an increased
In all but the EMS crisis, the reversal of capiinterest rate differential, often associated with
tal flows was accompanied by a crisis in bankingight monetary policy designed to attain or main-
systems. This was due not only to overlendingain price stability. Financial market deregulation
as described in the preceding paragraph, but aland capital account liberalization are introduced
to the existence of substantial currency misalongside currency regimes that maintain stabil-
matches on balance sheets which accompanied thyeof the nominal exchange rate. These combine
borrowing in foreign currencies to profit from in-to produce arbitrage margins large enough to at-
terest differentials. Dollar lending dominated théract liquid and short-term capital and to reinforce
expansion of credit in Chile; the Latin Americarthe stability of the exchange rate peg. Liberal-
debt crisis almost entirely involved syndicatedzed and deregulated, banks are free to expand into
bank lending of United States dollars; and theew areas of business internally, and domestic
Asian crisis was also characterized by large exposiiiens are free to borrow abroad, avoiding high do-
of both banks and firms in foreign currenciesmestic interest rates but building up foreign
Only in the EMS crisis was this factor absent. |gurrency risk exposure. The combination of suc-
that instance investors were speculating on gaif§ss in controlling inflation and nominal exchange
on foreign assets due to interest rate changes, bigte stability tends to cause a real appreciation of
even so, the necessity of hedging the currency rigke currency, weakening the foreign balance. At-
was what eventually brought the crisis to a heaémpts to sterilize the impact of the capital inflows
on domestic credit expansion lead to greater pres-

Foreign currency exposure presents two risiaures on interest rates. Since domestic bonds are

to stability. One is interest rate risk, since forl_ssued to finance sterilization of the inflows that

eign currency borrowing is usually short-term ang'® then held aﬁ r(;ser\lles in fore|gndcent(;es at lower
responds quickly to changes in international interest rates, the fiscal position tends to deteriorate.

terest rates, thus making differentials volatile. The Eventually. either the foreian balance or the
second is exchange rate risk. Large changes in Y g

. . fiscal balance goes out of control, and domestic
exchange rates can produce rapid changes in tthe

domestic value of foreign liabilities, without pro- inancial conditions deteriorate substantially (or

. . . both), creating vulnerability to a change in per-
ducing any substantial corresponding change In._: . . . .
eptions and to rises in foreign rates which can

the value of assets — for banks or companies wit Fgger a rapid outflow and eventually break the

out foreign sales there will be no immediate impa tXchange rate peg, leading to capital losses on the
on the \_/alue _Of assets_. A lower e_XCh‘?‘”Q‘? .rate thfi)'élance sheets of banks and firms carrying unhedged
results in an increase in outstanding liabilities rel%reign currency exposure. The increased demand
tive to asset_s, Iead_ing to i_nstant cap?ta_ll losses apg foreign exchange generated by the attempt to
a decrease in equity capital. A sufficiently largqyer these losses can create a free fall in the cur-
exchange rate swing may make foreign exchanggncy’ producing widespread bankruptcies.
borrowers not only illiquid but also insolvent.

Since a rapid Capital outflow will Usua”y lead to Such a process can occur under Varying con-
a currency crisis and depreciation, it will be acgitions with respect to borrowers and lenders and
companied by an automatic increase in thgpes of financial flows. It starts not with unsus-
financial fragility of banks and the vulnerabilitytainable policies, but with the introduction of
of firms. Efforts to stem losses through repayingolicies designed to maintain macroeconomic sta-
the debt or hedging the remaining risk put furthefility and to integrate the economy into the global
pressure on the currency. Thus, in those casegstem and so take advantage of global market
where foreign currency lending by banks and folepportunities. However, in the absence of effec-
eign currency borrowing by firms is substantialtive controls, the impact of capital flows distorts
capital outflows are usually accompanied by mukhe effects of policies, making it very difficult for
tiple bank failures and corporate bankruptcies. them to attain their original objectives.
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C. Financial fragility and crisis in East Asia

1. Capital inflows and the build-up of rates in response to the recession, those in Japan
external vulnerability being reduced dramatically after the failure of its

economy to recover from the collapse of property
and stock market bubbles in 1989-1990. The rela-
The crisis in East Asia, like crises almost evetively higher returns in high-growth, low-risk
rywhere else, was preceded by a sharp increaseAisian economies with a record of relatively stable
capital flows to the region. Starting in the earlgxchange rates made them attradiiwestment lo-
1990s there was a rapid increase in short-tercations. The Mexican crisis reinforced this market
lending by commercial banks to both banks angerception. By 1994 an increasing volume of this
firms in the region. The Asian economies had lonigivestment consisted of short-term arbitrage funds
supplemented high domestic savings rates by fageeking to profit from the interest rate differen-
eign borrowing, but their external debt-exportials, rather than funds seeking long-term returns
ratios never reached levels similar to those thah productive investment.
caused difficulty in Latin America in the 1980s;
indeed, their economies were considered models Short-term borrowing in foreign currency at
of successful management of external borrowindgpw foreign interest rates allowed Asian firms to
This was in part because of explicit or implicitreduce their financing costs and isolate themselves
government guidance to ensure that foreign bofrom domestic monetary conditions that were of-
rowing was used to finance investment with &n the result of policies aimed at restraining the
capacity to generate export earnings, and in patonomy in order to keep payments balances un-
because generalized government budget surplusks control. Also, firms were driven by reduced
meant that there was little sovereign borrowingearnings resulting from a series of external and
internal factors to seek lower financing costs.
In the 1990s some economies — for exampl&hile the 1990-1991 recession in industrial coun-
Hong Kong, China; Malaysia; and Singapore #ies had little impact on Asian export growth,
relied primarily on FDI, while others, including paradoxically trade started to slow when recov-
the Philippines and the Republic of Korea, obtainegty started in those countries in 1994-1995, because
external financing mainly through internationallyof a decline in their import propensities. As a re-
issued portfolio investments. Bank lending, sult of falls in foreign demand and export prices,
which had virtually disappeared in the aftermatthe growth rate of export earnings dropped mark-
of the Latin American debt crisis, was not signifiedly in 1996 throughout the region, notably in
cant except in Indonesia until the middle of thélalaysia (by over 15 percentage points) and in
decade, when banks became an increasingly imhailand (by over 20 percentage points).
portant source of financing. Most bank lending
was directed to non-financial borrowers in the  As suggested iiDR 1996 for many countries
private sector, but in the Republic of Korea, anth South-East Asia it was becoming increasingly
to a lesser extent elsewhere, the financial sectdifficult to maintain competitiveness labour-
was also an important recipient of funds (table 25ntensive manufactures because of the entry of
In contrast to the syndicated bank lending durinlgw-cost producers. This fact was reflected in the
the 1970s, this lending was primarily non-syndicategimergence of global excess supply and rapadily
and much of it was at short maturities (table 26)ng prices of many of the manufactured products
exported from East Asia. With the increased
There are a number of reasons for this if‘commoditization” of low-technology manufac-
crease in short-term bank lending to Asia, on botires, the terms of trade declined rapidly in many
the supply and the demand sides. In the early 1990§the countries in the region just as the developed
the major industrial countries adopted low interestorld was moving to higher rates@fpansion and
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Table 25
LENDING BY BIS REPORTING BANKS TO SELECTED ASIAN ECONOMIES,
BY SECTOR, END JUNE 1997
All Non-bank Public
sectors Banks private sector sector

Economy (% million) (Percentages)
Hong Kong, China 222 289 64.8 33.9 0.5
Indonesia 58 726 21.1 67.7 111
Malaysia 28 820 36.4 57.1 6.4
Philippines 14 115 38.9 48.0 13.1
Republic of Korea 103 432 65.1 30.6 4.2
Singapore 211 192 82.8 16.6 0.5
Taiwan Province of China 25 163 61.6 36.8 1.6
Thailand 69 382 37.6 59.5 2.8

Source: BIS, The Maturity, Sectoral and Nationality Distribution of International Bank Lending, First Half 1997, Basle, January 1998.
Note: Figures relate to consolidated cross-border claims in all currencies and local claims in non-local currencies. The
shares of banks, the non-bank private sector and the public sector do not always add up to 100 per cent because of
unallocated claims.

Table 26
MATURITY DISTRIBUTION OF LENDING BY BIS REPORTING BANKS
TO SELECTED ASIAN ECONOMIES
(Millions of dollars)
Loans with a maturity of
All loans Under 1 year 1to 2 years

June Dec. June June Dec. June June Dec. June
Economy 1996 1996 1997 1996 1996 1997 1996 1996 1997
Hong Kong, China 211238 207037 222289 179784 170705 183115 5119 5248 4417
Indonesia 49 306 55523 58726 29587 34248 34661 3473 3589 3541
Malaysia 20 100 22234 28820 9991 11178 16 268 834 721 615
Philippines 10 795 13289 14115 5948 7737 8 293 531 565 326
Republic of Korea 88 027 99953 103432 62332 67506 70182 3438 4107 4139
Singapore 189 195 189235 211192 176080 175228 196 600 2 707 1799 1719
Taiwan Province of China 22 470 22363 25163 19405 18869 21 966 585 483 236
Thailand 69 409 70147 69382 47834 45702 45567 4083 4 829 4 592

Source: BIS, The Maturity, Sectoral and Nationality Distribution of International Bank Lending, First Half 1997, Basle, January 1998.
Note: Figures relate to consolidated cross-border claims in all currencies and local claims in non-local currencies.
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. . . Table 27
was increasingly concentrating on more techno-

logically advanced production. Many Asian economies

reacted by augmenting investment in productlve”\lvESTl\/IENT AS A PERCENTAGE OF GDP

capacity in t_he hope of increasing market_ shares IN SELECTED ASIAN COUNTRIES,
and expanding into new areas of production, but 1986-1995

adding in the process to global excess supply.

(Annual averages)

The drive to expand capacity and market
share may be seen in the increase in the ratio afountry 1986-1990  1991-1995
investment to output from already high levels (ta-
ble 27), which was facilitated by the availability

of relatively low-cost foreign funding. This ex- 278 35.3
pansion in capacity occurred at a time whenindonesia 26.3 27.2
growth rates in the region were declining from aNpalaysia 234 391
average of around 10 per cent to around 8 per cent,
a combination which suggested that the return off "iPpines 19.0 222
investment was declining. Indeed, the return orRepublic of Korea 31.9 37.4
assets othaebolsin the Re_zpubhc; of Korea feII_ Singapore 32.4 34.1
to around 1 per cent, despite their extremely high

33.0 41.1

financial leverage, and the return on equity in In-Thailand

donesia, Thailand and Malaysia between 1992 and

1996 fell below domestic short-term interest rétesSource: UNCTAD secretariat calculations, based on data

There were thus strong incentives for firms to seek from the Asian Development Bank, Key Indicators
.. . . . of Developing Asian and Pacific Countries, various

to reduce their financing costs or increase their issues.

returns on equity. The latter would have required

increasing their leverage, while the former was

achieved by seeking low-cost financing through

short-term borrowing from foreign banks.

vestment in East and South-East Asia. By contrast,
These structural difficulties were aggravategien depreciation reduced not only the incentive
by adverse movements in exchange rates originaf Japanese firms to invest in East Asia, but also
ing from swings in the dollar-yen rate. Stableéhe competitiveness of those East Asian produc-
exchange rates were an important ingredient efs that maintained stable exchange rates vis-a-vis
the export-oriented development strategy of thtle dollar. Thus, the slow appreciation of the dol-
East Asian countries. Their importance was fultar that started at about the same time as global
ther increased by the integration process in tldemand and the terms of trade began to fall brought
context of the “flying geese” pattern of the redeclining competitiveness, reduced foreign direct
gional division of labour. Because of the heavinvestment from Japan and lower exports to Japan
concentration of Asian exports in dollar-denomiand other markets. Moreover, in the same period
nated markets, exchange rates in the regio@hina took steps that resulted in an adjustment of
although not fixed, had been generally stabléhe external value of its currency, thus increasing
within a band of around 10 per cent in relation tthe competitive challenge to East Asian NIEs.
the dollar since the late 1980s (see box 2).
Loss of competitiveness and declines in ex-
The yen-dollar rate was extremely volatilgport earnings increased the exposure to foreign
in the 1990s, with the yen appreciating by somexchange risk, since an export-oriented firm that
40 per cent to reach 80 yen per dollar in the spridmprrows in foreign currency implicitly hedges
of 1995, and then falling back to around 130-13&gainst foreign exchange risk with export earn-
yen per dollar by the end of 1997, a depreciationgs. The earlier experience of rapid growth in
of over 50 per cent. While the earlier apprecidoreign exchange earnings had created expectations
tion of the yen against the dollar brought awf perpetuating such increases. Thus, against the
increase in the burden of yen-denominated delitackground of a decade of relatively stable ex-
this was accompanied — unlike in the Latin Ameriehange rates and sustained high export growth,
can countries facing dollar appreciation in the 1980stle of the currency risk in foreign loans needed
— by lower interest rates and increased Japanesetim-be explicitly hedged. The same factors also
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Box 2

EXCHANGE RATE REGIMES IN EAST ASIA

At the beginning of the crisis, the East Asian economies most seriously affected (with the exception
of Hong Kong, China) operated foreign exchange regimes under which the central bank intervened
to stabilize the spot rate according to explicit guidelines. For its part, Hong Kong, China, had a
currency board arrangement, with its currency pegged to the United States dollar. The aim of the
guidelines was either stability in terms of a particular currency or a basket of currencies, or gradual
appreciation or depreciation. The Thai baht, for example, was linked to a basket of currencies of
the country’s major trading partners (with a weight of 80 per cent for the dollar), and the baht/
dollar rate had moved in a narrow range in the 1990s until the crisis. Indonesia allowed the rupiah/
dollar rate to fluctuate within a range around a mid-rate, adjusted to depreciate the currency by
4 per cent a year so as to offset the difference between domestic and international inflation. In
Malaysia and the Philippines intervention was designed to stabilize the exchange rate in terms of
the dollar. For Malaysia this policy had been associated since the beginning of the 1990s with a
gradual appreciation of the ringgit, while for the Philippines movements of the peso in relation to
the dollar had been small since 1993. Singapore’s intervention was designed to stabilize the Singa-
pore dollar against a trade-weighted basket of currencies, while allowing a nominal appreciation of
the effective exchange rate of 3.5-4.0 per cent per annum. The won was allowed by the Republic of
Korea to float every day within a band of plus and minus 2.25 per cent around the previous day’s
average won/dollar rate. A period of slight appreciation in dollar terms since 1994 ended in mid-
1996, and was followed by one of more rapid depreciation, which amounted to 13 per cent during
the 12 months from the end of May 1996.

Movements of the real exchange rates of these countries were mostly fairly limited during 1990-
1996: Indonesia experienced a small depreciation followed by a reversal, Malaysia a small appre-
ciation, the Republic of Korea a depreciation until 1993 followed by a reversal, and Thailand a
slight appreciation between 1993 and 1996. In the Philippines and Singapore, on the other hand,
the currencies appreciated significantly — by almost 30 per cent in the case of the Philippines.

In the face of large capital inflows during the 1990s the governments generally chose to intervene
in order to prevent appreciation. Thailand practised limited sterilization by running fiscal sur-
pluses and depositing the proceeds with the central bank. In Indonesia during 1990-1993 Bank of
Indonesia certificates were issued and thereafter fiscal surpluses were used for sterilization. Ma-
laysia’s response initially involved reliance on heavy interbank borrowing by the central bank, but
when this technique proved insufficient, the Government also had recourse to capital controls.

led creditors of exporting firms to consider it unnecrates and international interest rates, very much
essary to explicitly hedge credit risk due to currendy the same way as in the Southern Cone in the
fluctuations. As export growth decelerated, the imrearly 1980s (see annex).

plicit hedging decreased and firms were left with

increasing foreign exchange risk exposures.

Financial liberalization and the

Thus, after the middle of the decade, the rapz-' speculative bubble

idly growing East Asian economies suffered a
deterioration in earnings and returns on investment

due to changes in the global environment. While The developments described above were ac-
short-term foreign borrowing provided some cushcompanied byundamental changes in the financial
ion against their financial difficulties, it also renderegdystem in the region. The East Asian economies
firms extremely vulnerable to changes in exchangeere being urged in some quarters to follow Japan
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on a path of financial liberalization, granting finandependent on a continuation of the increase in
cial institutions more freedom in their borrowingproperty prices. The value of collateral pledged
and lending decisions, and introducing markeggainst bank loans was dominated by the expected
based monetary policy by loosening regulatorincreases in asset prices, rather than by a realistic
controls. In the Republic of Korea the departurassumption of disposal value in a more modest
from the postwar practice of control over privatenvironment. Banks and property companies were
external borrowing coincided with the country’s bidhus extremely vulnerable to a downturn in prices,
for membership of OECD. However, financial lib-a rise in interest rates or a depreciation of the baht.
eralization went further among the second-tier
NIEs. Thailand created the Bangkok International  Despite the fact that the East Asian econo-
Banking Facility to intermediate foreign invest-mies had started to improve their regulatory and
ment expected to be directed to the next tier of Asiaupervisory systems far earlier than most other
NIEs (Cambodia, the Lao People’s Democratideveloping countries, these were ineffective in
Republic, Myanmar and Viet Nam), which mightchecking the excessive build-up of risk and fra-
otherwise have gone to Singapore or Hong Kongjlity in the financial sector (see box 3). It is
China. In reality, it served instead as a conduitotoriously difficult for bank supervisors to pre-
for short-term foreign lending to the liberalizedvent real estate bubbles, since the value of the
Thai banks and finance houses. assets involved is based on expected future income
growth or, in the case of property companies, on

Since the financing of Asian developmenmarket prices, which are often taken as the cor-
had emphasized the allocation of credits to expontect basis for valuation. It is even more difficult
oriented manufacturing, when financial institutionso assess liquidation values, since property always
were given more freedom they sought to divelhas the aura of having some real objective value
sify their portfolios for higher returns. In view ofthat is independent of financial assets, although
the high levels of private savings, there was littlsuch considerations are irrelevant to the health of
possibility of expansion of consumption lendingthe bank providing the finance. Moreover, not only
while returns on manufacturing were believed tavere Asian regulators and bank supervisory person-
be on the decline. In South-East Asia, with rapidelinexperienced in dealing with new liberalized
growth and increasing foreign interest, the consystems, but also many financial institutions were
mercial and residential property sector emergezgbsentially unregulated and, in regimes with lax
as an attractive area of high return. Constructiaccounting standaréland without proper rules for
and property development companies thus afhe reporting of non-performing loans, supervisors
peared to be good investments from the point dfad no clear idea of their exposure to risks. Finally,
view of both expected returns and diversificatiomuch of the private borrowing from international
by banks, just as they had appeared to the newdgnks was by non-bank firms — one third in the
deregulated savings and loan associations (S&LREepublic of Korea, around 60 per cent in Malay-
in the United States a decade earlier (see annesia and Thailand, and even more in Indonesia

(table 25).

Real estate loans are estimated to have ac-
counted for 25-40 per cent of bank lending in  The search for new and low-cost sources of
Thailand, Malaysia and the Philippines in 1998unding and new forms of high-margin lending
funded to an important extent by short-term forproduced not only a rapid expansion of short-term
eign borrowing. For example, the net foreigtioreign borrowing but also of domestic lending,
liabilities of the Thai banking system were 20 penotably in Malaysia and Thailand (table 28). The
cent of its domestic assets. Between one third anelsult was very similar to the situation in the
one half of Thai GDP growth since 1994 can b&nited States in the 1980s, when rapidly increas-
attributed to property-related activities. It was asng commercial property lending created an aura
sociated with sharp increases in property pricesf expansion in real incomes that had no basis in
as well as in the equity prices of property investeal productive activity and tended to mask the
ment and development companies, which, togethstructural and cyclical difficulties faced by the real
with the expansion of lending to finance stocleconomy (see annex). However, in the Asian case
market speculation, created a bubble on the Ththie leverage was based on foreign borrowing. In-
stock market. The result was an increase stead of creating an export base to earn the foreign
leveraged lending, which made the success ekchange needed to service external debt, the for-
these companies and the banks that financed theign borrowing financed investment in ghie@perty



64

Trade and Development Report, 1998

Box 3

BANK REGULATION IN EAST ASIA

The quality of financial regulation varies considerably among the countries of East Asia. At one ex-
treme Singapore and Hong Kong, China, have well-developed systems, reflected in the strength of their
banks (as indicated by features such as high ratios of capital to risk-weighted assets and low proportions
— by regional standards — of non-performing loans in total loans). Interestingly, bank exposure to prop-
erty is particularly great in Hong Kong, China. Conscious of the banks’ resulting vulnerability, the
authorities have imposed exceptionally restrictive rules regarding the permitted levels of the value of a
loan in relation to that of the property on which it is advanced, with the objective of protecting the sector
against the effect of large falls in property valtids.other countries affected by the crisis, large parts

of the banking sectors have weaknesses in some or all areas, such as the regulation of credit and market
risk,2 control of currency mismatches, the classification of and provisions for non-performing loans, and
the quality of banking supervision. Since the beginning of the 1990s steps have been widely taken
towards the introduction of proper systems of banking regulation, but at the outbreak of the crisis impor-
tant gaps in legal frameworks remained and full implementation of existing regulations had often not yet
been achieved.

