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Preface

The International Capital Markets report isan integral element of the IMF's surveillance of
developments in international financial markets. The IMF has published the International
Capital Markets report annually since 1980. The report draws, in part, on a series of informal
discussions with commercial and investment banks, securities firms, stock and futures
exchanges, regulatory and monetary authorities, and the staffs of the Bank for International
Settlements, and the International Swaps and Derivatives Association. The discussions lead-
ing up to the present report took place in Brazil, China, the Czech Republic, France, Germany,
Hong Kong SAR, Indonesia, Japan, Korea, Malaysia, the Philippines, Singapore, Switzerland,
Thailand, the United Kingdom, the United States, and Venezuela, between February and May
1998. The report reflects information available up to mid-July 1998, and hence does not cover
the turbulence in Russia.

The International Capital Markets report is prepared by the Research Department. The
International Capital Markets project is directed by Charles Adams, Assistant Director,
together with Donald Mathieson, Chief of the Emerging Markets Studies Division, and Garry
Schinasi, Chief of the Capital Markets and Financial Studies Division. Coauthors of the report
from the Capital Markets and Financial Studies Division of the Research Department are
Laura Kodres, Charles Kramer, Joaquim Levy, Alessandro Prati, Andrel Kirilenko, all Econo-
mists; Todd Smith, Visiting Scholar; Subramanian Sriram, Senior Research Officer; and
Xuechun Zhang, Research Assistant. Coauthors of the report from the Emerging Markets
Studies Division of the Research Department are Barry Eichengreen, Senior Policy Advisor;
Bankim Chadha, Deputy Division Chief; Sunil Sharma, Senior Economist; Subir Lall,
Anthony Richards, Jorge Roldos, Amadou Sy, Giovanni Dell’ Ariccia, all Economists; Anne
Jansen, Senior Research Officer; Kenneth Wood, Financial Systems Officer; and Peter Tran,
Research Assistant. Shiela Kinsella, Rosalind Oliver, Ramanjeet Singh, and Adriana Vohden
provided expert word processing assistance. Esha Ray of the External Relations Department
edited the manuscript and coordinated production of the publication.

This study benefited from comments and suggestions from staff in other IMF departments,
as well as from Executive Directors following their discussions of the International Capital
Markets report on July 31, 1998. However, the analysis and policy considerations are those of
the contributing staff and should not be attributed to the Executive Directors, their national
authorities, or the IMF.
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Overview

he past year has been a remarkable one in the in-

ternational capital markets as the Asian emerging
markets have experienced turbulence unseen since the
debt problems of the heavily indebted emerging mar-
kets at the beginning of the 1980s.1 Even though the
financial crisis has been largely confined to Asia,
Japan’s growing economic weaknesses and banking
problems have spilled over outside the region and the
crisis has produced areevaluation of therisks and vul-
nerabilities in emerging markets outside Asia. The
mature financial markets in North America and Eu-
rope have not thus far been very adversely affected by
the crisis because of their generally relatively small
and well-provisioned on-balance-sheet banking sector
exposures to the Asian emerging markets in “crisis’
(Indonesia, Korea, Malaysia, and Thailand?), and the
avoidance of widespread defaults as a result, in part,
of the prompt response of the international commu-
nity. Indeed, several mature markets have benefited to
some extent from a “flight to quality” and the impli-
cations of weaker Asian economic activity and lower
commodity prices for inflation. A continued favorable
performance is not, however, assured and the outlook
could change if Japan’s problems are not quickly ad-
dressed, the difficulties in emerging markets deepen
or spread, or the current very high valuations in the
U.S. and many European equity markets are subject to
sharp downward revision. The consequences for
global capital markets of these risks unfolding could
be severe.

In the wake of the Asian crisis, the internationa
community, including the IMF, has been undertaking
afar-reaching reassessment of the international archi-
tecture for crisis prevention and resolution (Box 1.1).

1The term “emerging markets’ as used in this report is substan-
tially broader than that used in other contexts and includesthe IMF's
World Economic Outlook classifications of “developing countries,”
“countries in transition,” and the advanced economies of Hong
Kong Special Administrative Region (SAR) of China, Israel, Korea,
Singapore, and the Taiwan Province of China.

