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Abgract

The pgper examines an overview of the research project “Impacts,
Riks anxd Opportunites of HFnandd Liberdization and
Integration: a Macro-Micro Analyss’ focused on four interrdated
agects of the dructurd and inditutiond foundations to effective
risk manegement and exploitation of opportunities in an open
economy; and drav lessons and ingghts on  (a) the
macroeconomic - manegement in an open  economy, (b) the
liberdization of the banking indudry, (c) the human resource
implications of finandd liberdization and integration, and (d) the
behaviour of APEC member economies towards the Financid
Sarvices Agreement (FSA) under GATS.



Executive Summary

The objective of this paper is to give an overview of the research on “Impacts,
Risks and Opportunities of Fnancid Libedization and Integration: a Macro-Micro
Andyss’. This progect focused on four interdaed aspects of the sructurd and
inditutiond foundations by which effective risk manegement and exploitation of
opportunities in an open economy can be handled; and draw lessons and indghts on (a)
the macroeconomic management in an open economy, (b) the liberdizaion of the
banking indudry, (c) the humaen resource implications of financd liberdization and
integration, and (d.) the behaviour of APEC member economies towards the Fnancid
Sarvices Agreement (FSA) under GATS.

The 1980s and the 1990s have seen the growing financid liberdization and
integration of the countries in the Ada Padfic region among themsdves and with the
rex of the world. This reflects the complementarities among trade, direct investment
and finance in the dynamics of outward oriented growth in East Asa tha underpins the
so-cdled Eas Asan miradle However, the recent East Adan criss shows forcefully
that economic openness and finandd integration has its risks as much as opportunities.
The chdlenge for policy mekers is drengthen dructurd and inditutional foundetions of
efective risk management while a the same time haveding the opportunities made
avalable. The introduction of risks to the vulnerabilities of trade and the likes have led
plenty to beieve hat more than anything dse, the decison to liberdize is a huge one to
take.

The discusson focuses on the finendd opening and internaiondisation of the
finenda sarvices of a country. It is pointed out here that the presumed benefits from
finendd opening and integration necesstale domedtic financid deregulation, especidly
with respect to interet raes and bank branching. It is agued tha such
internationdisstion  of financd sarvices potentidly  increases  the  pressures  for
improved regulation and supervison, better disclosure rules and generd improvements
in the legd and regulaory framework for the provison of finendd sarvices and
improved screening of projects and monitoring of firms It dso improves the credibility
of rules as the country enters into internationd agreements. Overdl, the opening up and
internationdisation of finandd sarvices of an economy would increese pressure for,
and contributes toward, an improved financid infrastructure in the country.

However, the recent Eag Adan finendd caids and other finendd crises in
devdoping oountries as wdl as deveoped countries point out darkly that financid
liberdization and integretion entalls risks, both macroeconomic and  microeconomic
risks. The macroeconomic risks and chdlenges rdae to managing surges in capita
flows. In virtudly dl the cases of currency and financid crises in the pagt two decades
were preceded by surges in cgpitd inflows The so-cdled incompatible (or impossible)
trinity best highlight the macroeconomic challenges.

The microeconomic risks, linked especidly to banks, rdae to the additiond

risks atendant to cross-border transactions, especidly exchange rate risk, interest rate
rik, and credit risks. There are dso concerns tha the opening of the financid sector to



foreign banks would mean foreign banks would “cheary pick” and taget the most
lucrative segment of the domestic market, thereby forcing locd banks to move towards
savicng the rikier customers. Thus other things being equd, the domedic banks
would become more vulnerable to negative shocks in the economy (Pontines, 2001).
The above- mentioned concarns, like the expected benefits would have to be ultimatey
empiricdly vaidated.

Perhaps the most important risk from finencd liberdization and integraion is
in the interplay of the macroeconomic and microeconomic factors. Specificdly, the
macroeconomic  vulnerability of an economy to large reversas of cepitd flows is
haghtened by finandd sector fragility and inadequadies in thet economy. The financid
maket is inherently imperfect execerbated by problems of asymmetric information.
Especidly in a developing country case where family type corpordions are the norm
(eg, Eag Ada), the disciplining power of the market on corporate governance of
borrower firms is wesk. Then, banks and the security market face tremendous
challenges in being outsde monitors. From the point of view of prudentid regulation,
what is of primordid concern is that banks may take excessive risks, partly because of
loss in the chater vdue of banks resulting from finendd deregulaion and liberdization
and partly because of expectations of bailout of banks.

Esstidly wha the liberdization of the banking indudry indicates is thet the
opening up of the economy to foreign bank presence led to the repogtioning of financid
inditutions.  Spedificdly, the foregn banks emphaszed the wholesdle banking busness
epecidly on internationd  operaion where the foreign banks have comptitive
advantage. Thus the competition in the wholesdle banking sector is between the
foreign banks and the big loca banks Specificdly, the findings in the literature suggest
that for number of Asan countries, there is a negative corrdation between net margins
and overhead with the openness of the banking sector. Thet is, the countries with more
open financid sectors tend to have lower overhead and net margins, those cdosad to
fordgn banks have higher margins. Thus the finding suggests that financa opening
encourages contestability and forces banks to be more efficient.

Key Lessons

NATIONAL LEVEL
The paper brings out that the management of the risks and opportunities of
financid liberdization and integration involves the following:

Sound macroeconomic policies. This involves generdly tight fiscd policy and
prudent monetary policy. It dso means internd conddency of monetay and
exchange rate policdes. Where a fixed exchange rae regime is viewed to be very
important, then it is necessary tha monetary policy mugt be subordinaied to the
demands of a fixed exchange rae regime However, where some monetary
independence is deemed important for both growth and macroeconomic objectives,
then it is preferable to have a more flexible exchage rae regme. A flexible
exchange rae dlows for the devdopment of risk management indruments by the



market. It will dso force market participants to take cognisance of the exchange rate
risk in cross border financid transactions

“Get the composdtion of capital inflows right”. The various kinds of cagpitd flows
have different vulnerability to sudden flow reversds with a few tha ae more
autonomous and permanent while others are more voldaile. There is merit in pushing
more of FDI, long teem loans and portfolio equity invesments. Be wary of short-
term bank lending, short- term money market indruments like commercid papers in
the internationd maket, and hedge funds As the Eag Adan crids has dealy
brought out, liberd entry and exit of short term capitd flows require drong
prudentia regulation and supervison to prevent mord hezard problems It dso
requires degp domedic financid markets tha can withdand sudden shifts in
investor sentiments.

Sound external debt management system. This is rdaed to “geting the
compogtion of capitd flows right” discussed dbove.  This is because for mogt
developing countries bank financing would likey remain the most important source
of externd finance in addition to interndly generated funds. The Eagt Adan criss is
to a large extent an externad debt problem because much of the short term capitd
inflows into the affected countries condsed of short term bank loans. Thus, the
need for ddiberate limitation on short term debt, close look & the maurity profile of
debt, diverdfication in the sources of finance across currencies and invedors,
comfortable leve of internationd reserves and contingency loan window, and the
development of a domedtic treasury market for domegtic inditutiond investors.

Strong prudential standards in regulation and supervison, internal control
sysems and market discipline whether under flexible or fixed exchange
regimes The specid naure of finance where asymmetric informetion is endemic
and where there is migmaich in the maturity sructure of sources of funds (manly
short term depogts) and uses of funds (short to medium term loans) necesstates
grong banking regulaion and supervison.  An important condderation here is the
recognition that cross-border finenda transactions carry specific risks inherent in
the transactions, such as foreign exchanger risk, basis risk, repricing risk, trander
rsk and rik in deivative transactions That is the prudentid regulations seek to
manage these specific risks through for example the establishment of gppropriaie
prudentid limits and the incorporaion of such risks in loan dasdficaion,
provisoning, capitd adequecy, disclosure and reporting requirements for banking
inditutions (Johngon and Otke-Robe, 1999). Measures to strengthen prudentid
regulaions incdude dricter definitions of NPL, rasng loanloss provisons, rasng
cepita  adequecy ratios, limiting bank exposure to the property sector, and
grengthening lending guiddines (Adhikari and Oh, 2000).

Capital controls cannot be a subgtitute for sound macroeconomic policies and
dronger prudential regulation, supervison, monitoring and disclosure.
Nonetheless, cgpitd controls can be an important prudentid tool to manage surges
in capitd flows when deilization efforts prove inadequate As such, capitd controls



should be viewed and crafted not as separate from but in tandem with the rest of
macroeconomic and dructurd reforms. Even Chile used, not only tight monetary
and fiscd policies as well as capitd control measures, but aso some appreciation of
the peso in order to manage the surge in capitd inflows in the early 1990s. It is dso
important to be pragmétic in the use of capitd control messures. Chile reduced to
zeo the unremunerated resarve requirement agang capitd inflows when the East
Adan cids occurred when the cepitd flow issue turned from an inflow problem
into an outflow problem. Maaysa discontinued the bariers to capitd inflows in
1994 when the cgpita control measures were no longer warranted.

Chile used cgpitd control messures primarily for prudentid purposes while
Madayda used cgpitd control measures primarily for macroeconomic  management
purposes. Thus, Chile required the use of internationd credit raings for its locd
firms borrowing aoroad not only to limit aggregate foreign borrowing but dso to
limit it to locd firms tha have the cgpability to manage the cross-border risks well.
Smilaly, Chile used the unremunerated resarve reguirement primarily as a way of
biesng the flow of cgpitd inflows toward longer- term investments, thereby
reducing Chile€ s vulnerdhility to volatile short-term cepitd.

Nonetheless, Johnston and Otker-Robe (1999) pointed out that as countries develop
their regulatory frameworks and implementation capecities, there would be less
reliance on cgpitd controls but grester reliance would be put on internationd best
practice prudentia messures.

Improving inditutional capacity in terms of human <Kills, refined risk
management tools and greater internal communication within banks and
regulators is critical. Fnancd liberdization and integration aso brings out the
importance of human resource development. Especidly important with respect to
assessment of  credit, market and liquidity risks aidng from internaiond
transactions. It can be argued that wesk regulatory environment and poor sKkills in
both the private sector and the public regulatory agencies breed a wesk credit
culture and the foundaion for an eventud finandal crigs. The importance of humean
resource development indudes traning of current bank personnd to the new
demands of risk manegement in a finenddly integrated world. It dso hes
implications on the desgn of curricula in finance rdaed courses in higher education
inditutions in the country.

Cdderon, Villanueva and Tullao (2001) examined the various course and training
offerings in the country that are finance-rdlated. They dso interviewed leaders in the
indudry on the indudry’s human resource requirements. A number of obsarvetions
are worth mentioning. Firg, there are too many college graduates but too few with
the requiste ills for the finance indugtry. Second, the skills most needed by the
indudry especidly for entry- leve pogdtiorns involve primaily ord and written
communication skills and andytic ills raher than gpeddized <kills Third, the
preference of the indugtry for CPA and accounting graduates rather than finance
gradudtes reflect the role of the licensure examinatiors as a screening device for



gened intdlectud &bility of gpplicants Fourth, the preference of the indudry for
graduates with drong communication and andytic abiliies implies tha speddist
traning is done on the job, which is the current approach Fifth, the “second dass’
danding of finance undergraduates can be a reflection of the generd weskness of
the finance curricula  Sixth, underpinning the wesknesses of the finance curricula is
the lack of faculty with the requiste academic qudifications & the graduate leve or
even with part-time faculty with enough indudry experience As a result, with the
exception of an extremdy few inditutions virtudly mogt of the colleges and
univergties are producing graduates that are largely incagpable d doing risk andyss
and management, which is the essence of finance,

Cddeon, Villanueva and Tullao recommend improvements in the undergraduate
curricula by including topics that are essentid in a world of deregulated and open
finencdd makes such as rik management, intenationd finance, mergers and
acquistions, hedge and mutud funds, and othes They dso recommend
grengthening qudlifications of the faculty as wdl as expanding and desgpening the
use of computer-based finance software programs for understanding the various
finance sarvices and tools of andyds. The authors dso recommend continuous
improvement in the training and development programs given the dynamic nature of
globa finance

Deepening and widening financial markets. Although not wel discussd in this
paper, it is dear that despening the domediic financid system is the foundation of a
sound management of risks and opportunities of finencid  liberdization and
integration. This is because a robugt growth in banking, the vaious fordgn
exchange markets (spot, forward, futures, options), and securities and bond markets
would alow firms to have the various hedging indruments necessary to manage the
vaious risks involved in a more liberdized and internetiondly integrated financid
gydem. The degpening of the financid sydem necesstaes flexibility of interest
raes and exchange raes as wdl as the devdopment of appropriate market
infrastructure such as payments and setlement sysems, codes of conduct ad
technicd infrastructure (Johnston and Otker-Robe, 1999). A deepened domestic
finencdd sygem reguires and & the same time contributes to, the improvement in
corporate governance of the domestic firms.

The reaults for the Philippines are not condusve with respect to the bank spread or
interest rate soread. Nonethdess, there are indications of some improvement in the
operationd efficiencies of the banks and redirection of some banks toward other
market niches. Moreover, there ae dso indicaions that the entry of additiond
foregn banks has led to increased competition and contestability in the wholesde
banking sector in the country (Manzano and Neri, 2001 Hapitan, 2911, Unite and
Sullivan, 2001).



REGIONAL LEVEL

The palicy implications of finendd liberdization and integration a the regional
level involve primaily those that have economies of scde and extandities They
indude

Harmonization of prudential regulations and practices towards best
international practice. This is to prevent regulatory abitrage. This means regiond
eforts a meding the Basd Core Prindples for Effective Banking Supervison for
exanple It dso means continuing compardive examination of the comparaive
“cods’ of banking regulations among the countriesin the region.

Regional survellance mechanism and dsronger regional  macr oeconomic
consultation. This is because much of contagion is regiona in scope, not globa
(Rgan, 2000). The growing economic interdependence among the APEC members,
egpeddly among Eas Asan economies, cdls for regiond mechanisms to hdp
prevent the recurrence of currency and banking crises that engulfed the region
during 1997-1999. Regiond survellance includes regular regiona monitoring and
ressarch efforts on the region's financdd sectors, macroeconomic polices and
cgpitd flows It indudes the inditutiondization of an ealy waning sysem among
the member economies in the region. The regiond survellance mechanism and
macroeconomic consultation have been emphasized in APEC medtings.

Human resource development. Shortage of <kills in the financid sector is region
wide. Regiond exchange of experiences and expeatise is usgful. This is being done
to some extent under the IMF and World Bank training programs manly based in
Snggpore. Nonethdess, more can be undertaken. Regiond associations of academic
inditutions like the ASEAN Universties Network can contribute in srengthening
the academic programs related to finance.

The last regional concern is related to the issue of further opening up of the
financial sector, perhgps on a regiond level as a dart. This is rdaed to the issue of
the Financid Services Agreement (FSA) under GATS. Pontines  (2001) showed the
vaying levds of openness of the APEC membear economies in banking (both
lending and deposts), insurance (both life and nonlife) and securiies He aso
showed the large gap between commitments to the FSA under GATS, on the one
hand, and actua practice on the other hand in some cases among the APEC member
economies APEC member economies made only few commitments in cross-border
trade as a rdevant mode of supply in financd savices In the light of the East
Adan ciss whee cgpitd mohbility with week supervison and regulation of the
financid sector can lead to payments problems complete liberdization in cross
border trade of finandd sarvices may not be waranted especidly for deveoping
APEC member economies Wha may more important is the issue of liberdization
in commercid presence as mode of trade in finendd sarvices The APEC member
economies committed primarily to increesing the paticipaion of foreign providers
on exiging locd finencid inditutions rather than opening new ones (Pontines
2001). Indeed, Sauve (1999) notes that Asas commitments in banking are on the



whole less meaningful in teems of commedd presence in domedic markes then
the commitments of Latin Americaiin the FSA.

Findly, it is apparent thet in the light of the lessons from East Ada, Chile and other
countries (eg., Mexico), the degpening of the FSA in the future round of
negotiations under the WTO is not enough in addressng the risks and opportunities
of finendd liberdization and integration. The focus of FSA is primaily the
liberdizetion of entry of foreigners into a country’s financid sector. What are dso
needed ae concated intendiona or regiond efforts a drengthening the
inditutiond capadities of developing country authorities in monitoring, andyzng,
regulating and supervisng finendd makets and inditutions What are dso ussful
are interndtiond or regiond mechaniams tha expand risk management indruments
(eg., futures swaps, options) avalable to deveoping country firms a reasonadle
cod. In short, the negotiations under GATS-FSA need to be done in tandem with
internationd technical and economic cooperation program to strengthen the capacity
of deveoping ocountries to manage the risks and opportunities of finencd
liberdization and integretion. This is &kin to an APEC agpproach to the usud WTO
negotiations.
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INTEGRATIVE REPORT

Managing Risks and Opportunities of Financial
Liberalization and Integration: A Macro-Micro Analysis*

Ponciano S. Intd, J 2

l. INTRODUCTION

The 1980s and the 1990s have seen the growing financid liberdization and
integration of the countries in the Ada Padific region among themsdves and with the
res of the world. This is a corrdae of the expanding trade rdations of the Asa Pacific
countries among themsdaves and the rest of the world during the past two decades. This
reflects the complementarities among trade, direct invesment and finance in the
dynamics of outward oriented growth in East Ada tha underpins the so-cdled East
Adan mirade However, the recent Eag Adan crids shows forcefully that economic
openness and finendd integration has its risks as much as opportunities. The chdlenge
for policy mekers is to manage the risks a the same time thet the opportunities are
exploited. This would meen improving meacroeconomic policy regime as wdl as
grengthening the sructurd and inditutiond foundations of effective risk management.
At the same time such foundations aso hdp expand the opportunities for the country to
exploit.

The research project “Impacts Risks and Opportunities of Fnandd
Liberdization and Integraion: a Macro-Micro Andyss’ focused on four interrdaed
agpects of the dructurd and inditutiond foundetions to effective risk management and
exploitation of opportunities in an open economy. The fird reaes to macroeconomic
management in an open economy, drawing from the andytica pergpectives on financid
liberdization and integration as wel as the vaieties of experience in the world
egpecidly those from Chile, East Ada and the Europeen Union. At the heat of the
macroeconomic  challenges of finendid liberdization and integration is the so-caled
“impossble trinity” (or “incompaible trinity”) of monetary independence, capitd
mobility and fixed exchange rates  Sooner or later the incompetibility of the three
eventudly leads to currency crises as the recent East Adan crigs atests. Understanding
the andytic perspectives and the various experiences can provide lessons and indghts
on the policy chalenges on the Philippines of financid liberdization and integration.

1 The paper was undertaken with the financial support of the Philippine APEC Study Center Network
(PASCN) through the Philippine Institute for Development Studies and the Angelo King Institute for
Economic and Business Studies.

2 Professor of Economics, Department of Economics and Executive Director, Angelo King I nstitute for
Economic and Business Studies, De La Salle University. The author would like to acknowledge the able
research assistance of Mr. Jitendra S. Mgjica.
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The second aspect deds with the liberdization of entry of foreign banks in the
country.  An important means of managing the shocks from increesed internationd
financid linkages is the degpening and increesed efficdency of the domedtic finencid
sysdem. The entry of foreign banks is meant to contribute to the degpening and
improved efficency of the locd banking industry. Three of the pepers in the project
examined the impact of the entry of foreign banks on the indudry-wide bank spread &
well as on the operaiona performances and draiegies of domesic commercid banks.
The papas can hdp us determine whether the entry of foreign banks contributed to
improved efficdency of the banking indudry, increesad redlience of the indudry to
externad dhocks, and possble expanson of the country’s opportunity set especidly
through technology trander and possbly dso through improved financid market and
information linkages

The third aspect is on the human resource implications of finandal liberdization
and integration. Spedifically, one pgper in the project looked into the curricular
offerings and training programs of educationd inditutions and other HRD organizations
in the country. Is the country’s human capitd ready for the demands of improved risk
management and for the expanded opportunities aisng from dronger finandd linkages
internationally?

The lagt agpect examined in the project is on the Finandd Services Agreement
(FRA) under GATS, spedificdly the comparison between commitments and practice of
APEC member economies to the FSA. The future negoatiations in the GATS provide a
mechanian tha can complement the unilaterd liberdization efforts in the country,
primarily through the opening up of financid sarvice sectors in the APEC economies to
potentia Philippine exporters and service providers.