In Thailand, for example, Basle capital standards for credit risk were adopted in 1993 and came fully
into force in January 1995, a somewhat more lenient version having been applied to finance companies
from July 1994. Many of the problems associated with the crisis were due to financial firms’ exposure
to market risks in a regulatory regime lacking proper controls for such risks, poor standards of classifi-
cation and provisioning for non-performing loans, lax collateralization of property loans, and inad-
equate controls over currency risks. In the Republic of Korea, Basle capital standards had been in force
since 1995, and there were plans for a major overhaul of the system of financial regulation and supervi-
sion. Butin 1997 capital still widely fell short of the 1995 requirements, and lax accounting standards
did not permit adequate reporting. The latter was particularly important in the area of non-performing
loans, where publicly announced levels were generally believed to be much too low and provisions for
loan losses too few. In Indonesia, too, before the crisis, banks were supposed to be subject to Basle
capital standards, but enforcement of these standards and other regulations was patchy: in 1996 several
banks had capital ratios below the regulatory minimum of 8 per cent, and there was also a widespread
failure to observe other prudential rules such as those concerning net overnight positions in foreign
exchange.

The East Asian crisis has led to extensive efforts to strengthen regulatory regimes, many of the measures
being taken in fulfilment of conditions attached to IMF packages of financial support. In Thailand this
strengthening has included the imposition of higher capital requirements on finance companies, more
rigorous classification of non-performing loans and a new bankruptcy law. In the Republic of Korea
banks with capital ratios below 8 per cent are to establish schedules to meet this level within two years,
and adequate provisioning for loan losses is to be introduced within the same time-frame. In Indonesia,
which experienced a banking panic in the aftermath of the decision to close 16 insolvent banks as a
condition of the IMF support package, regulatory changes have included a wide-ranging guarantee of
claims on locally incorporated banks and the use of the Indonesian Bank Restructuring Agency (IBRA)
as an instrument to enforce banking standards, with the transfer to IBRA of banks failing to meet certain
criteria. In Malaysia, a country with fewer banking problems than the three countries just mentioned,
steps are being taken to tighten the rules regarding the classification of non-performing loans and provi-
sions for loan losses, to increase banks’ capital ratios from 8 per cent to 10 per cent, and to expand the
framework of capital adequacy to include market risk. Moreover, Indonesia, the Republic of Korea and
Thailand have all liberalized rules regarding foreign equity participation in local banks. This liberaliza-
tion will, it is hoped, lead to inflows of foreign equity that facilitate the recapitalization of the countries’
banking systems, the cost of which is estimated at 20-30 per cent of GDP. The changes just described
indicate the thrust of policy in the countries in question, but effective implementation of the measures
can be expected to take place only fairly slowly.

1 Useful as they are, these rules were not capable of providing complete protection against large movements in
asset prices with an unfavourable impact on banks’ profitability, as was illustrated by the scale of the decline
in share prices in October 1997, which could be translated into implicit reductions in property prices of as
much as 50 per cent. See JP Mordgamgerging Markets Data WatcB4 October 1997, p. 5.

2 Credit risk results from the possibility that a bank’s counterparty will default on its obligations, and market
risk is the risk of loss due to changes in the market value of a bank’s asset before it can be liquidated or offset
in some way.
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and other non-traded sectors which provided much Table 28

of the stimulus for growth. In consequence, the
sustainability of growth depended on continued
capital inflows to provide low interest rate financ-

BANK CREDIT TO THE PRIVATE SECTOR
IN SELECTED ASIAN ECONOMIES,

'ng. 1981-1997
The increased reliance on foreign capital and (Percentages)
the new structure of external borrowing thus en-
hanced the vulnerability of the region to changes Annual real rate  Percentage
in the pace of foreign capital inflows. The clear- of expansion® of GDP

est result of this situation was the deterioration in
external balances in the 1990s that accompanied

the change in the size and composition of capitdi®"°™
flows into the region (tables 29 and 30). The de-

1981-  1990-
1989 1997 1997

terioration was marked in Thailand, where capitaHong Kong, China 13 8 157
inflows were increasingly financing investment inTaiwan Province of
non-traded sectors rather than in activities earn- China 15 13 138
ing foreign exchange.
Indonesia 22 18 57
International lenders and investors in 199 Malaysia 11 16 95
were aware of these factors responsible for thenilippines -5 18 52
inf:reased vglnerability of the East Asian €CONORepublic of Korea 13 12 64
:Eles, ar_ldtmdlgtht hav_e beer:j_expeﬁted to _rea;lr:zedthgﬁqgapore 10 12 97
in n impendin nge in -
€y pointed o an impending change € WY tnailand 15 18 105
namics of growth in the region. However, there
were also a number of_posmve _elements to offs_e,\t/,emo items:
the increased vulnerability. Basic macroeconomic | .
. United States 5 ] 65
fundamentals were good, and the fiscal posture .
was prudent. The countries in the region received 722" 8 1% 111

consistent praise from multilateral financial insti- G-10 Europe 6 4 89
tutions for their economic management. Where
the _eXtem_a_I t'_’ade anq payments situations W_eggurce: BIS, 68th Annual Report, Basle, June 1998, table VII.1.
not in equilibrium, policy measures had been in-  a Currentvalues deflated by the consumer price index;

troduced which immost cases, notably in Malaysia 1997 data are preliminary.
. 7. ) b Belgium, France, Germany, lItaly, Netherlands,
and the Republic of Koreahowed positive results; Sweden, Switzerland and United Kingdom. Weighted

also, short-term external indebtedness had started average, based on 1990 GDP and PPP rates .
to decline. In financial sectors that were showing
clear signs of instability, regulation, supervision

and loan-loss disclosure standards were bein

tightened and rules limiting foreign ownership of
property were liberalized.

The outbreak of the crisis and
contagion

Thus, at the beginning of 1997, while there ~ What, then, caused the sudden and cata-
was clear evidence of increased vulnerability anstrophic change in the willingness of foreign
instability, there were also a number of encouragavestors to continue to hold Thai assets and li-
ing factors, including policy actions. The Thaiabilities? It is difficult to identify a particular
economy exhibited the most visible symptoms ofause of the shift in market perceptions. Given
external disequilibrium and instability in the fi-the need for strong measures to remedy the for-
nancial sector. That foreign investors continueaign imbalance and the growing instability of the
nevertheless, to pour funds into the region dodmancial sector, the prevailing political uncer-
not mean that the problems were not recognizethinty was clearly important. Indeed, the baht had
but simply that they considered that the positiveeen under intermittent speculative pressure since
factors outweighed the negative ones. Indeelte 1996, but central bank intervention had suc-
sovereign credit ratings remained extremely fazeeded in maintaining the currency within the
vourable until the crisis actually started. fluctuation band.



66 Trade and Development Report, 1998

Table 29

CURRENT ACCOUNT BALANCE AND EXTERNAL FINANCING OF ASIA-5 2 1994-1998
(Billions of dollars)

1994 1995 1996 1997° 1998°
Current account balance -24.6 -41.3 -54.9 -26.0 17.6
Net external financing 47.4 80.9 92.8 15.2 15.2
Direct equity flows 4.7 4.9 7.0 7.2 9.8
Portfolio flows 7.6 10.6 12.1 -11.6 -1.9
Commercial bank lending 24.0 49.5 55.5 -21.3 -14.1
Non-bank private lending 4.2 12.4 18.4 13.7 -3.3
Net official flows 7.0 3.6 -0.2 27.2 24.6
Change in reserves? 5.4 -13.7 -18.3 22.7 -27.1

Source: Institute of International Finance, “Capital flows to emerging market economies”, Washington, D.C., 29 January 1998, p. 2.
a Indonesia, Malaysia, Philippines, Republic of Korea and Thailand.
b Estimate.
¢ Forecast.
d A minus sign indicates an increase.

Paradoxically, the most important factor irbanks, businesses and property developers. First,
precipitating the crisis seems to have been the sutie floating of the baht made clear the risks of
den reversal of the dollar relative to the yen innhedged foreign borrowing. Second, it produced
early May 1997 and the widespread expectatican instant increase in the baht value of the for-
of a rise in Japanese interest rates that it engezign liabilities of Thai firms without prading any
dered. This caused the short-term arbitrage fundguivalent increase in the incoraarning capacity
from South-East Asia to flow back to Japan andf assets, except for exporting firms (as described
generated strong selling pressure on the baht. Amsection B above). Third, it brought an increase
all-out defence of the currency left the Bank oin the cash commitments for the payment of in-
Thailand with net foreign exchange reserves dérest on foreign debt. Thus, the first reaction was
$2.5 billion by the middle of the month. Althoughto depress the net present value of companies; in-
official figures put reserves at around $30 billiongdeed, equity prices had been falling throughout
the Bank had virtually exhausted its net positiorthe year as rumours of devaluation dominated the
in large part through commitments in forwardnarket. Banks, without the cushion of foreign
trade, and could no longer counter baht sellinigvestment earnings, were in even more difficult
pressure without substantial borrowing frontircumstances.
abroad. Further defence of the currency had thus
to rely on administrative measures and selective Recognizing increased risk on their outstand-
market controls, including restrictions on the salag loans, foreign lenders started to call in loans
of baht to non-residents. With the financial sedo firms and banks when they fell due. Reduction
tor in near-collapse and no reserves, the Bank of exchange risk and the cost of foreign debt serv-
Thailand succumbed to market pressures and facing required firms either to hedge their existing
mally abandoned the exchange rate band on 2 Judxposure or to eliminate that exposure by repaying

foreign currency debt. Either response required

Because of the financial vulnerability of thethe selling of baht against dollars. Since the new
Asian economies, the major impact of the exchangxchange rate regime did not specify a new band
rate adjustment was on the foreign exposure bfit left the currency to float freely, it was rational



International Financial Instability and the East Asian Crisis 67

Table 30
CURRENT ACCOUNT BALANCES AS A PERCENTAGE OF GDP IN
SELECTED ASIAN ECONOMIES, 1989-1997
Economy 1989 1990 1991 1992 1993 1994 1995 1996 1997
China -1.3 3.9 4.3 1.4 -2.7 1.3 0.2 0.9 1.2
Hong Kong, China 11.5 8.5 6.6 5.3 7.0 2.1 -3.4 -1.0 -1.0
India -2.3 -2.2 -1.5 -1.5 -1.5 -0.9 -1.7 -1.2 -1.1
Indonesia -1.2 -2.8 -3.7 -2.2 -1.3 -1.6 -3.4 -3.4 -3.6
Malaysia 0.8 -2.0 -8.9 -3.7 -4.4 -5.9 -8.5 -5.3 -5.9
Philippines -3.4 -6.1 -2.3 -1.9 -5.5 -4.4 -4.4 -5.9 -4.5
Republic of Korea 2.4 -0.9 -3.0 -1.5 0.1 -1.2 -2.0 -4.8 -3.9
Singapore 9.6 8.3 11.2 11.4 7.3 15.9 17.7 15.0 13.7
Taiwan Province of China 7.6 6.9 6.7 3.8 3.0 2.6 1.9 3.8 3.1
Thailand -3.5 -8.5 -7.7 -5.7 -5.6 -5.9 -8.0 -8.0 -4.6

Source: UNCTAD secretariat calculations, based on international and national statistics.

for firms and banks and foreign lenders to movimstitutions seeking to escape from the squeeze
as soon as possible. As the exchange rate contamtheir balance sheets caused by rising domestic
ued to fall, the costs of delaying became highecash needs to service foreign debt and falling cash
and the pressure to sell became more intendlws to meet them. This triggered the downward
Thus, much of the increasing pressure on the espiral characteristic of a debt deflation in which
change rate was produced primarily by the attemfitms’ efforts to escape insolvency simply wors-
by firms and banks to hedge or liquidate debt bgned their balance sheet positions by driving down
buying dollars, and by foreign banks calling irexchange rates and asset values even further.
existing loans.
The contagion to North-East Asia resulted
Since the decision to float the baht called interom the recognition that the extent of the ex-
guestion the assumption of exchange rate stabfhange rate adjustments in South-East Asia had
ity upon which existing regional dynamics hadeached the point of disturbing relative competi-
been built, the Philippine peso and the Malaysiativeness within the entire East Asian region. First
ringgit came under pressure as soon as the THaiwan Province of China and then Hong Kong,
move was announced. After market interventio@hina, came under pressure. For the same rea-
supported by increased interest rates, both curresen, the Republic of Korea’s won also came under
cies were allowed to float. Because it was general§peculative attack. Although the Republic of
accepted that Indonesia had better underlyirigorea had not experienced a speculative property
fundamentals, particularly regarding its current adzubble, it had suffered a number of large corpo-
count, ittook some time for the selling pressure toate bankruptcies and there was speculation that
move to that country. The Bank of Indonesia rdts banks had been weakened by associated losses.
sponded quickly, enlarging the intervention bandgain, much of the foreign exchange reserves
in an attempt to stop contagious speculation, butere committed under forward cover. Conditions
soon the rupiah was also traded down. were not helped by the announcement by Taiwan
Province of China that it would not intervene in
As the panic spread to the whole region ansupport of its currency. As exchange rates came
currencies collapsed, foreign exchange traders andder pressure in the rest of Asia, market partici-
speculators selling baht were joined by an impants soon became aware of the similarities in the
creasing number of domestic firms and financiatulnerability of financial structures in nearly all
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Chart 2

SELECTED EMERGING MARKET BONDS: AVERAGE YIELD SPREAD OVER
US TREASURY BONDS
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Source: UNCTAD secretariat calculations, based on data compiled from Datastream.

countries, as well as the inadequate levels of reservieand before the difficulties in Thailand, its cur-
With currencies depreciating, the South-Easency came under additional selling pressure.
Asian scenario was thus repeated in North-East
Asia as domestic debtors attempted to hedge or Since institutional investors tend to treat
reduce their foreign exposure, causing a downwaeanerging markets as an asset class, expectations
spiral of currency values. Thus, the implicitassummf losses in one emerging market tend to spread
tion of stable exchange rates that had dominatedickly to other emerging markets, irrespective of
financing behaviour was replaced by the expect#heir economic fundamentals. This was undoubt-
tion of a free fall, and attempts were made to hedgelly a factor in the spread of the crisis to Eastern
not only against the current declines but alsBurope and Latin America. However, the increas-
against the expected future declines, giving ang globalization of financial relations also played
additional impetus to the downward spiral. a part. For example, banks in the Republic of
Korea and Hong Kong, China, held leveraged in-
The impact of the crisis on exchange rategestments in a number of developing countries or
and asset prices was not restricted to Asia. Ewansition economies, including Indonesia, the
change rates were under pressure wherever th&essian Federation and Brazil. Since these posi-
had been large inflows of foreign borrowing asions were financed by borrowed funds, they
lenders attempted to repatriate funds. Initiallyquickly turned to loss when borrowing rates in-
rates in South Africa, Latin America and Easternreased and the value of the assets fell in response
Europe came under attack. South Africa, Brazib the exchange rate turbulence, causing the banks
and the Russian Federation all suffered substanttal withdraw financing to these countries in order
capital outflows. Although the Czech Republic hatb unwind their positions and reduce losses. This
already been forced to abandon its fluctuatioled to sales of Latin American Brady bonds and
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Russian treasury securities and served to transmittteditself to an IMF programme, even though it
the crisis from Asia to other emerging marketshad no intention of drawing funds or need to do so.
The extent of this interrelation can be seen in the
very rapid and similar increase in the spread of The impact of the crisis on capital flows to
Asian and Latin American bonds traded in seemerging markets in Asia has been substantial:
ondary markets over benchmark United Statdbere was an inflow of $97.1 billion in 1996, com-
government securities (see chart 2). pared with an outflow of almost $12 billion in
1997. No netinflows are expected in 1998. Cur-
The existence of a large number of similarirent projections by various financial institutions
ties, such as a pegged exchange rate regime witindicate that no significant declines are expected
tendency taeal appreciation and a deterioratingn capital flows to Latin America and Eastern
current account and fiscal deficit, also led inved=urope. According to one estimate, the net pri-
tors to reassess their position in Brazil. After theate financial flow to Latin American emerging
attack on the Hong Kong dollar, investors remarkets will fall slightly, from $96.4 billion in
viewed the strength of the currency board regimE97 to $94.8 billion in 1998, and to Eastern
in Argentina. Both Brazil and Argentina sufferedeurope fom $60.9 billion to $58.8 billio&.How-
large capital outflows and currency sales in thever, it is notable that the spreads on emerging
speculation that hit global markets in Octobemarket bonds that increased sharply in the autumn
1997. Brazil responded by increasing interest rate$ 1977 have not really declined, indicating that
to over 40 per cent and introducing a fiscal aushere is a continued perception of high risks in
terity package. After the loss of reserves totallinthese markets (chart 2). This, together with rising
some $10 billion between October and Decemberurrent account deficits in most Latin American
confidence in the economy recovered and by Mar@nd Eastern European countries, suggests that
reserves exceeded pre-crisis levels. Argentina cothere may be serious downside risks.

D. The policy response

Much as in the 1982 Latin American debt cri- It appears that there were two principal
sis, perceptions of the nature and magnitude odtionales for applying traditional policies in re-
the Asian crisis changed radically over time. Jusponse to the crisis. First, they were expected to
as in 1982 when the crisis was initially regardetelp restore market confidence, halt the decline
as a short-term liquidity problem, the Asian probef exchange rates and reverse capital outflows.
lem was initially perceived to be about the exchandggecond, they were considered necessary for cor-
rate and payments adjustment. Consequently, thecting the underlying fundamentals, mainly to
crisis was dealt with as a “traditional” paymentseduce payments imbalances. The fiscal restriction
crisis, aggravated by structural weakness in theas also justified as necessary for funding govern-
banking system. It was indeed argued in a workaent expenditure on recapitalization of Henking
ing paper of the IMF that “(a) financial crisis callssystem without jeopardizing the fiscal surplus.
for a similar response from the Fund as any oth&he policies were, however, unsuccessful in achiev-
balance of payments problem except that the rimgthe former aim, and unnecessary for the latter.
sponse must be quicker and possibly larger th&@iven the financial vulnerability of indebted firms,
in a more traditional cas€”. Thus, the standard they simply served to intensify the debt deflation,
instruments of monetary and fiscal tightening andushing the economies deeper into recession.
high interest rates were brought in as a remedy
even though the payments imbalances were nei- High interest rates were largely unsuccessful
ther caused by budget deficits nor due to a loss iof stopping the downward spiral in exchange rates.
competitiveness because of domestic inflation. They had little impact on the decisions of firms
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and banks to reduce their exchange rate exposuflews. The value of firms, and asset prices more
while making the substitution of domestic for forgenerally, thus declined. Since these assets had
eign sources of funding more onerous. Thbkeen the collateral for much of the increased lend-
response was not to reduce the sale of domesiing, the quality of bank loans automatically
currencies to pay off or hedge foreign debt, buteteriorated. Rather than ease the burden of refi-
simply to liquidate assets and reduce activity lewrancing on domestic firms by granting additional
els. For example, in Indonesia interest rategedit, the recommended policy response was to
reached 100 per cent, without any appreciable imaise interest rates. This depressed asset prices
pact on flight from the currency, even as currenciurther and increased the balance sheet losses of
traders were declaring that there was no good réérms and their need to repay or hedge their for-
son for its collapse in view of the country’s strongign indebtedness quickly by liquidating assets
economic fundamentals. Although Indonesia anaihd selling the domestic currency.
Thailand kept their interest rates higher than Ma-
laysia, they experienced greater difficulties in their ~ While the traditional policies have been ap-
currency and stock markets. By the same tokeplied in response to the crisis, the objective of IMF
strict adherence to the orthodox programme diénding has departed from the traditional adjust-
not protect the Philippines against contagion. ment programmes, where such lending is usually
designed to support the new exchange rate reached
In this respect, useful lessons could have beaiffter adjustment. In East Asia, the exchange rates
drawn from previous experience. For instance, were left to float, in the expectation that market
the 1992 ERM crisis, which has a number of strikkorces would produce new stable rates, and lend-
ing similarities to the Asian currency turmoil, highing was designed to instil market confidence and
interest rates were not efficient deterrents againsstore capital flows. Thus, rather than guaran-
market pressure, and were quickly abandoned. Aexing the new exchange rate, the Fund’s lending
a result, in the aftermath of the crisis, low interegtas been aimed at ensuring the maintenance of the
rates and fiscal expansion were part of a successfidmestic currency’s convertibility and free capi-
adjustment policy in the countries most affectedal flows, and guaranteeing repayment to foreign
lenders. The latter, unlike domestic lenders,
Clearly, there was a need to reduce the pagmerge from the crisis without substantial loss,
ments deficit in Thailand, which would have calle@ven though they had accepted exposure to risk
for currency depreciation and some slowdown ijust as other lenders had done.
growth, but that was not so in the Republic of
Korea and Indonesia, where current account defi-  Since the currency turmoil was sustained by
cits were moderate. There was no strong case tbe attempt of debtors to make a stock adjustment
a drastic reduction in domestic absorption in anipn their balance sheets, the only effective way to
of these countries, since the exchange rate cateal with the crisis would have been to block the
rection itself could have been expected to achiewtock adjustment or slow it down. Clearly, this is
much of the adjustment needed not only by restoa- problem of inter-temporal allocation. A bank
ing competitiveness, but also through its adverddat suffers a run lacks the liquidity to repay every
effects on indebted banks and firms. More imdepaositor, but if it has the time to allow its invest-
portant, since the crisis was not caused by aments to mature, it can eventually repay. The bank
expenditure imbalance between exports and ins in difficulty only if the ultimate recovery value
ports, focusing policy on payments adjustmerdf its portfolio is less than its liabilities, for then
aggravated financial instability. it is insolvent. Some of the East Asian debtors
engaged in speculative activities may have been
The situation was characterized by a stock such a position even without the collapse in
disequilibrium rather than a flow imbalance thaexchange rates. For most, however, the crisis was
could be corrected by expenditure reductioninitially one of liquidity rather than of solvency.
Since most of the external borrowing had beehhere is no evidence to suggest that any of the
undertaken in foreign currency without adequatéast Asian countries would not have been able to
hedging, the fall of the currency created a balangenerate the foreign exchange needed to repay
sheet disequilibrium for indebted banks, properttheir external debt with an exchange rate adjust-
companies and firms; that is, at the new exchangeent that would have restored competitiveness
rates, the stock of outstanding foreign debt becanfgay 10-15 per cent), as long as they were given
too large to be supported by expected incomsufficient time to realize investments. Countries
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with savings rates around 40 per cent and high Table 31

export capacity should not have had difficulty in
repaying debt over a reasonable period of time.