2Here, and in what follows, these four countries are characterized
as Asian emerging marketsin crisis. In view of the large number of
Asian countries seriously affected by the regional turmoil, the iden-
tification of crisis countries is necessarily somewhat arbitrary.
Among the four emerging markets so identified, Malaysia has not
had an open banking crisis while Indonesia, Korea, and Thailand
have experienced severe banking sector problems.

Building upon initiatives taken following the 1994-95
Mexican financial crisis, measures are being consid-
ered or implemented to accelerate the dissemination
of best practices in financial sector regulation; im-
prove transparency and disclosure in emerging and
advanced country financial systems; strengthen the
timely availability and provision of data, especially
with regard to external debt and reserves; and enhance
procedures for dealing with private international debt
problems. This year’s Capital Markets report focuses
on aselect set of issues surrounding the behavior of fi-
nancial markets during the Asian crisis, the similari-
ties and differences with earlier emerging market
crises, and the policy lessons to be drawn for dealing
with volatility in capital flows. The report also re-
views recent financial market and banking sector de-
velopments in the advanced and emerging markets,
developments and initiatives in banking system super-
vision and regulation, and the financia infrastructure
for managing systemic risk in the European Economic
and Monetary Union (EMU).

TheAsian Crisis. Capital Market Dynamics
and Spillover

The key development since the 1997 Capital Mar-
kets report has been the Asian financial crisis, which
is notable both for its severity and the virulence with
which it has affected not only countries within Asia
but also emerging markets in other regions. The crisis
followed a period characterized by record private cap-
ital inflows into the emerging markets and arelatively
sharp compression of spreads across a wide range of
emerging market credit instruments. The capital in-
flows reflected a number of factors, including the
search for higher yields on the part of international in-
vestorsin an environment of low advanced country in-
terest rates, apparent strong macroeconomic and
structural policiesin many emerging markets, and ex-
ternal financial sector liberalization. Already by early
1997, however, there were growing concerns among
some market participants about the extent to which
spreads had narrowed for many emerging market bor-
rowers and worries about a reversal of capital flows,
especialy in the event of a tightening of monetary
conditions in the mature markets. Nevertheless, capi-
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Box 1.1. Effortsto Improve the International Architecture

Efforts by international organizations to improve the
resiliency of the international financial system against
systemic events can be viewed as enhancing the under-
standing of the precursors to crises and the subsequent
dynamics of these events, as well as helping to prevent
crises before they occur. One of the primary ways in
which the architecture of the international monetary sys-
tem may be improved is by developing and implement-
ing international standards to strengthen the operation of
financial markets. These standards or principles attempt
to (1) foster effective financial market supervision and
regulation; (2) improve the institutional infrastructure;
and (3) enhance surveillance, market discipline, and cor-
porate governance. A selected number of initiatives and a
brief description of several sets of international standards
or good practices in these areas is provided below.

Under standing and Predicting Crises

Capital account liberalization and early warning indi-
cators. Prevention of future crises may be aided by an
understanding of role of various factors in previous
crises. The IMF is thus studying a number of related top-
ics, including (1) economic policy considerations in cap-
ital market liberalization; (2) importance of orderly se-
quencing of capital account liberalization for financial
sector stability; and (3) early warning indicators of bal-
ance of payments and currency crises. The OECD is aso
conducting a study of the structural factors contributing
to emergence of financial crises.

Role of private sector and public policy. The potential
involvement of the private sector in forestalling and re-
solving financial crises is being studied by the IMF. It
will aso evaluate its experience with |IMF-supported
programs in the Asian crises.

Foster Effective Supervision and Regulation

Banking supervision. The Basle Committee has devel-
oped the Core Principles for Effective Banking Supervi-
sion, which are intended to serve as a basic reference and
minimum standard for supervisory and other public au-
thorities. Consistent with these principles, the IMF has
developed a framework for financial sector surveil-
lance—Toward a Framework for Financial Stability—to
guide the analysis of banking system issues by identify-
ing key areas of vulnerability.