The integrative paper condss of four sections. Section One discusses the
benefits and risks of financid liberdization and integration. Section Two examines
macroeconomic  maregement of finencid liberdization and integration. Section Three
looks into the microeconomics of financd liberdization and integration. The lagt
section, Section Four, spels out policy implications toward managing the risks and
opportunities of finandd liberdization and integration.

. BENEFITSAND RISKSOF FINANCIAL LIBERALIZATION AND
INTEGRATION

Benefits.  FHnandd liberdization, in one sense is a sne qua non of finencd
integration. Fnancid liberdization can be interpreted in three component senses. The
fird one is domedic deregulation, best exemplified by the deregulation of domegtic
interest rates. The second and third senses relate to the opening up of the financid
sector to the rest of the world; i.e, internationdisation of financid services. The second
one is the opening up of a country to internationd cgpitd movements, which is the
essence of finendd integration. The third sense is the opening of the financid sector to
fordgn equity paticipaion. The lad two ae meant to incresse competition and/or

12



contestability of the domedic financdd marketls The focus of the paper is on the
finencd opening and internationdistion of the finandd savices of a country.
Nonethdess, it needs to be pointed out that the presumed benefits from financid
opening and integraion necesstate domedtic financid deregulation, especidly  with
repect to interest rates and bank branching.

The aguments for finandd liberdization and integration dem from presumed

benefits to the economy; they incdlude (see Fischer and Riesen, 1993; Claessens and
Glagssner, 1997):

Reduction in the cogt of finanda intermediation (increese in operationd
effidency of the finencid indtitutions);

Improvement in the range of finendd sarvices and products adaptable to
the changing tades and requirements of consumers and indudtries
(dynamic eficency); and

The increased potentid for savings to be dlocated to the highest yidding
invesments for the economy (improvement in dlocative efficiency).

Better access to foreign capitd; and
Better domedtic finandid infratructure

The dlocative efficdency effet of finenda deregulaion (i.e, reduction in price and
quantity redrictions from portfolio dructures of  finendd  inditutions) is  further
enhenced with the opening up of the economy to the internationd capitd market.
Soecificdly, the expanded opportunities for borrowing or lending domegticdly and
internationdly dlows for improved intertempord didribution in the consumption and
sving mix and in meding the varied demands and liquidity preferences of domestic
svers and invesors Improved dlocetive effidency involves deregulation of the
finandd sector in tandem with the internationdisation of financid sarvices

The intenaiondisation of financd sarvices potentidly increeses the pressures
for improved regulaion and supevidon, better disdosure rules and generd
improvements in the legd and regulaory framework for the provison of financid
sarvices and improved screening of projects and monitoring of firms. It aso improves
the credibility of rules as the country enters into internationd agreements. It is dso
agued that foreign financid inditutions encourage adoption of best practices and
trander of skills to the domedtic financd inditutions, Srengthen the capability of the
finendd inditutions to messure ard manege rik, reduce the overdl rik and
vulnerability of the finendd sector because foregn inditutions have more diversfied
portfolios and have their parent companies to run to (Pontines, 2001, p.15). . Overdl,
the opening up and internationdisation of finendd sarvices of an economy would
increase pressure for, and contributes toward, an improved financid infrastructure in the
country. (See Claessens and Glaessner, 1997.) Indeed, improved prudentid regulatory
environment is nesded in order to maximize the bendfits from, and a the same time
minimize the risks from, finandd opening and integration.
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The nat effect is the simulaion of economic growth. Fird, podtive red interest
rates encourage savings. Second, access to the internationa capita market eases up on
the domedtic saving condrant; i.e, domedic invetment can be larger than domegtic
sving. FAndly, an effident (and prudently maneged) finendd sysem fadlitaes the
dlocation of finandd resources to the best yidding investment projects.

With the liberdization of capitd movements increesed  competitive
ewvironment fadng the finandd inditutions and the growth in the economy, there
would be finandd market degpening with more and higher qudity finendd products
for liquidity and risk management of consumers and indudtries.

Risks. However, the recent East Adan financid criss and other financd crises
in developing countries as wel as deveoped countries point out darkly that finencd
liberdization and integretion entalls risks, both macroeconomic and  microeconomic
risks The macroeconomic risks and chdlenges rdate to managing surges in capitd
flows. In virtudly al the cases of currency and finandid crises in the pagt two decades
were preceded by surges in capitd inflows. The macroeconomic chdlenges are best
highlighted by the so-cdled incompatible (or impossble) trinity. Thet is in the long run
it is not possble to have equilibrium in the context of (perfect) cgpitd mohbility, fixed
exchange rates and an independent monetary policy; i.e, domedic interest rate (of a
domedtic asst) higher than foreign interest rate (of a comparable foreign asset) adjusted
for minor transactions cods). The basc policy chdlenge then is “... how to desgn
meacroeconomic policy coherent with increesing integration---(such as) how to prevent
overhegting (and) limit vulnerability to large revarsds of capitd flows” (Lopez-Mgjia,
1999, p.4).

The microeconomic risks, linked especidly to banks, rdae to the additiond
risks atendant to cross-border transactions, especidly exchange rate risk, interest rate
risk, and credit risks® There are dso concerns that the opening of the financia sector to

3 Johnston and Otker-Robe (1999) list down the additional risksthat banks face with cross-border
transactions as follows:
credit risk (i.e., failure of acounter party to perform according to a contractual
obligation)
0 Transfer risk—"when the currency of obligation becomes unavailableto the
0o borrower”
0 Settlement risk—"risk in the settlement of foreign exchange operations that
o aiseduetotimezone differences’
0 Country risk—"risk associated with the economic, social and political
o environment of the borrower’ s country”
Market risk i.e., risk of lossesin banks' s on-and off-balance sheet positions
arising from movements in market pricesthat change the market value of an asset or a
commitment.
Foreign exchange risk
Interest rate risk—when there is amismatch between the bank’ sinterest
sensitive assets and liabilities
Risk in derivatives transactions—as banks increasingly use derivatives as
means of taking or hedging risks.

O o000 o
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foreign banks would mean foreign banks would “cheary pick” and taget the most
lucrative segment of the domestic market, thereby forcing locd banks to move towards
savicng the rikier customers. Thus other things being equd, the domedic banks
would become more vulnerable to negative shocks in the economy (Pontines, 2001).
The above- mentioned concarns, like the expected benefits would have to be ultimatey
empiricdly vaidated.

Perhaps the mogt important risk from finencid liberdization and integraion is
in the interplay of the macroeconomic and microeconomic factors. Spedificdly, the
meacroeconomic  vulnerability of an economy to large reversals of capitd flows is
heightened by finendd sector fragility ad inadequacies in that economy. The financid
maket is inherently impefect execerbated by problems of asymmetric information.
Moreover, in developing countries where family type corporations are the norm (eg.,
Eag Aga), the distiplining power of the market on corporate governance of borrower
firms is week. Then, banks and the security market face tremendous chdlenges in
being outsde monitors Moreover, inadequate regulaion and supervison of financd
inditutions would encourage  finendid  inditutions to  finance riskier and  low
profitability projects, in many cases of corporatiions in which the banks are members of
a business group. In addition, a lending boom can lead to asset price bubbles, which, in
view of the generd practice of usng red estate as collaerd for loans ultimately
undermines the dability of banks and the financd sector. From the point of view of
prudentid regulation, what is of primordid concern is that banks may take excessve
risks patly because of loss in the charter vdue of banks resuting from finencd
deregulation and liberdization and partly because of expectations of bailout of banks.

The recent Eag Adan finandd crigs highlights the interaction between the
meacroeconomic - environment and  microeconomic  behaviour. Thus, for example, the
relaive gdability of the exchange rae has encouraged grester domedtic demand for
foregn borrowing in view of the higher interest rate domedticdly vis-&vis abroad. At
the same time the increesed access of domedic firms and banks to the internationd
capitd market encouraged sgnificant loan exposure in sectors prone to asset bubbles,

egpecidly the red edae sector. In the process, the economy becomes vulnerable to
macroeconomic risks like terms of trade reversa's and exchange rete pressures.

In view of the inteaction of the macroeconomic environment and
microeconomic behaviour, it is goparent that preventing the recurrence of an East Asan
finandd cigs necesstaies improvement in macroeconomic  management and  the
prudentid regulatory environment. It dso implies the need to drengthen the
inditutiond cgpacity to manege the macroeconomic and microeconomic  risks  of
finandd liberdization and integration.

Johnston and Otker-Robe’ s list are primarily the risks that |ender-banks take on in cross border

transactions. For the borrower banks (and firms) especially in the devel oping countries, what may the
most important are foreign exchange risks and interest rate risks.
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. MACROECONOMIC MANAGEMENT OF FINANCIAL
LIBERALIZATION AND INTEGRATION

Capital flows in the APEC region. Intd, Pontines and Mojica (2001) present
data and previous dudies that indicaie the growing internationd finendd integration of
APEC member economies during the lae 1980s and the 1990s. The financa
liberdization demmed from the easng of baries to capitd flows and opening of
capitd accounts of most of the APEC member economies during the past two decades.
The opening up of the capitd accounts occurred in tandem with the surge in capitd
flows into the so-cdled emerging markets primaily the Eag Adan, Lain American
and Eagt European developing countries. Lopez Mgia (1999) shows that six of the top
aght largest recipients of net private capitd flows among the deveoping countries
during 1990-1997 ae APEC member economies (i.e, Ching, Mexico, Thaland,
Indonesia, Korea, and Mdaysa). Chile is dso a mgor recipient since the latter 1980s
while the Philippines dso experienced a surge in capitd inflows especidly by the mid-
1990s. East Ada led dl deveoping aess as dedination of private cgpitd flows. The
region's share to the totd cgpitd flows to developing countries increased subgtantidly
from 12 % during the early 1980s to 43 % during the 1990s (Alba, et.d., 1998, p.3).

The surge in capitd flows is shown garkly in Table 1.a and 1.b. The tables
present only the ending years of the decade-long surge in cgpitd flows espeaidly to the
ASEAN-4 countries. Notice the more then doubling of private flows in two years time
right before the Eag Asan crids caused primaily by the near-tripling of flows from
commercid banks and nontbank private creditors, much of this of short term nature.
The flows were fa lager than the requirements for finandng the doubling of the
current account deficit during the 1994-1996 period. The large magnitude of increases
in cgpitd flows in 0 short a time, with such flows increesngly borrowings of
increesingly short term meaturity, raises the issue of the “dosorptive capacity” of the
concerned countries on the one hand, and the posshility of “herd behaviour” of
internationd lending inditutions, on the other hand. Indeed, in a compaison of the
digpostion of private capitd inflows of 20 deveoping countries (exduding Ching)
during their inflow episodes the capitd inflows ended up in most of the countries as
mainly increases in internationd resarves, with the attendant increesed pressures on the
domegtic monetary, interest rate and inflation regimes in the recipient countries (Lopez
Mgia, 1999, p.26). The Southees Adan countries have been paticulaly
interventionids in that sense, with reserve accumulation as a ratio of totd privae capitd
inflow ranging from about 50 percent for Mdaysa to nearly 80 percent for Indonesa
and the Philippines (lbid). Equdly important, such huge capitd inflows tha ae
increedngly dominated by short term loans have proven to be the harbinger of eventud
payments crises.

Table 2 presents foreign direct investment inflows and outflows on a BOP bass
during 1990-1999. The table indicates that APEC has been a net investment dedtination
during much of the period, especidly in the laiter 1990s There have been shifts in the
dedtination of FDI between developed and developing countries. Much of the FDI flows
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went to developed countries during the 1980s. The surge in FDI flows into the
developing world occurred during the early and mid 1990s especidly to developing
Ada The Eagt Asan criss has led to a redirection of FDIs back to developed countries
in the late 1990s, centred primarily in North America (the United States). Behind the
aurge in FDI flows to devdoping APEC was the sharp rise in net investments in China
and to a lessr extent Mexico as well as the deady rise in the level of net investmentsin
Chile and Mdaysa during the period, on the one hand. Note that the levd of net
outward investments from Jgpan and the United States stagnated or dedlined during the
latter 1990s as compared to the early 1990s.

Much of the surge in capitd flows during the period came from within the
APEC region itsdf.  The surge in capitd flows is not only in net terms but dso in gross
flows, with ggnificat inflovs and outflows in a number of countries (This is best
exemplified by the US which is bath a mgor source of capitd outflows as well as being
in fact the world's largest net recipient of cgpitd inflows during the latter 1990s) A key
reason for this is that the region hods one of the world's largest savers, thet is Jgpan.
The growing finendd integration within the region is a corrdae of the degpening trade
relaions among the APEC countries. This reflects the complementarities among trade,
direct invesment and finance in the dynamics of outward oriented growth especidly in
Eagt Adatha underpins the so-cdled East Adan Miracle. Yoshitomi (1999) noted thet
that the sock of Japanese foreign direct investment is a sgnificant explanatory variable
promoting “...natural economic integration in Asa’ (p.29). The recent East Adan crigs
does ot only highlight the risks of open cgpitd accounts and financid integration but
adso, somewhat peversdy, vdidates the growing economic integraion in the Eadt
Adan region.

The growth in intraEagt ASan invesment flows became more pronounced snce
the mid-1980s &fter the Plaza Accord led to the appreciation of the Japanese yen
initidly and later on of the Korean won and the Tawanese NT dallar in the latter 1980s
Jopanee foreign direct investments was geared primaily to the United States and
Europe during the late 1970s and early 1980s in order to counteract riSng protectionism
in those regions (Chen, 1994). The gppreciation of the yen and the risng cost of labour
and land in Jgpan forced the Jgpanese firms to develop export bases in other Eagt Adan
countries, including Korea, Tawan, the Southeest Adan countries and China  The
liberdization in Ching, initidly centred on the goecid economic zones in coadd Ching,
paved the way for the massve trander of manufacturing fadlities from Hong Kong to
the nearby Guandong province Tawan and South Korea dso expanded outward
foreign direct invetments dnce 1987, primaily to the United Stales Southeest Ada
and China The investments in the United States gppeared primarily amed a securing
access to the US market and a acquiring technology; the invesments to Southeest Asa

and China involved shifting labour intensve manufactures to reduce labour cost (Chen,
1994).

Kava and Takagi (2001) esimated the FDI flows to East Ada during 1990-
1998. For the ASEAN countries, 555 percent of totd FDI inflows during the period
came from Jgpan, US, Asan NIES and ASEAN countries themsdves. For China, the
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share of other East ASan countries is even higher: 624 percent done for Korea, Hong
Kong and Tawan and an additiond 19.6 percent from Jgpan, US and the ASEAN
countries. Jgpan ad the US are the mgor foreign investors in Taiwan, accounting for 40
percent of the totd FDI inflows the ASEAN, Hong Kong and Korea contributed an
additiond 12.3 percent. Interestingly, the US and Europe dominated FDI inflows into
Korea with each of them accounting for one third of the totd; Japan, ASEAN countries,
Hong Kong and Tawan accounted for an additiond one fourth of the totd inflows into
Korea. Thus, a leest for much of devdoping East Ada the FDI flows were largdy
among APEC member economies dthough Korea is somewha of an exception in the
sense that Europe is a mgor source of FDI flows (The FDI flows for the developed
economy members of APEC differ dgnificantly from those for the devedoping APEC
member economies. For the former, bes exemplified by the US, there is tremendous
two-way investment flow among them and Europe)

The growing foreign direct invesment flows within the region is corsgent with
the trade intengty in the Ada Padfic region. Edimates of trade intendty are avalable
for 1980 and 1990 (see Tabled. The edimates indicate that the direction of trade of
APEC economies is biased towards the APEC region, as indicated by a vdue of more
than unity in most cases There ae a few cases of intense trade rdationships, as for
exanple the NAFTA countriess the Madaysa-Singgpore-Indonesa linkage  (with
Singapore sarving as transhipment point), and the ANZERTA countries of Audrdia and
New Zedand. In virtudly dl of the APEC countries, the trade intensty meesure for the
European Community is less then unity. It may be noted though that there is no one-to-
one reaionship between the intendty of trade and intendty of foreign direct
investment. This is because a mgor resson for the flow of foreign direct invesments
into developing APEC countries (especidly Southeast Asa and Ching) is the use of the
latter as export bases not only for the home country of the foreign investor but perhgps
more importantly as export bases for third markets, both within and outsde the APEC
region.

The flow of portfolio capitd within the APEC region is dso indicative of the
growing financid integration in the region. Indeed, more than foreign direct invesmert,
there has been a shap rise in portfolio equity and debt flows to the region. Table 4
indicates that there has been a sharp rise in the gross flows, both inflows and outflows,
in the APEC region. The IMF Bdance of Payments data leaves much to be desred;
nonethdless, the data indicate that the APEC region is a net recipient of portfolio equity
and debt flows from the rest of the world. Indeed, even the US is a mgor net recipient
of portfolio flows, primarily in debt securities It was Jgpan that was the only mgor net
portfolio investor for much of the 1990s among the APEC member economies. Andyds
of bilaterd flows of portfolio capitd among the APEC economies cannot be undertaken
because of data condraints, except for Mdaysa Nonethdess, a Sgnificat share of
portfolio flows in the APEC region comes from the region itsdf. At the same time,
Mdaysas data bring out dearly the role of Hong Kong and Singapore as the two mgor
intermediariesin portfolio investments in the emerging economiesin the region.
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The flows of portfolio funds have been influenced dso by the interes rate
regime especidly in the United States Specificdly, the lower interest rates in the US
contributed to the increased flow of funds to the emerging markets in developing APEC
in the ealy 1990s. Smilaly, the rise in the US interest rates in the latter 1990s
contributed to the retrest of portfolio funds from Eas ASan emerging markets during
the period. Dasgupta and Ratha (1999) showed in their regresson results thet globa
liquidity fectors—as indicaied by the “world interest rate” proxied by the US dollar
LIBOR 3-month--ae indeed a mgor influence on capitd flows to emerging
devdoping economy makets (many of which ae APEC member economies). The
sengtivity of portfolio funds to interest rate movements in the US is indicative of the
(degpening) finencid rdations within the APEC region and the increesed finandid
openness of the APEC member economies to the rest of the world.

In summary, the large and growing capitd inflows and outflows in the APEC
region are indicative of the growing financid openness of the APEC economies and the
growing linkages of domedtic financid markets in the region with the internationa and
regiond finenda markets.

Financial integration in the APEC region. The surge in capitd flows into and
within the APEC region can be expected to contribute towards financid integration in
the region. Sudies do suggest that finendd markets in the region are not yet fully
integrated and that there are subgtantid inter-country differences in how the nationd
financd makets are integrated with the res of the world. Nonethdess, there are
indications that indeed the APEC member economies are incressngly financally
integrated among themselves and with the rest of the world.

One measure of financid integration popularised by Feldgein and Horioka is the
ue of saving and investment corrdations through the so-cdled Feldgein-Horioka type
regressons. Underpinning this measure is the neodasscd framework thet in a cdosed
economy domedtic invetment is determined by domedic saving while an open
economy loosens that binding condraint. Thus, according to this framework the mogt
open economies can be expected to have low, if not zero, corrdaion between
investment and saving.

A number of APEC member economies were induded in the Feldgten-Horioka
tess conducted by Montid (1994) usng data for 1970-1990. The regresson results
indicate that Singapore had high degree of finandid integration while Chile, Mdaysa
and Mexico had intermediate financid openness but not “necessarily gdrong finendid
integration” (Montid, 1994, p.33). Indonesa, Korea and Thaland followed in terms of
finandd integraion. The Philippines was & the opposte end of Singgpore, with srong
financd autarky.

Given that the surge in capitd flows to devdoping APEC member economies
was a its highet during the 1990-1997 period, Intd, Pontines and Mgjica (2001)
edimated FedgenHorioka type regressons for Indonesa, Maaysa, Korea, the
Philippines and Thailand for the 1980s and the 1990s. The regression results indicate
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thet while Koreg, Indonesa, the Philippines and Thaland were rdaivdy financidly
cosed in the 1980s they became more open financidly in the 1990s The regression
resllts dso indicae tha Madaysa was rdadivdy open finanddly even during the
1980s.