EXTERNAL AND DOMESTIC DEBT IN

N RELATION TO GDP IN SELECTED
However, the use of high interest rates, the DEVELOPING COUNTRIES,

extent of currency devaluation and the reduction 1982 AND 1997
in growth rates that created conditions of debt de-
flation quickly acted on financial institutions and

company balance sheets to create a solvency c#i
sis. As discussed in the next chapter, under such External Domestic

(Percentages)

conditions of a sustained attack on a currency, the debt debt
appropriate action would be to move quickly to
solve the intertemporal problem by introducing a East Asia (1997)
standstill and bringing the borrowers and lenders Indonesia 217.9 65.5
together to reschedule, even before the commit- \ajaysia 62.4 2135
men'F of IMF fund_s. Tha_lt is what was eventually Philippines 74.4 105.7
re_quwed and achieved in the Republic of Korea, Republic of Korea £0.9 1810
with the agreement of creditors to roll over a suf- _
ficient amount of short-term loans to make 'nhailand 4.1 137.9
repayment possible. However, it would have been
much better to have started the process with ne-latin America (1982)
gotiations of this sort, rather than providing Argentina 51.7 154.1
funding to repaycreditors and putting together a  grazil 30.4 28.9
conditional lendingpackage which ensured anin- ..o 476 383
crease in bankruptcies, income loss and debt

Venezuela 53.7 32.6

deflation which would itself destroy the ability to
repay. A combination of rapid debt restructuring
and liquidity injection to support the currency andsource: Deutsche Bank Research, “Is Asia’s debt sustainable?”,
provide working capital for the economy would Market Issues, 25 May 1998.

also have made it possible to pursue the kind of

policies that enabled the United States to recover

quickly from a situation of debt deflation and re-

cession in the early 1990s (see annex).

The basic problem still facing the Asian

economies is the rescheduling of the accumulated This can also be seen by reference to esti-
debt. The severity of the current crisis can be searates of the overall debt burden to be met by the
by comparing that debt with the bank debt acclAsian countries. The calculations of scheduled
mulated in Latin America in 1982 (table 31). Thenterest payments in table 32 for 1998 are based
accumulation of external debt in East Asia is faon current three-month interbank rates. It should
in excess of that in the Latin American crisis, exbe noted that commercial borrowers would have
cept for the Republic Korea. Moreover, one ofo pay substantially higher rates because of their
the characteristics of the current crisis is the espreads. Itis clear that the major problem of adjust-
tent to whichforeign debt has been a source afentfacing the Asian countries is not servicing
increased domestlending. A comparison of in- external debt, but the resolution of the domestic
ternal indebtedness in the two periods shows thd¢bt burden. As a result of the high interest rates
external borrowing has given rise to a much largémposed after the outbreak of the crisis, the inter-
amount of internal lending in the Asian crisis thaest burden as a percentage of GDP has risen
in the Latin American crisis (table 31). The fig-significantly. Itis quite likely that the net present
ures suggest that since Argentina, Brazil, Mexicealue of future earnings associated with feasible
and the other Latin American debtors requiretates of income growth is less than the net present
special assistance in resolving the crisis and realue of the future interest obligations; this sug-
scheduling debt service, such assistance will alg@sts that without write-offs of domestic debt,
be required to resolve the Asian crisis. there will be continued widespread bankruptcies.
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Table 32

INTEREST PAYMENTS AS A PERCENTAGE OF GDP IN SELECTED ASIAN COUNTRIES,

1995-1998
1995 1996 1997 19984

Interest payments on external debt

Indonesia 3.4 3.2 4.0 9.5

Malaysia 2.4 2.3 2.7 3.9

Philippines 3.2 2.9 4.3 4.6

Republic of Korea 1.2 1.2 1.5 3.1

Thailand 2.6 2.9 3.6 4.9
Interest payments on domestic debt

Indonesia 7.0 7.5 16.5 31.7

Malaysia 8.9 115 13.7 17.9

Philippines 9.7 11.6 15.8 13.0

Republic of Korea 19.0 19.5 30.1 42.8

Thailand 12.6 114 21.0 26.7

Source: See table 31.
a Estimates.

E. Social consequences of the crisis

The adverse impact of the financial crisis ira number of institutions paint an even bleaker pic-
East Asia and of the policies adopted in responsere. Original estimates of the likely duration of
on economic growth and development is provinthe crisis also proved to be over-optimistic. The
much deeper than was originally expected. DufFund at first expected the affected countries to re-
ing the International Monetary Fund/World Bankcover in 1998; now the best guess is 2002.
annual meetings in Hong Kong, China, in Septem-
ber 1997, it was generally held that the ongoing  After decades of rising incomes and living
disturbances in Asian financial markets were nstandards, household earnings have fallen and un-
more than a blip and would cause only a temp@mployment has risen sharply in the Asian
rary setback. For example, in October 1997, twoountries most affected by the financial crisis. All
months after the collapse of the Thai currency, thecome groups have been affected, including the
IMF’'s World Economic Outloolpredicted that rich, who have suffered a decline in net wealth
these disturbances would lead to only a sliglitue to the decline in stock and real estate prices.
slowdown of growth in the region (table 33).Of particular social concern, however, has been
Within less than three months, however, the IMEhe impact of job losses on low-income urban
lowered its estimate, and in May 1998 lowered iwvorkers and the second-round effects on the poor
even further. Current (June 1998) projections hiy both urban and rural areas.
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Table 33

FORECASTS OF GDP GROWTH IN 1998 FOR SELECTED EAST ASIAN ECONOMIES

IMF, World Economic Outlook SSB? UNCTAD

Economy May 1997 Oct. 1997 Dec. 1997 May 1998 June 1998

China 8.8 9.0 7.5 7.0 6.0 6.0
Hong Kong, China 5.0 5.0 4.1 3.0 -2.0 -2.0
Indonesia 7.5 6.2 2.0 -5.0 -14.0 -12.0
Malaysia 7.9 6.5 2.5 2.5 -3.0 -2.5
Philippines 6.4 5.0 3.8 2.5 0.8 1.0
Republic of Korea 6.3 6.0 2.5 -0.8 -6.5 -6.0
Singapore 6.6 6.0 6.2 3.5 0.9 1.0
Taiwan Province of China " 3.0 " 5.0 4.8 5.0
Thailand 7.0 3.5 0.0 -3.1 -8.7 -8.0

Source: IMF, World Economic Outlook, Interim Assessment, various issues.
a Forecast by the investment house Salomon Smith Barney, Hong Kong, China, as reported by Agence France Presse,
12 June 1998.

The deeper the economic contraction turnand the Republic of Korea. The deterioration of
out to be and the more recovery is delayed, thmnployment and social conditions in these countries
less likely it is that the newly poor will be able tdhas led to unrest ranging from labour demonstrations
recover from deprivation and regain their previin the Republic of Korea to riots in Indonesia, the
ous occupational backgrounds and standards latter resulting in the death of over 1,000 people.
living. The impact on human resources could even
spill over to the next adult generation if primary Because of its deep recession, large popula-
school enrolments decline and child malnutritiotion and low per capita income, Indonesia is the
increases. shock-affected country where the greatest increase

in underemployment and poverty is expected to

The loss of jobs has not been limited to theccur. The collapse of the rupiah and quickening
debt-laden, export-oriented manufacturing firmiflation that could reach over 80 per centin 1998
and the construction sector; it has also been sutave further aggravated social conditions by sap-
stantial in firms serving the domestic marketping purchasing power and eroding the real value
which have been saddled with large internal delof savings. There could be an additional strain
burdens and the consequences of the collapseanf livelihoods and the social fabric if hundreds of
domesticfinancial relations. These firms are genthousands of Indonesian workers are expdtiau
erally labourintensive ones in the manufacturingMalaysia and Singapore and have to be absorbed
or service sectors that had helped reduce poveityo the Indonesian economy. Moreover, any re-
in the past by absorbing large numbers of lowkindled ethnic hostility toward Indonesians of
skilled workers, many of whom were of ruralChinese ancestry could further aggravate the crisis
origin. High food prices and reduced social exand discourage future domestic private investment
penditures have further aggravated samiedditions that is essential for economic recovery.
and contributed to the growth of poverty in some
of the countries concerned. In the light of such considerations, Indone-

sia’s Central Bureau of Statistics forecasts that

As can be seen from table 33, the worst-affectethemployment could reach 15 million in 1998, or
countries to date have been Indonesia, Thailadd per cent of the workforce. Because of the lack
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of unemployment benefit schemes, most of theent in the near future. It is also likely that real
laid-off workers will turn to informal sector liveli- wages will decline further as growing numbers of
hoods rather than remain indefinitely unemployedvorkers opt for wage reductions in exchange for
Judging from the severe contraction of the econguaranteed job security.

my, the UNCTAD secretariat estimates that the

proportion of the Indonesian population that will The social impact of the crisis in the Repub-
be living in poverty by the end of 1998 will in-lic of Korea has been mitigated by the existence
crease by 50 per cent over 1996. and expansion of unemployment benefit schemes,

but much less so in Indonesia, which as a poorer

Although not as severely affected, othecountry has only minimal safety-net measures in
Asian economies have also seen unemploymepiice, and in Thailand, which has virtually no pro-
rise to record levels. In particular, Thai unemgrammes for protecting the unemployed and
ployment rose from 5.4 per cent of the labour forcenderemployed. Past complacency and unpre-
in 1997 to 8.8 per cent in February 1998. Thparedness regarding safety-net provisions are
sector most affected to date has been construmderstandable since the governments concerned
tion, where 1.1 million workers have been laid offhave for a long time reasonably assumed that rapid
Roughly half of these were from Myanmar ané&nd sustained economic growth would of itself
have been expelled from Thailand, while most afaise incomes, reduce underemployment and alle-
the rest were Thais who in the main have returnetiate poverty.
to their rural areas of origin to eke out a living.
The UNCTAD secretariat estimates that the pro-  Until economic output revives, safety-net
portion of the poor in Thailand’s population will palliatives are necessary for cushioning the im-
rise by about one third by the end of 1998 becaupact of the crisis on vulnerable and poor segments
of the effect of job losses in augmenting rural andf the population. In the case of Indonesia, short-
urban underemployment and in reducing urbaterm humanitarian assistance of over $1 billion is
worker remittances to rural families. The reductiobeing organized to this end by the international
of householdncomes hasgnter alia, made it harder community. The assistance packages will include
for families to afford to send their children toa public works programme for laid-off urban work-
school, as a result of which it is reported that thers, rice and medicine imports to stabilize wage
number of elementary school drop-outs in Thaigood prices and satisfy basic needs, and technical
land has almost tripled compared with a year agassistance aimed at promoting rural development.

These elements should prove helpful in mitigating

Employment conditions in the Republic ofthe effects of the crisis on the poor. An additional
Korea have also seriously deteriorated. As of Jumeeasure that could be beneficial would be to ex-
1998, unemployment was 7 per cent, up from 4 gand micro-credit schemes for small entrepreneurs,
per cent in October 1997. Three categories abt least because such approaches, unlike public
workers have in particular borne the brunt of thevorks projects, enable women as well as men to
crisis. One is workers in the construction sectoparticipate in and benefit from them.
where employment fell over the same period by
22 per cent, as opposed to 14 per cent in manu- Safety-net measures, however, can have only
facturing. Another is unorganized workers ira marginal and temporary impact in alleviating
small and medium-sized enterprises, which unlikeocial hardship. They are in no way long-term
most of thechaebolshave little access to creditsolutions to the social crisis. The resumption of
and are therefore fast going out of business. Thegh and sustained growth is indispensable in or-
third category consists of female employees, whater to reverse the effects of economic contraction
have been disproportionately the first to be laidnd bring unemployment and poverty levels back
off. Besides growing unemployment, there hagdown to pre-crisis levels. The insistence on high
been a decline in real wages of 2.3 per cent owimlgmestic interest rates and balanced budgets has
to the cuts in overtime payments and annual bbeen counterproductive in this regard. Policies
nuses. The situation is expected to worsesf increased domestic expenditure and lower in-
considerably in the months ahead, with unemployerest rates will be necessary in order to overcome
ment likely to reach 10 per cent by the end of 19%&ancial difficulties and to reflate domestic de-
since 12 of the largest 36haebolsplan to mand. The alternative is continued economic
downsize by 20-50 per cent, and the Governmedepression with attendant consequences for the
intends to reduce public employment by 10 pesocial and political stability of the region.
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F. Conclusions: The crisis and the Asian development “model”

As already noted, in the view of some Westeountries (Japan and the first-tier NIEs, except
ern commentators, the crisis in East Asia wadong Kong, China), and to recommend it to other
caused by structural and institutional shortcondeveloping countries for emulation on the ground
ings in the countries concerned, which resultetthat it relied less on interventionist policies and
from the environment in which the economiesnore on conservative macroeconomic manage-
operate. Broadly, two reasons are singled out agent and liberal trade and FDI policis.It is
the root causes of the financial difficulties in thenotable that two “interventionist” economies —
region: the close relationship between governme8ingapore and Taiwan Province of China — have
and business, and market distortions that insulatedt experienced serious currency turmoil and fi-
business from competitive forces and market disrancial crisis even though they have suffered from
cipline. Some commentators go even further argpillovers, just like many other countries linked
suggest that the crisis marks the end of the “Asida the region by strong trade and financial ties. In
model of development”. While they accept thaBouth-East Asia, too, the problems faced by In-
the “model” has been very successful in deliverdonesia and Thailand are again quite different
ing an unprecedented pace of industrialization aritbm those in Malaysia, which has pursued some-
growth, and in eliminating poverty, they considewhat more activist policies than the other two
it is now outdated and has been overwhelmed lepuntries.
global market forces, very much as the Western
form of free market capitalism has triumphed over  As in the earlier episodes of financial crisis
central planning. and currency turmoil in developing countries, the

crisis in East Asia was preceded by financial lib-

There is no question that the way the econeralization and deregulation which, in some cases,
mies are run and businesses are operated in E@shstituted a major break with past practices. In
Asia differs considerably from the “Westernthis sense the fundamental problem was not that
model”. However, the analysis presented in thidhere was too much government intervention and
chapter shows that the crisis in East Asia does n&@ntrol, but too little. A similar point has been
differ in its essential features from those experimade by Joseph Stiglitz, Chief Economist of the
enced in developed and developing countrieg/orld Bank:
organized under various institutional and socio-
economic systems, including those in countries  Some ideologues have taken advantage of the
operating under the Western, Anglo-American  current problems besetting East Asia to sug-
model. Itis yet another episode in a series of crises gest that the system of active state intervention
that have been occurring with increasing fre- is the root of the problem ... But | will argue
quency since the breakdown of the Bretton Woods  that the heart of the current problem in most
arrangements, and with the introduction of float- ~ €ases is not that government has done too

ing exchange rates and the unleashing of financial Much. butthatithas done too little ... The fault
capital. is not that the government misdirected credit

... Instead the problem was the government’s

i . lack of action, the fact that the government un-
Furthermore, there are important differences e restimated the importance of financial

among the East Asian economies in their institu- regulation and corporate governance.

tions and economic structur®s.Indeed, before

the financial crisis, there was a tendency to dis-  Tnhe East Asian crisis is not a refutation of

tinguish a South-East Asian development model the East Asian miracle. The more dogmatic
from the one followed by the North-East Asian  version of the Washington Consensus does
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not provide the right framework for under- well illustrated by the Indian example: in India
standing both the success of the East Asian  the largest corporations are highly geared by in-
economies and their current troubles. Re-  ternational standards, but the economy has been
sponses to East Asia’s crisis grounded in trl”s spared the turbulence in the East Asian financial
view ofthe world are likely tobe, atbest, badly 5 et pecause of its gradual and cautious ap-
flawed, and at worst, counterproductive. . . L

proach to capital account liberalizati&n.