Securities regulation. The International Organization
of Securities Commissions (IOSCO) isworking to estab-
lish universal principles for securities market regulation
and a draft will be considered for membership endorse-
ment in September 1998. The IOSCO is also working on
improving disclosure requirements and has proposed a
disclosure standard for international cross-border offer-
ings, which members will consider in September 1998.

Insurance supervision. In September 1997, the Inter-
national Association of Insurance Supervisors (I1ALS) re-
leased Principles, Standards, and Guidance Papers for
insurance supervisors dealing with internationally active
insurance companies.

Improve Institutional Infrastructure

Auditing and accounting. The International Account-
ing Standards Committee (IASC) has published a series
of International Accounting Standards (IAS) that aim at
achieving uniformity in the accounting principles used by
business and other organizations for financial reporting
across the world. International standards of auditing have
been established by the International Federation of Ac-
countants (IFAC), through its International Auditing Prac-
tices Committee (IAPC). The IOSCO has been working

tal inflows to the emerging markets continued at a
high level through much of 1997, before collapsing
toward the end of the year.

The Southeast Asian currency turmoil has evolved
into a full-blown financial crisis affecting much of
Asiaand necessitating extensive official financia sup-
port and assistance, especially from the IMF. Follow-
ing the July 1997 devaluation of the Thai baht, other
Southeast Asian currencies over the next couple of
months abandoned their close links to the U.S. dollar
and began to depreciate. The most severe pressuresin
foreign exchange markets in the third quarter of 1997
were experienced by Thailand, Malaysia, the Philip-
pines, and Indonesia, but the currencies of Singapore
and a number of other Asian countries also weakened.
As the pressures spread to Hong Kong SAR and
Korea in late October following the depreciation of
the New Taiwan dollar, the scale of the crisis wors-
ened significantly. Several emerging markets outside
the region, notably Brazil and Russia, also began to be
adversely affected by a shift in sentiment regarding

emerging market vulnerabilities, as well as financia
and real linkages with Asia.

The extreme turbulence in emerging market curren-
cies during the Asian crisis has been virtually without
precedent. When these currencies reached their low
points in January 1998, the Indonesian rupiah had
fallen (relative to its July 1997 level) by 81 percent,
the Malaysian ringgit by 46 percent, and the Thai baht
by 55 percent. Between early October 1997 and its
low in late December, the Korean won depreciated by
55 percent. Average volatility, as measured by the
standard deviation of daily spot exchange rate changes
for these currencies, increased by a factor of around
10 in the second half of 1997 compared with the same
period the previous year. Accompanying the increase
in exchange market volatility, transactions costs in
spot, forward, and other derivative markets for these
currencies skyrocketed and liquidity dropped, with
only modest improvements in the first half of 1998.
There was also exchange market pressure in other
emerging markets in the second half of 1997, notably
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with both IASC and IFAC/IAPC to ensure relevant and
comprehensive approaches to the respective standards
and their harmonization with securities market regulation.

Bankruptcy. Regional and multilateral initiatives to
harmonize domestic bankruptcy laws have not been
successful, as domestic bankruptcy systems vary consid-
erably across countries, reflecting in part disparate legal
traditions and practices. In contrast, harmonization of the
treatment of cross-border bankruptcy problems has been
more successful, notably under the auspices of the
United Nations Commission on International Trade Law
(UNCITRAL) (a model law on Cross-Border Insol-
vency), the Internationa Bar Association (a Cross-
Border Insolvency Concordat), and the European Union
(adtill unratified Convention on Insolvency Procedures).

Payment systems. Payment system reforms have fo-
cused on widespread adoption of real-time gross settle-
ment (RTGS) systems and the use of delivery versus pay-
ment (DVP) schemes for securities settlement. These
reforms are ongoing with a large number of countries
adopting such systems. Foreign exchange settlement
risk, given settlement lags in different time zones, holds
the highest potential for a systemic disruption. Several
private sector efforts are under way to reduce foreign ex-
change settlement risks, including a potential new deriv-
atives contract, the contract for differences, and a global
settlement bank, using the Continuously Linked Settle-
ment (CLS) system.