In summary, the Fedgen-Horioka regressons indicate varying degrees of
finendd integration among the APEC developing member economies during the 1970s
and the 1980s Indeed, the Philippines was edimated to be mog financidly closed
among the APEC member economies in the Montid sample (China and Viegnam were
not included in the sample). Nonetheless, there are indications that the APEC member
economies, induding the Philippines, became more open during the 1990s.

The more common, and theoreticdly more gopeding and dringent, meesure of
financid integration is the tet of interes paity. The interes parity condition is
saisfied when the return from a domedtic financid assst is equd to the return from a
comparable finendd asst (in terms of default, liquidity and maturity characteridics) in
a foreign country plus the expected exchange rate depreciation of the domestic currency
(or the forward cover under covered interest parity). The edimates of covered interest
rae differentids by Chinn and Dooley (1995) show low and dedining mean
differentids for Canada, Jgpan, Hong Kong and less so, Audrdia and New Zedand
during 1982-1994. This means very high and degpening financd integration of these
countries with the res of the world. The differentids for Singgpore and especidly
Mdaysa were higher, suggesing less finendd integration.  Smilar esimates of
uncovered interest differentias for 1982-1988 were done by Fischer and Riesen (1993)
for Hong Kong, Japan, Mdaysa, Singapore and Thaland. Like in Chinn and Dooley,
Fischer and Riesen found low differentids for Hong Kong and Japan, suggesting that
indeed the two nations are vary wdl integrated with the world finencdd makets The
mean differentids for Singgpore, Mdaysa and Thaland were somewha higher,
suggesting lessfinancid integration of these countriesin the 1980s.

For countries without forward exchange markets it is uncovered interest parity
thet is used to examine the extent of finanad integretion with the rest of the world.
Montid (1994) tested uncovered interest parity by examining the differentid between
the domedtic interest rate and the foreign interest rate adjusted for exchange rate change.
Soecificdly, he posted that uncovered interet paity implies tha the interest
differentid above has a mean vaue of zero and thet the devigtions from the mean vaue
ae seidly uncorrdaed.  Usng monthly data for the period 1985-1990, Montid’s
andyds indicate that Chile, Korea and Singgpore appear to meet uncovered interest
parity but not Mdaysa Mexico, the Philippines and Thalland. It gopears then that Chile
and Singgpore have high finandd integration with the rest of the world.

The findings from covered and uncovered interest parity generdly complement
the Feldstein-Horioka regresson results, with the apparent exception of Singapore and
Mdaysa Note that the countries induded in the Fdddein-Horioka regressons are

only the devedloping countries. Nonetheless, it is generdly expected that the developed
countries with open capital accounts and little if any barriers to capitd movements can
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be expected to have low mean interes differentids The rdatively high interest
differentids for Singgpore and Mdaysa ssem to be inconsgent with the Felddein
Horioka regresson results, which suggest high (Singapore) or intermediate (Mdaysa)
financd integration. Nonethdess, it may be pointed out thet the use of covered interest
parity begs the question on financid integration because forward exchange markets are
wdl developed only in cases where there are minima capitd and exchange controls and
low politicd risks. Thus congdeing tha there ae functioning forward exchange
markets in Singapore and Mdayda suggest thet they are rdatively more open than the
other APEC developing member countries. The result of the uncovered interest ity
corroborates the high financid integration of Sngapore.

In summary, finendad openness and integration vaied among the APEC
countries during the 1970s and 1980s but nonethdess the indications are that financid
openness and integration deepened during the 1990s. The developed APEC member
economies with low meen interest differentids in the 1980s such as Canada and Jgpan
became more completdy financidly integrated in the 1990s as the mean interest
differentias declined further. The countries with rdatively grester capitd controls in the
1980s have deregulated and opened up ther cgpitd accounts further in the 1990s
thereby contributing to their increesing finandd integration with the rest of the world.
The 1980s and 1990s have dso seen the increesing co-movement of the domedic
depost and lending to the money market rates As de Brouwer (1995) noted, this
gemmed from financid deregulation and increesed competition in the banking sectors
of the Asa Padfic during the past two decades The increesng co-movement of
domestic deposit and lending rates as well as  among money market rates in the region
(as reflected in the reduction in the meen interest rate differentid) meen that there is
greeter and deeper finandid integration in the Asia Padific region.

Surge in capital flows and macroeconomic vulnerability: the impossble (or
incompatible) trinity. FHnandd integration, and with it capitd mohility, hes
ggnificant implications on macroeconomic policy and management. The basc andytics
of macroeconomic policy in a smdl open economy brings out that monetary policy does
not have a laging impact on output and employment in the long run when there is
perfect cgpitd mobility and fixed exchange rate. That is, the pursuit of an independent
mongary policy (i.e, sgting a domedic interest rate Sgnificantly different from the
foreign anchor country’s interest rate adjusted for transactions cost and exchange rae
riks) for a smdl open economy with a fixed exchange rate and faced with perfect
cgpitd mohility is not sustainable over the long run. Otherwise, as the recent East AsSan
crigs suggedts, there would be a payments or currency crigs. This is the essence of the
so-cdled incompatible or impossible trinity.

Internd  policy condsency—and therefore  sugtainability—involves  bresking
one of the fdlowing three conditions i.e, pefect cgpitd mobility, independent
monetary policy and exchange rate gability (fixed exchange rate). Thus, the sustainable
policy options are the fallowing:

21



Maintaining mongtary indgpendence in the face of pefect capitd mobility
necessitates a flexible exchange rate regime;

The pursuit of exchange rate dability in the face of pefect capitd mohbility
demands tha domegtic mongtary policy (of a smdl open economy) be
subsumed under the monetary policy of the anchor country; or

Putting barriers to cgpitd flows (i.e, impefect cgpitd mobility) dlows for
some monetay independence a& the same that there is exchange rate
Sability.

Given the long run direction towads gregter capitd mobility as economies
become more open and integrated with one another, it is goparent thet it is the figt two
options that are the mogt vidble in the long run. That is, countries would have to move
over time towards a truly flexible exchange rate regime or towards a hard peg with no
monetary independence (i.e, under monetary union, currency board or dollarization).
Indeed, more and more developing countries have chosen to move away from soft dirty
pegs towards ether greaster exchange rae flexibility or a hard peg (eg., dollaization,
currency board) in recent yearsin the aftermath of the East Adan criss

Nonetheless, the third option remains an important one, primaily in the
trangtion, for deveoping countries where the finandd systems reman underdeveloped
ad the prudentid environmet, induding the inditutiond cgpecty of the monday
authorities to monitor and supervise, leaves much to be desred.  The rdative success
by Chile and Mdaysa in e use of cgpitd control measures has provided some impetus
for the use of such measures for macroeconomic management.

Capital flows and macroeconomic vulnerability: experiences from Southern
cone and East Adan countries A number of currency and financid crises since the
mid-1970s have brought out the incompaible or impossble trinity in sark terms.
Perhaps, the dtarkest was the experience of the Southern cone countries (especidly
Chile and Argentina) during the late 1970s and early 1980s Very Igh red interest rates
and/or government exchange rate guarantees led to sharp capitd inflows, in large part in
the foom of aggressve fordgn borrowing by domedic firms At the same time
imprudent mecroeconomic  polices, egpeddly lage fiscd deficts (espeddly in
Argenting) together with the capitd inflows fanned inflationary pressures in these
countries with indexed wages. As a reault, there occurred subgtantid red currency
gopreciation and (for Chile, together with terms of trade deterioration) large current
account deficits. There ensued capitd flight as the sustainability of the exchange rae
under the so-cdled tablita sysem became increesingly in doubt. Chile and Argentina
both went into a currency crissin 1982.

The most recent currency criss that had sgnificant impact on the internationd
policy arena and on the internationa economics literature was the Eas Asan currency
and finendd crigs The Eag Adan criss highlights the macroeconomic chdlenges of
aurges in cgoitd inflowvs much more than the experience of the Southern cone countries.
This is because the affected East Adan countries followed much more prudent
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macroeconomic policies than the Southern cone countries.  Neverthedless, the East ASan
aigs dso highlignts the impossble (or incompatible) trinity dbet in a more nuanced
way. For behind the gpparently robust macroeconomic figures was an increesngly
fragile financid sector in the affected countries in the face of the surge in capitd flows
but which eventudly boiled over through massve and abrupt reversd in the cepitd
flows

The meacrosconomic vulnerability from surges in cepitd inflows dems in part
from the nature of the capitd flows and in pat from the policy responses to such
inflows and the impact of such polices on the macroeconomic vaiadles It is generdly
agreed that foregn direct invesment inflows do not impat as much macroeconomic
vulnerability as short- term capitd inflows. As the East ASan criss countries, but most
epecidly Thaland and Korea, show, a dggnificant source of  macroeconomic
vulnerability is the preponderance of short -term cgpitd in the country’s totd capitd
inflows tha were used for long -term investments increesngly in red edae and
condruction as wedl a in magn loans for dock purcheses Thaland, the trigger
country of the East Adan criss, had short term debt accounting for more then two fifths
of its totd extend debt and that the totd short term externd debt was larger than the
country’s international reserves.  Koreg, a the tall end of the currency crises in the
region, dso fel victim to the currency atacks because of the preponderance of short-
term financing for long term, low profit factories As an dtemah of the Eag Adan
crigs, the raio of short- term debt to the gross internationa reserves of a country has
become an important indicator used in andyses of macroeconomic vulnerability to
externa shocks and speculative currency attacks.

At the heart of the macroeconomic vulnerability arisng from the surge in capitd
inflows, however, lies in the impacts of such inflows on the economy. This is dependent
in pat on the policy responses to such inflows Under a free float, a surge in cepitd
inflowvs hes virtudly no monetary effect. Under a fixed exchange rate regime with no
deilizetion, the cepitd inflow results in increased international reserves and domestic
money supply thereby rasing inflaionary pressures.  In intermediate regimes with
imperfect cgpitd mobility---the usud case in emerging economies--- a country defends
its exchange rate and pursues a monetary target. In this case, reserve accumulation is a
policy choice such tha the more aggressve the accumulation, the higher (lower) the
pressures on inflaion (nomind exchange rate) (LopezMsgia, 1999). The extent of
derilization affects the monetary impact of the cgoitd inflows The greter the extent of
the geilization, the lower is the mongary and inflaionary effects of capitd inflows
However, the domedic interest rae days higher then the internationd interest rate
longer thereby encouraging capitd inflows further.

Table 5, dravn from Lopez-Mgia (1999) and Rgan (2000), presents some
indicators of the meacroeconomic impects of the surge in cgpitd inflows in sdected
developing countries. The table indicates that a number of developing countries appear
to have succeeded in tempering the adverse macroeconomic impacts of the surge in
capitd inflows in the late 1980s and early 1990s The table shows tha the GDP growth
rae of the recipient countries increesed dgnificantly during the capitd inflow period,
the inflation rate bardy incressed and in fact dedined in a number of cases, and the
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invesment rate increesed and the current account deficit widened. The teble dso
uggests that derilization efforts were on the whole successful in the sense that the
countries were gble to limit the impact of the cgpitd inflows on domegtic money and
inflation.

A dos review, as exemplified by the case of Thailand, brings out nonetheless
tha the surge in cgpitd inflows eventudly reared its ugly head and brought
meacroeconomic vulnerability to Thaland. Spedificdly, the induced overhedting of the
Tha economy led to ast inflation (which is not captured wdl in standard price
indices) and sharp rise in labour costs with the concomitant red exchange rae
aopreciation. The later contributed to the loss in the internationa competitiveness of
the Tha labour-intendve exports This together with the dowdown in the world
eectronicstrade, led to the dedlinein Thaland's export volume and vaue in 1996.

A more important factor was the eventud macroeconomic impact of the bursing
of the asset price bubble in 1994 and the continued softness of the red estate market
during the next two years. The result was tha a number of finance companies, which
had heavy exposures in the Tha red edae maket, folded up despite atempts by the
Tha authorities to provide some short term lifdine as best exemplified by the case of
Tha One. Tha banks were dso adversdy affected because the banks were mgor
investors of finance companies. As a reault, there was a sharp dowdown in the rate of
growth of private sector credit in 1995 and 1996. The Tha government's efforts to prop
up the finandd sysem egpecidly in 1996 led to the dhap rise in the contingent
lidbilities of the Tha government. Consequently, the expected fiscd burden in the
future increased sharply. (See Rgjan, 2000 and Gochoco-Bautista, Oh and Rhee, 1999.)
The deterioration of the current account Stuation, the fallure of a number of finance
companies and the sharp rise in the contingent liabilities fed the speculaive atacks on
the Tha baht in late 1996 and early 1997. The near depletion of the country’'s ussble
internationd reserves in an effort of the Tha government to support the baht in the face
of the speculative atacks eventudly forced the Thai government to float the baht in
ealy July 1997, thereby triggering the East Adan finandid crigs

Macroeconomic  vulnerabilities, themsdves adso dgnificantly shaped by the
aurge in cgpitd inflows, led other Eas Adan countries to succumb to Speculative
currency atacks after the flotation of the Tha baht. As Table 6 indicates, the Philippine
pen experienced the largest red currency gppreciaion among the Southeest Asan
currencies in the early 1990s. At the same time, the Philippines had the worst export
growth performance in the late 1980s up to 1993 among the Southeest ASan countries;
it cortinued to have dower export growth rates than Thaland and Maaysa up to 1995.
Thus, the Philippine trade peformance is vulnerable to the sharp drop in export price
competitiveness aidng from the shap devduation of the Tha bahit. Hence the
peculative attack on the Philippine peso came dmod right ater the flotation of the
Tha baht.

Smilaly, Indonesa was vulnerable to speculative atack agang the rupiah. By
mid 1990s, Indonesia had a very high externd debt service to export ratio (see Table 6),

24



which was dmogt comparable to the Philippine case before the Philippine payments
cigs in the early 1980s. At the same time, Indonesas export performance fdtered in
the mid-1990s, in part because of the appreciaion of the red effective exchange rate by
18 percent during 1990-1996 (Nasution, 1996, Table 1). Thus, the Tha baht devauation
posed a chdlenge to Indonesas nonoil exports thereby worsening further the
country’s externa debt service burden. This is espedidly o because the capitd inflows
into Indonesa shifted towards short-term capitd flows since the early 1990s (Nasution,
1999, p.3).

The macroeconomic varigbles for Maaysa indicaie a rdaively more robust
meacroeconomy than the other affected Southeast Asan countries (see Table 6). Its
extend debt dructure, externa debt sarvice burden, extent of red currency
gopreciation and trade peformance were better than the other countries Although
dfected by the East Adan cridgs, Mdayda was aile to handle the criss better than
Indonesa or Thalland. Like Chile, Mdaysa was more willing then its Southeest ASan
neighbours to undertake less orthodox capitd control messures in order to manage
capitd flows. For the mogt pat Mdaysa aopeared to have succeeded. The issue of
capitd controls and the experiences of Chile and Mdaysa are discussed further in the
next section.

The macroeconomic vulnerability of South Korea dso semmed from the largdy
unbrided foregn borrowing of Korean firms in the 1990s as a rexult of the
liberdization of Koreds cgpitd account and the improvement in Koreds credit
danding after its admisson into the OECD. While the foregn borrowing was largdy
for invetment purposes the macroeconomic vulnerability sems from over-invesment
such that the returns from the investment were lower than the cost of capitd (Corstt,
Pesenti and Roubini, 1999). Because they were highly leveraged and the rate of
profitability extremey low, Korean chaebols became vulnerable—as well as the Korean
economy given the tremendous importance of the chaebols to the whole export
economy---to externd terms of trade shocks and from the shocks from the US
dollar/Japanese yen exchange rate. In 1996, both negetive shocks occurred, thereby
contributing to the falures of a few Korean large firms (eg., Hanbo Sted). The growing
corporaie problems and the currency turmoil in Southees Asa made foreign banks
more skittish aout lending to foreign firms and Koreen merchant banks  With
dgnificant deterioraion in the country’s terms of trade, large dedine in export growth,
high share of short-term debt to tota debt, and short term debt larger than the country’s
internationd reserves, South Korea eventudly had to float and devadue the Koreen won
and worked out an IMF program in exchange for a large multi-country loan support and
externa debt restructuring.

The examples discussed above indicate that the surge in capitd inflows pose
condderable macroeconomic chdlenges. Surges in capitd inflows tax the “absorptive
cgpacity” of recipient economies With rdativdy undevdoped financid markets and
inadequate indtitutiond capacity to monitor, regulate and supervise the financid sector,
developing countries become more vulnerable to the macroeconomic risks from the
aurge in cgpitd inflows eg., asst price bubble resource misdlocation and red
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currency  goprecidion.  Not  surprisngly, it has been the emeqging devdoping
economies, which had mostly succumbed to various payments and currency crises after
their periods of surgesin capitd inflows.

The limits of monetary and fiscal policies. In mog of the emerging
developing economies that experienced surge in cgpitd inflows in the late 1980s and
the 1990s, the macroeconomic policy response has been to dampen the impact of the
cepitd inflovs on the money supply and aggregae demand.  The macroeconomic
policy measures condsted primarily of dSeilization through open maket operdions,
increase in bank resarve requirements, and fiscd contraction to generate fiscd surpluses
or at least reduce fiscd deficits (see Table 7).

There ae limitations to the use of these macroeconomic policy messures
however. Sterilization through the sde of high cost Centrd Bank hills or Treasury hills
in exchange for low interest earning international reserves impose cod to the centrd
bank or the Tressury. Moreover, aggressve derilization of capitd inflows rase
domedtic interest rates, which encourage greater inflows of cepitd especidly short term
portfolio capitd. Leung's (1998) edimetes of offsat coefficients for Thalland and South
Korea are paticularly high a about —0.7 while those for Indonesa and the Philippines
ae between -0.4 to -05. (The offsst coefficient measures the extent by which a
domegtic monetary pdicy is offsst by capitd flows) Thus, it is not surprisng thet the
emeging economies rdied primaily on derilization through open market operdions
only briefly, dthough a few oountries induding the Philippines used deilization
(through open market operations as a measure for partid derilization of capitd inflows)
during the 1990s (Lopez Mgjia, 1999).

Mondary tightening through generdized increase in the bank  resarve
requirement and fiscd contraction were aso resorted to by many developing countries
in response to the surge in capitd inflows (see Table 7). Both measures are to some
extent preferable to open market operations because they do not entall quas-fisca cods
to the government. Nonethdess, an increase in the resarve requiremert increeses the
cog of finendd intermediaion, thereby raisng the domedic lending rate and inducing
domedtic firms to borrow abroad. Fisca contraction does not impose digortions on the
financid sysem, and thus preferable to both open market operations and increesing
bank resarve requirement as a means of preventing the overhegting of the domedtic
economy from the surge in cgpitd inflows Indeed, fiscd consarvatiam is increesngly
being emphaszed as an importatt complement to finendd integration and capitd
mohbility because it lends grester credibility to the macroeconomic environment of a
country (Lopez-Mgia, 1999).

However, there are limits to the use of fiscd contraction as a counter cydica
measure agang surges in cgpitd inflows A dgnificant rise in the tax effort and/or
ggnificant reduction in government expenditures in order to generate fiscd surpluses
involve political cogts This is espedidly the case in devedoping countries with poor tax
adminigration and ineguiteble tax burden. In addition, the benefits of finandd
integration and capitd flows tend to benefit the better off soda dasses This means a
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corresponding increase in political pressure to use the fiscdl system as a redidributive
device in the sense that the government would need to incresse expenditures (in
infragtructure, education, public housng) geared especidly to the poor regions and
socid dases In short, unless there is an unexpected revenue windfdl, fisca
contraction cannot be expected to be used sudanably as the key counter cydlicd
measure to the surge in capitd inflows.  As the Southeast ASan experience Suggests,
the fiscd surpluses of the Southeast Adan countries in the early 1990s were not enough
to prevent the overheating of the economies and the occurrence of the eventua currency
and fineandd aigs

Thaland, the origin of the Eag Adan caids shows the limits of dHerilization
policy and the difficulies of managing surges in capitd inflows Thaland was
aggressve in udng fiscd policy in managing cgpitd inflows Thaland shifted from a
centrd government fiscd defiat of about 4 percent of GDP prior to the surge in capitd
inflows into a fiscd surplus averaging aout 3 percent of GDP during 1988-1994
(Schadler, 1994, p.364; Pak and Song, 1997, p.103). The government tightened fisca
policy in order to reduce the inflationary pressures aisng from the surge in capitd
flows In addition, Thaland had to resort to frequent open-market operations primarily
through repurchase of government and dae enterprise bonds and through the issuance
of centra bank securities in order to control excess liquidity and reduce the volatility of
domedtic interest rate. Thalland wanted to dampen the inflationary pressure from the
cgpitd inflows & the same time tha it prevented a dgnificant nomind gppreciaion of
the baht in order to maintain Thalland' s export competitiveness.