_ The break with past prac'Fices has been. Par- As for the second-tier NIEs, the jury was still
ticularly notable for the Republic of Korea, Whlch,Out even before the first signs of crisis became

together with Japan and Taiwan Province of Chingyjqent As examined by the UNCTAD secretariat

was generqlly seen a§ th'e most syccessfuI “mOdﬁ#’some detail ITDR 199&nd elsewher&while
of modem industrialization basemiter alia, on  ¢,)16\ving more liberal policies, these countries

the features that are now considered to be the r d been extremely successful in mobilizing do-

cause of the crisis. However, it is the departulgqsiic resources and establishing competitive
from the “model” rather than its pursuit that iS.o5rce- and labour-intensive industries. It was
the main cause of the crisis in that country. Thig.q,eq that such policies were indeed appropriate
departure appears to have occurred in two crucigline initial and relatively easy stages of export

areas: control over external borrowing and stajmotion, but that their limits were being reached
guidance of private investment. The country dre\gnd there was a need to turn to the kind of strat-

upon external finance in its postwar industriali-egy pursued by their northern neighbours in order

zation primarily through borrowing from i hrogress further in industrialization and devel-
international banks, but this was almost alwaygpment_ Coming on top of structural difficulties,
subject to government approval and guarantee. @Rancial liberalization increased the dependence
the other hand, while private investment was thg these countries on foreign resources and hence
driving force of industrialization, policy always tneijr vulnerability to the whims of international
played a major role in coordinating investmenfinance. This was perhaps most evident in Thai-
decisions inorder to avoid excessive competitiongng, where the establishment of an international
and excessapacity. Abandoning this coordina-panking facility (discussed in section C above),
tion seems to be one of the main reasons f@fe |iheralization of the banking sector and the

misallocationand overinvestment, while the factgecontrol of property investment were crucial fac-
that the Government relinquished control over thgys in the crisis.

financial sector explains why the country became
vulnerable to an external debt run and an attack |n TDR 1997the view was expressed that

on its currency. successful examples of modern industrialization
are distinguished by the way profits and integra-
Dismantling checks and balances in these ation into the global economy are managed. This
eas has proved to be extremely destabilizing anghs one of the main lessons drawn from the post-
disruptive for the traditional institutional arrangewar experience of Japan and the first-tier NIEs.
ments regarding corporate investment and financehe main lesson of the Asian crisis leaves this
High corporate leverage, which was one of the keyonclusion unshaken: when policies falter in man-
factors in rapid postwar growth and accumulaaging capital and integration, there is no limit to
tion,'® proved fatal when corporations wereghe damage that international finance can inflict
allowed to raise money abroad without the tradibn an economy. There is certainly considerable
tional supervision and control, treating externadcope for national policies in preventing and bet-
and domestic debt as perfect substitutes, evesr managing crises of this sort. However, these
though there was no international counterpart rises are a systemic problem, and action is there-
the domestic lender of last resort to smooth otibtre needed also at the global level. The next
liquidity problems. Thus, the problem was not sochapter addresses these more fundamental and
much with leverage as with liberalization — a poingystemic issues. &
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Annex to chapter Il

THREE POST-BRETTON WOODS EPISODES OF
FINANCIAL CRISIS

I. The Southern Cone experience

There are many points of similarity betweenionale for the latter was expressed at the time by
the experience of the Southern Cone countries anhigh IMF official in the following terms:
Latin America during the late 1970s and early
1980s, particularly the Chilean experiment dur-  In the case of the private sector, | would ar-
ing that period, and the recent East Asian financial  gue that the difference between domestic and
crisis: excessive borrowing abroad in foreign cur-  foreign debt is not significant — barring gov-
rencies intermediated by recently deregulated €rnment interference with the transfer of
banks without adequate supervision in conditions ~ Se€rvice payments or other clearly inappro-
of fixed exchange rates and large interest differen-  Priate public policies —if it exists atall. The
tials, eventually leading to widespread bankruptcies, exchange risks associated with foreign bor-

d banki d forei h i rowing are presumably taken into account
an anking and foreign exchange crises. as are the other risks associated with bor-

) . o . rowing, whether it be from domestic or
In Chile the liberalization process started in ¢oreign sources. More generally, private

1974 with the return of fully nationalized banks  firms can be expected to be careful in as-

to the private sector through auctions supported sessing the net return to be derived from

by generous credit arrangements. As part of a borrowing funds as compared with the net

strategy to eliminate financial repression, interest cost since their survival as enterprises is at

rates were freed, reserve requirements were reduced stake?

and the newly createfinancieraswere allowed

to operate without any restriction. Despite ear- Capital inflows surged in 1981 and the real

lier announcements by the authorities that deposigxchange rate rose rapidly. This was a period of

were not insured and that there would be nsharply rising dollar interest rates, when a capital

bailouts, the Government intervened heavily ioutflow might have been expected, but real do-

1977 when an important bank was in serious tromestic rates were over 30 per cent since monetary

ble and rescued both the depositors and the baiplolicy was kept tight in view of a rapidly rising

current account deficit brought about by the cur-

The experiment took another turn in 1979ency appreciation, a consumption boom and

when the nominal exchange rate of the pedmubbles in financial and real assets. The trade

against the dollar was fixed and restrictions odeficit rose from around $350 million in 1979 to

convertibility and capital movements, includings2,700 million in 1981 as consumer imports

private borrowing abroad, were relaxed. The raurged. Domestic borrowers quickly shifted from
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peso to dollar loans to reduce financing costs, The exchange rate regime collapsed in 1982.
expecting that international interest rates wouldn important part of the banking system was al-
fall more quickly than domestic rates. The capiready insolvent when foreign lending started to
tal inflows were primarily loans from internationalexpand rapidly in 1980. In 1981 the Government
banks denominated in dollars. They were mosthquidated three commercial banks, fdimanciera
on-lent by the newly privatized banks to local borbanks and a development bank, which accounted
rowers in dollars: in 1981 dollar-denominatedor 35 per cent of total lending. In 1983 another
local bank loans to the building sector increasegight banks, with 45 per cent of financial system
by 280 per cent compared with a 13 per cent rideans, were taken under the control of the central
in peso lending. Much of the increased lendingank, which by 1988 held bad bank loans equal to
was used to finance the purchase of public asseisarly 20 per cent of GDP. Only one commercial
that were being privatized. The ratios of bank debtank survived without government support. It was
to income rose sharply to over 50 per cent for moat this point that serious thought was given to pru-
sectors of the economy, and debt-equity ratios falential supervision and regulation of the banking
large conglomerates exceeded 90 per cent.  system.

ll. The United States banking and real estate crisis
and debt deflation

The sharp rise in United States interest ratébe S&Ls to grow out of their difficulties by in-
that created difficulty for Latin American borrow-vesting in high-risk, high-yielding assets.
ers in the early 1980s also created problems for
United States savings and loan associations This created a potential for fraud and moral
(S&Ls).2 The phasing out of Regulation Q, whichhazard. Since most of the S&Ls were already
gave the Federal Reserve powers to set limits amsolvent, their only chance of survival was to ex-
deposit rates, led from 1980 onwards to increas@end into high-risk areas of activity, financed by
competition for deposits both among banks andeposits that were now guaranteed up to the limit
between banks and other institutions. It left S&Lef $100,000 but were no longer subject to maxi-
with large portfolios of 30-year fixed-rate mort-mum interest rate limits. Investment banks soon
gage loans at low interest rates when competitiateveloped a lucrative business as insured deposit
was pushing up the deposit rates. The result wasokers, providing funds in $100,000 federally in-
to render most of these institutions instantly insured bundles to the S&Ls, which in turn invested
solvent; they faced the choice of either raisinthem in high-risk projects. Commercial banks,
their deposit rates above the rates they receivednsion funds and insurance companies all fol-
on their loans, or watching their deposits draitowed the S&Ls in acquisition, development and
out until they no longer had liquid resources toonstruction loans that gave rise to a bubble in
meet withdrawals. Consequently, pressures dtie property markets. Opportunities for alterna-
veloped for deregulation on the asset side of thee business were also provided by lending to
balance sheets, which eventually resulted in egkonsumers during the recovery that started in
cessive risk-taking and debt creation. Congred$983, and by providing highly leveraged financ-
granted S&Ls increased freedom to engage in neag for mergers and acquisitions.
areas of activity with higher returns, including
non-investment grade (junk) bonds, futures and In this process, business firms and consum-
options contracts, commercial real estate loansrs raised their indebtedness to unprecedented
and consumer and credit card loans, while the sivels, while financial institutions increased their
of the minimum deposit benefiting from the Fedlending against risky assets. Consequently, both
eral Deposit Insurance guarantee was increasemrporate and household incomes and spending
In effect, the new legislation was an invitation tdoecame increasingly sensitive to interest rates.
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Thus, when the Federal Reserve started tighteftlom the Chilean experience, namely that appro-
ing monetary policy after the 1987 stock markegpriate prudential regulations must accompany the
crash in order to throttle asset-price inflation, thaccelerated liberalization of deposit-taking insti-
result was one of the deepest postwar recessiohgtions. Second, it showed that while deposit
Falling property prices caused capital losses amdsurance is seldom the initial cause of morally
widespread insolvency, reducing the willingneshazardous behaviour that gets a bank into diffi-
and ability of banks to lend and of business antllty, its existence can generate such behaviour
consumers to spend. However, in reaction to tlece a bank finds itself in difficulty; it then leads
weakness in the financial system and the econontg, substantial additional losses since there is no
short-term interest rates were reduced in the eatlynger any downside risk. The proper policy re-
1990s almost to negative levels in real terms, thsponse is not to eliminate insurance, but to ensure
providing relief not only for banks, but also forprompt closure so that an insolvent bank cannot
firms and households, which were able to ride these deposit insurance to gamble on a recovery in
yield curve and refinance debt at substantiallgarnings. This has now been made part of formal
lower interest-servicing costs. This eventually praederal prudential regulations that provide precise
duced a boom in the securities market, therelguidelines for the rapid closure or take-over of
lowering long-term interest rates and helping tbanks in difficulty.
restore balance sheet positions, thus producing a
strong recovery. Finally, the policies pursued in the early
1990s were exemplary in the way they addressed
A number of important lessons emerged frordebt deflation, making it possible for the United
the United States experience of financial liberaliStates economy to enjoy one of the longest post-
zation. First, it confirmed what had been learnedar recoveries.

[Il. The EMS currency crisis

Much like the Asian crisis, the 1992 crisis in Given the relative stability of exchange rates
the EMS which forced Italy and the United King-after 1987, there was a widespread expectation
dom to opt out of the ERM was driven by largehat the then existing ERM exchange rates would
movements of short-term arbitrage funds respondemain stable and become the conversion rates for
ing to interest rate differentials and prospects dhe creation of the single European currency in
capital gains in conditions of fixed exchange ratabe third stage of Economic and Monetary Union
and increasing external imbalances. The outflofEMU). In the high-inflation, high-growth econo-
of arbitrage funds was triggered by an apprecianies ofitaly and the United Kingdom the exchange
tion of European exchange rates and a rise iate stability during this period was achieved
interest rates in Germany. There was also a raptirough tight monetary policies that created large
contagion, as the decision to devalue the Italianterest rate differentials with the rest of Europe,
lira led to heavy speculation against the poungiarticularly Germany. This triggered large capi-
sterling that eventually drove both currencies frortal inflows, financed by funds borrowed at low
the ERM, and a delayed contagion that producedterest rates in Germany and the United States.
a speculative attack on the French franc in thEhese inflows were initially dominated by United
summer of 1993. In addition, deregulation waStates banks, which were also speculating that the
involved, since Italy had lifted all its remainingcreation of the common currency would bring a
capital account restrictions and adopted the nadewnward convergence of interest rates and so
row fluctuations band in the EMS in 1991. produce capital gains on their holdings of Italian
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and British securities. Thus, unlike in East Asiayuild-up in reserves led to the belief in their sta-
the lending was in the domestic currency in orddaility. However, because of inflation differentials,
to take advantage of the expected capital gains. @rey also produced real appreciation and rising
the other hand, the exchange rate risk was expectadrent account deficits. At the beginning of 1992
to be small; since the EMS had always hatthin it became clear that the increasing external defi-
band” realignments, the largest possible exchangés could not be sustained, and there were large
rate movement would be less than 4.5 per centcapital outflows from Italy. The continued de-
preciation of the dollar made the loss of competitiveness

United States banks also invested borroweglven greater, while increased interest rates set by
dollar funds in these high-yielding markets, buthe Bundesbank reduced the attractiveness of the
since the dollar was floating against the Europeanrbitrage gains. The view gained ground that the
currencies, the currency risk was greater. Neveira would require an adjustment that was greater
theless, given the difficulty of hedging against théhan the traditional “within band” adjustment,
lira, the large size of the differentials and the wealprobably as much as 10-15 per cent. As Italian
ness of the dollar, these positions were initiallyeserves declined, the markets in September 1992
unhedged, and then hedged through the DFdrced a lira devaluation, leading to an exchange
against an appreciation of the dollar on the asate that proved unsustainable, and pressure soon
sumption that the lira/DM rate could not divergepread to sterling; Italy and the United Kingdom
by more than the narrow exchange rate band tifen suspended their participation in the ERM.
4.5 per cent. Sterling could be hedged directlyUnlike East Asia, both countries experienced a

very rapid recovery on the back of a strong rise in

The large capital inflows generated by thexports, using the freedom they had gained as re-
interest rate differentials and prospects of capitghrds monetary policy to reduce interest rates
gains strengthened these currencies, and the larghative to those in Germary. W
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Chapter IV

THE MANAGEMENT AND PREVENTION OF
FINANCIAL CRISES

A. Introduction

This chapter discusses key issues regardingew of the high costs and uncertain outcomes as-
both the management or containment of financiabciated with reliance on domestic policies in the
crises and policies that could help to prevent therdebtor country under attack and on external financ-
Here it is necessary to distinguish between bankig under arrangements which are currently in
ing crises (which frequently include runs on partplace or can reasonably be envisaged, special at-
of the banking sector) and currency crises (whictention is focused on the last of the approaches
involve flight from the currency by residents andnentioned, i.e standstill and workout procedures.
non-residents), although the two may be, and (as
discussed in chapter Ill) in developing countries  Measures for crisis prevention can be taken
usually have been, closely connected. In the caat global, national or regional levels, and the
of banking crises a conceptual distinction cannateatment here takes up policies and proposals
reasonably be made between management, on thassified under headings which broadly follow
one hand, and prevention on the other; strengttirat order. However, the policies and proposals
ened financial regulation and supervision, fosurveyed do not always fit neatly into this pat-
example, are manifestly directed at meeting botiern. Global surveillance, for example, clearly
objectives. Chapters Ill and IV focus principallybelongs to the first of the three levels mentioned,
on crises where attacks on the currency were a@nad regional consultation and collaboration to the
companied by threats to the banking system. third. But in the case of other measures (such as
such cases the distinction between managemdimtancial regulation, controls over international
and prevention is useful, and the section whiclending and portfolio investment, capital controls
follows concerning crisis management and res@and exchange rate policies), even though action
lution discusses policies which can be adopted generally takes place at the national level, in re-
response to a currency attack for the purpose oént years such measures have been increasingly
halting or reversing it and so limiting the resultthe subject of global or regional initiatives because
ing damage to the domestic economy. they have significant cross-border spillovers, involve

free-rider problems (arising from the advantages

The subjects taken up under crisis manage<ccruing to a country from other countries’ com-
ment are macroeconomic policies, managementpliance with rules, standards or norms which it
reserves and access to credit, international lendelees not itself observe), or restrict national policy
of-last-resort financing, and international standstihutonomy. As explained below, the first two con-
and workout procedures for debtor countries. Isiderations have been particularly important for
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international initiatives regarding financial regu+egimes agreed by smaller groups of countries
lation and supervision, and also for multilaterafor the removal of restrictions on capital trans-
cooperation at regional and global levels to prexctions. The WTO regime for international trade
vent disorder in currency markets and competitivim goods and services reflects all three considera-
devaluations. The third consideration motivateSons, and its agreements contain provisions
the global regime for currency convertibility forexplicitly designed to deal with problems under
current international transactions, and variousach of them.

B. Managing and resolving financial crises

1. Self-fulfilling debt runs hence damaging the interest of creditors as a
group. In this sense, debt runs reflect the failure
of markets to coordinate individual decisions so
While every financial crisis in developingas to generate a superior outcome for the credi-
countries is different, such crises have a commaars as well as the debtors.
feature: the rush of investors and creditors to exit
and the consequent financial panic. Indeed, what- The consequences of a generalized debt run
ever the proximate causes of financial crises dy international creditors triggered by a loss of
the events that trigger attacks on currencies, intasenfidence are much more serious than those of
national investors and creditors of developinthe debt run by creditors of domestic debtors.
countries often manifest herd-like behaviour irsuch behaviour can easily turn a liquidity prob-
exiting as well as investing or lending. The deldem into widespread insolvencies and defaults by
crisis of the 1980s witnessed a drastic cutback aitering key asset prices, interest rates and ex-
lending by international banks to sovereign debthange rates. In the absence of a large stock of
ors, while during the 1994-1995 Mexican crisis theeserves or access to international liquidity, the
rush for the exits by international creditto®k the ability of a debtor developing country to repay its
form of rapid liquidation of government paper aneéntire stock of short-term external debt on demand
conversion of the proceeds into dollars. Again, ii® no greater than the ability of a bank to meet a
the more recent turmoil in East Asia, the refusal taun by its depositors. Where external liabilities
roll over short-term loans together with the attemgre in the form of direct securities denominated
of unhedged debtors to avoid exchange rate lossaslomestic currencies, as was the case with Mexi-
was the principal factor deepening the crisis. cancetesandtesobonosthe demand for foreign
currency comes directly from the creditors. In the
Creditor overreaction to debtors’ financialcase of bank lending, withdrawal of loans by for-
difficulties is often explained in terms of a col-eign creditors could trigger a rush by unhedged
lective action problem. Even though the creditordebtor banks and firms into foreign currency as
as a group are better off if they continue to rolthey seek to pay debt or cover their open positions.
over their maturing claims on a debtor, an indiThat would in turn drive down the valuetbie do-
vidual investor has an incentive to rush for thenestic currency and raise interest rates, making it
exits. A debtor who could normally generate sufmore difficult for debtors to service their debt and
ficient resources to service his outstanding stodkrcing them to liquidate assets, thereby deepening the
of debt would face a liquidity problem if moredebt deflation process. It is not only the interna-
than a certain number of creditors refused to renewnal debtors that would thus be hurt; there would
their maturing claims. Without access to liquidalso be broader macroeconomic consequences, in-
ity, he would be forced to curtail operations or teluding a sharp decline in employment and output.
resort to distress sales of assets, which in turn
would lower his income and wealth, thereby fur-  Additional pressures on exchange rates and
ther constraining his ability to service debt andsset prices would arise from two other sources.
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First, residents tend to flee from domestic currendpr debt standstills and workouts to prevent the
assets, and can do so easily when the economyadsulting liquidity crises from leading to insolvency.
dollarized and there is easy access to foreign ex-
change assets. Second, debt runs by foreign
creditors are often associated with a flight fronly
non-debt instruments held by non-residents, no-
tably from the equity market. Since such investors
face a decline in prices when they attempt to lig-
uidate their holdings, the selling pressure in the Interest rate differentials are undoubtedly an
currency market would be weakened. Moreovemnportant determinant of international capital
since they would also suffer from depreciationdlows. Higher domestic interest ratesteris pari-
they may have less inducement to exit. Howevebus would stimulate capital inflows by increasing
investor overreaction could still amplify destathe profitability of arbitrage with foreign money
bilizing feedbacks between equity and currencmarkets. Also, they could signal the determination
markets. Indeed, there has been a very close cofpolicymakers to remove certain macroeconomic
relation between the collapse of equity prices aritchbalances, such as excess domestic spending and
exchange rates in recent episodes of financial ctarge external imbalances, when these threaten to
sis in developing countries, and this linkage hgsut pressure on the currency. Under such circum-
been particularly strong in East Asia. stances, restrictive monetary policy and higher
interest rates can play an important role in stabi-
Theoretically, there are four lines of defencédizing capital flows.
against a massive attack on the currency of a
debtor country: However, as the events in East Asia show,
when financial markets panic the likely effects of
e domestic policies, particularly monetary andnonetary tightening and higher interest rates on
interest rate policy, to restore market conficapital flows are quite different, because they exert
dence and halt the run; a strong influence on credit risk. The withdrawal
.of foreign lending and flight from the currency
began in the first place because lenders and in-
_ _ vestors did not expect to receive the return on their
* use of an international lender-of-last-resorfssets. Higher interest rates simply signal declin-
facility to obtain the liquidity needed; ing creditworthiness and rising default risk, and
* aunilateral debt standstill and exchange rehe expected rate of return adjusted for risk will
strictions, and initiation of negotiations fortend to fall as interest rates are raised.
an orderly debt workout.

Monetary policy and market
confidence

* hedging by keeping sufficient foreign re
serves and credit lines;

For international lenders with claims denomi-

The last three mechanisms affect not onlgated in dollars, higher domestic interest rates in
crisis management but also the likelihood of emethe debtor country do not alter the rate of return
gence of debt crises by discouraging runs against their assets. But by increasing the financial
the currency. The threat of a unilateral debt stand#ficulties of their debtors and reducing their in-
still could also dampen short-term capital inflowsgcomes and net worth, they increase the likelihood
thereby reducing the build-up of external finanef default. Thus, they provide no incentive for
cial fragility. foreign lenders to roll over their existing loans or

extend new credits.