Enhance Market Discipline, Surveillance, and
Corporate Gover nance

Data dissemination. The IMF has established the Spe-
cial Data Dissemination Standards (SDDS) to guide its
market borrowing members on the provision of eco-

nomic and financial data to the public. The IMF main-
tains a Dissemination Standards Bulletin Board on the
Internet, which posts information on the statistical prac-
tices of subscribers of the SDDS (at end-August 1998
there were 46 subscribers). “Hyperlinks’ to country data
sites on the Internet have been established for 15 sub-
scribers. The General Data Dissemination System
(GDDS), the other tier of the dissemination standards,
was established by the IMF in December 1997. It focuses
on improving data quality across the spectrum of IMF
membership. Both the IMF and the Eurocurrency Stand-
ing Committee are reviewing current data collection and
dissemination efforts with a view to enhancing them. In
particular, the Bank for International Settlements (BIS) is
set to collect information about over-the-counter deriva-
tives on a six-month basis for a subset of derivatives
dealers.

Fiscal transparency. The IMF has developed a Code
of Good Practices on Fiscal Transparency to guide mem-
bers in enhancing the accountability and credibility of
fiscal policy as a key component of good governance.
IMF members will be encouraged to implement the code
on avoluntary basis with no formal subscription process
currently envisaged.

Corporate governance. The OECD, the Basle Com-
mittee, the World Bank, and the European Bank for Re-
construction and Development (EBRD) are involved in
the development of principles and good practices in the
area of corporate governance. For example, an informal
advisory group associated with the OECD issued areport
inApril 1998 entitled Cor porate Governance: | mproving
Competitiveness and Access to Capital in Global Mar-
kets, recognizing that a formal articulation of the basic
elements for sound corporate governance was needed.

in Latin America, Eastern Europe, and Russia; this,
however, did not generally lead to sharp exchange rate
adjustments as central bank currency defenses were
for the most part successful and were supported, in
some cases, by a strengthening in economic policies.
The large depreciations of the Asian crisis curren-
cies seriously impaired the balance sheets of already
weak and unhedged domestic financial institutions
and corporates, and led to sharp increases in credit
risk. Asaresult, 1997 saw the first major reduction in
private capital flows to the emerging markets in this
decade and a general reevaluation of emerging market
risk. After increasing in each of the preceding few
years, private capital flowsto the four Asian emerging
markets in crisis declined by almost $100 billion dur-
ing 1997, with the bulk of the reduction taking place
during the last quarter. Compared with the situation at
the time of the 1994-95 Mexican crisis, the reduction
in capital flows to the crisis countries was not offset
by a reallocation of flows to emerging markets in
other regions. Private capital flows to the emerging

markets in Africa, Latin America, Europe, and the
Middle East held up relatively well through most of
1997 but, with the exception of the Middle East,
slowed late in the year as new issues were deferred
and lower-rated borrowers withdrew from the market.

The sharp cutbacks in private capital flows to Asia
during 1997 were largely in short-term international
bank credit and portfolio flows. Foreign direct invest-
ment (FDI), which has been becoming an increasingly
important source of external financing for the emerg-
ing markets, was relatively resilient given the long-
term considerations typically guiding such invest-
ment. After increasing in the preceding two years,
bank lending to the Asian emerging markets began to
slow early in 1997 and then collapsed late in the year
as interbank credit lines were reduced or withdrawn.
The cutback in credit lines was exacerbated by a pull-
back of Japanese banks from regional emerging mar-
ketsin response to domestic weaknesses and effortsto
meet minimum capital standards. Capital flight from
Asia aso increased sharply, as suggested by growing
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errors and omissions in balance of payments statistics
and anecdotal reports of domestic entities moving
funds offshore. Bank flows to Latin America also
slowed in 1997 as key international banks pulled back
from emerging markets. The slowdown was more than
offset, however, by a pickup in new bond and equity
issues that in recent years have been more important
than bank financing. Toward the end of the year, many
Latin American borrowers began postponing new se-
curitiesissues in the face of a more general tightening
of external financing conditions, but there was some
pickup in early 1998.