However, as a result, domedtic interest rates were persstently higher than those
in the developed countries, thereby encouraging further capitd inflows. It may be noted
that the bulk of cgpitd flows into Thaland during the surge period condsted of short-
term borrowing of commercid banks and nontresident baht account deposits (Park and
Song, 1997, p.92). The short term nature of much of Thaland's capitd inflows during
the capitd surge period led to the level of short term delot being much higher then the
levd of internationd reserves, and to the increased vulnerability of Thaland to negetive
foragn invedment sentiment. Thalland resorted to other measures in order to dampen
the inflationary effects of the capitd inflow, eg, easing up on capitd outflows
Nonetheless, the Tha economy overhested as reflected in the high current account
deficit and the ed edtate bubble. When the bubble burst and the export sector stagnated
from the downturn in the international eectronics market and the rise in domedic
labour cost by 1996, foreign sentiment turned progressively negaive and pressures on
the baht increased. By mid-1997, Thalland had to resort to a large currency devauation
after some months of an eventudly losing battle of propping up the baht.

The possibilities of capital controls, floating exchange rates, and currency
unions. In view of the inadequacies of mongtary and fiscd policy tools, a number of
developing countries used other baance of payments measures to hdp contan manage
the surge in cgpitd inflows These measures indude reduction of officid borrowing,
accderation or prepayment of loans liberdization of trade and liberdization of capitd
outflows. These measures, nonethdess, have adso limitaions For many developing
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countries, a dragic dedine in offiad borowing for some time caries dgnificant
opportunity costs because officid development assstance caries low interes rates and
much longer maurity than commercid funds Such devdopment assstance funds ae
epecidly important for funding infrestructure and socid development projects, which
mos devdoping countries ae in gret need of. Smilaly, liberdization of trade
effectively meansreduction in tariff and nontariff barriers

However, a subdatid trade liberdization a the same time that there ae
pressures for currency agopreciation can have sgnificat adverse impact on a country’s
tradable goods sector, espedidly menufecturing as was the case in the Philippines
during the 1990s Thus, liberdization of trade as a tool for managing surges in capita
inflows has only limited effectiveness Indeed, liberdization of trade may end up
encouraging gregter capitd inflows, dthough likdy more of foregn direct invesments
which potentidly can contribute to the further overhesting of an economy. This
perverse efect of inducing further capitd inflows ingead of helping manage the surge
in capitd flows is dso a posshility for the deregulaion of capitd outflows. This is
because this reflects grester capita market liberdization; as such, the grester freedom to
bring out capitd serves as an inducement to come into a country to seize opportunities
for profitable investments however short term.

In Table 7, natice that many of the emerging economies imposed capitd control
messures while a few ds undatook some exchange rae flexibility, essantidly of
currency gppreciaion. It is interesting to note, nonethdess, that among the emerging
countries which hed rdaivey high finanad integraion with the res of the world (i.e,
the Southees Asan and Lain American countries and Koreg), only two countries
dand out as having utilized both cgpitd controls and currency gpprecidion in addition
to the array of other macroeconomic and baance of payments policy tools. These two
countries are Chile and Colombia. Apart from Chile (and Colombia), Maaysa has dso
become known for its use of capitd controls epecidly in the light of its response to
the Ea Adan crigs Nonethdess whereas Mdaysa usad capitd control as a
temporary measure to address surges in capitd inflows (in the early 1990s) or outflows
(as an dtearmath of the East Adan crigs in 1998-1999), Chile usad it as an integrd part
of its macroeconomic draiegy for nearly a decade. Given its rldive success during the
1990s despite the Mexican ciss and the East Adan crigs, Chile has become the
“poster country” for the use of capitd control measures for macroeconomic
managemeant as well as for the meits of tempering international capital mohility for the
benfit of a country.

One key lesson from the experiences of emerging economies is that in a world of
growing capitl mohility a rigid adherence to a fixed exchange rae and monetary
independence is a recipe for an eventud economic criss  This brings three dternative
options for the macroeconomic palicy $ance; namdly:

(1) adhererce to a truly fredy floating exchange rae regime, with cgpitd
mohility;
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(2) adoption of defacto or de-jure currency union where the domedic
currency is pegged to an anchor country and the domestic monetary
policy is dependent on the monetary policy of the anchor country (
“currency board or monetary union), or the domedtic currency is
replaced by the currency of the anchor country (“dollarization”); or

(3) impogtion of bariers to cgoitd inflows and/or outflows as pat of a
country’ s macroeconomic policy

The dandard presumption is that a truly fredy floaing or flexible exchange rate
regime dlows a country to s its interest rate on the basis of its overdl macroeconomic
and development drategy despite cgpitd mobility. Moreover, it is viewed that a fexible
exchange rae “insulaes’ an economy better from extend dhocks than a fixed
exchange rate regime. Fndly, a flexible exchange rae regime, where there is little or
no intervention by the government, may encourage the deveopment of risk-
menagement finandid ingruments like futures or options.

However, it is increesngly acknowledged tha there are problems reated to
flexible exchange rae regimes especidly in developing countries. Perhgps the most
important is that in a world of internatiorelly mobile cgpitd the exchange rate can
change even without any rdationship with changes in the current domedic interest
rates. This is because the current exchange rate is dso affected by expectaions of the
future domegtic and foreign interest rates  Where the finendd market is dill thin and
reldively undeveloped, the exchange rate can end up being very volatile which can be a
digncentive to investments and to economic growth. Moreover, there may be problems
of exchange rate overshooting, which in economies with thin markets would result in
large swings in the exchange rate with the atendat negdive effect on the economy.
Moreover, the presumption that a flexible exchange rate better insulaes an economy
from externd shocks is tenuous when the externd shock is finandid such as an increase
or decrease in the foreign interest rate(s). Again the valaility in the exchange rate may
hurt the economy. On the same ven, Sabilizing the exchange rate in the face of such
foreign interest rate shock may end up in a voldile domedtic interest rate, which aso
has negative impacts on the economy. Findly, it is dso sometimes advanced tha a
flexible exchange rate regime espedidly in a developing country does not provide as
much pressure toward grester macroeconomic distipline as a fixed exchange rate
regime.

It must be emphasized however that the pros and cons of a flexible exchange
rate regime for deveoping countries discussed above ae in the end theoreticd. This is
because developing countries have higoricaly been under (adjusteble) pegs or heavily
maneged dirty floats rather then redly flexible exchange rae regimes. Nonethdess, it
bears noting that Chile, despite its capitd control messures, dso dlowed the peso to
gopreciate during the surge in capitd inflows. Chile, which vaues the ability to impose
higher domedic interests in order to dampen inflationary pressures (given that wages
are indexed), pragmaicadly used both capitd control measures and some flexibility in
the exchange rae (an exchange rate appreciation)---the two meesures that dlow for

29



some independence of domestic monetary policy. That is a dgnificat and perggent
aurge in cagpitd inflows may need to be accommodated, not only derilized, through an
gppreciaion of the domedtic currency. By not “leaning againg the wind” with respect to
the exchange rate, Chile was able to manage better the economic effects of the surge in
cgoitd inflows.

At the end of the spectrum from a flexible exchange rate regime is the adoption
of a had peg through dallarization, currency board, currency union or a mongary
union. In dl these cases, domedic monegtary policy follows that of the anchor country
or, as in the caxe of the euro zone, follow the rules and dictates of a supranationd
monetary authority. The idea of a had peg or optimd currency area has become
popular in recent years. It is viewed for example that dollarization provides the needed
macrosconomic  discipline and credibility for inflation-prone countries (usudly referring
to Lain American countries). Fixed exchange rates among the currency union members
or the use of the currency of the anchor country could reduce transactions cods among
firms and other economic agents, thereby encouraging further trade invesment and
economic integraion among the currency (and monetary) union members.  Fndly, it is
increedngly argued that the loss of monetary independence may not be that Sgnificant
anyway if the domestic economy is srongly tied to an anchor country and therefore its
business cycle moves dongdde thet of the anchor country.

Nonethdess dallarization (the use of US dollas as legd tender in a country
outdde US), despite its increesng popularity in the academic crdes (see eg.,Alesna
and Barro, 2000) is generdly regarded as the option of the desperate, of countries that
sem to have logt ther cgpability to manage ther macroeconomy (some Centrd
American country like Ecuador or El Sdvador), or the option of the very amdl, dmost
gopendage  economies (eg., Liechtengein, Luxembourg, a number of Caribean
countries). The success dories of currency boards ae dso far and between; the
contragting peformances of Hong Kong and Argentina bring out the demands of
currency boards. Specificaly, open economies under a currency board must have
flexible labour, goods and assst markets, wdl regulated and managed financid sectors,
and consxvative fiscd policy in order to successfully ride out externd shocks. Hong
Kong has those. In some respects, the Philippines during the colonid period under the
Amgican regime--- under a currency board-- dso fits the bill in tems of a
consxvaive fiscd policy, flexible makets and trade rddions tightly linked with the
United States. Argentina and most developing countries a present, including the
Philippines, do not havethemdl.

The success of currency aess depends on the full coordination of
meacroeconomic policies of the member economies in the currency area The 1992 crigs
of the Europeen Mongary Sysem exemplifies the problems when membes in the
“currency zong' follow inconsstent macroeconomic policies, where the high interest
regime of the anchor country (Germany) was inconsgent with the macroeconomic
needs of other EMS members like Itdy. The contagion that darted in Itdy moved to
Spain and the United Kingdom. It took heavy intervention by the French and German
centrd banks to dave off the speculdive atacks on the French franc. As a reault, the
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European Union imposed drict rules for memberdip in the euwro zone, which
efectivdy reduced subdanttidly the independence of the member economies in
mongay policy (now detemined primarily by the supranationd Europeen Centrd
Bank) and evenin fiscd policy.

For many of the larger developing @untries, it is not dear if the conditions for a
successful  currency  union  ae  present. Alesna and Baro (2000) liged some
characteridics of countries that ae bet candidates for currency unions The
characteridics indude large actud or potentid volume of trade with the anchor country,
busness cycle that co-vary subgtantidly with that of the anchor country and the reative
prices that are stable with respect to the anchor country. For example, the East Asan
devedloping countries tend to have diversfied direction of trade especidly among Jepan,
the United States and the European Union.  Consdering that the US dollar, yen and the
euro fluctuate agangt each other, it would be difficult to choose a common currency for
the Eagt Aga region. It would dso be difficult to decide on a currency basket because
eech country would have different optimd weghts given ther different trade petterns
Findly, an Eag Adan “snakeé’ would be difficult to implement, as was the case for the
European snake in the 1970s. (See Lamberte, Milo and Pontines, 2001 for a contrary
view.)

The third option, in addition to a flexible exchange rate regime and a hard peg,
Is the impogtion of capitd control meesures to hedp manage surges in cagpitd inflows.
The experiences of Mdaysa and Chile are worth conddering here. Mdaysds capitd
control measuresin the early 1990sincluded (Ariyoshi, et.d., 1999):

(@ the prohibition of reddents to sdl short teem Mdaysan money market
indruments to non resdents,

(b) the prohibiion of commercid banks to engage in non-trade related bid-sde
svgp or forwad transactions with non-resdents and thereby reduce
Speculative activities of offshore agents,

(©) limits on banks externd lidbility pogstions with nonresdents exduding
trade-related and FDI flows, and

(d) anoninterest-bearing deposit requirement for banks againg ringgit funds of
foreign banking indtitutions,

In addition, Mdaysa imposad prudentid reserve and liquidity requirements to foreign
currency depogts, foreign currency borrowing from foreign banking inditutions, and
interbank borrowing (Park and Song, 1997). Maaysa imposed direct and market-based
cgpitd control messures to hdp contain the flow of capitd especidly so-cdled
soeculdive short term cgpitd. The shot tem capitd  inflows condged manly of
externd borrowing by commercad banks and placements of ringgit deposts by
foreigners with Mdaysan banks (Ariyoshi, etd., 1999). Mdaysa resorted to capitd
controls because of the growing cost of mongary derilization. Moreover, the monetary
deilization led to high domedtic interest rates than doroad, thereby encouraging further
cgpitd inflows tha gpeculate on possble ringgit apprecigion. Maaysa curtaled
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mondary deilizetion when it imposed direct and market-based capitd  control
meesures.

Madayda agan imposed sdective cagpitd controls, this time on capitd  outflows,
in 1998-1999 in the aftermath of the East Adan crigs. Mdaysa resorted to the capitd
controls in conjunction with its shift in macroeconomic policy dance from a tight
monetary and fiscd regime during latter 1997 to early 1998 towards an expansonary
macroeconomic policy regime snce mid 1999. Since the policy cdled for lower
domedtic interes rate while money maket raes in Singgpore were much higher,
Mdaysa had to impose controls on capitd outflows especidly because much of such
outflows were in ringgit. In effect, the money markets of primarily Kuda Lumpur and
Singgpore needed to be delinked a that time n order for Mdaysan monetary policy to
be effective. (See Fi@ and Tan, 1999 and Athukoraa, 2000.)

Mdaysas controls on cgpitd outflows in 1998-1999 were as follows (Fe and
Tan, 1999).

controls on ringgit-denominated  transactions among  honresdents  via
nonresident externa accounts,

controls on outflows of short-term capitd with the reguirement that such
inflows needed to reman for one year within the country. This regulaion
was modified into a graduated exit levy with the rate depending on tre
nature and duration of the inflow;

prohibition of import and export of ringgit
impogtion of agovernment gpprovd for any Maaydan investment aboroad

Mdaysas capitd controls did not include current account transactions, foreign direct
invetment  inflows and outflows, and repatriation of interest, dividends, fees,
commissons and renta income from portfolio invesments and other ringgit assets

Chileés mgor regulations on capitd movements are as follows (Le Fort and
Budnevich, 1997, pp.44-46):

Direct invesment inflows minimum stay of one year for the principal

Portfolio investment through American Depository Receipts (ADRS):
minimum credit ratings by three internationally recognized rating
agencies (i.e., BBB or better for nonfinancial companies, BBB+ or better
for financial companies); minimum amount condition; unremunerated
reserve requirement (URR)

Other portfolio capitd flows: unremunerated reserve requirement (URR)
to be kept with the Central Bank in dollars

Loans and bonds: unremunerated reserve requirement (URR);

minimum credit-rating and minimum amount requirements
Depostsand credit lines: unremunerated reserve requirement (URR)
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Chilés capitd control messures are meat primaily to rase the cot of foreign
borrowing and tax short term capitd inflows, ensure credit worthiness of Chilean firms
and banks borrowing abroad, and bias the compostion of capitd inflows toward foreign
direct invesment. With the exception of the credit rating requirement, Chilés mgor
price-based capitd control meesure (i.e, URR) is smilar to Maaysas. The mgor
difference between Chile and Mdaysa is that the impodtion of the reserve requirement
was temporary in Maaysiaand decade-long in Chile

The evolution of the implementation of the unremunerated reserve reguirement
in Chile shows that the coverage of the URR was expanded over time in order to cover
loopholes. Chilé's experience is typicd: market paticipants find ways of drcumventing
the regulaions, which meke such redrictions increedangly ineffective unless the
loopholes are plugged. Chile reduced the URR rate to zero in the aftermath of the crigs,
as the pressures from capitd inflows eased up and reversed to pressures for capitd
outflows (Ariyoshi, et.d., 2000).

Mdayda succeeded ovedl in its use of capitd control messures. Mdaysds
impaogtion of the capital control measures in 1994 was meant to be for a short time to
address the sharp rise in what was percaved to be dedtabilizing cepitd flows. The
immediate merket response to the capitd control measures was a ringgit depreciation
and the codling off of the Kuda Lumpur Stock Exchange Thus the capitd control
measures succeeded in easng the pressures for gppreciaion of the ringgit and in
cooling off the fag rigng dock prices With the successul dabilization of the
Mdaysan economy during the year as the interest differentid between domedic and
foreign interest rate decreased and the inflationary pressures eased, the capitd control
measures were lifted within the year (1994). Madaysd's controls on capitd outflows in
1998-1999 a0 largdy succeeded because they contributed to the implementation of the
expandonary macroeconomic policy in 1998-1999. Maaysa's economic recovery from
the Eag Adan cigs in 1999 was subdantidly faster and the Kuda Lumpur Stock
Exchange was more robust compared with the other adversdy affected Southeast Adan
countries,

Mdaysas experience with the use of cgpitd controls againgt speculative capitd
flows is indructive. While Mdayda did not escgpe the contagion from the baht
devduation and the East Agan criss Maaysa proved more reslient than Indonesa or
Thaland. When the sandard derilization messures proved expensve and ineffective in
curtalling short capitd inflows Mdaysa imposed capitd controls. Its success meant
that short term debt is a low share of totd externd debt in Mdaysa as compared to
Thaland and Indonesa Moreover, the preponderance of FDI in its cgoitd inflows
underscores the underlying soundness of Mdaydds economic fundamentds.  Thus,
Mdaysas economy was less vulnerable to capitd flow reversds Moreover, its
successful experience in utilizing capitd controls as a tool of short term macroeconomic
management in 1994 explains why Mdayga rdied on capitd messures again in 1997-
1998 to sem capitd outflows. As in 1994, Mdaysa dso succeeded in its use of capitd
control messuresin 1997-1998.
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There have been a number of dudies evauating the impact of the Chileen
experience with capita controls. The evauations are generdly mixed. The reaults of the
dudies indicate that the capitd controls dlowed for a higher domedtic red interest rate,
which suggests that the capitd flow barriers provided some monetary independence for
Chile. The evidence seams to indicate that the controls affected the compostion of the
flow of capitd towards longe- term flows. This is important because East Adds
vulnerability to currency speculdion by 1997 gems in pat from the high proportion of
short- term capitd inflows (primarily debt). Indeed it is likdy that Chil€s requirements
before loca firms could borrow abroad may have helped dampen short term borrowing
from droad. The dudies reman unsettled with respect to the impect of the cepitd
control measures on the volume of capita flows and on the red exchange rate (Nada-
De Smone and Sorsa, 1999). Nonethdess, it is worth noting that the red currency
gopreciation aisng from the cgpitd inflows during the 1990s occurred over a longer
period then during the late 1970s that culminated in the 1982 currency criss Thus, the
Chileen economy had more than time to adjus more smoothly to the red currency
gopreciation. In contradt, the sharp red gopreciaion in the late 1970s was disruptive
resulting in subgtantia loss in export and import competitiveness, and thereby in large
current account deficits thet eventualy led to the currency criss.

The Chileen and Mdaysan experiences seem to indicate that capitd control
measures can be usful tools in managing capitd flows, dthough they cannot be a
panacea. Nonethdess, it is worth noting that there are some dructurd conditions thet
may have heped to make the capitd control messures rdaively successul in these two
countries. Both have dronger sructurd foundations: Both are strongly export oriented,
with low taiff bariers Both have comparaively better performing and better -trained
centra banks. Chile, and to a less extent Mdayda, have rdativey stronger prudentid
regulaions than most deveoping countries.  And Chile dlowed the peso to gopreciate
to some extent in response to the surge in capitd inflows. In short, it is likdy that the
basis for the success in the use of capitd control measures as a tool for macroeconomic
management in these two oountries is tha the two countries have comparaivey
gronger dructurd and inditutional foundations with less digorted economies to dart
with. Moreover, both countries were pragmatic in their use of cgpitd control measures,
reducing or diminating them as the conditions warranted.