The following sections discuss the feasibility
and costs and benefits of establishing and/or using Again, high interest rates are not always ef-
such mechanisms. The policy response to a ddbttive in stemming capital flight into foreign
run has generally proved ineffective, and buildeurrency triggered by expectations of sharp de-
ing up reserves to meet speculative attacks jgeciations. Even double-digit rates are unable
extremely costly and barely practicable. In addio persuade people to keep their capital in domes-
tion, there are serious difficulties in setting up atic currency assets when they believe that such
international lender-of-last-resort facility to providerates are politically difficult to maintain, as seen
the kind of liquidity needed to counter such attack&® some European countries during the 1992-1993
on a currency. An effective way of dealing with thentEuropean Monetary System (EMS) crisis, and do-
would be to establish anternational framework mestic assets have high default risks.
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If persistently applied, monetary tighteningthe proceeds of such loans to finance investment
and high interest rates can no doubt eventualbhd imports. Such a strategy can be very costly
stabilize the currency by intensifying the difficul-to the economy since the return on foreign reserves
ties of the debtors and increasing bankruptcies agdnerally falls short of the cost of external borrowing.
defaults — that is, by reducing the sales rather than
by increasing the purchases of domestic currency. Moreover, the cost of sterilizing private bor-
As debt deflation and recession deepen, debtaising falls entirely on the public sector. Indeed,
will become increasingly insolvent and unable tgyplic sector losses will exceed the foreign ex-
raise funds to purchase foreign exchange to seidhange cost of carrying such reserves since real
ice their debt or to hedge against the exchang@mestic interest rates on government debt exceed
rate risk. However, markets would be stabilizedy g |arge margin the rates earned on reserves.
by depressing the economy and increasing defauftfiere will thus be a net transfer from the public
rather than by bringing back the foreign capitalo the private sector in addition to the net cost

incurred by the economy as a whole. Indeed, ex-

Quite apart from the ineffectiveness of MONparience shows that such a strategy can give rise
etary tightening in stemming self-fulfilling debty, 5rge fiscal deficits or central bank losses
runs, there is also little economic justification ixquasi-fiscal deficits).

a

defending the exchange rate at the expense o
hike in interest rates. Devaluations tend to hurt

fimarily th who hav rency mismatch A variant of this proposal is for the public
primarily those who have currency mismatcheg, .. 1o fully cover the external short-term liabili-
between their asset and liability positions, whic

. 4 les of the private sector by borrowing long and
often reflect speculative behaviour. By contras .
Ihvesting short abroad. However, not all govern-

a hike in short-term interest rates also hurts . .
ments have access to long-term foreign borrowing.

domestic investors with maturity mismatches . .
y More important, the cost of such an operation

Moreover, traded goods sectors are hurt more b

high interest rates than by devaluations; this makgsmd be prohibitive, particularly when the inter-

it more difficult to undertake a payments adjust[]atIonal long rates exceed short rates by a large

ment based on export expansion rather than 6‘?_1”9('1” E‘[‘d t;‘_e ;'Sk premium on long-term sover-
import compression. eign debt is high.

A similar strategy is to maintain credit lines

with foreign private banks and to use them when

3. Reserve policy faced with an attack, which is tantamount to ar-
ranging a private lender-of-last-resort facility.

It is sometimes suggested that debtor couﬁﬁgainv however, this will work onIy_ if the amounts
tries should maintain adequate reserves to med€ small. Moreover, the costs involved can be
their short-term obligations in order to avoid curY€Y large and there is no guarantee that the banks
rency turmoil in the face of a massive withdrawaf'ill keep to such arrangements when there is a
of foreign loans and investment. Proponents &passive withdrawal of foreign lending.
such a policy point to the experience of economies _ N
with large reserves (e.g. China; Taiwrovince of A further problem is that vulnerability to
China; and Hong Kong, China), arguing in thigvithdrawal of funds is not confined to short-term

respect that large reserves would also deter spedigbilities. In this respect, what matters is liquid-
lative attacks on the currency. ity rather than maturity of liabilities. Massive

withdrawal of funds from equity and/or bond mar-
However, the consequences of building up kets can cause similar difficulties in the currency
large stock of reserves by borrowing are quite difmarket, even though declines in the prices of such
ferent from when the reserves are accumulat@gsets tend to alleviate the pressures on the ex-
through trade surpluses. One way of building uphange rate. When stock and bond markets are
such reserves is to sterilize a large proportion sizeable and foreign presence is significant, bear-
capital inflows, i.e. to purchase the proceedish moods in such markets can easily translate into
through the issue of domestic debt instruments.flight from the national currency, necessitating
However, there is a certain degree of circularitiarge-scale interventions to stabilize the exchange
in such a strategy. In effect, it means that a courate. The cost of maintaining reserves large enough
try should borrow short only when it does not us® meet this eventuality would be prohibitive.
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4. Bailouts and international available up to specified limits subject to similar
lender-of-last-resort facilities multilateral agreement concerning the borrowing
country’s need (after taking account of policies it

undertakes to overcome its difficulties).
Provision of liquidity from an international

lender of last resort to stabilize currency markets  Strictly speaking, the IMF does not satisfy
has not been the policy response to currency Céither of the above conditions to qualify as a lender
ses in developing countries. Rather, assistangeg last resort. Indeed, that institution was not
coordinated by the IMF has usually come after thgriginally conceived to provide financing to its
collapse of the currency, in the form of bailoutnembers encountering liquidity problems associ-
operations designed to meet the demands of creglted with capital flows. Article VI of its Articles
tors and to prevent default. Such operationgf Agreement specifically precludes lending to
however, pose problems for a number of reasorffnance persistent capital outflows. So far in its
First, they protect creditors from bearing the fulinterventions for this purpose the IMF has relied
costs of poor lending decisions, thereby puttingn the provision of funds by its major sharehold-
the burden entirely on debtors. Second, thests. A proposal was made on the eve of the
consequently tend to create moral hazard for inexican crisis to create a new “short-term financ-
ternational lenders, encouraging imprudenhg facility” (STFF) for this purposé.The facility
lending practices. Not only do they reduce thgas to be used by countries with close integration
concern of creditors about liquidity risk, but ofith international capital markets, including in-
ten, by securinggx postpublic guarantees for dustrial countries and emerging markdtowever, a

private debt, they also tend to reduce the perceivagdmber of difficult issues were raised by this pro-
default risk. Third, the international financingposal.

required has involved increasingly large amounts
that have been difficult to raise. The first issue concerns the conditions un-
der which financing should be made available to
However, there are also serious impedimentuntries facing liquidity problems. In the STFF
to creating a genuine international lender of lagiroposal two kinds of drawing were envisaged:
resort to avoid such problems. The effective fun@n automatic right to draw (analogous to the gold
tioning of such a facility depends on twonditions: tranche) and a drawing subject to the approval of
there should be reasonably well defined rules antle Executive Board. Such a two-tier approach
conditions that the borrower must satisfy, and thgas thought to strike a balance between speed and
lender of last resort should have the discretion ¥@sk. While automatic access would ensure a
create liquidity in fulfilling its function. timely response to market pressures, it could also
create a greater risk to the IMF and give rise to
Amongst existing multilateral arrangementsnoral hazard for the borrower. By contrast, con-
for the provision of external financing the facili-ditional withdrawal would reduce the risk to the
ties available within the EU perhaps come closefund, but negotiations and approval could cause
to meeting these two conditions. These facilitielong delays and uncertainties which might in turn
provide short-term support both for EU membeiurther undermine market confidence. The Fund
countries participating in the EMS exchange ratgaper suggested that for conditional withdrawal
mechanism (ERM) and for non-participants in thishe request should be made at the time of the arti-
mechanism, as well as other longer-term finan@le IV consultations, and that the facility should
ing. Access to short-term external financing isot be made available to finance unsustainable
guaranteed to an ERM participant for interventioourrent account deficits. In that sense, the Fund’s
in exchange markets to keep its currency withiagreement to access would indicate a seal of ap-
prescribed fluctuation limits; borrowing under thigoroval of the country’s underlying external payments
facility becomes subject to additional conditiongosition.
only if the maturity of the loan is extended be-
yond an initial period, which may be as long as In principle, access to a lender-of-last-resort
approximately two and a half months. Other shorfacility should depend on the fulfilment of speci-
term external financing is available to EU membediied conditions in advance, rather than on a
countries up to certain limits after agreement hammmitment to undertake certain actions after the
been obtained in accordance with established prerisis occurs. Such conditions may relate not only
cedures. Medium-term external financing is alsto the sustainability of exchange rates and current
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account positions, but also to factors that affectould sustain, but the facility was not envisaged
financial stability, such as the size and maturitjo finance shocks fully. Three hundred per cent
structure of external debt and effective prudentialf quota was considered as a possible upper limit.
regulations. The lender of last resort should havguch an amount would indeed be quite modest in
the authority and capacity to monitor the externelation to possible needs arising from sudden out-
to which these conditions are fulfilled and to deflows, but it could absorb an important proportion
termine eligibility. of Fund resources. Forinstance, in the 1994-1995
Mexican crisis, the initial offer of IMF funding of
There are, however, serious difficulties ir57.8 billion was three times the country’s quota.
implementing such a procedure. First of all, iEven though this was subsequently raised to $17.8
may require considerable extension of article \Willion, representing no more than one third of the
consultations regarding matters related to the capétal rescue package, this amount was widely re-
tal account, and it is not clear whether this wouldarded as unusually high and risky for the Fund.
necessitate amending the Articles of Agreement
in order to give the Fund jurisdiction over such  The recent intervention by the IMF in East
matters. Second, it may not be easy to agree ésia was again far above the quotas of the coun-
what constitutes the relevant set of policies andies concerned, and was funded through special
institutions. For instance, there has been considrrangements under emergency financing proce-
erable controversy over the policies demanded lojures established after the Mexican crisis on the
the Fund as part of its rescue package for the Ressumption that “use of these emergency proce-
public of Korea; indeed, some of the conditionslures [was] expected to be rare, and the IMF’s
imposed have been regarded as interfering “umele [would] remain catalytic®. With the deep-
necessarily with the proper jurisdiction of sovereigening of the crisis in East Asia, the IMF Executive
government” rather than as technical matters f@oard approved in December 1997 the Supple-
dealing with the payments problémMoreover, mental Reserve Facility to provide financing to
the adequacy of national policies for exchange rat®untries experiencing exceptional payments dif-
sustainability and financial stability when a counficulties under a highly conditional Stand-By or
try is integrated with international capital market&xtended Arrangement for up to one ytar.
involves matters of interpretation going beyond
those traditionally raised under IMF surveillance. Ideally, the SDR could play a key role in cre-
Thus, considerable differences may emerge betweating a lender-of-last-resort facility, so that it
the Fund andhe member concerned during thevould become a true fiduciary asset and enhance
article IV consultations over the fulfilment of its role and share in global reserves. Indeed, after
eligibility conditions. Finally, while experience the outbreak of the Mexican crisis, in his state-
strongly suggests that financial crises can occunent to the Copenhagen Social Summit in March
despite effective prudential regulations and su4995, the Managing Director of the IMF suggested
tainable macroeconomic positions, there is that an effective cure depended on “convincing
tendency to assume that they are caused prin@ir members to maintain, at the IMF level, the
rily by poor policies and theveakness of the appropriate level of resources to be able to stem
institutional machinery. For instancenamber of similar crises if they were to occur”, adding that
flaws in policies and institutions in East Asia caméhis would imply a decisioninter alia, for “fur-
to light only after the crisis, although the policiesher work on the role the SDR could play in putting
and performance of these countries had beém place a last-resort financial safety net for the
highly praised earlier. If the simple fact that avorld”.® Such a step would require an amend-
crisis has occurred is taken pama facieevi- ment of the Articles of Agreement and could face
dence of poor policies and institutions, it maypposition from some major industrial countries.
never be possible for developing countries to b®ince it is insisted that the IMF should remain
eligible for recourse to a lender-of-last-resort falargely a quota-based institution, funding through
cility without additional and as yeatnspecified bond issues by that institution is also ruled out.
commitments to undertake certaantions. This leaves the Fund’s normal resources, together
with its borrowing facilities, as the only potential
A second set of problems relates to the levesburces of funding. However, they alone would
of access and the adequacy of funds. In the 1984t provide financing on the scale made available
proposal these were envisaged to be commendwy the IMF and other sources during the recent
rate with the size of reserve losses that countridexican and East Asian crises.
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Bailout operations by the IMF will thus con-dation. In the United States Bankruptcy Code they
tinue to rely on ad hoc arrangements with majare based on the premise that the value of the firm
industrial countries. In view of the increased pulas a going concern exceeds the value of its assets
lic concern over burden-sharing and moral hazarih the event of liquidation. No receiver or trustee
and the constantly growing size and risk of sucis appointed to manage the debtors’ business, and
operations, there is no guarantee that the requirddbtors are usually left in possession of their prop-
funds will always be forthcoming in the future.erty, with all the powers of a trust&erhe aim of
Critics point increasingly to the non-transparernthese procedures is to facilitate orderly workouts
nature of such operations. Moreover, there is al$o three stages.
concern about the risk of default to countries pro-
viding the funding for bailouts. Although Mexico At the outset such procedures allow for an
was able to repay quickly its debt to the Unitedutomatic standstill on debt servicing in order to
States from the bailout operation by refinancingrovide the debtors-in-possession with a breath-
it in international capital markets, there is nang space from their creditors, who are not allowed
guarantee that other distressed borrowers will e pursue lawsuits or enforce the payment of debts.
equally capable. Questions are thus raised whetlidre automatic-stay provision is based on the rec-
such a transformation of external debt could natgnition that a “grab race” for assets by the
be achieved without going through IMF bailoutreditors is detrimental to the debtor as well as to
operations and creating risks for taxpayersr@di- the creditors as a group. It allows the debtor the
tor countries. In this respect, the application ofopportunity to formulate a reorganization plan and
insolvency principles, discussed in the next sulensures that creditors are treated equally. The fil-
section, may provide an effective alternative. ing of a bankruptcy petition also fixes all claims

against the debtor whereby claims for future in-
terest on pre-petition indebtedness cease to accrue
5. Insolvency procedures and as of the petition date and may not be asserted
international debt crises against the debtor.

In the second stage, between the filing of the
petition and the exit from bankruptcy through the
reorganization of the debtor’s affairs, the Code

morectzr;]r:naegzr;g doen;hg ?Egtuclillg'? Ao[f) tshe?crlegiggi rovides the debtor with access to working capi-
90, tI needed to carry out its operations. This it does

expres_sed the main dilemma facing the debt%ry granting a seniority status to debt contracted
countries as follows:

after the filing of the petition. This debtor-in-
The lack of a well-articulated, impartial poss_ess_ion fina.nc.ing doe_s not depend on the
framework for resolving international debt permission of existing creditors, and is approved
problems creates a considerable danger, Whenever itis judged that continued operation of

which has in part already materialized, that ~ the firm will enhance its value.
international debtors will suffer the worst of

(a) Insolvency principles

both possible worlds: they may experience The final stage is the reorganization of as-
(and many are experiencing) the financial sets and liabilities of the debtor and its operations.
and economic stigma of beirjgdged de The Code discourages holdouts by a certain class
factobankrupt, with all theonsequences of creditors and accelerates the process towards a

that this entails as regards creditworthiness

) _ rapid resolution. The plan does not require unani-
and future access to financing. Atthe same

time, they are largely without the benefits mous support by the creditors (accgptance by 50

of receiving the financial relief and finan- per cerjt |n.numb§r. and two thirds in amount of

cial reorganization that would accompany a thfa claims is sufficient), and the de_zbto_r can ob-

de jure bankruptcy handled in a manner tain court approval of the reorganization plans

similar to chapter 11 of the United States  under the “cramdown” provisions.

Bankruptcy Codé.

These procedures are used not only for pri-

Bankruptcy procedures are especially relvate debt. Chapter 9 of the Code deals with public
evant to international debt crises resulting frordebtors (municipalities) and applies the saomie-
liquidity problems because they are designed tples as chapter 11. The recent successful workout
address financial restructuring rather than liquief the Orange County debt was undérapter 9.
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Similar arrangements exist in most other indus-  tion, members may, by mutuatcord, co-
trial countries. Although they do not always go  operate in measures for theurpose of

as far as the United States in safeguarding the in- making the exchange control regulations of
terests and the needs of the debtor, they do not €ither member more effective, provided that
apply a rigid and legalistic approach designed to ~ SUCh measures and regulations are consist-
satisfy the interest of the creditors at any dost. entwith this Agreement.

This article has given rise to a number of dif-

(b) International application ferent and conflicting interpretatiods. On one
view, it allows governments to take unilateral ac-
, , . ._tion for standstill on debt payments, since under
International private debtors may enjoy 'Narticle VI, section 3, members are free to impose

solvency pr(_Jtection sub_ject to provisions in thel{:apital controls without IMF approval. The courts
contracts with the creditors even though the a f the member countries cannot refuse to recog-

plication of such provisions involves a number o ize such controls if they are consistent with the

complex legal questions such as the Oletermin""ti(}l\r}ticles of Agreement. It therefore follows that
of the relevant law and forum,hand enf(_)rcem]ént.any suspension of debt servicing introduced in the
However, under debt runs such protection does "ntext of exchange controls approved by the IMF

offer much relief to the country concerned eyen ould render debt contracts unenforceable in the
the bulk of the external debt is owed by private J \rts of any IMF member.

banks and firms. If there are numerous debtors, it
is very difficult to simultaneously initiate insolvency On another view, this was not the original

procedures in respect of them all so as to halt theant of the clause. Indeed, there are consider-
“gr.ab race” b)_/ the creditors. Moreover, asin Eaglye ambiguities regarding concepts such as
Asia, most private debtors may indeed be solvegl hange controls and exchange contracts, allow-
and hence unwilling to file a petition for insol-jng gitferent interpretations. While the courts in

vency, but the country may not have the reservgsance appear to favour a broader interpretation,
to meet the demand for foreign exchafgélow-  ,5se in the United States and the United King-
ever, as noted above, debt runs can make SUghm tend to define exchange contracts to include
debtors insolvent, and this danger is greaterwh%rp”y contracts having as an immediate objective
external debt is owed by the private sector anfle exchange of international means of payments,
exchange controls have been dismantled. Wiiher than any contract that affects a country’s
sovereign debt a “grab race” on the currency igejgn exchange reserves. Consequently, on this
limited, and exchange controls can help contaifterpretation, international loan agreements are

task falls on the government to take action to Sgithin the ambit of the articl&

cure the kind of protection provided under the
insolvency procedures, particularly debt standstill. |, practice, governments are reluctant to re-
sort to unilateral suspension of debt servicing and

However, current judicial practices and govexchange controls even in the extreme event of

ernment policies in the major industrial countrie§inancial panic_ The reasons put forward by the

do not allow debtor governments to benefit fromiMF are that:

debt standstill provisions in the case of external

obligations (see box 4). In this context, a ques- Because there exists no well-defined and

tion arises as to whether the relevant provisions accepted legal process that is applicable in

of the Articles of Agreement of the IMF can provide ~ Such cases, the process of debt resolution

a statutory basis for action by debtor governments by involuntary restructuring is necessarily

th h h trols. Th trel t ad hoc with an uncertain outcome. Bond
_rqug eXC_ angg controis. .e most relevant pro- g qers may try to seek redress, on an indi-
visions are in article VIII, section 2(b):

vidual or coordinated basis, by attempting
to seize the assets of the borrowers or by

Exchange contracts which involve tber- threatening to disrupt their trade and pay-
rency of any member and which are contrary ments systems ... “Free riders” may also
to the exchange control regulations of that undermine any negotiated solutions by try-
member maintained or imposed corsigty ing to attempt to enforce their individual
with this Agreement shall be unenforceable claims. In addition, involuntary debt re-

in the territories of any member. In addi- structuring will damage creditworthiness
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and may increase the cost of accessing in- the Executive Board of the IMF, the debtor gov-
ternational markets in the futute. ernment would be protected from legal challenges
by its creditors for immediate debt collectioti”.
However, the Fund also recognizes that “there masis would require a broad interpretation of arti-
be sound economic and political reasons for irtje VvIi1(2)(b), which could be provided either by
voluntary restructuring supported by an economige IMF Executive Board or through an amend-
calculus that trades off hlgher future financingnem of the Articles of Agreement so as to cover
costs against the deadweight loss of rapid and degébt standstills. The latter could be authorized
domestic adjustment®. once a certain proportion of reserves is lost and/
or the currency falls below a certain threshold.

In view of the deficiencies of current institu-
tional arrangements for dealing with debt crises, On another view, a more informal process
and the increased capacity of financial markets {@ould suffice:
inflict serious damage, there is now a growing rec-
ognition of the need for reform. As noted above,
there are serious difficulties in using national in-
sqlvency procedurgs for resolvmg _mternatlona_ll debt ments would allow the Fund to carry out an
crises. Moreover, it would be difficult to replicate important signalling function; a government
these procedures at the international level for cross-  \yhich received approval for its standstill
border loan contracts. It also has to be recognized would suffer relatively little damage to its
that reorganization of international debt inevita-  reputation, while the possibility that the
bly has a substantial political dimension. All this ~ Fund would not approve would discourage
has to be borne in mind in designing a global frame- ~ governments from utilizing the option stra-

work for dealing with international debt problems.  tegically. Naturally, the IMF should limit
its ex anteadvice to the debtor government

Di . f ref h f and share its opinion with the markets only
ISCUSSIONS OF retorm have so far concen- oy postto avoid inciting a panic. A defini-

trated on sovereign debt and the ways and means ijye reinterpretation of article VII1(2)(b)

of applying internationally the type of bankruptcy  would support the IMF in this role even if it
principles and procedures in chapter 11 (or chap- did not have legal effect in national coutts.

ter 9) of the United States Code. One proposal is

to create an international bankruptcy court in or-  However, several objections have been raised
der to apply an international chapter 11 drawn ugpgainst giving the Fund so much power, on
in the form of an international treaty ratified bygrounds of conflict of interest. It has been argued
all members of the United Nations. Under sucthat the Executive Board of the IMF is not a neu-
an arrangement, the international court would keal body which could be expected to act as an
empowered not only to impose automatic stay anddependent arbiter, because countries affected by
allow debtor-in-possession financing status, buts decisions are also among its shareholders.
also to restructure debt and to grant debt relie¥oreover, since the Fund itself is a creditor and a
Arbitrators would be nominated by both creditorsource of new money, and acts as the authority
and debtors, and to ensure impartiality no couimposing conditionality on the borrowing coun-
in either a creditor or a debtor country should chairies, there can be conflicts of interest vis-a-vis
the proceeding¥. both debtors and other creditdfs.