The Asian financia crisis and currency turmoil
have had far-reaching effects on volatility in emerging
equity markets. After falling substantially following
the 1994-95 Mexican crisis, volatility in Asian and
Latin American equity markets shot up in the after-
math of the depreciation of the Thai baht in July 1997.
Volatility continued to increase in Asia over the re-
mainder of the year and reached levels in excess of
that in the Latin American markets at the peak of the
199495 Mexican crisis. The high volatility in Asian
equity markets was closely related to the volétility in
exchange markets and to uncertainty generated by
large exchange rate depreciations in the face of signif-
icant unhedged foreign currency borrowing.

On emerging debt markets, which are dominated by
sovereign Latin American credits, spreads remained
relatively low through the third quarter of 1997 and
then increased sharply in the aftermath of the financial
turbulence in Hong Kong SAR in late October. The
increases were particularly large for Asian emerging
market debt, fueled by the worsening regiona situa-
tion and outlook and a succession of sharp sovereign
downgrades by international credit rating agencies.
After maintaining high ratings for Asian sovereigns
through the third quarter of 1997, international credit
rating agencies sharply downgraded many of the crisis
countries in the last quarter of 1997. Korea's fal to
below investment-grade status was one of the largest
in recent history. Downgrades below investment grade
implied that certain institutional investors could no
longer hold claims on these countries, and further ex-
acerbated the downward pressure on currencies as
these investors sought to reduce their exposures.

Following sizable depreciations and high volatility
in the second half of 1997, many Asian currencies
began to recover in early 1998 as capital outflows
from the region slowed and current account positions
turned around sharply. Confidence within the region
was also enhanced by the agreement in late 1997 to
roll over and restructure Korea's external short-term
bank debt. Exchange rate volatility, however, re-
mained high owing to the thinness of markets and was
exacerbated early in the year by growing uncertainty
about the political and economic situation in Indone-
sia and the risk of spillover to neighboring countries.
Many Asian emerging market currencies came under

renewed pressure around midyear as the situation and
outlook in Japan worsened significantly and the yen
came under downward pressure. Although depreciat-
ing somewhat vis-a-vis the U.S. dollar, most Asian
currencies (other than the Indonesian rupiah) re-
mained relatively stable in effective terms. Although
both the Hong Kong dollar and the Chinese renminbi
were reported to have come under pressurein the mid-
dle of 1998, both retained their close links to the U.S.
dollar. After rebounding strongly in the first quarter,
Asian equity markets weakened sharply after April
1998, as it became clear that output in many countries
was declining much more sharply than had been ear-
lier expected. The weakening in equity markets might
have been exacerbated by concerns about the effects
of Japanese yen depreciation and a possible spreading
of the crisis to China.

Banking sectors in the emerging markets during
1997-98 were closely influenced by broader macro-
economic and financial developments and showed
clear regiona patterns related to the Asian financial
crisis. Deep-seated weaknesses in many Asian emerg-
ing market banking systems and financial sectors con-
tributed to—and were exacerbated by—the financial
crisis, sharp currency depreciations, and subsequent
sharp slowdowns in economic activity. Accordingly,
IMF arrangements with Indonesia, Korea, and Thai-
land have placed primary emphasis on the restructur-
ing and recapitalization of financial institutions in
these countries. In addition, wide-ranging reforms are
being introduced to avoid the reemergence of similar
problems, through strengthening supervisory and regu-
latory regimes, reducing connected lending, and scal-
ing back excessively broad national safety nets that
have contributed to problems of moral hazard. A num-
ber of countries are also implementing reforms to fur-
ther the development of local capital markets and re-
duce the role of banks in intermediating international
capital flows. The banking sector restructuring cur-
rently under way in the crisis countries is closely
linked to that in the corporate sector. Banking systems
in Latin America have continued a consolidation
process facilitated by the entry of foreign banks in the
aftermath of the 1994-95 Mexican crisis. Reflecting
recent improvements in financial soundness and su-
pervisory systems, these banking systems generaly
weathered spillovers from Asia relatively well, but
sharp interest rate increases to support currencies
affected by contagion have contributed to some deteri-
oration in loan portfolios. Although the regulatory and
supervisory systems have been strengthened substan-
tially in many Latin American countries, problems re-
main in anumber of areas, especially with regard to the
transparency and accuracy of balance sheet informa-
tion, the strength of a number of smaller financial in-
gtitutions, and the consolidation of offshore operations.