In summary, the discusson above indicates that there are pros and cons for each
of the options for managing surges in capitd inflows That is, there is no ided solution
that is applicable to dl. Each country would have to assess its own needs, strengths and
wesknesses in desgning the appropricte macroeconomic drategy for itsdf. Stll, it
gopears tha a leadt in the meantime that developing countries are Hill building up ther
finanda sygems the package of macroeconomic policy messures to manage SUrges in
cgpitd flows would indude not only the dandard monetary, fiscd policy and trade
policy measures but dso flexibility in the exchange rate and the pragmatic use of capitd
control measures. For after dl, the base of the currency crises is the problem of “too
much too fast” for (short-term) capitd flows. And both the currency appreciation and
(implict or expliat) bariers to capitd inflows hep temper the flows to more
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managegble levels over a more manageable period of time.  Nonethdess, as implied in
the cases of Chile and Mdaysa the success in the use of the package of
macroeconomic polides hinges dso on the grong economic fundamentas of export
orientetion and low digortion and prudent fiscd and monetary policies. In addition,
both countries (but espedidly Chile) rankk very wdl among devdoping countries in
terms of the inditutiond cgpadity on thar Centrd Banks and in tems of prudentid
regulaions and (less s0, for Maaysa) bank supervison. The issue of prudentid
regulations and bank supervison is discussed futher in the section on  the
microeconomics of finandd liberdization and integration.

Differentiating capital flows, orderly liberalization and criss prevention
One important difference between the case of Chile and Mdaysa on the hand and
Koreg, Indonesa and Thaland on the other hand is that the former vigoroudy redtricted
short-term capitd  inflows while in the later short term cgpitd inflows were dther
dlowed fredy or were even encouraged. In the light of the recent currency crises
induding the Eag Adan crigs it is increesngly acknowledged that there is a need to
differentiate various kinds of capitd flows The various cepitd flows have different
probabilities for sudden lage reversds of flows (i.e from inflow to outflow) and
therefore the government may need to sequence the liberdization of the capita account
accordingly. For example, Reisen (2000) that the mogt volaile capitd should be
liberdized las and only after a srongly enforced regulatory framework is in place
while the leest voldile or mogt autonomous and permanent should be liberdized the
fird. The mogt autonomous and permanent flows are long term bank loans (which are
manly syndicated euro loans) and foregn direct invesment; these are followed by
portfolio investments made by penson funds and insurance companies because they
folow a buy-and-hold drategy rather than a trading drategy in the emerging markets
The mog cydicd and voldile flows ae short-teem lending and borrowing fadilities
(eg., euro commercid paper), leveraged asset pogtions such as hed?e funds, and
borrowing through corporate or government bonds (Reisen, 2000, pp. 84-85)".

Apat from the higoricd experiences on currency crises where the short-term
borrowing problem was an important determining factor for the crises, Reisen (2000)
points out that a policy bias agang short term bank lending corrects an internationd
regulaory digortion inherent in the 1988 Basd Accord, which is biased in favour of
dhort term loans. Specificdly, the current risk weighting for short term bank credit up to
one year to a nonOECD bank carries a low 20 percent weighting while long-term loans
of over one year maturity to the same non-OECD bank have 100 percent risk weight.
Smilarly, risk weights for loans to banks (a 20 percent) are much lower than loans to
the private sector (at 100 percent). A lower risk weight implies lower borrowing cost.
Thus the current risk weghting sydem followed in internationd finance as agred
upon in the 1988 Basd Accord encourages cross-border interbank short-term lending as
wdl as lending to hedge funds As the Eagt Adan crigs shows, both short-term bank
lending and hedge funds are particularly voldile capitd flows. (Hedge funds invest with
borrowed funds a multiple of own funds They ae voldile because aorupt portfolio

4 This section draws heavily on Reisen (2000).
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changes are made when banks make ‘margin cals'—cdl in the credits when the price
of the collateral drops below a specified leve.) (See Reisen, 2000.)

At base, the policy issue on the sequencing of liberdization concerns the
productive use of cgpitd inflows and effective macroeconomic management. Viewed
from this perspective, capita controls on long term capitd inflows and trede-related
inflows need to be liberdized immediady because they are centrd to the development
process and overdl economic efficency.  FHscd consolidation is an  important
prerequidte to cgpitd account liberdization in order to prevent the use of ceoitd
inflows to finance unsudanable fiscd defidts and to prevent capitd outflows from
forcing up domedtic interest rates that exacerbates the fiscd deficit problem. Thus it is
recommended that controls on long term and short-term cgpitd  outflows only after
there is sound fiscd pogtion, bad debts problems are resolved and domedtic interest
rales deregulated. Prerequidtes for rdaxation of entry of foreign banks into the
domedtic financid sector are the liberdization of the finandd sysem and the resolution
of the wesknesses of the domedtic banks. Findly, liberdization of short- term capitd
inflows needs to wait until there is suffident competition in the banking sector and there
Isasound sysem of banking regulaion and supervison.

Based on the above-mentioned schema of liberdization of the capitd account
items, it is worth noting thet Chile and Mdayda seem to be much more in accord to it
as compared with Indonesa, Koreg, Thaland or even the Philippines. Thus for
exanple, Chile and Madayda together with Thaland and the Philippines have
promoted FDI while Korea has not. Equdly important, both Chile and Mdaysa have
more liberd policies on FDI, in terms of foregn equity redrictions, than the Philippines
or Thaland. Smilarly, despite the fact that Chile and, to a less extent, Mdaysa have
indituted tougher prudentid regulations and have dronger inditutiond cgpadities in
their Centrd Banks then Indonesa, Korea and even Thailand, both countries have been
much more wary of short term capitd flows and, in the case of Chile, short term
externa borrowing.

The discusson aove on the meit of differentiating various forms of capitd
inflows ad a more sequentia liberdization process for the cepitd flows leads to a
number of policy presriptions amed a reducing vulnerability to voldile capitd flows,
improving the qudity of inflows, and thereby reduce the probability of crises in the
future. Spedificaly, Reisen (2000) highlights the importance of

(1) floating exchange rate indead of the adjugtable peg. The floating rate is
preferable to smdl open economies with good inflaion record, shaky
financid system and no naturd anchor currency;

(2) comprehendve externd  debt manegement sydem  that  limits  liquidity,
currency and rollover risks This cdls for ddiberate limitation on short term
borrowing, sound maturity profile of amortization payments diversfication
of finance across currencies and types of investors and comforteble
liquidity pogtion in teems of internationd reserves or contingency loans
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with private foragn banks or internaiond financid inditutions (eg., IMF,
WB, ADB)

(3) polides that pendize ealy withdravd of caoitd inflows Chiles
unremunerated reserve requirement on al capitd inflows except FDI is an
exanpe Mos mutud funds pendon funds and life insurers impose
pendties for early withdravd of investors hence, they are preferable to
hedge funds for example. Chil€'s reserve requirement is best seen not as a
digortion but as a prudentid palicy in the light of the regulaory digortions
inherent in the 1988 Basd Accord, the risks that leveraged flows pose
toward asset bubbles and the increased vulnerability d a country to capitd
flow revarsds when the ratio of short term debt to internationa reserves
reaches unity; and

(4) “capacity-building” sequence of  liberdizing cepitd  inflovs  “Fnencid
opening has the best chance to achieve its ultimate objective, to rase
dfidency and growth without compromisng dability, when combining a
sequentid  (capitd  account) opening process with building the prerequisite
inditutions’ (p.100). Thus the firg priority in the liberdization process is
the liberdization of FDI and trade-rdated finance because they ae
necessay for growth with little negative effect on  macroeconomic
management and financid sector dability. Also, the process of building and
drengthening the infragructure for sound domedic financd  system---
accounting, auditing, disclosure, regulaion and supervison--- needs to be
undertaken in earnest because they take time to build; these can be
enhanced through the entry of financid maket expetise The liberdization
of portfolio equity and long-term bond invetments can then be pursued
together with the fodering of the infrasructure for domedic dock,
corporate debt and mortgage instruments which will degpen the domedtic
money makets and thereby dlow government authorities to smoothen
shocks to domedic liquidity. Hndly, with degpened domedic financd
markets and tough prudentid regulations and supervison, controls on short-
term borrowing can be dismantled.

IV. THE MICROECONOMICSOF FINANCIAL LIBERALIZATION AND
INTEGRATION

Financial Liberalization, Contestability and Financial Sector Efficiency.
Fnencdd libedization and integraion has two important  condderdions, i.e,
competitiveness and efficiency on the one hand and financid dability on the other hand.
Fnandd liberdization, and with it the implied increesed contestability of the financia
sector, is expected to increese the pressure for improved operaiond efficiency of the
finendd inditutions. It ds0 means greger ability of the finandd inditutions to meet
the demands of households and firms especidly as financid desgpening continues with
the growth of the economy.
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The dandard opeding rdios in banks pose problems comparability
internationdly given differences in equity cepitdization of different banks, differences
in mix of high magin and low magin busnesses and differences in accounting
practices across countries (Fischer and Reisen, 1993, p. 94). Despite the problems of
international  comparability, a comparison of net interex margins and operating cods in
a number of APEC countries (Table 8) suggedts tha cross-country differences in
interex margins reflect differences in banking efficency rather than for different risks
(Dickie and Bond, 1999). Note from Table 8tha Jgpan and the Asan NIES ssem to
have the lowest operating codts and net interes margins, suggesting that they seem to be
to be the mog effident. The high net interes margins for Chile Mexico and possbly
the Philippines may reflect the high inflation rates in those countries  The much higher
operaing cods ratio in the Philippines than the other Southeest Adan countries is
paticulaly griking.

Empiricd evidence on the impact of finendd liberdization on the effidency of
the finencdd sector is mixed and hampered by data problems. Nonethdess, empirica
dudies on the intemedidion magins may be suggedive of the impact of finendd
liberdization on the cogt of finendd intermediation. In Mdaysa, one sudy indicaes
tha the intermedigtion margin increesed dter finandd liberdization because of the
oligopalidic banking dructure and the rise in the overhead cogt of banks aisng from
rapid branch expandon and the continuation of sdective credit programs. (See Fischer
and Reisen, 1993, p. 94.) In the case of Indoneda, the sudy indicates a reduction in the
intermediation margin, in pat because of the increased competitive pressure from the
increased presence of foreign banks. The experience of Spain during the 1980s indicates
that the opening up of the economy to foreign bank presence led to the repodtioning of
finencd inditutions Spedficdly, the foregn banks empheszed the wholesdle banking
busness egpecidly on intenationd operdtions where the foreégn banks have
compdtitive advantage. Thus, the competition in the wholesde banking sector is
between the foreign banks and the big loca banks. (1bid.)

Claessens and Glaessner (1997) compared net margins and overhead expenses in
banking services and share of foreign banks in a number of Adan countries. Their
finding indicates a negative corrdation between ngt magins and overheed with the
openness of the banking sector. That is, the countries with more open financid sectors
tend to have lower overhead and net margins, those closed to foreign kanks have higher
margins. Thus, the finding suggedts that finendd opening encourages contestability and
forces banks to be more efficient. Smilarly, Claessens and Glaessner report that an
ealier dudy done by Claessens Demirguc-Kunt and Huizinga found that an increase in
the share of foreign banks results in lower profitability and overhead expensss for
domedtic banks. Assuming that the profit rate of domestic banks incduded monopoly
rents, then the contestablity arisng from the entry of foreign banks reduced the rate of
profit and forced locd banks to become more efficient. Claessens and Glaessner d0
noted the dudies of Terd and Arriszu on 14 deveoped countries and Argentina
respectively. The two studies show that the increased participation of foreign banks in
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the domedtic financia sector tends to lead to lower operating cost of banks and at least
for the 14 developed countries, dso lower gross-interes margins and lower before-tax
profits. In the securities indudtry, the settlement and opediond efficiency improve with
the openness of the securities indudry in East Ada, except for the Philippines, which
according to Claessens and Glaessner hes the modt ineffident trading sysem in the
region. Smilaly, Claessens and Glaessner found hat the more open insurance markets
in the region tend to have high payback ratio; i.e, high efficency, with the exception of
Singapore which is rdaively open but not as efficient (Claessens and Glaessner, 1997).

The experience of European countries with the 1992 Single Market Programme
adso coroborates  the  efidency-inducng  efect of finendd  liberdization  and
integration. Spedificaly, the increesed openness and compdition in the EU’s financid
markets led to the greater influence of externd market forces on banking drategies in
the EU, improvement in the retal loan and mortgage pricing in some  countries,
widened the range of finandd sarvices and channds of ddivery to consumers, and
redization of economies of scde and economies of scope. In Greece, Irdand and Spain,
the entry of foreign banks eventudly reduced margins, improved sarvices to consumers
in qudity and breadth, and increased effidency with the reduction in gaff codts. (See
Claessens and Glaessner, 1997.)

The impact of finendd liberdization and entry of more foreign banks in the
Philippines in the mid 1990s was examined in three of the pgpers under the current
PASCN project on financid liberdization and integration. Manzano and Neri (2001)
looked into the impact of foreign bank entry on bank spreads from a macroeconomic
perspective. Unite and Sullivan (2001) examined the effect of foreign entry and
ovnership gdructure on a number of individud bank-based indicators of bank
performance. Hapitan (2001) surveyed a few domestic banks on ther responses to the
entry of foreign banksin the Philippines

Manzano and Neri (2001) examined the bank spread for the whole commercid
banking industry before and after the entry of the new foreign banks in the mid 1990s.
They found that the spreads did not narrow despite the entry of foreign banks. One
possible reason for this is that the liberdization was not enough and the reduction in the
concentration of the commercid banking indusry not subdantid enough such that the
implicit monopoly could not be reduced dgnificantly despite the entry of foragn banks.
Manzano and Neri examined the soread puzzle from a macroeconomic angle. Insteed.
Soecificdly, the authors presat the view that the continuation of the bank spreed
despite the entry of foreign banks was caused by the macroeconomic policy of the
government. Before the Eagt Adan cids, the Philippine government derilized capitd
inflows rexulting in comparaivey high interest rate & the same time tha banks could
source low cog foreign funds (in terms of depodts or loans) with little exchange rate
rik. Thus, banks spreads remaned high before the Eagt Adan cigs. Smilaly, the
Philippine government maintained a high interest rate regime during the heght of the
Eag Adan crigs in 1997 and 1998 in order to prevent capitd outflows. As a result,
banks lending rates remained high. It was only in 1999 when foregn funds darted to
return to Eag Ada and the danger of cepitd outflows eased that the Philippine
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government dlowed domedic interes rates to go down to dngle digit levds The
change in the macroeconomic policy stance of the government dso saw the reduction in
the bank soread of the commercd banks.  Although only indicative, the eventud
reduction in the bank spread suggests that the foreign bank entry liberdization increased
competitiveness in the banking sector. The macroeconomic policy regime thet relied on
high interes rates initidly to derilize capitd inflows and laer on to prevent capitd
outflovs merdy masked the compditiveness impact of the foreign bank entry
liberdlization.

Unite and Sullivan (2001) examined the impact of fordgn bank entry
liberdization from a more microeconomic, bank-level perspective usng bank operating
performance messures like accounting profits, operating expenses and  nortinterest
income from a sample of 16 domedic commedd banks publidy traded in the
Philippine Stock Exchange. Unite and Sullivan's findings complement and modify the
Manzano-Neri  findings Thus Unite and Sullivan found that interest raie Spreads
narrow with the entry of foregn banks but only in banks which have high levd of group
owneaship. Unite and Sullivan found the group-ffilisted banks to have higher interest
oreads, which they surmised is caused by the ability of the banks to extract wedth
from group member firms

Unite and Sullivan adso found that profit did not decline with the entry of foreign
banks. There are possbly two compdling reasons for this. Firs, as Manzano ad Neri
highlighted, was the meacrosconomic policy dance which resulted in high domedtic
interes raes Unite and Sulliven indirectly refer to this in teems of the postive
rationship between rate of profit and reserve requirements. And the second, the
competition from foreign banks encouraged domedtic banks to improve their
efficdencies, dthough less s0 for the group-afiliated banks as wdl as the larger banks.
The wesk impact of foreign banks entry on the effidency of group dfiliated banks may
not be surprisng if indeed the group-affiliated banks could extract wedth or rents from
their group membes It is ds0 likdy that the larger banks did not regiger Sgnificant
improvements in thar effidendes in the face of the entry of foreign banks because the
banks were on an expangon hinge in teems of branching during the period. The
aggressve branch expangons can be conddered as one of therr regponses to the
liberdization of the financid sector, induding the entry of foreign banks.

The realits of the interviews and quesionnaires of Hapitan (2001) eaborate
further on the perceptions and responses of domestic banks to the entry of foreign
banks. Although the sample sze is very smdl, Hapitan's survey indicates that the entry
of foreign banks increased the competitiveness of the banking sector but primarily in
wholesde banking. This is probably not surprisng dnce the new foreign banks did
indeed focus primaily in wholesde banking, especidly in foreign exchange, invesment
banking and lending. The entry of the foreign banks accderated many of the deps that
the domedtic banks had been doing in response to the generd liberdizaion and
expected increased competition—from both the domestic and the new foreign banks—
in the finanda sector resulting from the finandd liberdization. These geps induded
invesments in new technology (grester computerization and expanson of ATMS),
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introduction of new finanda products, manpower devdopment and advertisng and
promotion activities A few of the banks dso moved to other markets or niches and
reviewed their pricing to match competition (Hapitan, 2001). The survey results dso
indicated that the survey respondents (who are bank officas) did not fed that the
foreign banks increesed the variety of finencid sarvices (a leest on top of what the
domedtic banks were undertaking anyway) and new  “foreign” technologies and
proceses. The survey respondents felt that “...mogt of the product development (either
in terms of new products and services) Eing made in (the) market are indigenous and is
maostly made to compete with the loca banks’.

The lack of technology and knowledge trander in the Philippine case ssems &
odds with one mgor resson for liberdizing entry of foreign finendd inditutions into
the country. Although the survey did not probe, it is likdy tha the new banks drategy
to rdy primaily on pirating locd bank officdds from locd banks to man thar new
branches/'subsdiaries reflect to some extent the acknowledged Philippine manegerid
resource in banking and finance many of whom have had gints in internationd banks a
home and abroad. In short, many of the Filipino managers of the domestic banks have
been cognizant of the innovationsin the world finenad sysem.

In summary, the results for the Philippines are not condusive with respect to the
bank soread or interest rate Soread. Nonethdess, there are indications of some
improvement in the operationd efficencies of the banks and redirection of some banks
toward other market niches Moreover, there ae dso indications that the entry of
additiona foregn banks hes led to incressed competition and contestability in the
wholesde banking sector in the country (Manzano and Neri, 2001 Hapitan, 2911, Unite
and Sullivan, 2001).

Macr oeconomic Conditions, Prudential Regulations and Financial Stability.
The recent Eagt Adan financid crigs highlighted the critica role of the interplay of the
prudentiad  environment and macroeconomic  conditions in determining the dability of
the financid sector. Wesk prudentid regulaions or inadequate implementation of such
prudentid regulations, implicit guarantee on depogts and high domedtic interest rates
in tandem with rdatively fixed exchange rates had led to lending booms and increesein
short term debt and foreign exchange exposures of banks and the corporate sectors. The
lending boom led to riskier loan portfolios especidly in the red edtate and securities
makets, which in the case of East Adan economies were paticulaly susceptible to
aset bubbles The macroeconomic environment encouraged short-term and  unhedged
foreign borrowing a the same time that the loans to domedtic firms in locad currencies
were longer term.  The sharp rise in cgpita flows dretched locd bank’s risk assessment
cgpecity. The overborrowing of East Asa semmed adso from the “herd behaviour” of
foreign lenders as reflected in inadequate pricing of risks and lack of full evduation of
borrowers. (See World Bank, 2000, pp.38-41.)

Wesk prudentid reguldion, ether in desgn or enforcement, encourages banks

to exploit the exigence of mord hezard. Mord hezard in the banking sysem arises
from the presence of codless and full depost insurance, a@ther implicit or expliat, and
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asymmdric information. The expectation of balouts by the government encourages
excessve risk teking and therefore leads to the dlocation of credit towards the riskier
sectors. The increased risk taking of banks is adso fostered by the loss of charter vaue
of banks arigng from bank liberdization as wel as by interlocking ownership of banks
and enterprises. (See Fischer and Reisen, 1993, pp.102-104.)