Encouraging the IMF to advise the debtor
or another agency on the justification (or
not) for a suspension of debt service pay-

A less ambitious and perhaps more feasible An alternative procedure would thus be to
option would be to establish a framework for thestablish an independent panel to determine
application of key insolvency principles, hamelywhether the country concerned is justified in im-
debt standstill and debtor-in-possession financingpsing exchange restrictions with the effect of debt
to international debtors, and to combine them witstandstills according to article VII(2)(b). Such a
the established practices for restructuring debtyling would need to have legal force in national
including negotiations involving the IMF, which courts for the debtor to enjoy insolvency protec-
would play a major role in the application of theséon. The decision for standstill could be taken
two principles. unilaterally by the debtor country, and then sub-

mitted to the panel for approval within a specified

On one view, standstills would need to b@eriod. Such a procedure would help avoid “in-
sanctioned by the IMF: “upon determination byiting a panic”, and be similar to WTO safeguard
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Box 4

COURT RULINGS INTHE UNITED STATES ON THE APPLICATION OF CHAPTER 11
OF THE BANKRUPTCY CODE TO INTERNATIONAL DEBT

In 1982 payments difficulties prompted the Costa Rican Government to suspend debt servicing by
three state-owned banks. Initially, the case opened by the creditors in the District Court in New
York in 1983 was dismissed on the grounds that the action by the Costa Rican Government consti-
tuted an act of State — i.e. that it was “governmental” (as opposed to commercial) — both in nature
and in purposé. The Court of Appeals upheld this ruling, though on different grounds; namely,
that the action was consistent with the law and policy of the United States, with reference in par-
ticular to chapter 11 of the Bankruptcy Code. It ruled that Costa Rica’s action was “not a repudia-
tion of the debt but rather was merely a deferral of payments while it attempted in good faith to
renegotiate its obligations”, and was “in entire harmony with the spirit of bankruptcy laws, the
binding force of which, upon those who are subject to the jurisdiction, is recognized by all civi-
lized nations”, prompting such remarks in the financial press as that New York was “unsafe for loan
agreements?.

However, after rehearing the case the same court reversed itself in 1984, when it was “bluntly told
by the US Government that the court’s earlier decision had incorrectly interpreted US policy as
supporting the enforcement of the Costa Rican decrfedsie court ruled that the Justice Depart-
ment’s brief clearly established that the Government’s policy was to support “the debt resolution
procedure that operates through the auspices of the International Monetary Fund”, and that “Costa
Rica’s attempted unilateral restructuring of private obligations ... was inconsistent with this system
of international cooperation and negotiation, and thus inconsistent with United States policy”.

This final ruling in effect established that for foreign governments to enjoy insolvency protection

in United States courts, their actions should be in conformity not only with United States law, but
also with the policy of that country with respect to international debt restructuring. Indeed, this
ruling gave rise to such remarks as “existing US legal doctrines ... could not easily be stretched into
creating what amounted to a code of international bankruptcy practice when there was no statutory
or other basis for such a result ... Absent some guidelines as to what constituted a good-faith rene-
gotiation of sovereign debt, the suspension of creditor legal remedies might empower a foreign
sovereign to act unilaterally and arbitrarily in matters directly affecting US banks and indirectly
affecting the stability of the US banking systefn”.

1 For an extensive discussion of this case see L.C. Buchheit, “Act of State and comity: Recent develop-
ments”, in Sassoon and Bradloep. cit; andTDR 1986 box 6. The quotations below from court rul-
ings are taken from these two sources.

2 Financial Times 24 May 1984.

3 Buchheit,op. cit, p. 103.

4 lbid., p. 102.

provisions allowing countries to take emergencthan the scale of bailout operations. Moreover,
actions. the Fund could also help arrange emergency lend-
ing from private capital markets with seniority
There would also be a need to combine deBtatus.

standstills with debtor-in-possession financing in

order to replenish the reserves of the debtor coun- As regards sovereign debt to private credi-
try and provide working capital. This would meartors, reorganization could be carried out through
IMF “lending into arrears”. The funds requirednegotiations with the creditors, and the IMF could
for such emergency lending would be much ledse expected to continue to play an important role
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by providing a forum for bringing all creditors intointroduction of automatic stay, together with
negotiation with the debtor government. Specialebtor-in-possession financing, could help relieve
arrangements might be needed for bonds, whisuch pressures.
are often more difficult to restructure. For pri-
vate debt, negotiations could be launched with  Certainly, a number of issues would need to
private creditors immediately after the impositiorbe addressed in establishing procedures that would
of debt standstill. Judicial procedures might alsprotect the debtors from the consequences of self-
be applied to individual debtors according to théulfilling debt runs and allow them to carry out
law and the forum governing the contracts at igheir operations without creating moral hazard and
sue. Their application would be greatly facilitate@®pportunities for abuse of exchange controls. The
by the existence of proper bankruptcy procedurescent East Asian crisis has shown once more that
in debtor countries. there is a need to safeguard debtor countries from
the overreaction of financial markets, “in entire
In past episodes of debt crisis, negotiated sé¢tarmony with the spirits of bankruptcy laws, the
tlements often resulted in the socialization olbinding force of which, upon those who are sub-
private debt when the governments of developingct to the jurisdiction, is recognized by all civilized
countries were forced to assume loan log8esnations” (see also box 4). Adoption of the prin-
This leads not only to a regressive redistributiogiple of automatic stay for international creditors
of wealth in the debtor country, but also to moradnd investors is certainly one of the most helpful
hazard for both private debtors and creditors. Tteteps which might be taken in that direction.

C. Prevention of financial crises

1.  Global surveillance contagion can occur through various channels, in-
cluding those resulting from liquidity and credit
interdependencies among major financial institu-

Global surveillance has not been successftibns and markets in the world, from expectations
in preventing international financial crises. In pardf competitive exchange rate adjustments, and
this failure reflects belated, and so far only pafrom changes in perceptions regarding risks asso-
tial, adaptation of existing procedures to theiated with a certain class of markets. Global
problems posed by large autonomous private cagidrveillance of national policies is thus called for,
tal flows. But perhaps more fundamentally it isvith a view to ensuring stability and sustainability
due to the unbalanced nature of these procedure$exchange rates and external payments positions.
which give too little recognition to the dispropor-
tionately large global impact of monetary policies  However, financial crises are not always
in a small minority of OECD countries. home-grown. As noted in the preceding chapter,

international financial crises are typicatlgnnected

In view of the growing size and integrationwith major shifts in macroeconomic indicators
of financial markets, every major financial crisiexternal to the countries where the crises first
now has global ramifications. Consequentlynanifest themselves. This is true of the debt cri-
preventing a crisis is a concern not only for thsis of the 1980s and of the Asian financial crisis.
country immediately involved, but also for othefThe origins of the former are to be found in shifts
countries which are closely integrated into then the macroeconomic policies of major OECD
global trading and financial system and which caoountries in response to inflationary pressures.
be affected in a number of ways. As already note@ihe inconsistency between contractionary mon-




94 Trade and Development Report, 1998

etary policy and expansionary fiscal policy in thevhich exert a strong influence on international
United States, combined with the overall deflacompetitiveness and capital movements. In the
tionary stance of macroeconomic policies in othebsence of incentives and enforcement procedures
major industrial countries, resulted in a sharp ridenked to the process of peer review under IMF
in interest rates in the United States and the apdrveillance, countries elsewhere in the world
preciation of the dollar, both of which played seconomy lack mechanisms under the existing sys-
crucial role in the developing country debt critem of global economic governance for redress or
sis? The Asian crisis was influenced by similadispute settlement regarding these impulses. In this
factors. The large capital flows before the crisisespect, governance in the area of global finance
to East Asian countries (which over-financed theilags behind that for international trade, where such
current account deficits) began in the early 1990sechanisms are part of the WTO regithe.
to a significant extent in response to an easing of
monetary conditions in major OECD countries, on  The need for strengthening IMF surveillance
the one hand, and high interest rates and relativetyresponse to conditions produced by greater glo-
stable exchange rates in the Asian countries, &al financial integration and recurrent financial
the other. Again, as discussed above, the reversailses has been recognized by the Interim Com-
of these flows was closely connected with thenittee. For example, at its meeting in April 1998,
swings in exchange rates and monetary conditiottse Committee agreed that the Fund “should in-
in the United States and Japan. Various other rensify its surveillance of financial sector issues
cent examples of external influences on capitaind capital flows, giving particular attention to
movements and currency markets come easily pmlicy interdependence and risks of contagion, and
mind, such as the fluctuations in private externa&nsure that it is fully aware of market views and
financing for Latin American countries, an imporperspectives”. It made special reference to the
tant determinant of which has been shifts inisks posed by abrupt reversals of capital flows
monetary conditions in the United States. Indeednd to the need for efforts by the Fund and the World
econometric research indicates that internal aidhnk to help member countries to strengthen their
external factors were about equally important ifinancial sectors, and for an improved communi-
the surge in capital flows to Latin America dur-cation process between the IMF and member
ing the early 1990%. countries, requesting the Executive Board to de-
velop a “tiered response” involving increasingly
The objectives of IMF surveillance, as for-stern warnings to countries believed to be follow-
mally stated, are limited to exchange rate policiefg policies seriously off coursé.
focusing primarily on the sustainability of exchange
ratesand external payments positions and on the However, despite the reference to interde-
appropriateness of the associated economic paofiendence, it is not evident that these proposals
cies of individual countries. However, its scopextend to weaknesses arising from the lack of bal-
has tended to broaden over time. For instance, thece in existing procedures. The focus of attention
guidelines established in 1977 for surveillanceontinues to be on the impact of domestic poli-
made an explicit reference to the obligations of @es in generating financial fragility and crisis
member to avoid manipulating exchange rates oather than on external influences produced by
the international monetary system to gain an umionetary and exchange rate policies of the major
fair competitive advantage over other memizérs.industrial countries.
Again, in the 1980s the major members of the Fund
came to favour a broader interpretation and rec- Moreover, even within the current limits of
ognized that “to be effective surveillance ovesurveillance, the IMF has a mixed record of diag-
exchange rates must concern itself with the asses®sis of build-up of financial fragility and external
ment ofall the policies that affect trade, capitalulnerability. Thus, various questions emerging
movements, external adjustment, and the effectifeom recent experience can be posed regarding the
functioning of the international monetary systefn”. direction which should be taken by more concrete
guidelines for article 1V surveillance as a follow-
However, the modalities of IMF surveillanceup to the Interim Committee’s Communiqueé:
do not include ways of responding to and dealing
with unidirectional impulses resulting from changes  In the context of such surveillance can con-
in the monetary and exchange rate policies of the fidence be placed in the improvement of
United States and a few other OECD countries capacities to identify factors likely to cause
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such crises in a world of increasingly liberguide member countries in the public dissemina-
alized capital flows? tion of economic and financial information in the
* Inthe absence of such capacities might it n qtontext_ of sgeking or maintaining_accgss o interna-
. Qlonal financial markets. At the time it was hoped
be more prudent to place gfeater reliance at the new, more stringent rules associated with
a matter of course on ca_pltal control_s aNthe SDDS would serve as an early warning system
other measures at the _nat_lp_nal level dlrectet at would help to prevent future financial crises.
af[ external _assets and_ liabilities (such as tho?—Fowever, in the event the rules did not make such
discussed in subsection 5 below)? a contribution in the case of the Asian crisis.
. If the latter approach is adopted, should new
guidelines for IMF surveillance not specify cir- Countries subscribing to the SDDS commit
cumstances in which the Fund should actuallhemselves to certain standards regarding data dis-
recommend the imposition or strengtheningemination in four areas: coverage, periodicity
of capital controls? and timeliness; public access; integrity of the data;
_ nd quality of the data. The subjects to be cov-
* Howfar Sho‘%'d IMFsurvelll_ance _be eXtend?‘Zred comprise national accounts, production,
to cover subjects such as financial regulatiog,  gitions in the labour market, prices, the deter-
and standards for financial reporting and aGginants and principal features of the government's
counting? fiscal balance and debt position, the accounts of
e What should be the relations between IMithe central bank and of the financial sector (which

policy surveillance and the consultation andnclude monetary aggregates and credit), interest
collaboration procedures of regional bodiedates and stock prices, the balance of payments
which in future are likely to include not only@nd international reserves, international invest-
existing agreements such as those of the E0ent, and spot and forward exchange rates. In
but also new ones among developing courfiPril 1998 the Interim Committee proposed a
tries, an example of which is described iroadening of the SDDS, clearly inspired in part
subsection 7 below? by what it considered to be the role of informa-
_ o tional deficiencies in the Asian crisis, so that the
*  Finally, how can more effective implemen-sysiem would also cover additional financial data
tation of the policy recommendations pukych as net reserves (after allowance for central
forward as part of surveillance be achievedganks’ liabilities under forward or derivative
transactions), the debt (especially the short-term
These are clearly delicate questions involving n@fept) of economic agents, and other indicators
only formulation of an appropriate framework anghearing on the stability of the financial sector.
development of technical competence, but also

powers and responsibilities in areas where multi-  \while initiatives such as the SDDS are capa-
lateral bodies other than the IMF already exist. pje of furnishing additional, more timely and
reliableinformation to investors and policymakers,
emphasis on inadequate information as the major
reason for failure to forecast the Asian crisis
appears misplaced or exaggerated. Data were gen-
erally available concerning key variables in the
The Asian financial crisis has accelerated inieountries concerned, such as their balance of pay-
tiatives to improve the timeliness and quality ofnents, both their short- and longer-term external
information concerning key macroeconomic varigebt and net external assets (in particular in the
ables as well as the financial reporting of bankseriodic reports of the Bank for International Set-
and non-financial firms. The first of these subtlements [BIS] concerning international bank
jects was accorded by the IMF’s Interimending), their capital inflows, the exposure of
Committee in April 1998 an essential position irbanks and other financial firms to different sectors
its proposals for strengthening the architecture ok categories of economic activity, the problems
the international monetary system. of the property sector, and (in the Republic of
Korea) the precarious balance sheets and low re-
The central element of the IMF’s own initia-cent profitability of many non-financial firms. The
tives in this area is the Special Data Disseminatiamisis has pointed to weaknesses in available in-
Standard (SDDS), established in April 1996 téormation pertinent to governments’ ability to

2. Information and transparency
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manage capital flows and external debt: for exstructuring of the financial sectors of most coun-
ample, in some cases existing data systenrées affected by the crisis. However, such reform
provided inadequate indications about the scaig not a fail-safe way of preventing financial cri-
and nature of the exposure of Asian banks to othees, though it can reduce their likelihood and help
countries in the region, and about the country @b contain their effects.
ultimate risk in international inter-bank lending
involving such banks. But these weaknesses were Inrecent years there has been widespread re-
not an essential part of the failure to forecast tHerm and strengthening of financial regulation at
crisis. Rather, what was missing was adequatlee national level, accompanied by a proliferation
evaluation of the implications of available infor-of international initiatives to raise regulatory
mation for countries’ ability to continue to obtainstandrds and to improve cooperation among supervi-
funding from the international financial marketssors.These processes have been largely driven by
concerns raised in relation to financial liberaliza-

Furthermore, it should be noted that quicketion and global financial integration. On the one
access to macroeconomic and financial informdrand, the diversification of their services and the in-
tion may also be a source of instability. Generalreased competition that are associated with
dissemination of certain up-to-date data (includiberalization have exposed financial firms to new
ing some bearing on unfavourable developmenksvels of risk, which have necessitated overhaul not
affecting countries’ external assets and liabilitie)nly of financial regulation but also of firms’ sys-
is capable actually of increasing the volatility otems of internal control. On the other hand, global
capital flows. If, in consequence, a decision wergnancial integration has brought in its train much
to be taken to restrict the availability of such ingreater exposure among countries to each other’s fi-
formation in the interest of avoiding volatility, anancial and macroeconomic conditions and increased
difficult and perhaps invidious choice might haveossibilities for the cross-border transmission of
to be made regarding the parties to whom disclalestabilizing influences. Such expostigEs been
sure would be made. dramatized by various events since the hegig of

the 1970s. For example, the insolvencies of two in-

The Asian crisis has also focused special aternational banks in 1974 (Bankhaus Herstatt and
tention on standards of accounting and financi&dranklin National Bank) pointed to the danger of
reporting. Efforts in these areas were already unross-border spillover effects from the failures of
der way before the crisis as part of the upgradirfgnancial firms, and provided the initial impetus
of financial markets not only in Asia but also infor international initiatives regarding financial
other regions. But the crisis has provided addregulation and supervision. Subsequent efforts to
tional impetus to the process, particularly as pastrengthen standards and international cooperation
of the strengthening of bank regulation and sun this area have also been partly a response to,
pervision, of which adequate accounting andnd their substance has been influenced by, such
reporting are integral components. events as the developing-country debt crisis of the
1980s and failures of individual financial firms
such as Banco Ambrosiano (1982), Bank of Credit
and Commerce International (1991) and Barings
(1995), each of which in their different ways exposed
weaknesses in banking regulation andrioss-bor-
der cooperation among banking supervisors.