Strengthening and consolidating banking systems
continues to be a priority in the transition economies
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in Europe and Russia. In Russia, there has been some
consolidation among the larger banks but loan pene-
tration remainslow and market risk exposure high, the
latter leading to significant vulnerabilities. Russian
banks were adversely affected in mid-1998 by the
high interest rates required to support the ruble and the
sharply deteriorating economic outlook. The Hungar-
ian and Polish banking systems have strengthened
considerably in the last few years and are viewed by
market participants as among the strongest in the re-
gion. In the Czech Republic, the improvement of bank
balance sheets has been slower, but the authorities are
currently seeking to privatize and strengthen major
state banks through the involvement of strategic for-
eign partners. Czech banks were affected adversely by
the May 1997 turbulencein local exchange markets as
aresult of unhedged currency and interest rate expo-
sures and adeterioration in credit conditions, but have
subsequently improved their risk management.

The depreciations of the crisis Asian currencies in
the second half of 1997 were far in excess of estimates
of the degree of overvaluation before the crisis. The
large exchange rate depreciations resulted from the in-
teraction between a number of domestic and external
factors, compounded by a general increase in uncer-
tainty in the region following many years of strong
and successful macroeconomic performance. Espe-
cially important was a particularly perverse set of mar-
ket dynamics under which the initial relatively small
exchange rate depreciations following the July 1997
devaluation of the Thai baht led eventually to a funda-
mental reassessment of the long and widely held ex-
pectation that regional currencies would remain
closely linked to the U.S. dollar. As aresult, both for-
eign and domestic investors sought to unwind the ex-
tensive “carry” trade that had been based on stability
in exchange rates vis-a-vis the U.S. dollar, and efforts
were made to cover or reduce unhedged foreign cur-
rency exposures and to liquidate off-balance-sheet
currency positions. The resulting further downward
movements in regional currencies created significant
problems of counterparty risk as the balance sheets of
inadequately hedged domestic financial institutions
and corporations weakened sharply. As a result of the
increases in credit risk, derivative and other markets
for covering increasing exchange rate risk began to
dry up and spot markets for the crisis-affected curren-
cies became very thin. In these circumstances, small
transactions began to move foreign exchange markets
by large amounts, further adding to currency weakness
and creating avicious circle. These problems were ex-
acerbated by central banks in the crisis countries
pulling back from their traditional “market maker”
role in foreign exchange markets, in some cases be-
cause usable or uncommitted international reserves
had reached critically low levels. Also contributing to
the large currency depreciations were central banks
desire to keep interest rates low to assist already weak

financial institutions and highly leveraged domestic
corporations. The failure to raise interest rates signifi-
cantly implied that the cost of speculating against cur-
rencies remained low and contributed to large private
domestic capital outflows during the crisis.

The currency weakness was further compounded by
market concerns about the adequacy and implementa-
tion of the first round of IMF-supported programs in
the region and the degree of domestic political com-
mitment to reform. In Korea, the disclosure that us-
able reserves had reached critically low levels and
more comprehensive data on external debt generated
market concerns about the adequacy of financing in
the IMF-supported program in early December 1997.
External confidence remained very weak until agree-
ment was reached late in the month to roll over and
eventually restructure Korea's external debt. In the
first IMF arrangement with Indonesia, confidence was
adversely affected by the decision early in the pro-
gram to close only a small number of the seriously in-
solvent banks, raising concerns that further closures
would be necessary. The Indonesian central bank’s ef-
forts to keep insolvent banks afloat through sizable
liquidity injections in turn contributed to a loosening
of monetary policy and downward pressure on the ru-
piah. In Thailand, a failure to dea adequately with
troubled financial institutions led to large-scale offi-
cial support and effortsto recycle funds from strong to
weak institutions. In all the crisis countries, market
participants initially expressed doubts about the com-
mitment to the economic reformsincluded in the IMF-
supported programs, based in part on the slow
progress in dealing with financial sector and other
problems and, in some cases, reversals in the reform
program.

