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The Asian financial crisis is over. While this is a big relief, the fact that it occurred at all is a matter of great concern. What is of even greater concern was the unexpected
 nature of the crisis, the large number of economies that were hit, and the depth of the output collapse in some countries. The troublesome question is whether there is a common ele​ment in the development strategies of Indonesia, Malaysia, South Korea and Thailand that rendered them vulnerable to sudden substantial falls in GDP. Before the crisis, these four economies had been grouped with Hong Kong, Japan, Singapore and Taiwan in a laudatory report by the World Bank entitled The East Asian Miracle.
 Was the Asian miracle a myth, a Soviet-type mirage that imploded on the eve of what was expected to be the Pacific Century?

Malaysia, South Korea and Thailand have rebounded faster than anti​cipated by most analysts. In December 1998, the International Monetary Fund (IMF) had forecasted 1999 growth rates of (3.4 percent for Indo​nesia, (2 percent for Malaysia, (1 percent for South Korea and 1 percent for Thailand. The actual 1999 growth rates have turned out to be 0.2 percent for Indonesia, 5.4 percent for Malaysia, 9.4 percent for South Korea and 4.0 percent for Thailand. Is the recovery sustainable? A V-shaped recovery across the whole spectrum of crisis countries would vindicate the miracle view, whereas a W-shaped recovery would verify the mirage view.

The World Economic Forum (WEF) and the Harvard Institute for International Development (HIID) recognized from the very beginning that the Asian financial crisis was part of a more general financial phe​nomenon that went beyond the particular circumstances in the Pacific Asia region. In mid-1998, WEF and HIID assembled an experienced international research team to analyze the causes and mechanisms of financial crises, and to formulate a reform agenda that could, first, help to reduce the likelihood of future international financial crises, and, second, help to restore and enhance the international competitiveness of Pacific Asia after the crisis is over. The assignment to the research team was not only to identify the policy changes that international organi​zations and governments in developed and developing countries could implement to improve global economic performance, but also to examine business opportunities in post-crisis Pacific Asia and recommend ap​propriate strategies to businesses operating in the region. 

The initial working assumption of the WEF-HIID team that the Asian financial crisis was part of a larger problem of global finance was con​firmed very quickly with the collapse of the Russian ruble in August 1998. The financial contagion then hit South America with the devalua​tion of the Brazilian real on January 13, 1999. Other currencies in Africa, Asia and Latin America soon came under attack.

It is important to be clear, however, that while the crisis in all cases was sparked off by the withdrawal of loans by panicked international banks, the depth of the crisis reflected more than the size of this reversal in capital flows. There were two other important reasons for why the crisis was so deep. First, these countries had some severe institutional weaknesses that made them unusually fragile financially. Second, some countries (at the advice of the IMF) responded with overly tight stabil​ization policies, and mishandled the restructuring of the financial sector.
 The harshness of the Asian financial crisis was the joint product of external shock, internal weakness and policy mistakes.

After intensive analysis of the global financial crisis and the specific conditions in Pacific Asia, the WEF-HIID team has crystallized their results into thirty recommendations for global reform in the following seven areas:

· the financial and non-financial sectors of developing countries,

· the International Monetary Fund,

· the international monetary system,

· the design of international “rescue” packages,

· the regulation of international capital markets,

· short-term Pacific Asian financial management, and

· long-term Pacific Asian institutional reform.

1.1 Financial Reforms Within Developing Countries

The institutional weaknesses of domestic corporations (both financial and non-financial) render them susceptible to creditor panic. Aiming to increase the resilience of the financial sector and the non-financial cor​porate sector when faced with external credit shocks, and to enable these sectors to recover rapidly after the occurrence of such shocks, the research team proposes eight reform measures in this area.

Proposal 1. Financial institutions should more quickly adopt interna​tionally accepted accounting standards. Major international accounting firms should work together with the international agencies to increase the standardization of accounting practices in the emerging markets. 

Proposal 2. The supervision of financial institutions must be enhanced, and BIS-style
 prudential ratios must be enforced on the financial insti​tutions. As part of this process of improved supervision, there should be: 

· much wider membership of developing countries in the Bank for International Settlements (BIS);

· an intensive international effort to upgrade the technical capacity of banking supervisors; and

· new BIS standards that are appropriate for the volatile conditions of emerging markets. The capital adequacy ratio should take into account that the bank’s capital may be denominated in the home cur​rency, but a significant part of its loan portfolio may be denominated in another currency.

Proposal 3. The ownership structure of the banking sector in emerging economies should be diversified to include foreign ownership, in order to reduce the risks of systemic banking collapse, and to generate de​monstration effects to the domestic banks regarding efficient operations and prudent risk management.

Proposal 4. The development of the non-bank financial sector (e.g., the equity and bond markets) should be promoted because the over-reliance on bank credit in many developing countries has made them excessively vulnerable to financial panics. 

Proposal 5. The legal underpinnings of corporate governance should be clarified, especially to protect minority shareholders. Part of the vulner​ability to financial panic arises from the lack of clarity of property rights within the emerging market economies. 