Weak credit evaluation and speculative lend-
ing, as well as failure to control currency risk The main vehicles for international initiatives
among banks and other financial firms, contribregarding financial regulation and supervision
uted both to the outbreak of the Asian financiahave been the Basle Committee on Banking Su-
crisis and to its amplitude. The growth of doubtpervision and other bodies with close links to the
ful and non-performing loans, accompanied iBIS, other groups of financial supervisors, associa-
somecountries by widespread insolvencies in théons of exchanges, and organizations concerned
financial sector, will create major problems forwith accounting standards. The initiatives of the
government budgets and be a drag on the avalasle Committee have included the adoption of
ability of lending for a considerable time to comeprinciples designed to ensure that no international
There is general agreement that regulatory reforbank escapes adequate supervision and the pre-
is an essential part of the strengthening and reeription of levels of capital commensurate with

3. Domestic financial regulation and
supervision
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the risks that banks run: agreements under tperiodic incidence since the beginning of the
latter heading were reached concerning credit risk®80s of banking crises in industrial countries
in 1988 and concerning market risks in 1996.such as the United States, the United Kingdom
The Basle Committee has also devoted considexnd parts of Scandinavia exemplifies its inability
able attention to the improvement of banksto eliminate them. This inability stems partly from
systems of internal control and, together with thienperfections in the regulatory process itself, such
International Organization of Securities Commisas its tendency to lag behind changes in financial
sions (I0OSCO), has developed guidelines for thfikrms’ practices, and the difficulty of imposing
disclosure by banks and securities firms of thenegulatory transparency on such firfisPerhaps
trading and derivatives activities. Furthermoremore fundamentally for the assessment of what
the Committee on Payment and Settlement Sysegulation can and cannot do, no loan or other as-
tems has made several proposals designed det on a bank’s balance sheet should be classified
reduce the risks due to financial firms’ exposurgenerically as “good”. However reasonable the
to the possibility of non-payment by their countereriginal managerial decision to make a loan and
parties in international transactions. however justified its initial classification as low-
risk by banking supervisors, the loan is vulnerable
Membership of the various bodies linked tdo the possibility of an eventual deterioration in
the BIS which are concerned with different aspecits status. Unfavourable changes in macroeco-
of banking supervision is limited to a small groumomic conditions (of external as well as domestic
of countries. However, efforts have been made tirigin) are a factor frequently cited here. Argu-
promote Basle standards through contacts witibly, the deterioration in the status of many loans
other groups of banking supervisors, and speciil in fact an intrinsic feature of the boom-bust
attention has recently been paid to regulation amqfocess often associated with financial crises.
supervision of emerging financial markets. On®uring this process risks take time to build up and
important outcome of these efforts is the recemd become widely evident. Indeed, for a time the
release of the statement entitl€dre Principles quality of a loan can be validated or even enhanced
for Effective Banking Supervisipthe drafting of by the effects on values of the very financing boom
which involved extensive consultations with paref which it is a constituent part. Thus, during
ties in developing countries. The coverage dfooms the incentives for herd-like behaviour are
these principles includes the permissible activiRot limited to speculative lenders. As a result,
ties of banks, licensing criteria, the vetting ofrisk-based competition propels the entire system
banks’ controlling interests, capital and risk mantowards excessive levels of indebtedne$djut
agement, guidelines on lending to relatedxcess capacity generated by the boom itself
companies and individuals, “know your customer{widely exemplified during the savings and loan
procedures intended to prevent the criminal us®isis in the United States discussed in the annex
of banks, the information and methods requiretb chapter Ill) as well as the over-extended posi-
for effective supervision, the powers of supervitions of financial firms do eventually make
sors, and consolidated supervision of internation#iemselves felt, often in conjunction with rises in
banks. However, the introduction of improvednterest rates or downturns in economic activity.
standards in this field takes considerable time and
the full benefits of international initiatives so far The limits on the crisis-preventing potential
are unlikely to be experienced soon. Moreoveaof financial regulation are generally recognized
the coverage of international regulatory and sy specialists in the fieléf,so that its primary ob-
pervisory cooperation is incomplete, therebjectives are regarded as having more to do with
restricting its effectiveness: offshore financiateducing financial firms’ liquidity and solvency
centres and several increasingly important actopsoblems, protecting depositors, and preventing
in international capital flows such as investmergystemic risks due to contagion effects. This is
funds are still only partly included or not includedhot to deny that beneficial connections among
at all. And the networks of cooperation and inregulation, incentives and internal controls are
formation exchange among financial supervisorsapable of enhancing the safety of financial firms.
required for the effective implementation of in-Capital requirements appropriate to the credit and
ternational agreements are still being developedharket risks run by these firms can improve the
quality of their lending and their portfolio man-
Strengthened financial regulation can at bestgement, and lead to better pricing of the services
reduce the probability of financial crises. But thevhich they supply. But as should be evident from
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the argument above, some of the risks faced lgss to the long-term economic prospects of indi-
financial firms arise from circumstances ovevwidual firms than to expectations of short-term
which they have little or no control. Against sucltapital gains and losses, of which a major deter-
risks robust financial regulation provides cushionsiinant in many cases is the ebb and flow of
both to individual firms and to the financial sysdinternational portfolio investment itself, because
tem. However, the protection thus afforded hasffects on equity prices reflect the disparity be-
repeatedly been shown to be only partial. tween the limited capitalization of many stock
markets and the large size of funds at the disposal
If absence of complete protection from cri-of investment institutions of major industrial coun-
ses is characteristic even of financial sectotsies. The frequently tenuous connections between
subject to relatively developed regimes of regulahe forces influencing international lending and
tion and supervision, then unsurprisingly the sam@ortfolio investment, on the one hand, and the
is a fortiori true of those subject to weaker regimefundamentals of economies and firms, on the
in the great majority of developing countriespther, have led to booms and busts in such financ-
whose vulnerability has been graphically illusing which bear many similarities to the analogous
trated by some of the examples discussed fluctuations in bank lending at national level de-
chapter Il above. Moreover, the financial secscribed under domestic financial regulation.
tors in the latter countries frequently have to
withstand more severe macroeconomic shocks Risks of loss in this system are unevenly dis-
than their counterparts in industrial countriés. tributed. While during financial crises large losses
The severity and frequency of such shocks camay be incurred by external investors in stock
not always be reduced by macroeconomic policynarkets, banks are often protected from losses on
True enough, financial regulation and supervisiotheir international lending in various ways — by
can be improved until they attain the levels of prormal or informal protection against insolvency
vailing best practice (though, as already suggestaumtpvided by the governments of borrowing coun-
that will generally take several years), but evetries to their domestic banks (often large recipients
then financial crises will remain possible. of funds borrowed from abroaéf)jn some cases
by explicit guarantees extended by governments
on foreign deposits in their banks, and (as noted

4. Tighter control of international in chapter I11) by the IMF bailouts.

lending and portfolio investment . , :
g P Controls over international lending and port-

folio investment can be imposed at source, by the

It could be argued that in a well functioningrecipient, or at both levels. Controls by the re-
world economy no separate rules or restrictiongpient belong under the heading of those over
would be required for international lending andaapital transactions and are discussed above. The
portfolio investment beyond those associated witmotivation of proposals for control at source is
national prudential regulation of financial firmsthe belief that not all the responsibility for, and
in both the source and recipient countries, and withe costs of, such controls should be borne by re-
the regulation of issuance and trading procedurepients, and that even when controls by recipients
for organized exchanges and other markets for fare in place, controls at source are capable of fur-
nancial assets and instruments. In such a wortder reducing the probability of potentially
international capital flows would be closely re-destabilizing capital flows and financial crises.
lated to payments and financing in internationdflany ideas for controlling capital flows at source
trade and investment, and driven by the economi@ave been put forward in recent years, several of
fundamentals of firms and other recipients. Buhose directed at international bank lending having
reality is otherwise. Much bank lending and porteriginally been a response to the developing-coun-
folio investment in short-term debt securities is &y debt crisis of the 1980%. Proposals for
response to interest rate arbitrage margins, whicihecking excessive international bank lending
reflect the exigencies of monetary policy and catypically involve mechanisms for capping exter-
persist for long periods (frequently being eliminal indebtedness which could not be expected to
nated by large eventual devaluations), or temerge through the operation of competitive fi-
differences among countries in the regulatory antancial markets, such as cartel-like arrangements
tax treatment of external borrowing. Furthermoregmong banks to impose country credit ceilings or
much international portfolio investment respondthe acceptance by lenders of guidelines regarding
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a country’s sustainable level of borrowing set bup to their ceilings, but beyond them lenders would
a multilateral institution. Unsurprisingly, the Asianbe much more cautious and money would be avail-
financial crisis has served as a stimulus for neable only at rates of interest incorporating a
proposals, and greater attention has been givenstobstantial risk premium (or not at all). The like-
portfolio flows, which were not prominent in thelihood of excessive credit expansion would thus
debt crisis of the 1980s. The general conclusidre reduced, as would that of the financial crises
of the discussion of proposals which follows isvhich can follow in its wake.
that the more ambitious ideas have features which
are an obstacle to their adoption, while the con- This proposal poses questions concerning
tribution of ameliorative changes which seenfeasibility, the quality of credit rating and the pow-
more likely to be within reach is not such as ters which would be conferred on such an institution.
remove the need for capital controls imposed biyeasibility does not appear to be an insurmount-
recipient countries. able problem: more widespread application of
well-established modalities for the provision of
One proposal, which would lead as a by-proctredit insurance would be involved. These mo-
uct to better control of international lending, idalities comprise establishment of risk criteria,
for a radical strengthening of existing supervisiodecisions about particular borrowers’ creditwor-
of financial firms through the establishment of athiness as measured by these criteria which enable
international body — the Board of Overseers of Mahe setting of insurance premiums, and the admin-
jor International Institutions and Markets — withistration of the insurance facilities. Such tasks
wide-ranging powers for the oversight and reguare already carried out by export credit agencies
lation of commercial banking, securities businesECAs) of OECD countries. The major departure
and insurance (activities now bestrode in somender the heading of an ICIC would be conferring
cases by financial conglomerates). For this puon a single body the responsibilities regarding the
pose, it would be “empowered to set mutuallyisk criteria and creditworthiness indicators for the
acceptable standards for all major institutions, tending covered by its insurance faciliti&s.
establish uniform trading, reporting and discloAdministration might actually be carried out by ex-
sure standards for open credit markets, and igting institutions such as ECAs. However, it is
monitor the performance of institutions and marguestionable whether generally acceptable indi-
kets under its jurisdiction® This proposal would cators could be developed by an ICIC, given the
address problems associated with the significantirrent state of the art in this area. The record of
differences which still characterize national reeredit rating agencies, for example, in assessing
gimes for financial regulation. Such differenceshe creditworthiness of developing-country bor-
as mentioned above, are one of the causes of capiwers exemplifies the difficulties entailed by the
tal flows in the form of international bank lendingevaluation required, although an ICIC would not
with often only a limited connection with real eco-have to depend, as the agencies sometimes do,
nomic activity. But despite progress under recetdrgely on published informatiofi. Surveillance
international initiatives concerned with financiaby the IMF, on the other hand, which involves
regulation and supervision towards objectiveavaluation similar in some respects to that carried
which include both the raising of standards andut for credit rating, not only has been character-
greater convergence among national regimes, tfmed on occasion by failures to identify weaknesses
proposal seems utopian. which could result in financial crises but also il-
lustrates the political sensitivities associated with
Another proposal, which focuses more narthe disclosure of the evaluations of an official
rowly on international bank lending, is for themultilateral body bearing on countries’ creditwor-
establishment of an International Credit Insurandliness (even when, as in this case, the disclosure
Corporation (ICIC) “as a sister institution to thds less directly linked to access to borrowing than
IMF”.3" This body would guarantee internationait would be under the proposal for an ICIC).
loans for a modest fee but would set a ceiling dlevertheless, better information concerning borrow-
the amount of borrowing by particular countriegrs could be expected to lead in time to the possibility
which it was willing to insure. The ceiling wouldof improved evaluation of countries’ creditworthi-
be based on evaluation of data concerning all oess® On the final question posed above concerning
its borrowings, which a country would be obligedan ICIC’s powers, however, the prospect of interna-
to furnish to the ICIC. In consequence, countrigional agreement to confer such powers on either a
would be able to borrow at low rates of interestew or existing internationalgency seemmote.
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In debate about ways to exercise better comiso covered forms other than bank lending. One
trol over international bank lending attention hasuch proposal is designed to increase the stability
also focused on inter-bank flows. There is widesf mutual funds’ investments in securities issued
spread agreement that improved monitoring dfy entities in developing countries by requiring
such flows could contribute to better decisionthe funds to hold liquid reserves amounting to
making by participants in financial markets an¢ome proportion of such securitiés.These re-
better management of the international financisgerves could then be tapped into in the event of
systerm?? But it is also believed that inter-banklarge declines in the securities’ market value and
lending is often associated with weaker credit agwould thus reduce the incentives to dump such
sessment and with levels of bank capital whichecurities for the purpose of obtaining the liquid-
do not adequately reflect the credit risk involvedly needed taneet redemptions. Also, the hope is
This has led Alan Greenspan, for example, to sugxpressed thaithough such reserve requirements
gest that international inter-bank lending is an are4ould reduce the speculative returns to mutual
requiring regulatory changes which would hav&unds’ investments in emerging financial markets,
the Consequence Of raising the cost to banks E‘E resulting I’edUCtiOI’l il’l market riSk WOUId none
such lending so that they better reflected its rfng:[he less increase their attractiveness to long-term
Steps in this direction would represent a reversilVestors.
of long-term tendencies to reduce the costs asso- _
ciated with international bank lendirty. One I\/_Ian_datory requirements for mutual funds to
possible starting-point for action here would b&0!d liquid reserves of this kind would represent
the 1988 Basle Capital Accord, under whicl? radical break with existing regulatory practlc_:e.
claims incorporated on banks outside the Ogcoreover, another feature of this proposal which
area with a residual maturity of up to one yea\{vould (_antall variations in these Ilql_udlty require-
and all claims on banks incorporated in the OECB€NtS IN accordance with the creditworthiness of
area are attributed a low (20 per cent) risk weighi€ countries in which mutual funds made their
for the purpose of calculation of capital require"V€Stments (making the requirements “risk-
ments. Yethe short-term exposure ofinternationaY\“a'ghted in the author's words) would require

banks has been a major feature of recent exterﬁg? introduction of supervisory procedures for

debt crises. Thus one way of causing tighter co uch funds analogous to those for banks (and un-

trol to be exercised over banks’ internationa er this heading an agreed system for rating

inter-bank exposure would be to increase the ri ci<red|tworth|ness — ataskinvolving problems that

weight for such exposure in the setting of c;:lpitjﬂawe already been mentioned).

requirements. Nevertheless, despite the problems it poses,

Such a st hould lead to better int | this proposal represents an attempt to confront a
uch a step snou’d ‘ead to betler interna anurce of potential volatility for an increasingly

90””“”9 byl lbandk_s f%r the rllzks of tr;]lsltypebo mportant category of financial flows to emerg-
international lending but would none the |ess be;g, inancial markets. As such it may serve to

crudely calibrated method of dealing with probgyi i, 1ate discussion concerning other possible

lems caused by banks’ inter-bank exposure {Qeasyres for this purpose. An alternative ap-
countries with deteriorating creditworthiness. :E/

_ _ “proach, for example, might build on the exit fees
more flexible approach might be based on exXis{yhich are a feature of some mutual furtidhese

ing country-specific procedures for monitoringees can vary with the holding period of invest-
banks’ external exposures as part of bank supgfents and might thus be expected to act as a
vision. These procedures frequently providgjsincentive to investors seeking short-term re-
supervisors with authority to determine the levelgrns. If this approach were deemed appropriate,
of reserves appropriate to banks’ external exp@vays could be sought to generalize exit fees for
sures, and could easily be used for the purposederging-market mutual funds. It has the ad-
a more rigorous treatment of their inter-bank exzantage that it would build on existing market
posures to riskier countries (though, again, theractice. However, it would require agreement
effectiveness of the measure would depend on thenong the countries serving as major domiciles
quality of supervisors’ systems for credit rating)of emerging-market funds in order to prevent a
flight of such funds to jurisdictions not imposing

As already noted, proposals for controllinghe exit fees, and an agreement of this kind would

capital inflows triggered by the Asian crisis havenot be easy to achieve.
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5. Capital controls and other measures issued equity and debt (the latter ranging in matu-
for the management of external assets rity from money-market instruments to longer-term
and liabilities notes and bonds), collective investment securities

(such as in shares in mutual funds), deposits with
banks and other financial firms, guarantees and
Management of a country’s external assefgnancial back-up facilities, life insurance con-
and liabilities is linked to many other dimenSi0n$ractS’ various assets associated with persona|
of economic policy, such as good macroeconomggpital movements (such as gifts, dowries and

fundamentals, effective financial regulation anghheritances), blocked funds owned by non-residents,
supervision, and even good corporate governanGgd derivative instruments.

However, experience shows that these are neces-
sary but not sufficient conditions for the avoidance  Because of institutional and regulatory fea-

of financial crises. It also shows that a key rOIﬁ“’es of financial Systems and of effects on
here is played by policies aimed specifically afcentives, controls imposed on capital inflows or
external assets and liabilities — most importantlgxternal liabilities may also influence capital out-
capital controls but also certain other measuregws and external assets, and vice versa. Such
designed to influence borrowing, lending and asnfluences can be seen, for example, in controls
set holding. on portfolio equity and direct investment, where
rules concerning the repatriation of capital clearly
Controls on capital flows are imposed bothaffect the incentives for inflows. Likewise, rules
as part of macroeconomic management and in ppplying to the portfolios of foreign firms regard-
suit of long-term policy objectives related toing such matters as the freedom to engage in
national economic development and autonomgutward as well as inward investment transactions
Controls imposed for macroeconomic reasons awll influence their willingness to establish a com-
typically closely related to other monetary and fismercial presence through direct investment. More
cal measures, their function being to reinforcgenerally, rules concerning the cross-border capital
such measures or to substitute for them when rgansactions open to financial firms in a country,
liance on other policy instruments is thought likelys well as the matching of the currency denomi-
to be ineffective or to cause undesirably largrations of their assets and liabilities, affect their
movements of key variables such as interest andllingness to depend on such inflows and their
exchange rates. Controls under the second headforts to attract them.
ing have such aims as ensuring that the capital of
a country’s residents is invested locally or that |n view of the close connections between
certain types of economic activity are reservegapital controls, on the one hand, and certain other
partly or wholly for residents. instruments of policy, on the other, classification
of measures under one or the other heading may
The transactions which may be subject tbe somewhat arbitrary. For example, special reserve
capital controls are manifold and from some pointeequirements concerning banks’ liabilities to non-
of view avoid simple categorization. This applies;esidents (a policy to which frequent reference is
for example, to attempting to distinguish betweemade in the following discussion) can reasonably
short- and longer-term transactions: certain abe classified as either an instrument of monetary
sets or instruments are clearly associated mospwlicy or a capital control. Moreover, since such
or exclusively with short-term transactions, butequirements affect the quality of financial firms’
others serve equally for short- or longer-ternbalance sheets, they can equally be (and often are)
transactions so long as there exists a liquid seclassified as a “prudential” measure. Similar al-
ondary market for therff. Moreover, legal and ternative classifications might also be attributed
administrative distinctions embodied in nationato restrictions on banks’ net assets or liabilities in
regimes of capital control do not necessarily cofereign currencies.
respond neatly to the conceptual classification
used by economists (for example, with respect to  Traditionally, capital controls focused mainly
direct as opposed to portfolio investment). A byn cross-border transactions of residents and non-
no means exhaustive list of the assets involved iesidents. However, owing to deregulation and
capital transactions might include direct investmentdevelopments in banking techniqgue making pos-
long-term and short-term loans, cross-border holdible the supply of increasingly diversified services,
ings of real estate, domestically and internationallgccounts and transactions denominated in foreign
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currencies are now often available to residentare pioneered by Germany in 1972 under the name
and they affect macroeconomic conditions, paocf “Bardepot”).
ticularly exchange rates, in much the same way as
cross-border financial transactions. Controls on outward transactions for direct
and portfolio equity investment can apply to resi-
Many different measures are available fodents as well as to non-residents. Restrictions on
controlling capital movements, some with a broathe latter can be directed at the repatriation of capi-
incidence and others aimed at more narrowly déal, for example, in the form of statutory periods
fined transactions. Controls on inflows of FDIbefore such repatriation is allowed or regulations
and portfolio equity investment (not always clearlyproviding for phasing of repatriation in accord-
distinguished in the regulations, as mentioned eaance with the availability of foreign exchange or
lier) may take the form of licensing, ceilings orthe need to maintain an orderly market for the
foreign equity participation in domestic firms,country’s currency. Residents may be restricted
official permission for international equity issuesas to their holdings of foreign stocks, either di-
differential regulations applying to domestic andectly or through limitations on the permissible
foreign firms regarding establishment and permigortfolios of the country’s investment funds. Two-
sible operations, and various kinds of two-tietier exchangerates may also be used to restrict
markets. For example, under a two-tier markeesidents’ foreignnvestment by requiring that
investments in a country’s securities by non-resgapital transactions be undertaken through a mar-
dents may be limited to those purchased from othket in which a less favourable rate than for current
non-residents, and transfers of the country’s cutransactions generally holds. Some of these tech-
rency for such transactions may be limited to thosgques are also used for purchases of debt securities
made possible by purchases and sales of such ssued abroad and for other forms of lending
curities by non-residents (a measure designeddbroad. In the case of bank deposits by residents
reduce the likelihood of falls in securities pricesbroad, their availability can be restricted by law.
being accompanied by depreciations in the cur-
rency or declines in reserves). As already mentioned, the question of con-
trolling “dollarization”, in particular residents’
Some of these controls can also be imposdénk deposits denominated in foreign currencies,
on capital inflows associated with debt securitiesis well as banks’ lending to residents in foreign
both bonds and other instruments. Such inflowgirrencies, also falls under the heading of capital
can thus be subject to special taxes or be limitedntrols. Such loans and deposits can increase
to transactions carried out through a two-tier macurrency mismatching, which is a potential source
ket. Ceilings (possibly as low as zero) may applef financial instability, and can precipitate and fa-
to non-residents’ holdings of the debt issues dfilitate large shifts between currencies during
both firms and the government, or approval mafjnancial crises, putting pressure on the exchange
have to be sought for the purchase of such issuede and resulting in widespread insolvencies
by foreigners. Moreover, non-residents may bamong debtors.
excluded from auctions for government bonds and
government paper. The Asian crisis has drawn attention to is-
sues deserving separate mention under the heading
Various other controls are commonly used tof measures to manage external assets and liabili-
restrict external borrowing from banks: the speties. During that crisis attention focused on the
cial reserve requirements concerning liabilities tllight to foreign currencies which accompanied
non-residents already mentioned (to raise the costepreciations, but it was impossible to distinguish
and reduce the profits associated with on-lendingetween flight which was due to speculation and
of the capital inflows); forbidding banks to payflight due to belated attempts to cover foreign ex-
interest on the deposits of non-residents or evehange exposures. However, as discusseltbipter
requiring negative interest rates (“commission”)ll, there can be little doubt that mismatchetween
on such deposits; taxing foreign borrowing tdhe currency denominations of the assets and li-
eliminate the arbitrage margin between domestabilities of non-financial and financial firms made
and foreign interest ratésand the imposition on an important contribution, and were facilitated
both financial and non-financial firms of cash deboth by the ease of borrowing in foreign currencies
posits at the central bank amounting to a certaand, in some cases, by the issuance to residents of
proportion of their external borrowing (a measbank deposits denominated in foreign currenties.
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To the extent that such liabilities are matched byhe legal framework for ACUs is designed to fa-
assets (including loans) denominated in the samcditate their participation in regional banking
currencies, the foreign exchange risks are shiftéulisiness, while restricting the use of the Singapore
to debtors, for whom such risks may be hedgetbllar as an international currency and controlling
by export earnings but frequently translate intdCUs’ involvement in domestic banking business.
credit risk. To the extent that the liabilities areACUs can accept deposits in Singapore dollars
not so matched, the resulting risks fall directly oonly above a certain amount and only from non-
the banks. The existence of such assets andrigsidents and from other banks and financial firms,
abilities, if sufficiently widespread, may thus posand loans to domestic firms in Singapore dollars
a threat to the financial system. are also subject to a ceiling. Since 1983 ACUs
have had to obtain official approval for the grant-
Part of the solution to this problem can béng of credit facilities to non-residents of above 5
found in strict enforcement of prudential rulesnillion Singapore dollars or to residents for use
regarding the matching of the currency denominautside the country, a requirement that hinders
tions offinancial firms’ assets and liabilities andshort selling of the Singapore dollar in currency
measures increasing the costs of foreign borrowrading and the use by non-residents of such fa-
ing through the imposition of taxes, special resenlities for portfolio and property investment.
requirements or cash deposits at the central bank.
But, as already suggested, tighter restrictions The success of these policies in maintaining
might also be applied to “dollarization” itself.the offshore character of Singapore’s ACUs can
These might take the form of limiting bank lendinde illustrated from data on their assets and liabili-
and deposits in foreign currencies. Non-interesties: 63 per cent of their liabilities in 1996 were
bearing reserve requirements could be imposed from sources outside the country, and 42 per cent
deposits in bank accounts in foreign currenciesf their assets consisted of loans to banks outside
thus reducing or eliminating the interest paid othe country. By contrast, there are estimates that
them and diminishing their attractiveness. as much as 95 per cent of the money raised by
BIBF entities was lent domestically. The exam-
The Asian crisis has also starkly demonple of ACUs points both to the feasibility of a
strated the risks that can result from failure tneasure of insulation of offshore banking from
enforce adequate separation between the onshtine domestic market and to its benefits in terms
and offshore activities of a country’s banks. Af the contribution to financial stability.
number of Asian countries have established off-
shore centres, whose activities are subject to Use of capital controls has been a pervasive
lighter regulation and certain tax privileges, wittfeature of the experience of the last few decades.
the aiminter alia of facilitating participation by In early post-war years capital controls for macro-
their banks in regional or global banking busineseconomic reasons were generally imposed on
One such centre is the Bangkok Internationalutflows as part of policies for dealing with balance-
Banking Facility (BIBF), established by Thailandof-payments difficulties and for avoiding, or
in 1992. As discussed in chapter Ill, BIBF entireducing the size of, devaluations. Moreover,
ties increasingly served as a conduit for intereshere was widespread use by both developed and
rate arbitrage between the domestic and interndeveloping countries of controls on capital inflows
tional financial markets, much of the financingfor the longer-term developmental or structural
made available through such arbitrage being useglasons mentioned above. With the return to freer
to finance speculation in stocks and property. capital movements from the 1960s onwards, large
capital inflows posed problems at various times
There is a contrast between this relativelfor the governments of certain industrial countries
uncontrolled use of offshore financing in Thailanduch as Germany, the Netherlands and Switzerland,
and the functioning of Singapore’s offshore bankahich responded with various controls such as
ing centre established in 19680ffshore banking those already discussed on purchases by non-resi-
in Singapore is conducted through Asian Currenayents of domestically issued debt securities and
Units (ACUs), which are integral parts of licensedhe bank deposits of non-residents. More recently, a
banks. Indeed, except with respect to the segmeamber of developing countries experiencing
gation of its activities for accounting, fiscal andsimilar macroeconomic problems as a result of
regulatory purposes, an ACU has no identity didarge capital inflows have resorted to capital con-
tinct from that of the bank in which it is locatedtrols as part of their policy respon¥e.
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In Malaysia, initial reliance on sterilization
served to widen the difference between do-
mestic and external interest rates, leading to
an accelerated surge in short-term capital in-
flows. In January 1994 the Government
responded with the imposition of the follow-
ing capital controls (gradually removed from