The Eag Adan crigs has highlighted the importance of prudentid regulations
of the finandd sector in gdaving off future currency crises This is because it is
generdly agreed tha the financid sector was a the heart of the recent East Adan criss
Week supervison of banks on the one hand and the macroeconomic incentive for banks
(and non-bank finendd inditutions) to increesingly rey on foregn funds for domedic
rdending andlor investments (because of the dability of the currency and the lower
interest rate abroad than a home) on the other hand encouraged banks and nontbank
finendd inditutions to undetake rikier and unhedged loans and invesments
domedticdly. An ADB dudy (1999, Vol.1l) presents indicators on the inditutiond
framework of banking by mid-1997 in the affected East Adan countries (see Table 9).
Table 9shows tha Thalland, the country thet triggered the East Adan crisis was judged
week in bank regulation and supervison while the other affected countries (Indonesia,
Maaysia, Koreaand the Philippines) had wesk to fair bank supervison?

The wesk bank supervison, low borrowing codts, and the euphoria of
higoricdly high growth raes in the dfected East Adan countries led to excessve
iInvesments in risky and low-profitability projects. There were high invesments in the
nontradesble sector, especidly the property market that fed into a property bubble.
Table 10 shows tha Thaland, Mdaysa and Indonesia merited a “high” raing in terms
of the property sector risks because of the large proportion of property loans as well as
the large proportion of loans collaterdized by red property. In the case of South Koreg,
paticulaly and even to some extent, Thaland, there was excessive invements in the
traded goods sector with one important source of vulnerability, thet is, borrowing short
and inveging long term. Corsetti, Pesenti and Roubini (1998) present indications of
ove invesment in Korea before the crigs According to them, 20 of the largest 30
conglomerates in Korea hed rates of return on invested capital in 1996 which was below
the cost of capitd; 8 out of the 30 largest conglomerates in Korea were de facto and/or
de jure bankrupt by mid-1997, and the leverage ratio of Korea's corporate sector was
very high & more than 300 percent.

Corsetti, Pesenti and Roubini (1998) dso noted that there was a high rate of
non performing loans before the criss a more than 15 percent in Thailand, Indonesia,
Korea and Mdaysa Indeed, the three authors highlighted as the indicator of financid
fragility the case of rigng nonpeforming loans accompanying a lending boom (1999).
According to them, the growing finandd fragility in tandem with the growing current
account imbalance as wdl as foregn resarves inadequecy eventudly led to the East
Adan caids An indication of current account imbdance is a large current account
ddfidt in tandem with red currency gppreciaion. Indicators of foregn reserves
adequacy are the raio of foreign debt service burden to foreign reserves and the ratio of

5 This paragraph and the succeeding two paragraphs were taken from Intal, Pontines and Mojica (2001).
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money supply to foreign resaerves. (See Corsetti, Pesenti and Roubini, 1999.) In short,
the East Adan aigsisinterplay of finencid fragility and macroeconomic imbaances

It is the interplay of week prudentid regulatory environment and
macroeconomic shocks or macroeconomic indability that is the hdlmark of countries
undergoing finendd liberdization that experienced financid crises Thus, the chdlenge
in the management of risks of finandd liberdization and integration does not rest
0ldy on the improvement of the macroeconomic policy environment but dso on the
improvement of the prudentid regulaory environment. The Eag Agan cids hes
egecdly highlighted the importance of drengthening prudentid regulaion and
upervison in the management of the risks of finandd liberdization and integration.

Towards Strengthened Prudential Environment and Improved Risk
Management. There are three pillars to a drengthened prudentid standards, namely,
prudentiad regulation and supervison, internad practices and controls, and  market
discipline Prudentid regulations atempt to limit risk exposures of finandd inditutions
relaive to thar risk teking and management cgpability. Prudentid regulaions need to
give especid importance to banks because of thar large role in the provison of credit
and intermediation of internationd cgpitd flows ther centra role in the payments
gydem, the sygemic implications of ther high leverage and the mismach in the
liquidity of their assats and lighilities (Ariyoshi, et.d., 1999, p.22).

As a reallt of the Ead Adan criss, Eag Adan countries have drengthened
prudentia regulaions.  Regulations concaning loan  dassfication, provisoning and
income recognition have been brought doser to internationd best practices The period
overdue for interest sugpendgon was shortened and tightened in the affected countries
(Table 11). Loan -oss provisoning requirements were dso tightened (Table 12).
Minimum cgpitd-asset ratios have dso been raised. Thus, for example, Indonesa raised
the capitd adequacy rdio from 4 percent to 12 percent by 2001, Mdaysia from 8
percent to 10 percent (World Bank, 1998, Table 3.2).

Other prudentid regulaions ae dso being improved. They indude limits on
foragn exchange exposures liquidity management rules in Indonesa, Korea and
Mdaysa connected lending regulations in Indonesa and Kores; single borrower and
group exposure limits in Korea and Mdayda, and cross guarantees in chaebols in
Korea. Imprudent banking practices like government directed credit are aso being
phased out. (See IMF, 2000, pp.43-44.)

Table 13 presents a compaison of the mgor banking regulaions in the five
countries mainly affected by the East ASan criss

Prudentid supervison has dso been drengthened in the affected countries.
Centrd Banks have been given grester supervisory audthority or independence. The
countries have upgraded ther supervisory cgpacity and drengthened the powers of
supervisors. Countries rdly more on ondte examinations. Supervisors could  now
demand corrective actions like additiona loanloss provisoning and other corrective
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measures when problems are detected. Countries are dso phasng out supervisory
discretion waiving compliance with regulaions on a case —to-case basis. (See IMF,
2000, p.43.)

Maket discipline on the conduct of banks demands meaningful, timdy and
accurate  informaion.  Wdl-informed maket  paticpants complements  banks
incentives for prudent behaviour and effective supervison and regulation. Grester
trangparency helps prevent herd behaviour of market paticipants and thus promote
gregter financid gability (IMF, 1999, pp.98-99). Toward this end, East ASan countries
have teken messures to improve disclosure and transparency. For example, the
Philippines now requires banks liged in the sock exchange to disclose key indicators
on their soundness to the public on a quaterly bass Korea is now promoting
consolidated financid reporting and disclosure by corporate groups (chaebols). Banks
in Korea and Indonesa are now required to report ther financid Statements to the
public more frequently. The qudity of data has dso improved in the affected countries
because of the new loan dassfication, provisoning and income recognition rules. (See
IMF, 2000, p. 44.)

At the internationd levd, thee ae ongoing effots to enhance bank
trangparency and market discipline. Thus, for example, the Basd Committee rdleased a
guidance note on enhancing bank trangoarency that provides recommendations in SX
broad categories of information; i.e, finandd peformance finendd postions
(induding capitd), risk management practices, risk exposures, accounting policies, and
management and corporaie governance. Ancther group, the G-10 Committee on the
Globd Fnancid Sygem Working Group on Enhanced Disclosure by  Individua
Irgtitutions, is dso working on a modd template for public disclosure that include
information on credit, market and liquidity risks. (See IMF, 1999, pp.99-100.)

There are dso on-going discussons and initigtives a the internationd leve to
grengthen risk management and internd control systems. This is in regponse to the
1997-1998 world financid disturbances that reveded wesknesses in counterparty credit
risk and maket risk assessments The wesknesses involved inadequecies in the key
assumptions underpinning techniques of risk assessment and the inauffidency of what
were seemingly adequate amounts of collaerd and margins. These deveopments
indicate the nead for improving and adapting risk manegement tools and internd
controls to globd and interdaed makets, financd innovations and potentidly
volaile market conditions Some of the ongoing efforts include review of credit risk
modds, examingion of operationd risk events and the use of tolerance limits a the
levd of the firm and trading desks covering market, credit, and operationd risk as well
asliquidity and legd risk. (See IMF, 1999, pp.93-94.)

The Report of the Task Force on Risk Asessment by the Inditute of

Internationd Finance dso contains recommendetions for financid inditutions  Among
the recommendations are (IMF, 2000, p.98):



-comprehengve dress teding (done) regulaly to assess the potentid impact of
extreme events on portfolios and risk profiles

-integration of country economic andyds with dress tesing and  scenaio
andyss

- establishment of a strong independent risk control unit
- development of moddsto improve the integration of market and credit risk

Nonethdess, the qudity of risk management is not dependent on the qudity of risk
asessmat modds but dso on experience and sound judgment. Thus, adequate
communicaion between senior manegement, portfolio managers and line managers is
important. Smilarly, it is important to have more intengfied information sharing among
counterparties.

Fndly, Ariyoshi, d.d. (1999) note tha *“...countries with wesk supervisory
agendies (tend to) dso suffer from rdativey wesk <ills in the private financid sector,
and thus from srious shortcomings in the ability and incentives of finendd inditutions
to adequatedly manage risk” (p.29) Symptoms of this are directed and connected credit
and excessve credit concentration, compounded by weeknesses in the legd system and
impediments to effective monitoring by counterparts and shareholders as wdl as to loan
collection efforts This propagates week credit culture, a foundaion for eventud
finendd crigs (Ariyoshi, etd., lbid) Thus the importance of capacity building for
the regulatory bodies human resource devdopment for the financid inditutions
improvements in the legd infresructure, phasing out of directed credit, and the generd
grengthening of a*credit culture’.

V. POLICY IMPLICATIONSTOWARDSIMPROVED MANAGEMENT OF
RISKSAND OPPORTUNITIESOF FINANCIAL LIBERALIZATION

AND INTEGRATION

The paper brings out that the manegement of the risks and opportunities of
finandid liberdization and integration involves the following:

Sound macroeconomic policies. This involves genardly tight fiscd palicy and
prudent monetary policy. It dso means internd consgency of monday and
exchange rate policies. Where a fixed exchange rae regime is viewed to be very
important, then it is necessary that monetary policy must be subordinated to the
demands of a fixed exchange rate regime. However, where some monetary
independence is deemed important for both growth and meacroeconomic
objectives, then it is preferable to have a more flexible exchange rae regime.
For the mogt part, “getting the foregn exchange right” (Y oshitomi, 1999) would
involve a flexibe exchange rae This is especdly for countries that ae
rdivedy open with low inflation but with wesk finandd sysems and have no
naturd anchor currency (Reisen, 2000). A flexible exchange rate dlows for the
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devdopment of risk management ingruments by the market. It will dso force
market participants to take cognisance of the exchange rate risk in cross border
financid transactions.

“Get the compodgtion of capital inflows right”. Yoshitomi’s (1999) dictum is
borne by the recent currency and banking crises mog importantly the East
Adan cids The vaious kinds of capitd flows have different vulnerability to
sudden flow reversds with a few that ae more autonomous and permanent
while others are more voldile. There is merit in pushing more of FDI, long term
loans and portfolio equity invesments. Be wary of short- term bank lending,
got- tem money make indruments like commercdd pepers in the
internationd market, and hedge funds As the Eag Adan crids has dealy
brought out, liberd entry and exit of short term capitd flows require strong
prudential regulation and supervison to prevent mord hazard problems. It dso
requires degp domedtic financd markets that can withdand sudden ghifts in
investor sentiments. Relsen (2000) points ou that the current internationd
banking rules under the 1988 Basd Accord provides a regulaory digtortion in
favor of cross-country interbank short term loans and bank lending to hedge
funds Thus policdes like Chiles unremunerated reserve requirement and
pendties on early withdrawd provide the counterpoint to the bias for short term
bank lending.

Sound external debt management system. This is rdaed to “getting the
compogtion of cgpitd flows right” discussed aove.  This is because for most
developing countries bank finendng would likdy reman the most important
source of externd finance in addition to interndly generated funds The Eadt
Adan crigs is to a large extent an externd debt problem because much of the
shot tem caoitd inflows into the affected countries conssed of short term
bank loans. As Reisen (2000) points out, sound externd debt management limits
the liquidity, currency and rollover risks that a country faces. Thus, the need for
Odiberate limitation on short term debt, dose look a the maturity profile of
debt, divergfication in the sources of finance across currencies and investors,
comfortable levd of internaiond reserves and contingency loan window, and
the devdopment of a domedic treesury maket for domedic inditutiond
invesors

Strong prudential gandards in regulation and supervison, internal control
sysems and market discipline whether under flexible or fixed exchange
regimes. The sedd naure of finance where asymmeric information is
endemic and where there is migmach in the maurity Sructure of sources of
funds (manly short term depogts) and uses of funds (short to medium term
loans) necesstaies drong banking regulaion and supervison.  An important
condderdtion here is the recognition thet cross-border financid transactions
cary spedific risks inherent in the transactions, such as foreign exchanger risk,
basis risk, repricing risk, trandfer risk and risk in deriveive transactions. That is
the prudentid regulaions seek to manage these pedific risks through for
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example the establishment of appropriate prudentid limits and the incorporation
of such risks in loan dassfication, provisoning, capitd adequaecy, disclosure
and reporting requirements for banking inditutions (Johnston and Otker-Robe,
1999). Measures to drengthen prudentia regulations include dricter definitions
of NPL, rasng loanloss provisons rasng cepitd adequacy ratios, limiting
bank exposure to the propety sector, and drengthening lending guiddines
(Adnhikari and Oh, 2000).

Other recommended specific messures indude the following  (see
Gochoco-Bautista, Oh and Rheg, 2000):

Strengthen risk management and internd controls in banks

Strengthen role of maket discpline through greater disdosure and
trangparency requirements

Upgrade prudentid regulaory sandards to internationd dandards. This
indudes use of interndiond accounting Sandards, gpat from loan
classfication, provisoning and income recognition rules.

Strengthen bank  monitoring  and  supervison  induding  legd
responshilities of bank officers and authority of supervisors

Johnston and Otker-Robe (1999) dso point out the need for centrd banks to
adopt a prudentid gpproach to the management of foreign exchange ligbilities
and assats. Spedificdly, the centrd banks need to measure and monitor in a
comprehensve their foreign currency exposures to indude off-bdance sheet
adtivities like interventions in the forward exchange makes as wdl as
derivative transactions like cal and put options on foreign currency lichilities
and assts. In addition, Johngton and Otker-Robe noted the growing practice of
contingency planning by centrd banks for crigs Stuations through for example
contingent lines of credit for a gecified interest rae, which can be drawvn down
during acrigs.

The Basd Core Principles for Effective Banking Supervison, prepared by the
Basd Committee on Banking Supervison, provide the basic reference for
government authorities Countries need to am for adoption and implementation
of the core principles. Madayda, for example, has dready adopted 22 of the
Basd Core Principles and isworking on adopting the remainder (Y aacob, 2000).

There is likdy some cos on banks to sronger prudentid regulations. For
exanple, an increese in loa-loss provison reduces the potentid returns of
banks and, other things being equa could result to a higher intermediation cost
on depostors and borrowers. At the same time, the dability of the financid
sysem is important thereby reducing the systemic risks to depostors and
borrowers.  Thus, the baance between cost and risk reduction needs to be
struck.
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Capital controls cannot be a substitute for sound macroeconomic policies
and gronger prudential regulation, supervison, monitoring and disclosure.
Nonetheless, cgpitd controls can be an important prudentid tool to manage
aurges in cgpitd flows when derilization eforts prove inadequate. As such,
cgpita controls should be viewed and crafted not as separate from but in tandem
with the rex of macroeconomic and dructurd reforms. Even Chile used, not
only tight monetary and fiscd polices as wel as capitd control messures, but
dso some goprecidion of the peso in order to manage the surge in capitd
inflows in the ealy 1990s It is dso important to be pragmdic in the use of
cgpitd control measures. Chile reduced to zero the unremunerated reserve
requirement againg cgpitd inflows when the Eas Adan crigs occurred when
the capitd flow issue turned from an inflow problem into an outflow problem.
Mdaysa discontinued the bariers to capitd inflows in 1994 when the capitd
control measures were no longer warranted.

Chile used cepitd control messures primarily for prudentid purposes while
Mdaysa used capitd contrd messures primaily for  macroeconomic
management  purposss. Thus, Chile required the use of internationd credit
ratings for its locd firms borrowing aoroad not only to limit aggregate foreign
borrowing but dso to limit it to locd firms that have the capability to manage
the cross-border risks wel. Smilaly, Chile used the unremunerated reserve
requirement primarily as a way of biaang the flow of capitd inflows toward
longer- tem invesments thereby reducing Chiles wvulnerability to volatle
short-term capitd.

Nonetheless, Johnston and Otker-Robe (1999) pointed out that as countries
develop their regulatory frameworks and implementation capacities, there would
be less reiance on capitd controls but grester reliance would be put on
international best practice prudentid mesasures. This is because capitd control
messures largely do not address the specific risks from cross-border capita
flows, cagpitd controls are prone to circumvention over time, and cgpitd controls
discourage the devdopment of a degp and liquid financid market. (Robust and
wdl-functioning spot and forward foreign exchange makets ae important
components of a degp and liquid financid system.) Thus capitd controls can
best be viewed in terms of the trangtion, as deveoping countries develop and
degpen ther financdd sysems. Because cgpitd controls can deal the
devdopment of the domedtic financid system if such messures are not managed
well, the impogtion of capitd controls needs to be temporary, market-sengtive,
and well monitored.

Improving inditutional capacity in terms of human <Kills refined risk
management tools and greater internal communication within banks and
regulators is critical. FAnandd liberdization and integration dso brings out the
impartance of human resource development. Especidly important with respect
to assessment of credit, market and liquidity risks aisng from internaiona
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transactions. It can be argued that wesk regulaory environment and poor sKills
in both the private sector and the public regulatory agencies breed a week credit
culture and the foundation for an eventud finendad criss The importance of
human resource devdopment indudes training of current bank personnd to the
new demands of risk manegement in a finenddly integrated world. It dso haes
implications on the desgn of curricula in finence rdated coursss in higher
education inditutions in the country.

Cdderon, Villanueva and Tullao (2001) examined the vaious course ad
traning offerings in the country thet are finance-rdaed. They dso interviewed
leeders in the industry on the indudry’s human resource reguirements. A
number of obsarvations are worth mentioning. Fire, there are too many college
graduates but too few with the requiste sills for the finance industry. Second,
the <kills mos needed by the indudry especidly for entry- levd postions
involve primarily ord and written communication <kills and andytic ills
rather than specidized skills. Third, the preference of the industry for CPA and
accounting graduates rather than finance graduaes reflect the role of the
licensure examinations as a screening device for generd intdlectud  ability of
aoplicants. (Because accountancy is the preferred course rather than finance,
accountancy graduates especidly those who passed the licensure examination
have better intdlectud and andytic dbility than the average finance graduae)
Fourth, the preference of the industry for graduates with srong communication
and andytic adilities implies that spedidid training is done on the job, which is
the current goproach. FHifth, the “second cdass’ danding of  finance
undergraduates can be a reflection of the generd weskness of the finance
curricula Thus for example, finance dudents have wesk grounding in
economics, datidica theory (not badc ddidics), and mahematics. As a reault,
it is unlikdy that the sudents can successtully grapple with the nuances of risks
in ever- newer foms of finendd indruments like various kinds of options,
interest rate and exchange rate swaps, futures and forwards. Sixth, underpinning
the wesknesses of the finance curricula is the lack of faculty with the requiste
academic qudifications a the graduate levedl or even with part-time faculty with
enough indudry experience. As a result, with the exception of an extremdy few
inditutions, virtudly most of the colleges and universties ae producing
graduates that are largdy incgpable of doing risk andyds and management,
which isthe essence of finance.

Cddeon, Villaweva ad Tullao recommend improvements in  the
undergradugte curricula by induding topics that are essentid in a world of
deregulated and open financd markets such as risk management, internationd
finance, mergers and acquidtions, hedge and mutud funds, and others. They
aso recommend drengthening qudifications of the faculty as wel as expanding
and degpening the use of computer-based finance software programs for
underganding the various finance sarvices and tools of andyds The adthors
adso recommend continuous improvement in the traning and deveopment
programs given the dynamic nature of globa finance.
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Deegpening and widening financial markets. Although not wel discussed in
this paper, it is dear tha despening the domedic finendd sydem is the
foundation of a sound management of the risks and opportunities of finendd
liberdization and integration. This is because a robust growth in banking, the
vaious foregn exchange makets (spot, forward, futures, options), and
securities and bond markets would dlow firms to have the various hedging
indruments necessary to manage the various risks involved in a more liberdized
ad interndtiondly integrated finandd sygem. The degpening of the financd
system necessitates flexibility of interest rates and exchange rates as wdl as the
devdopment of gppropricte market infredructure such as payments and
settlement sysems, codes of conduct ad technicd infragtructure (Johnston and
Otker-Robe, 1999). A deepened domedtic financial sysem requires, and a the
same time contributes to, the improvement in corporae governance of the
domedtic firms.