Proposal 6. Modern bankruptcy law should be introduced to forestall creditor panics (or “grab races”) in the event of financial distress.

Proposal 7. Financial institutions should be required to file more fre​quent reports on their portfolios and their exposure to sectoral and currency risks, to allow better oversight by shareholders and the regu​latory bodies.

Proposal 8. Short-term foreign borrowing by domestic banks should be tightly limited as a matter of prudential policy. Excessive short-term foreign debts of Asian, Russian, and Brazilian banks contributed to the onset of financial crises in all of these economies.

1.2 Reform of the International Monetary Fund

Grave flaws in the IMF’s procedures and policy recommendations have become apparent in the course of the crisis. Each of the IMF’s major packages in the past two years has failed to meet its targets, and many of the programs (for example, those for Korea, Russia and Brazil) have collapsed within weeks of their approval. To improve international management of future crises and to renew the legitimacy of the inter​national financial system itself, the research team proposes four reform measures in this area.

Proposal 9. The international community should establish an IMF Exter​nal Review Commission to review the functioning of the IMF in some of its major recent activities: its handling of the international financial crisis, its policy advice to developing countries, and the IMF’s structural adjustment programs in the poorest countries. 

Proposal 10. Archived IMF materials should be made public to allow outside surveillance of the institution. 

Proposal 11. IMF voting powers should be reformed to give greater repre​sentation to developing countries, which, after all, constitute 85 percent of the world’s population, and which bear the burden of failed IMF strategies.

Proposal 12. The functioning of the IMF Executive Board should be over-hauled: for instance, the Board should host public hearings, provide opportunities for outside parties to submit evidence to the Board, and solicit professional opinions from experts beyond the IMF staff.

1.3 Reforms of the International Monetary System

The third set of reform recommendations arises from the deep instabil​ities in the international financial system. The events in East Asia, Russia and Brazil demonstrate the instability of short-term capital flows, and their tendency to oscillate between waves of euphoria and waves of panic. These instabilities have been exacerbated by systems of pegged exchange rates, as were used in Thailand, Korea, Russia and Brazil, as is explained in our detailed essay in this volume. As a result, the research team recommends three main reform measures in this area.

Proposal 13. In general, countries should pursue flexible exchange rate arrangements (e.g., wide crawling bands and open floats). In every case of serious financial crisis—including Mexico in 1994, Argentina in 1995, Korea and Thailand in 1997, Russia in 1998, and Brazil in 1999—the country pursued a fixed exchange rate policy in the years leading up to the crisis, and the system of fixed rates clearly contributed to the onset of the crisis. 

Proposal 14. Because the IMF is not (and cannot be) a true international lender of last resort, there is no justification for the monopoly position of the IMF as the sole international arbiter of monetary affairs. Regional monetary bodies, for example within Pacific Asia, or within other emer​ging market regions, could provide mutual support in the event of a financial crisis hitting a particular member country. 

Proposal 15. An international bankruptcy system should be established to accelerate an orderly workout of international debts when a devel​oping country falls into an extreme indebtedness crisis. As an interim measure, the writing of contracts for Eurobonds should be amended to create “standing committees of creditors,” and to introduce some of the standard bankruptcy procedures, e.g., the automatic-stay provision (to prevent grabbing of assets before resolution of bankruptcy in domestic court), and the debtor-in-possession provision (to enable the firm to continue to obtain working credit while the domestic bankruptcy pro​cess takes place).

1.4 Reforming International “Rescue” Packages

The IMF has launched five major “rescue” packages in the past two years: Thailand (August 1997), Indonesia (November 1997), Korea (December 1997), Russia (July 1998) and Brazil (December 1998). None of these packages succeeded in re-establishing market confidence or in reducing the adverse macroeconomic effects of international financial panic. Indeed, all of these packages quickly collapsed and required re​negotiation. This suggests that there have been major flaws in the design and implementation of these policy packages. The research team has identified at least three areas of needed change.

Proposal 16. Debt relief often needs to be an integral component of “rescue” packages in order to encourage creditor-debtor bargains to stretch out loans, convert debts to equity, and occasionally achieve a permanent write-down of claims.

Proposal 17. IMF programs must not be designed to defend pegged exchange rates (as in the Brazil and Russia programs) because, at best, such IMF programs promote sharp recessions, and at worst (as in Russia and Brazil) the currency collapses anyway. 

Proposal 18. Rescue packages should “bail in” (rather than “bail out”) the international private investors by insisting that the private creditors bear the major burden for renegotiating the timing and repayment terms on existing debts when a financial crisis emerges. For example, the private creditors may be called upon to roll over existing claims, as occurred in the case of Korea in December 1997. 

1.5 Regulatory Reforms of International Capital Markets

The fifth set of reform recommendations addresses the dangers of premature capital account liberalization in emerging markets before the necessary supervisory and regulatory standards are in place. Because short-term capital movements can destabilize an economy, and force a government into an expensive financial bailout of the banking system, the research team recommends the following four reform measures.