by the imposition of a tax at a rate of 0.25
per cent on foreign exchange transactions
with banks, as well as by limits on, and a re-
quirement of official approval for, short-term

borrowing abroad by banks and other firms.

Evaluation of these controls suggests that in

1995 onwards): banks were subjected to ost cases they were effective to varying degrees:
ceiling on their external liabilities not relatedinflows significantly declined as a percentage of
to trade or investment; residents were prdsDP after their imposition except in Brazil and
hibited from selling short-term monetaryColombia, with short-term inflows actually be-
instruments to non-residents; commerciatoming negative for a time in Chile and Malaysia;
banks were required to deposit at no interegnd in Chile and Colombia there was shift away
in the central bank monies in ringgit accountfrom short-term in the composition of inflows.
owned by foreign banks; and commercial
banks were also restricted in the outright  This recent recourse to capital controls,
forward and swap transactions they were pegometimes for significant periods of time, has
mitted to engage in with foreignets. taken place in a context marked by international
initiatives aimed at restricting countries’ freedom
In Chile, too, reliance on sterilization in theto deploy such measures. A major target of these
early 1990s in response to increasing capitétitiatives is the only global regime applying to
inflows led to a rise in interest rates and aguch movements, that of the IMF.The primary
acceleration of the inflows. In consequenceyriginal aim of this regime with respect to such
the Government had recourse to various polmovements was the promotion of world trade and
cies designed to slow short-term inflows anéconomic activity through the elimination of re-
even to encourage certain categories @ifrictions on current transactions. Freedom of
outflow, including the imposition of an un-capital movements was not a principle of the
remunerated reserve requirement on foreig?MF’s original Articles of Agreement. Indeed,
borrowing of 20 per cent (subsequently raisednder article VI, section 3, members are explic-
to 30 per cent), to be deposited at the centriily accorded the right to regulate international
bank for a year. capital movements so long as the controls do not
also restrict current transactions, and under arti-
In Colombia, sterilization was eventuallycle VI, section 1(a), resources from the Fund’s
abandoned as a response to capital inflowgeneral Resources Account are not to be used to
in the 1990s, and in its place was establishdthance a large or sustained outflow of capttal.
a reserve requirement on loans (other than
short-term trade-related credits) with ma-  However, gradual relaxation of initial limita-
turities up to five years, which was to bdions onthe IMF’s involvement in thiberalization
maintained for the loan’s entire duration bubf capital transactions has been evident in a
whose magnitude was a decreasing functiomumber of decisions and other changes since the
of its maturity. late 1970s. In the amended version of the Arti-
cles of Agreement which took effect in 1978,
In Brazil, sterilization policies adopted toarticle IV contains the statement that an essential
deal with increased capital inflows after thgpurpose of the international monetary system is
implementation of the country’s currency reto provide a framework that facilitates the ex-
form in mid-1994 were supplemented by ahange of capital among countries. In April 1995
increase in the tax paid by Brazilian firms orthe list of developments that may trigger discus-
bonds issued abroad, the imposition of a tasions between the Fund and a member country
on foreigners’ investment in the stock marketynder IMF surveillance of exchange rate policies
and an increase in the tax on foreign purchasess extended to include “unsustainable flows of
of domestic fixed-income investments. private capital®* In December 1997 approval was
given to the establishment of the Supplemental
In the Czech Republic, a large increase iReserve Facility, under which financial assistance
capital inflows in 1994-1995 led initially to is extended to a country experiencing balance-of-
a policy of sterilization, but this was followedpayments difficulties due to sudden, disruptive



The Management and Prevention of Financial Crises 105

losses of market confidence which are reflectetthe discussion which follows is that no regime is
in pressures on its capital account and reservei&ely to provide foolproof protection against such
Lastly, under a current initiative approved by therises. However, managed exchange rates, in com-
Interim Committee the Fund’s articles are to bbination with controls on capital transactions, can
amended to include the liberalization of capitalo much to prevent large swings in capital flows,
movements amongst the organization’s purposéisus making an important contribution to macro-
and to provide a formal extension of its jurisdiceconomic stability.

tion to such movements.

) o As described in box 2, at the outbreak of the
If such an amendment is adopted, it is capablgsjs the East Asian economies most seriously af-
of having knock-on effects on other mternatlonfected, except Hong Kong, China, operated foreign

ally agreed rules. For example, under the WTQ, change regimes under which the central bank

agreements regulating trade in goods and serviCggervened to stabilize the spot rate according to

when a country has recourse to restrictions to Saf&énerally understood guidelines, while Hong

guard its balance of payments, these restrictiorp(%ng, China, had a currency-board arrangement.
are to be consistent with its obligations under thlSuring 1990-1996 many East and South Asian
IMF's Articles of Agreement, and th’e_ Fund hagqntries were recipients of large capital inflows.
the role of assessing the restrictions’ justificatiog ;o with such inflows, monetary authorities can

on the basis of the country’s balance-of-paymenger jet the currency appreciate or intervene to
and reserves position. The proposed exten3|on|51,fevent an appreciation, and most of the East
the Fund’s formal jurisdiction to capital transacpgign recipients chose the latter course.

tions might thus result in a reduction of countries’
existing autonomy regarding control of capital _
transactions under the WTO regififeBut recent The question has been posed whether freely
financial crises and the frequent recourse by coufloating exchange rates would have been prefer-
tries to controls to contain the effects of swing&Pl€ to the managed rates in force in several East
in capital flows point to the case for continuing t(_,and South Asian countries before the crisis. Float-
accord governments such autonomy. The discu§9 rates in the early 1990s would probably have
sion in this chapter does not suggest that ways ha§d {0 sharp appreciations in comparison with the
yet been found at a global level to eliminate crosi€Vels actually observed, which would almost cer-
border transmission of financial shocks associatd@Nly have provoked stiff political resistance
with greater global financial integration or othePWing to their effects on exports. If freely float-
pressures connected with capital movement89 €xchange rates had brought about greater
which are capable of triggering financial crisegnStability in relative rates, they might have dis-
These weaknesses in the existing armoury gpuraged arbitrage flows but _also ultimately have
policy measures raise serious questions as to the Kjj€atened the pattern of relatively stable exchange
propriateness of current steps to promote tH&!€S which underpinned economic development
liberalization of capital movements as an internd? the region, and might have risked causing ten-
tional policy objective. Indeed, for the foreseeabl@iONs in trading relations.
future, flexibility rather than additional constraints
or obligations would appear to be necessary. At the other extreme, the suggestion has been
made that crises like the Asian one might be
avoided by the establishment of currency-board
systems involving exchange rates rigidly pegged
to an anchor currency. Under such a system there
is an unequivocal commitment to supply or redeem
Questions about connections between exaonetary liabilities of the monetary authority at a
change rate regimes and financial crises have beered rate. Moreover, these are the only terms on
raised by the contribution of stable exchange ratasich such liabilities are exchanged. Two par-
(with their accompaniment of excessive short-teriticularly well known systems of this kind are those
external borrowing and increased currency risk)f Argentina and Hong Kong, China, but a number
to the build-up of financial fragility in East Asia, of other countries, including some transition
and by the role of the subsequent movements @xonomies, also operate them. In their purest form
exchange rates in triggering the crisis and spreaddrrency boards cannot extend credit to the gov-
ing it throughout the region. The conclusion oérnment, the banking system or other borrowers,

6. Exchange rate policies
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and interest rates are market-determined, the mop-  Regional consuitation and collaboration
etary base being rigidly linked to the country’s

foreign exchange reserves. These conditions do

not hold strictly in so far as the currency board Regional economic arrangements often in-
has external reserves in excess of the economgiide modalities for mutual consultation and
monetary base (which has recently been the ca§@llaboration covering a broad range of subjects
for example, in Hong Kong, China) or in so far agf economic policy. Among the aims of these
the legal framework permits some of the reservégodalities is frequently prevention of financial

backing the monetary base to be held in fornf@is€s in member countries which might have un-
other than foreign currency (as in Argentina). favourable cross-border effects and thus prejudice

achievement of the objectives of the arrangement
(éoncerned.

The benefits attributed by its advocates to
currency board include the credibility conferred
by such a regime on the monetary authority an e _ _
the elimination of the problems of external deb f th's_km_d for the Eu_ropean Union (E_U)’_W'th
management which result from mismatches pdhe objective of ensuring that the functioning of
tween the currency denomination of borrowing&he common market is not adversely affected by

and that of revenues generated by the activiti€sacroeconomic or financial developments in

they finance. However, as recent experience dem_ember States. The Treaty of Rome establishing

onstrates, such regimes do not insulate economlier:]ser.EurOpean Economic Community (Par_t Three
: . oL . —Title I, chapters 1-3) covered cooperation and
from instability of external origin since the im-

pact of capital inflows and outflows is transmittedconsu”mIon among member_s _regardmg monetary
apd other conjunctural policies as well as the

via their effects on the monetary base, to levels BLiance of payments. Article 107, for example

economic activity and to goods and asset prices. . . -
Moreover. in the absence of a lender of last ree_njomed members to treat exchange rate policies
' as a matter of common conceéfnFurthermore,

sort, the cqntraction of deposits which typica“yconsultation and surveillance have been part of
follows capital _outflows' L_mder such a system CaBy procedures for the provision to members of
threaten banking stability. A currency-board financial support for intervention in currency

system may serve an important purpose in certaiiarkets and for helping to solve balance-of-pay-
circumstances, such as to halt hyperinflation. BW\ents difficulties

the consequent reduction in policy autonomy

means that .SUCh systems will remain acceptable Collaboration and consultation at the regional
and appropriate only for a small minority of COUNfavel have also been proposed elsewhere for the

tries. purpose of helping to prevent financial crises,

_ much of the impetus behind such initiatives com-
There is thus no reason to condemn managgyy from the objective of avoiding contagion

exchange rate regimes on the basis of recent &ffects. Some of the ideas put forward in this con-
perience (though their restoration in East angyt involve mutual surveillance intended to help
South Asian countries is impossible in the absenggsyre that policies for economic and financial
of a return to more orderly conditions in their CUrstability designed by the IMF are properly applied.
rency markets). The alternatives of floating oyt particular policies are not an integral part of
rigidly fixed exchange rates can also impose costggional collaboration and consultation in pursuit
which can outweigh their benefits. However, reof financial stability. An ongoing initiative in
cent experience has also shown that managagEAN, for example, involves a mechanism for
exchange rate regimes are vulnerable to large afionitoring aspects of members’ economic posi-
cumulations of short-term external bank debt angons and policies in accordance with guidelines
of other potentially volatile external investmentmutually agreed for this purpose.

Occasionally, introducing greater flexibility by

widening the band of intervention could help to  Awareness among ASEAN members of the
eliminate one-way bets and discourage arbitrageeed for cooperation to prevent financial crises
flows. But such regimes are likely to be sustainvas already evident during the period before and
able only if accompanied by active managemei¢ading up to the crisis. For example, at a meet-
of external liabilities, which may often entail re-ing in March 1997 the ASEAN finance ministers
course to capital controls. acknowledged that a regional surveillance mecha-

d There is a comprehensive set of procedures
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nism might be established for this purpose. Twments to prevent future financial criseser alia
months later, pressure on the Thai baht promptég serving as an early warning system which
coordinated intervention by a number of Asiamvould enable corrective actions to be taken by
central banks in support of the currency. Howindividual countries or collectively and by pro-
ever, no such intervention took place at the timtecting the region’s interests during the process
of the widespread abandonment of managed eaf global financial integration via examination of
change rate regimes in July 1997, a fact whicinancial and monetary issues raised in interna-
suggests a decision by governments that an attentiptnal forums. This initiative responds to an
to defend exchange rates at that stage would hawgently felt need among ASEAN members but
been too costly. might also eventually lead to the extension of such
cooperation to other Asian countries. If in the fu-
Nevertheless, consultations within ASEANture a decision were to be taken by ASEAN and
on mutual surveillance continued and at a megpossibly other East and South Asian countries to
ing in December 1997 the ASEAN financeestablish more formal arrangements for the pro-
ministers recommended implementation of theision of mutual external financial support than
proposal for the establishment of a regional suthose deployed in May 1997 in defence of the baht
veillance mechanism, which has subsequent{yhich might be similar to some of the EU facilities
come to be known as the ASEAN Monitoringmentioned above), it would be possible to envis-
Mechanism. The function of the Monitoringage a link between these arrangements and whatever

Mechanism would be to help ASEAN governsurveillance mechanism is then in placm
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as follows: “In every economy, public authorities
stand behind theiability of their domestic financial
system.. This cannot be interpreted as a market dis-
tortion; it is a feature of a capitalist economy, in whicld2
markets for financial assets are an indispensable fea-
ture. These markets, however, cannot be liberalizeéd
in the same manner as one would a goods market ...
This creates at least an implicit, if not explicit, guar-
antee that monetary authorities stand behind the for-
eign liabilities of, as a minimum, the explicitly su-
pervised part of their financial system”.
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credit agencies, but the coverage of risks connected
with international lending by the latter is generally
more extensive and thus more suitable as a model
for an ICIC.

See, for example, S. Irvine, “Rating agencies: Caught
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1980s.
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(though for a market such as that for inter-bank trangs
actions, which operates on a continuous basis, the
choice of the time at which inter-bank positions must
be disclosed may not be easy). See M. Mayer, “The
Asian disease: Plausible diagnoses, possible rem-

edies”, Jerome Levy Economics Institute Working
Paper No. 232 (Annandale-on-Hudson, New York,
April 1998), pp. 31-32.
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These tendencies have been especially evident in
banks’ Eurocurrency operations. Traditionally, such
operations were defined as those in currencies other
than the currency of the country of domicile of the
participating bank (originally mainly United States
dollars but subsequently also those of other major
OECD countries). But with the establishment of in-
ternational banking facilities (IBF) in the United
States and Japan the definition has been extended to
specified transactions of banks in their domestic cur-
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regime similar to that for traditional Eurocurrency
operations. These regimes are generally character-
ized by lighter regulation than those for domestic
banking (though recent deregulation has led to a re-
duction in these divergences), and they have often
also benefited from tax advantages.

See S. Griffith-Jones, “Regulatory challenges for
source countries of surges in capital flows”, in
J.J. Teunissen (edJhe Policy Challenges of Glo-
bal Financial Integration(The Hague: Fondad,
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equalization tax”. The original tax so designated
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ing, initially in 1964 on foreign securities with a
maturity of more than three years and subsequently,
in 1965, extended to bank loans.

Accounts denominated in foreign currencies are
available in the East Asian countries most affected
by the crisis, in most cases subject to only limited
restrictions. Butin most OECD countries such avail-
ability is a relatively recent development associated
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with the more general liberalization of capital trans-
actions. As late as the mid-1980s such accounts were
still not permitted in some instances.
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An outright forward exchange transaction involves
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rencies after a period of more than two days hencg?
while a foreign exchange swap has two separate legs,
one consisting of the sale or purchase of a foreign
currency and the other of a repurchase or resale of
the currency at a subsequent date (thus reversing the
first leg).

Developed countries are also subject to obligatiorss
in this area under the OECD Code of Liberalization
of Capital Movements and (for members of the EU)

under the EEC Council's 1988 Directive on capital
movements and the Maastricht Treaty. Some devel-
oping countries have undertaken such obligations as
part of treaties of friendship, commerce and naviga-
tion or of regional agreements such as the North
American Free Trade Agreement (NAFTA).

This restriction does not necessarily apply to the
IMF’s special facilities, which use borrowed re-
sources.

IMF Executive Board Decision No. 10950-(95/37)
of 10 April 1995 (amending Decision No. 5392-[77/
63] of 29 April 1977).

The financial rescue package presented by the IMF
to the Government of the Republic of Korea con-
tained conditions relating to the liberalization of capi-
tal transactions.

For further discussion see A. Cornford and
J. Brandon, “The WTO agreement on financial serv-
ices: Problems of financial globalization in practice”,
section E, in UNCTADInternational Monetary and
Financial Issues for the 1990%0l. X (forthcom-
ing).

With the objective of avoiding another liquidity
squeeze like that experienced owing to capital out-
flows in the aftermath of the Mexican crisis in 1995,
Argentina has arranged a stand-by financing facility
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These articles were amended by the Maastricht
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nomic and Monetary Union.