The policy implications of finendd liberdization and integration & the regional
level involve primaily those that have economies of scde and externdities They
indude:

Harmonization of prudential regulations and practices towards best
international practice. This is to prevent regulatory abitrage This means
regiond efforts & meding the Basd Core Prindples for Effective Banking
Supavison for example It dso means continuing comparative examinaion of
the compadive “cods’ of banking regulaions among the countries in the
region.

Regional survellance mechanism and stronger regional macroeconomic
consultation. This is because much of contagion is regiond in scope, not globa
(Rgan, 2000). The growing economic interdependence among the APEC
members, eyecidly among East Adan economies cdls for regiond
mechaniams to help prevent the recurrence of currency and banking crises thet
engulfed the region during 1997-1999. Regiond survellance indudes regular
regiond monitoring and research efforts on the region's finandd sectors
meacroeconomic polides and cepitd flows It indudes the inditutiondization of
an ealy waning sydem among the member economies in the region. The
regiond survellance mechaniam and macroeconomic  consultation have been
emphasized in APEC medtings

The implementation can be accderated in the context of the establishment of an
“Adan Mongay Fund’ as a complement to the Internationd Monetary Fund;
indeed the regiond survellance mechaniam and macroeconomic  consultation
could be the mogt important contribution of any proposed Adan Moneary
Fund. This is because in order for the Adan Mongay Fund to become an
efective tool for crigs prevetion (while the Internationd Monetary Fund
focuses mainly on crigs management), access to the AMF funds needs to be
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“..tied to member economies mantaning pre-determined Sandards of
macroeconomic and financid gability; ...and where necessry, ...t0 peer
review to undertake policy adjustments’ (Rgan, 2000, p.16)

Human resource devdopment. Shortage of <kills in the finendd sector is
regionwide. Regiond exchange of experiences and expertise is usful. This is
being done to some extet under the IMF and World Bank training programs
manly based in Singapore. Nonethdess more can be undertaken. Regiond
assodaions of academic inditutions like the ASEAN Universties Network can
contribute in srengthening the academic programs rdated to finance.

The last regional concern is related to the issue of further opening up of the
financial sector, perhgps on a regiond levd as a dat. This is related to the
issue of the Financid Services Agreement (FSA) under GATS. Pontines (2001)
showed the vaying leves of openness of the APEC member economies in
banking (both lending and deposts), insurance (both life and nonlife) and
securities He dso showed the large ggp between commitments to the FSA
under GATS, on the one hand, and actud practice on the other hand in some
caes among the APEC member economies. APEC member economies mede
only few commitments in cross-border trade as a rdevant mode of supply in
finendd savices In the light of the Eag Adan cids where cgpitd mohility
with wesk supervison and regultion of the finendd sector can lead to
payments problems, complete liberdization in cross border trade of financid
svicess may not be waranted especidly for devdoping APEC member
economies Wha may more important is the issue of libedizaion in
commercid presence as mode of trade in financd sarvices The APEC member
economies committed primaily to increesng the paticpaion of foreign
providers on exiging locd financid inditutions rather than opening new ones
(Pontines, 2001). Indeed, Sauve (1999) notes tha Adds commitments in
banking ae on the whole less meaningful in terms of commercid presence in
domestic markets than the commitments of Latin Americain the FSA.

While the extent and pace of opening the financid sector to foreign competition
is fundamentdly a naiond prerogaive the discusson in this peper lagdy
points toward grester openness to the entry of foreign inditutions into the locd
economies of the APEC member economies Wheress before the East Adan
crigs, a number of East Adan countries can be characterized by a rdatively
open capitd account & the same time tha there are redrictions to entry of
foreign inditutions into the East Adan countries. As a result, Eas Asan banks
were rdativey indfident with inadequate kills in credit and rik andyss on
the one hand, and East AsSan countries were more vulnerable to large ghifts in
cgpitd flows on the other hand. What the discusson in this pgper suggests is
that it may be preferdble to have it othewise. That is, to have grester openness
to foreign equity in the finanda sarvices sector on the one hand and grester
caution in further liberdization of the capitad account (or nore accurately to put
more “sand in the wheds of short term capitd inflows into the country). This
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means that it would be ussful to push for drengthening commitments to the
Financid Services Agreement (FSA) under GATS, especidly with respect to the
mode of commercid presence in supplying financid sarvices internationdly. It
may be noted that the APEC member economies have agreed under the Bogor
Dedaration towards free movement of cgpitd and invesment within the APEC
region by 2020. At the same time it is important thet the liberdization of the
finanda sarvices sector would need to be undertaken in tandem with ensuring
that the supervisory and regulatory environment as wel as the cgpability of the
regulatory agencies of the governments are $rengthened. Thus, it is best that the
multilatera liberdization process in the finandd sarvices sector be done in
tandem with a multilateral effort & srengthening the supervisory and regulatory
cgpabilities of the authorities, especiadly in developing countries.

Fndly, it is goparent that in the light of the lessons from East Ada Chile ad
other countries (eg., Mexico), the degpening of the FSA in the future round of
negotiations under the WTO is not enough in addressng the risks and
opportunities of financid liberdization and integration. The focus of FSA is
primaily the liberdization of entry of foragners into a country’s finandd
sector. What are dso needed are concerted internationa or regiond efforts a
drengthening the inditutional capacities of developing country authorities in
monitoring, andyzing, regulding ad superviang finendd makes ad
inditutions. What ae dso usful are internationd or regiond mechaniams that
expand risk management indruments (eg., futures, swaps, options) avalable to
developing country firms a reasonable codt. In short, the negotiations under
GATS-FSA need to be done in tandem with internationd technicd and
economic  cooperation  program  to  drengthen the cgpacity of developing
countries to manage the risks and opportunities of financd liberdization and
integration. Thisis akin to an APEC gpproach to the usud WTO negotiations.
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Table 1a

External Financing in the Five Most Affected Asian Countries®

(InUS $ Billions)

Note:

Source:

Current Account Balance
External Financing, net
Private Flows, net
Equity Investment
Direct Equity
Portfolio Equity
Private Creditors
Commercial Banks
Non-bank Private Creditors
Official Flows, net
Int'l Financial Institutions
Bilateral Creditors
Resident L ending/others’, net

Reserves Excluding Gold

1994 1995 1996 1997°
-24.6 -41.3 -54.9 -26
47.4 80.9 92.8 15.2
405 774 93 -12.1
12.2 155 19.1 -45
47 4.9 7 7.2
7.6 10.6 12.1 -11.6
28.2 61.8 74 76
24 495 55.5 -21.3
42 12.4 18.4 137
7 36 -0.2 27.2
-0.4 -0.6 -1 23
7.4 4.2 0.7 43
-175 -25.9 -19.6 -11.9
-5.4 -13.7 -18.3 22.7

a Indonesia, Malaysia, Philippines, South Korea, and Thailand

b. Estimate

¢. Including resident net lending, monetary gold, and errors and omissions

Steven Radelete and Jeffrey Sachs, " The Onset of the East Asian Financial Crisis', March 30, 1998



Table 1b

International Claims Held by Foreign Banks-- Distribution by maturity and sector

in US $ Billions
Obligation by Sector
Total Public Non-bank| Short- Short-

A. End 1995 Outstanding | Banks Sector Private term Reserves term/Reserves
China 41.3 15.8 12.2 13.3 175 53.6 0.3
Chile 12.4 3.8 2.8 5.7 - - -
Indonesia 35.0 7.8 7.0 20.1 19.4 13.2 15
Malaysia 135 3.9 2.4 7.1 6.2 25.5 0.2
PNG 0.2 0.0 0.1 0.1 0.1 0.1 0.9
Peru 3.0 1.2 0.9 1.0 - - -
Philippines 6.8 1.7 2.6 25 5.7 7.1 0.8
Thailand 43.9 14.1 2.8 27.0 29.2 30.3 1.0
Korea 56.6 37.0 5.0 14.6 31.6 25.7 1.2
Vietnam 0.7 0.3 0.2 0.2 2.7 0.9 3.0
Total 2134 85.6 36.0 91.6

B. End 1996
China 48.4 19.4 9.8 19.2 22.3 76.0 0.3
Chile 13.6 3.9 25 7.2 - - -
Indonesia 44.5 8.9 6.7 28.8 26.0 14.8 1.8
Malaysia 16.8 4.4 2.1 10.1 7.3 23.9 0.3
PNG 0.2 0.0 0.0 0.1 0.1 0.3 0.3
Peru 5.6 2.4 0.9 2.4 - - -
Philippines 8.3 2.2 2.7 3.4 5.3 7.8 0.7
Thailand 62.3 25.8 2.3 34.7 41.1 36.9 11
Korea 77.5 50.0 6.2 214 46.6 32.7 14
Vietnam 11 0.5 0.2 0.4 3.3 14 2.4
Total 278.3 117.5 334 127.7

C. End 1997
China 55.0 22.8 8.5 23.7 25.4 107.6 0.2
Chile 15.2 3.7 1.7 9.8 - - -
Indonesia 55.5 11.7 6.9 36.8 32.2 19.3 1.7
Malaysia 22.2 6.5 2.0 13.7 111 27.1 0.4
PNG 0.2 0.0 - 0.2 0.0 0.6 0.1
Peru 8.0 3.4 1.0 3.6 - - -
Philippines 13.3 5.2 2.7 5.3 8.0 11.7 0.7
Thailand 70.2 25.9 2.3 41.9 37.6 38.6 1.0
Korea 100.0 65.9 5.7 28.3 66.6 34.1 2.0
Vietnam 15 0.6 0.2 0.7 3.8 1.8 2.1
Total 341.1 145.7 31.0 164.0




cont. Table 1b

International Claims Held by Foreign Banks-- Distribution by maturity and sector

in US $ Billions

D. End 1997
China
Chile
Indonesia
Malaysia
PNG
Peru
Philippines
Thailand
Korea
Vietnam

Total

E. End 1998
China
Chile
Indonesia
Malaysia
PNG
Peru
Philippines
Thailand
Korea
Vietnam

Total

F. End 1999
China
Chile
Indonesia
Malaysia
PNG
Peru
Philippines
Thailand
Korea
Vietnam

Total

Obligation by Sector
Total Public Non-bank| Short- Short-
Outstanding | Banks Sector Private term Reserves term/Reserves
63.1 27.1 7.1 28.9 315 143.4 0.2
21.2 3.6 1.8 15.7 - - -
58.2 11.7 6.9 39.7 32.9 17.4 1.9
28.8 9.9 1.7 15.9 14.9 20.9 0.7
0.3 0.0 0.0 0.3 0.2 0.4 0.5
9.9 3.3 0.6 6.0 - - -
19.7 8.9 2.4 8.4 11.8 8.7 14
58.5 17.8 1.8 39.2 34.8 26.9 1.3
93.4 55.9 3.9 34.2 53.8 20.4 2.6
1.7 0.5 0.1 1.0 2.3 2.1 11
354.8 138.7 26.3 189.3
58.4 215 6.9 29.8 27.9 149.8 0.2
22.2 3.8 1.7 16.7 - - -
44.8 5.1 6.7 33.0 20.1 23.5 0.9
20.8 5.7 1.8 13.2 8.6 25.7 0.3
0.4 0.0 0.0 0.4 0.2 0.2 1.0
10.6 2.9 0.7 7.0 - - -
16.1 6.0 2.1 8.1 7.2 10.8 0.7
40.7 8.8 1.9 30.0 235 29.5 0.8
65.3 37.1 5.4 22.7 28.1 52.0 0.5
1.7 0.4 0.1 1.2 2.2 2.1 1.0
281.0 91.3 27.3 162.1
46.6 15.8 6.4 24.4 17.7 158.3 0.1
20.7 1.8 14 17.4 - - -
40.7 4.2 8.4 28.0 20.0 27.2 0.7
18.1 3.9 2.6 11.6 7.6 30.6 0.2
0.3 0.0 0.0 0.3 0.1 0.2 0.5
10.3 2.7 0.9 6.6 - - -
16.7 5.1 3.0 8.6 5.7 15.0 0.4
28.4 3.5 2.0 22.8 234 34.8 0.7
60.7 35.0 5.2 20.3 34.7 74.0 0.5
1.7 0.2 0.1 1.3 2.4 2.9 0.8
244.2 72.2 30.0 141.3




cont. Table 1b

International Claims Held by Foreign Banks-- Distribution by maturity and sector

in US $ Billions

F. End 2000
China
Chile
Indonesia
Malaysia
PNG
Peru
Philippines
Thailand
Korea
Vietnam

Total

Sources:

Obligation by Sector
Total Public Non-bank| Short- Short-
Outstanding | Banks Sector Private term Reserves term/Reserves

58.3 29.7 6.5 20.6 - 168.9 -
22.3 15 14 19.3 - - -
40.3 4.9 7.7 27.3 - 23.3 -
20.8 3.8 35 134 - 29.6 -

0.2 0.0 0.0 0.1 - 0.3 -
13.2 4.6 0.9 7.7 - - -
16.5 4.5 3.0 8.9 5.9 15.3 0.4
26.7 5.7 2.1 18.6 - 32.7 -
58.8 33.7 5.2 19.2 - 96.2 -

2.2 0.3 0.2 1.8 - - -
259.3 887 | 305 136.9 - - -

Bank for International Settlements and Key Indicators of Developing Asian and Pacific

Countries 2000, Vol. XXXI.



Table2
FDI Inflows, 1980-1999 (B.O.P. basis)

in US$ Million
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989
Level
World 54,691 69,395 57,560 50,336 59,978 57,122 88,653 142,479 165,776 199,099
APEC 30,830 38,461 23,416 23,686 38,375 31,734 55,987 93,252 94,704 104,070
SharetoWorld
Developed Countries 84.9 66.1 53.7 64.7 69.0 73.0 80.6 824 8l.1 84.7
European Union 38.9 234 249 30.6 15.2 277 253 277 36.1 40.6
North America 41.6 37.3 21.8 24.8 49.2 374 44.0 475 39.0 377
Japan 0.5 0.3 0.8 0.8 11 0.3 0.8
Developing Countries 15.0 33.8 46.2 353 31.0 27.0 194 174 18.6 15.0
Africa 0.5 2.7 25 24 24 5.0 2.0 18 17 25
Latin America and the Caribbean 135 11.7 13.9 115 9.5 12.6 7.2 6.1 5.7 3.7
Asia 0.7 19.2 29.6 20.9 18.8 9.1 10.1 9.4 11.0 8.8
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
Level
World 209,325 159,833 172,083 226,294 255,988 331,844 377,516 473,052 680,082 865,487
APEC 92,042 59,452 69,505 121,935 142,939 169,224 205,962 245,169 320,958 435,656
SharetoWorld
Developed Countries 82.2 713 65.4 61.3 56.7 62.0 58.2 58.2 70.7 73.5
European Union 47.0 49.1 454 333 30.0 345 28.8 27.2 36.6 35.2
North America 26.8 16.1 13.9 24.5 20.8 20.5 249 24.8 30.6 347
Japan 0.8 0.8 1.6 0.1 04 0.0 0.1 0.7 0.5 15
Developing Countries 17.6 27.1 32.0 357 41.0 33.7 38.4 37.8 26.4 24.4
Africa 12 19 2.2 17 2.2 14 15 15 11 1.0
Latin America and the Caribbean 4.6 9.9 104 7.9 11.8 9.9 12.2 14.6 10.8 10.5
Asia 11.6 15.2 19.2 25.8 26.8 22.1 24.5 21.5 14.5 12.2
Notes: 1. Figures for APEC are totals for the 21 current members of APEC.
2. Shares pertain to percentage share in the World total
Source: JETRO Statistical Data on east Asia and APEC Member Countries Nov. 2000



Table 3
Trade Intensity of Selected Asia Pacific Economies, 1990

Japan China NIEs ASEANG6 SouthAsa ANZ NAFTA USA EC 12

Japan 0 14 2.69 251 111 2.07 1.84 2.15 0.47
China 22 0 7.64 131 111 0.59 0.49 0.57 0.23
NIEs 181 6.25 158 1.82 1.03 1.35 1.65 1.93 0.39
ASEAN 6 2.93 121 1.89 4.28 2.18 16 112 1.36 0.38
South Asia 1.28 0.25 0.96 1.07 2.54 0.87 0.91 1.08 0.72
ANZ 3.77 16 182 2.03 1.76 5.42 0.76 0.83 0.35
NAFTA 159 0.79 1.08 0.82 0.78 1.46 2.19 1.43 0.51
USA 1.88 0.84 14 1.06 0.98 1.85 1.49 0 0.62
EC 12 0.32 0.32 0.27 0.32 0.69 0.52 0.43 0.47 1.52
Note: : The index of trade intensity of country i export trade with country j isasfollows

1ij = (Xij/Xi)/(Mj/W)

Where:
Xi=Z Xij =total exports of country |
W=Zi=Zj Xij = total volume of world trade
Mj=total imports of country j
Xij = exports from country i to country j

lij > means more than average (less than average) intensive trade relationship between countriesi and j.

Sour ce: Yamazawaand S. Okuda, " Basic Trade Statistics for the APDC Project On Changing Compar ative Advantage Patternsand I nteregional Trade
Expansion in Asia and the Pacific." Institution of Developing Economies, Tokyo, 1994, Mimeo.