Proposal 19. Controls on short-term capital inflows into emerging markets can help to maintain macroeconomic and financial stability. But while controls on short-term capital inflows may be advisable in many countries, controls on capital outflows should almost always be avoided, since controls on outflows tend to undermine government credibility and provide an inducement towards irresponsible policies.

Proposal 20. While excessive short-term capital inflows should be dis​couraged, long-term capital inflows (especially foreign direct invest​ment) should be promoted. There are still major strides to be taken in many developing countries (e.g., in areas of telecommunications, banking and other modern services) in allowing foreign investors to gain owner​ship of domestic enterprises. 

Proposal 21. There should be informative and timely disclosure of hedge funds, cross-border lending, and derivatives transactions to enable policy makers in the developed and developing countries to know the external financial exposures of their national financial institutions. 

Proposal 22. There should be greatly enhanced regulation of highly speculative activities such as highly leveraged hedge funds. 

Proposal 23. The international community should immediately constitute a working group on international capital flows, including representa​tives of the developed countries, the developing countries, the major international institutions (IMF, BIS, WTO, UNDP, WB and others)
, as well as private-sector observers, to report to the respective international institutions within one year on improvements in the oversight and regulation of cross-border capital flows.

1.6 Short-term Financial Measures to Restore Growth in Pacific Asia

The most serious immediate problem of the Asian crisis countries is the tremendous amount of bad debts in the banking and corporate sectors. The answer to the bad debt problems must be a series of negotiations between creditors and debtors to restructure the debts. At the same time, a large-scale infusion of public money to recapitalize the banking systems in Asia is unavoidable. The research team makes the following four recommendations for financial workouts in Asia. 

Proposal 24. The recapitalization of banks in Pacific Asia should be ac​celerated, through a combination of public money, foreign investment and contributions by existing owners. 

Proposal 25. The government should replace the non-performing loans (NPLs) of the banking system with government bonds, and in return the bank owners should agree to repay the government bonds over a set period, or to convert the government bonds into bank equity if the banks cannot service the bonds.

Proposal 26. Having acquired the banks’ NPLs at a discount, the govern​ment should give debt relief to the firms based on their capacity to pay. Specific guidelines for debt relief would include the following:

· debt relief should be concentrated on small and medium-sized firms because they have been hit the hardest by the credit crunch; and

· debt write-downs for the larger corporations should be conditional on debt-equity swaps, in which the government gains some equity share in the corporations. This equity share would later be auctioned as a form of “re-privatization” of the government’s stakes.

Proposal 27. The barriers to entry by foreign banks should be lowered to provide the competition that is needed to prevent domestic banks from imposing wide spreads between deposit and lending rates in order to earn their way out of the crisis (but with disastrous costs to domestic corporations).

1.7 Long-term Measures to Enhance Asian Competitiveness

In our opinion, the greatest long-term challenges to Pacific Asia lie not in financial regulation, macroeconomic stability or exchange rate man​agement but in “social software,” such as the improvement of the qual​ity of education, the overhaul of public institutions, the enhancement of science and technology, and the promotion of democratic political structures. 

The annual Global Competitiveness Report (GCR) gives some clear and quantifiable evidence of the shortcomings in these areas. While the Asian manufacturing countries (China, Indonesia, Japan, Korea, Taiwan, Malaysia, Thailand and the Philippines) achieved an average overall ranking of 21st out of 53 countries in the 1998 GCR rankings, and a particularly high ranking of 9th on fiscal management, these countries received a surprisingly low rank of 30th in technology, and 34th in quality of governmental institutions.

The research team makes three very general recommendations to address fundamental problems of harnessing technology and skilled manpower and establishing adequate social infrastructure for sustained economic development.
Proposal 28. The Southeast Asian countries should make a determined effort to raise the standards of science and technology within their soc​ieties. Among other steps, this will require much greater support for higher education, as well as encouragement of much closer links be​tween universities and the private sector, such as the collaborative rela​tionships found in the high-tech areas of the U.S. economy (such as information technology and biotechnology).

Proposal 29. In enhancing the quality of public institutions, appoint​ments and promotions should be based primarily on merit and not on, say, ethnic identity or ideology. 

Proposal 30. Pacific Asia must launch a concerted effort to upgrade its public institutions, particularly its civil service and its judiciary system. For example, according to the 1998 GCR, Indonesia was ranked 53rd out of 53 countries with respect to the independence of the judiciary, with Malaysia, Thailand, Korea, China, Taiwan and the Philippines all ranked worse than 30th.
�.  Arguably Thailand could be an exception, but only in a limited sense. See footnote 3.


�. World Bank (1993).


�. Analysis of Thailand’s financial collapse reveals that it can be seen as two crises. The first crisis was started by the unsustainable trade deficit caused by the overvalued baht. The second crisis, the more damaging of the two crises, was caused by the panicky flight of funds produced by the inappropriate stabilization-restructuring package implemented to counter the first crisis.


�. BIS = Bank of International Settlements.


�. WTO = World Trade Organization, UNDP = United Nations Development Program, and WB = World Bank.