Table4

PORTFOLIO INVESTMENTS OF APEC AND OTHER COUNTRIES; 1990-1997

in US$ Millions
1990 1991 1992 1993

Countries assets liabilities net assets liabilities net assets liabilities net assets liabilities net
Australia 368 7104 7472 -4505 13530 9025 -3727 4853 1126 -9882 10964 7082
Brunei 0 0 0 0
Canada -2239 15964 13725 -10179 27527 17348 -9800 20506 10706 -13784 41352 27568
Chile .. 361 361 .. 189 189 .. 458 458 -90 820 730
China -241 -241 -330 565 235 -450 393 -57 -597 3646 3049
Hong Kong 0 0 0 0
Indonesia .. -93 -93 .. -12 -12 .. -88 -88 .. 1805 1805
Japan -37800 46680 8880 -81650 126050 44400 -34570 7610 -26960 -64230 -6650 -70880
Korea -134 218 84 717 2338 3055 849 4953 5802 -538 10553 10015
Malaysia .. -255 -255 . 170 170 ... -1122 -1122 . -709 -709
Mexico -7354 3369 -3985 -603 12741 12138 1165 18041 19206 -564 28919 28355
New Zealand -111 282 171 -68 -83 -151 -7 383 376 -288 2435 2147
Papua New Guinea
Philippines .. -50 -50 -15 125 110 -115 155 40 -949 897 -52
Singapore -1640 573 -1037 -665 -242 -907 1091 1398 2489 -7833 2867 -4966
Taiwan 0 0 0 0
Thailand ... -38 -38 . -81 -81 ... 924 924 . 5455 5455
United States of America -28770 22020 -6750 -45670 57540 11870 -49170 71980 22810 -146250 110980 -35270
Peru 0 0 0 228 228
Russia
Vietnam 0 0 0 0
Argentina -241 -1068 -1309 -8261 8744 483 -80 990 910 -2037 30341 28304
Brazil 0 . 0 . 0 . 0
India 5 5 284 284 1369 1369
APEC (18) -77891 96135 18244 -142968 240357 97389 -94734 130444 35710 -239005 213334 -25671
APEC (21) -77891 96135 18244 -142968 240357 97389 -94734 130444 35710 -239005 213562 -25443




Continuation Table 4
PORTFOLIO INVESTMENTS OF APEC AND OTHER COUNTRIES
in US$ Millions

1994 1995 1996 1997

Countries assets liabilities net assets liabilities net assets liabilities net assets liabilities net
Australia 3347 12583 15930 753 12396 13149 -1693 21806 20113 -462 12114 11652
Brunel 0 0 0 0
Canada -6587 17155 10568 -5328 17974 12646 -13632 14856 1224 -8094 13580 5486
Chile -351 1259 908 -13 49 36 -132 1230 1098 -235 2605 2370
China -380 3923 3543 79 710 789 -628 2372 1744 -899 7703 6804
Hong Kong 0 0 0 0
Indonesia - 3877 3877 e 4100 4100 - 5005 5005 e -2632 -2632
Japan -91550 64330 -27220 -87240 50670 -36570 -114580 73440 -41140 -71230 99960 28730
Korea -2028 8149 6121 -2284 13875 11591 -5998 21183 15185 2008 12287 14295
Malaysia . -1649 -1649 . -436 -436 . -268 -268 e -248 -248
Mexico -767 8182 7415 -662 -9715 -10377 544 13418 13962 -708 5037 4329
New Zealand -74 2168 2094 -277 2920 2643 -424 4237 3813 -110 348 238
Papua New Guinea -1373 1066.2 -306.8 -1064.5 1134 69.5
Philippines -632 901 269 -1429 2619 1190 191 5126 5317 -9 555 546
Singapore -10110 114 -9996 -8616 410 -8206 -10286 1672 -8614 -11807 938 -10869
Taiwan 0 0 0 0
Thailand -5 2486 2481 -2 4083 4081 -41 3585 3544 -446 4807 4361
United States of America -60310 139400 79090 -100070 237480 137410 -115800 367630 251830 -87980 383510 295530
Peru s 572 572 e 163 163 s 181 181 e 194 194
Russia 114 -33 81 -1704 82 -1622 -173 9917 9744 -157 45597 45440
Vietnam 0 0 0 0
Argentina -185 4722 4537 64 5109 5173 -808 11676 10868 -901 11349 10448
Brazil 0 0 0 0
India - 5491 5491 e 1590 1590 3958 3958 2543 2543
APEC (18) -169447 262878 93431 -206462  338201.2 131739.2  -263544 536544 2728825  -179972 540564 360592
APEC (21) -169333 263417 94084 -208166 ~ 338446.2 130280.2  -263717 546524 282807.5 -180129 586355 406226
Note: APEC (18) includes Austraia, Canada, Chile, China, Hong Kong, Indonesia, Japan, Korea, Malaysia, Mexico, New Zealand, Papua New Guinea, Philippines,

Singapore, Taiwan, Thailand, and the United States of America

APEC (21) includes APEC (18), Peru, Russia, and Vietnam
Source: Balance of Payments Statistical Y ear book



Table5

M acr oeconomic Performance of 10 Countries During I nflow Episodes Change from
immediately preceding period of equal length

Average Average Average
annual GDP  annual current
Inflow growth inflation account Average
Country episode (per cent) (per cent) deficit’ REER?
Argentina 1991-94 9.1 -801.1 18 91.7
Brazil 1992-95 31 -93.5 0.6 74
Chile 1989-95 5.7 -4.1 -4.9 -25.5
Columbia 1992-95 16 -4.8 4.9 14.7
Indonesia 1990-95 2.2 13 0.2 -29.4
Korea 1991-95 -2.5 0.8 5.0 4.4
Malaysia 1989-95 4.0 14 2.9 -24.5
Mexico 1989-94 2.9 -74.4 7.1 20.0
Philippines 1989-95 2.2 -3.1 0.7 -10.7
Thailand 1988-95 3.9 -1.1 2.3 -18.9
Notes: 'As apercentage of GDP. A minus sign indicates an improvement in the current account balance

2 Percentage change in the real effective exchange rate (REER). A positive number indicates an appreciation.

Sour ce: World Bank, (1997) in Lopez-Mgjia, Algjandro. "Large Capital Flows. A Survey of the Causes, Consequences, and Policy
Responses." Working Paper No. 99/17 IMF (1999).



Table6

Selected ASEAN Countries; Economic and Financial I ndicators

(Averages, in percent of GDP unless otherwise indicated)

Indonesia Malaysia Philippinasl Thailand
1991-95 1996 1991-95 1996 1991-95 1996 1991-95 1996
Growth, investment and saving
GDP growth rate 7.8 7.8 8.7 8.2 22 55 8.4 6.7
Investment 31.0 327 387 412 21.9 23.9 415 425
Private 231 274 253 286 16.8 19.2 34.8 33.0
Public 7.9 53 134 126 52 4.7 8.1 9.5
National saving 28.6 293 323 360 18.2 19.8 34.8 345
Private 20.9 23.0 161 215 15.0 155 223 21.2
Public 7.7 6.3 162 145 32 43 125 13.3
Trade orientation
Exports of goods and nonfactor services 26.5 26.2 84.9 92.0 26.3 333 42.5 40.9
Manufactured exports 12.8 133 559 635 155 19.8 25.6 24.7
Export growth rate (value in U.S. dollars 114 10.3 20.3 5.8 16.6 17.8 19.7 13
Exchange rate
Real effective exchange rate (percent
change over the period; appreciation (-))2 -3.3 -5.1 -7.8 -4.2 -36.9 -5.9 -4.7 -5.2
Balance of payments (in percent of GDP)
Current account deficit -24 -3.6 -6.5 5.2 -3.6 -4.1 -6.7 -8.0
Capital inflows (net)*** 40 52 115 7.7 338 -89 10.4 9.2
Foreign direct investment (in percent 34.6 53.8 81.5 50.7 51.1 16.0 114 10.2
of capital inflows)
Reserves (in months of imports of goods and services) 6.2 6.0 4.3 34 25 2.8 52 5.1
Base money-reserves 0.5 0.6 0.5 0.7 11 0.9 0.4 0.5
Broad money-reserves 43 4.8 37 4.9 3.2 2.9 38 38
Debt
External dept (in percent of exports of goods and services) 1915 1785 438 403 1682 1036 1055 118.6
Short-term debt (in percent of external debt) 7.7 8.5 18.2 23.7 15.2 13.8 44.4 43.6
Debt-serviceratio (in percent of
exports of goods and services) 324 32.8 6.7 5.7 254 154 109 114
Financial stability
Inflation (annual average; percent change) 8.9 79 4.0 35 105 84 4.8 5.9
Private sector credit (percent change) 21.0 224 18.2 26.5 43.1 51.0 23.8 14.6
Central government balance (in percent of GDP) -0.2 1.0 0.1 0.7 -16 -0.4 2.8 2.3
Public dept (in percent of GDP) 37.2 277 218 159 1130 88.0 17.2 10.1
Notes: *All ratios are in percent of GNP, unless otherwise indicated.

2For 1996, December 1996 over December 1995.
3018 ncludes errors and ommissions.

Sources: IMF, World Economic Outlook: A Study by the Staff (Washington, various issues) and IMF staff estimates.
http://www.imf .org/external/pubs/nft/macro/overview.htm



Table7

Policy Responsesto Capital Surge

Response Argentina Brazil Chile Columbia Hungary India Indonesia Korea Malaysia Mexico
Magnitude of the surge (net private capital flows
as percentage of GDP) 28 3.0 5.8 48 14.8 18 18 23 9.4 53
Policy response
Reduce net inflows of foreign exchange
Controls on inflows X X X X X X X
Liberalize capital outflows X X X X X
Liberaizetrade X X X X X X
Reduce official borrowing X X
Float/appreciate exchange rate X X
Reduce impact on monetary aggregates
Sterilised intervention X X X X X X X X
Higher reserve requirements X X X X X
Reduce impact on aggregate demand
Fiscal contraction X X X X X X X
Response M orocco Pakistan Peru Philippines Poland Sri Lanka Thailand Tunisia Turkey Venezuela
Magnitude of the surge (net private capital flows
as percentage of GDP) 35 36 6.4 4.3 6.5 55 9.9 5.1 3.0 2.7
Policy response
Reduce net inflows of foreign exchange
Controls on inflows X X
Liberalize capital outflows X X X X
Liberaizetrade X X X
Reduce official borrowing X X X X X
Float/appreciate exchange rate X
Reduce impact on monetary aggregates
Sterilised intervention X X X X
Higher reserve requirements X X
Reduce impact on aggregate demand
Fiscal contraction X X

Note: 'Thisisthe annual average for the surge period.

Source: World Bank, (1997) in Lopez-Mgjia, Algjandro. "Large Capital Flows: A Survey of the Causes, Consequences, and Policy Responses.” Working Paper No. 99/17 IMF (1999).



Table8

Indicator s of the Efficiency of the Banking Industry in APEC Economies

Shareof State- Operating Net Interest Commerical Bank Average
owened Banks Costs (% of Margins(%  Reserves (% of Inflation
(% share of total assets) of total loansto non- Rates
Economy assets) assets)  government sector)
1994 1990-94 1990-94 1994 1995 1990-94

Australia 0.0 35 3.7 1.7 1.6 20
Chile 14.0 3.0 6.1 6.7 53 15.2
Hong Kong 0.0 0.8 16 0.1 0.1 9.6
Indonesia 48.0 24 33 05 11 8.8
Japan 0.0 0.8 11 13 12 17
Korea 13.0 1.7 21 6.4 6.6 6.6
Malaysia 8.0 16 3.0 111 11.0 4.1
Mexico 28.0 39 5.1 1.6 20.4 13.7
New Zealand 0.0 3.0 3.3 24 23 17
Philippines 23.0 4.2 3.9 25.2 17.3 11.7
Singapore 0.0 1.4 1.6 6.7 6.5 2.8
Chinese Taipei 57.0 13 20 9.9 8.7 338
Thailand 7.0 1.9 3.7 24 29 46
United States 0.0 3.8 4.2 15 1.4 1.1
Source: Dickie, Paul M. and Marion Bond. "Creation of Market-Based Financial Structures and Policy

Instruments to Facilitate Increased Capital Mobility in the APEC Region." in D.H. Brooksand M.
Queisser (eds.) Financial Liberalisation in Asia: Analysisand Prospects. ADB and OECD, 1999.



Table9
Indicatorsof Institutional Framework (mid 1997)

GSFragility GS Camelot
Bank Regu- Bank Sup.

Country Qual Qual. Transparency 22 : \?visrtst 1(1) : \?visrtst
Hong Kong VG, I G, VG 8 35
India Sat, | F, I F, 1 11 58
Indonesia Sat, | W, | Sat 15 4.6
Korea W, | Fair F, 1 18 na
Malaysia Sat, | W, | Sat 15 4.5
Philippines G Fair Sat 13 37
Singapore VG VG Poor 7 4
Thailand W, | Weak P, 1 22 5.2
Note: VG = Very Good; G = Good; Sat = Satisfactory; F = Fair; P = Poor; | = Improving

GS Fragility = Goldman Sachs Fragility Score
GS Camelot = Goldman Sachs Camelot Score for domestic banks only, for asset quality (25%), management (20%), capital
adequacy (15%), earnings (15%), operating environment (15%), & Transparency (5%).

Sour ce: ADB 1999, Vol. 1, p.65



Table 10
Indicatorsof Institutional Framework (mid 1997)

Exposure % of Total

Property Sector Risks Loan % of Collateral

Country Loan
Hong Kong Mod. 40 - 55 50-70
Indonesia High 25-30 80- 100
Korea Mod. 10-15 60 - 100
Malaysia High 30-40 80 - 100
Philippines Mod. 15-20 70 - 80
Singapore Mod. 30-40 70 - 80
Thailand High 30-40 80 - 100
Note: "High" risk because of large proportion of property loans and large proportion of loans collaterised by real property.

Sour ce: J.P. Morgan 1998, cited in ADB, 1999, Vol. 1, p. 57



Table11

TimePeriod for Overdue Criteriafor Interest Suspension and L oan Classification

Period Overduefor Interest
Country Suspension Substandard Doubful L oss

Indonesia
old* 1- 12 months 1 - 12 months? 21 months®
New 3 months 3 months 6 months 9 months
Korea

Existing Immediately when past due Normally not classified until 3

months past due unless declared
bankrupt

Preposed No changes currently proposed 3 - 12 months 12 months
Malaysia

old 6 months 6 months 9 months 12 months

New’ 6 months 3 months 6 months 9 months
Philippines’ 3 months 3 months (unsecured) .8

Over 6 months (unsecured)

Thailand

Oold 6 months’ 6 months (unsecured) Over 6 months Over 6 months

(unsecured)
12 months (secured) Over 12 months Over 12 months
(secured)

New 3 months 3- 6 months 6 - 12 months Over 12 months
IMF Notes:

Varies by type of credit and installment period.

2Credit exceeds overdue criteria for substandard but is considered collectible and the value of collateral is not less than 75 percent or
credit cannot be collected, but value of collateral not less than 100 percent

SRefers to 21 months after a credit has been classified as doubtful and there is no repayment.

“Effective march 1999.

SNew rules issued October 1997, which tightened overdue criteriafor classifying loans depending on number and amount of
arrearages, refer only to installment loans.

SA loan previously classified as substandard in the last examination is reclassified as doubtful if principal has not been reduced by at
least 20 percent during during the preceeding 12 months.

"Effective January 1998 irrespective of collateral; previous limit (since July 1995) was 12 months for secured loan.

Sour ce:

IMF; national authoritiesin Carl-Johan Lindgren, Tomas J.T Balino, Charlie Enoch, Anne-Marie Gulde, Marc Quintyn and Leslie Teo. "Financial Sector Crisis and
Restucturing: Lessonsin Asia" Washinton D.C, IMF (1999).



Table 12
L oan Provisioning Requirements. Compar ative I nfor mation

(In Percent)
Special

Country Unclassified Standard M entioned Substandard Doubtful L oss
Indonesia
old 05 n.a 10° 50° 100°
New 1 5 15 50 100
Korea
Existing 05 23 20 75 100*
Proposed No changes currently proposed
Malaysia
old® 0 0 0’ 50° 100°
New® 0 0 25° 50° 100°
Philippines
old 0 0 0’ 50 100
New?® 0 5 25° 50 100°
Thailand
old 0 0 1511 100" 100%°
New™ 1 2 20%° 50%° 100%
IMF Notes:

'Based on uncollateralized portion
?Effective at the end of 1996 for Substandard and 1993 for Doubtful and L oss.
®Classified as precautionary |oans.

“That portion of aloan classified doubtful or loss that is fully secured will normally be classified substandard to the extent of the
market value of the collateral.

SEffective 1998 general provision increased from 1 percent to 1.5 percent of total outstanding loans (including interest), net of interest
in suspect and specific provisions.

®Provision computed against uncollateralized portion.

"For collateralized; 25 for uncollateralized

8Effective October 1997 ageneral provision of 2 percent on gross loan portfolio to be phased in through October 1999 adopted.

°For both collateralized and uncollateralized.

9provision computed against uncollateralized.

Since June 1997.

Stricter criteriafor secured loans.

Source:

IMF; national authorities in Carl-Johan Lindgren, Tomas J.T Balino, Charlie Enoch, Anne-Marie Gulde, Marc Quintyn and Leslie Teo.
"Financia Sector Crisis and Restucturing: Lessonsin Asia" Washinton D.C, IMF (1999).



Tablel3
Comparison of Major Banking Sector Regulations

Country Regulations

1. Loan Classification and Provisions

Indonesia Current (0.5%), specia mentioned (1.25% gross of collateral), substandard 3.75% net of collateral)

Korea Normal (0.5%), precautionary (2%), substandard (20%), doubtful (75%), estimated loss (100%)

Malaysia Substandard (20%), doubtful (50%), and bad (100%6)

Philippines Unclassified (0%), loans specially mentioned (5%), substandard (25%), doubtful (50%),l0ss (100%)

Thailand Pass (1%), spcia mention (2%), substandard (20%), doubtful (50%), doubtful of loss and loss (100%)

2. Single Customer Limit

Indonesia 20% of equity capital (10% for related party)

Korea loans: 15% of the equity capital; guarantees: 30%

Malaysia 25% of bank's shareholders funds

Philippines 25% of unimpaired capital

Thailand 25% of Tier 1 capital

3. Group Limit

Indonesia 50% of equity capital

Korea current-45% of bank's equity capital; June 1999-50%; and end of 1999-25%

Malaysia 50% of total credit facilities

Philippines 30% of unimpaired capital

Thailand Incorporated with single customer limit

4. Creditsfor Small and Medium Enterprises

Indonesia 20% of credit to small businesses. Or 25% of loan growth from small business credit.

Korea 45% of an increase of total loans (regional banks-60%, foreign banks-35%)

Malaysia During April 1998-March 2000, as group; commerical banks-RM 1 billion, financial companies-RM 240 million

Philippines Out of total loans; small enterprises-6%, medium-sized industries-2%

Thailand No regulations (In process of classifying SME as priority sectors)

5. Lending to the Property Sector

Indonesia No new loans for land purchase or property development, except in the case of low-cost housing.

Korea None

Malaysia Exposure to the broad property sector limited to 20% of outstanding loans; no bridging finance for the development of
properties exceeding RM 250,000

Philippines 20% of total loan portfolio

Thailand Lending growth is monitored by the central bank (Low-cost housing is classified as a priority sector; land

accumulation, condominium, and golf courses are classified as a non-priority sector)

6. Lending to Stock and Share Purchases

Indonesia Prohibited from underwriting CPs

Korea No lending for speculation purpose

Malaysia No lending based on collateral of its own stocks or in excess of 20% of the issued stocks of any other corporation.

Philippines Out of total outstanding loans: commericia banks and finance companies-20%, merchant banks-30%

Thailand For finance and securities companies, margin loan is classified as a non-priority sector

7. Capital Adequacy Ratio Target

Indonesia 4%,; end of 2001-8%

Korea March 1999-6%; March 2000-8%; end of 2000-10% (For the banks not doing international businesses, apply lower
ratios by 2%.)

Malaysia 8%

Philippines 8% (BIS standard), 10% of total risk assets

Thailand Commericial banks: 8.5% (4.25% for Tier 1 capital); Finance companies

Source: Adhikari, Ramesh and Soo-Nam Oh. "Banking Sector Reforms Recovery Prospects and Policy Issues." in R. Adhikari and U.

Hiemenz (eds.) Achieving Financia Stability in Asia. ADB and OECD 2000.



Cont. Table 13

Country General Ownership Bank Ownership Remarks
8. Opening the Financial Market to Foreign Participants
Indonesia Restrictions sharply 99% World's 200 biggest banks above the rating A are
reduced, except afew allowed to open branches in Jakarta
Korea No generd restriction 10% by reporting (domestic No difference in business between domestic and
(30% for 39 public interest investors are allowed only up to|foreign banks
corporations) 4%)
Malaysia 30% (49% for telecoms)  30% No new license issued since 1983 (both domestic
and foreign banks)
Foreign banks are allowed to extend financing to
non-resident controlled companies (NRCCs) up
to maximum of 40 percent of total financing
requirement of the NRCCs
Restriction on opening of branches, including off-
branch ATMs, for foreign banks
Philippines Various (40% for mining  30% (40% on approval) Foreign banks may acquire, purchase or own up
and telecoms) to 60% of the voting stock.
Foreign banks may set up branches with full
banking authority
No difference in business between domestic and
foreign banks
Thailand 100% for 10 years No difference in business between domestic and
foreign banks
Country Regulations

9. Other Regulations
Indonesia

Net open position: 25% of bank capital for the weekly average net position of both on and off balance sheet
positions
Loan deposit ratio: maximum 110%

Korea L oans exceeding 15% of capital: 500% of total capital (Loans exceeding 10% of capital: 500% of total capital
by March 2000)
Chaebol: debt/equity ratio should be lowered to 200% by end-1999; no new cross-debt guarantees are allowed
and existing ones should be resolved by March 2000.

Malaysia Loans to Bumiputra Community: 30% of total loans, each for commercia banks and finance companies as a
group

Philippines 30% liquid cover on al foreign exchange liabilities
Ceiling on equity investment varying across types of banks
Limits on aggregate insider loans. 15% of total loans or 100% of net worth

Thailand Net open foreign exchange position: the higher of 15% of Tier 1 or $5 million

Source: Adhikari, Ramesh and Soo-Nam Oh. "Banking Sector Reforms Recovery Prospects and Policy Issues.” in R. Adhikari and U. Hiemenz

(eds.) Achieving Financia Stability in Asia. ADB and OECD 2000.