The spillovers during the Asian crisis were particu-
larly virulent and exceeded those associated with
macroeconomic and trade linkages. Incomplete infor-
mation about key financial variables and a “wake-up”
call about the worsening regional situation appear to
have contributed to the spillovers, but the importance
of these factors is obviously difficult to assess. The
spillovers seem also to have been related to growing
financial linkages that had devel oped among the Asian
emerging markets. Within Asia, for example, the im-
pairment of Korean bank claims on a number of
Southeast Asian emerging markets after the Thai cri-
sis contributed to aweakening of theliquidity position
of Korean financial institutions and their ability to
cope with credit withdrawals by international banks.
When the crisis spread to Korea in late October, Ko-
rean financial institutions' attempts to liquidate these
claims contributed to spillovers to Southeast Asia. Fi-
nancial linkages also help explain the emergence of
pressuresin Brazil and Russia following the spread of
the crisis to Korea in late October 1997, as Korean
banks were reported by market participants to have
sold some of their holdings of Brazilian Brady bonds
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and Russian debt. There were also market reports of
additional linkages through off-balance-sheet deriva-
tive exposures, but little information is available on
their size.

Emerging Marketsin the New
International Financial System:
Implications of the Asian Crisis

Despite some distinctive features, the Asian finan-
cial crisis shares a large number of similarities with
the two most recent emerging market crises—the
1980s debt crisis and the 199495 Mexican crisis.
The common features are helpful in understanding the
“virtuous” and “vicious’ elements that characterize
the periods of capital inflow and outflow surrounding
the crises, and aspects of the subsequent pressures.
The most important similarities are that the periods
leading up to each of the crises were characterized by:

 Surges in private capital inflows, significant im-
provements in the terms and conditions of access
to international financial markets, and, in the last
two crises, sharp compression of spreads on
emerging market debt;

* Increasingly wide investor participation as credit
rating and other agencies supplied very strong as-
sessments or ratings;

» Emergence of large unhedged exposures of do-
mestic borrowers, especially with regard to ex-
change rate risk; and

 Existence of weak regulatory regimes and lack of
transparency in the operation of financial systems.

Moreover, each of the crises was unanticipated by
most observers right up to when the crisis occurred,
and involved sharp cutbacks in short-term financing
and severe curtailment in access to international capi-
tal markets. In addition, each crisisinvolved large ad-
justments in domestic asset markets—including, in
particular, in the value of the domestic capital stock—
and severe banking sector problems, exacerbated by
large exchange rate and interest rate adjustments, as
well as sharp slowdowns in growth and capital flight.

There are, however, a number of features of the
Asian crisis that differentiate it from earlier crises.
First, while there were some shortcomings, monetary
and fiscal policies in all the crisis countries had not
been judged to be seriously out of line before the
crises, and macroeconomic performance as measured
by growth and inflation was generaly strong. While
some concerns had been expressed by market partici-
pants about the high rates of domestic credit growthin
a number of the crisis countries and the relatively
close links to the U.S. dollar, macroeconomic policies
were not generally seen as a problem. Second, com-
pared with earlier crises, the externa liabilities ac-
quired by the Asian emerging markets were largely in
the private rather than the official sector, as current ac-

count imbalances had reflected excesses of private in-
vestment over savings. Rather, the most important
causes of the Asian crisis were structural: notably,
weakly supervised and regulated financial sectors,
poor risk management in financial institutions, prob-
lems of connected lending, and weak corporate gover-
nance. In addition, there were problems of moral haz-
ard in the financial and corporate sectors associated
with implicit or explicit national safety nets. In these
circumstances, large-scale private capital inflows and
high domestic saving were not invested and managed
efficiently with due regard to the risks, creating severe
vulnerabilities and fragilities.

TheAsian financial crisis has raised the question of
the factors underlying the large surgesin capital flows
to emerging markets and the reasons for the typically
abrupt and sharp reversals. Sudden shiftsin flows and
prices are, to some extent, afeature of asset marketsin
which “new information” arrives randomly and isim-
mediately apparent in investors' behavior. An impor-
tant issue is whether there are any specific distortions
or market failures that contribute to virtuous circles
accompanying the periods of strong inflows and the
subsequent vicious and sharp curtailments of emerg-
ing market access. The empirical literature has, unfor-
tunately, had only limited success in shedding light on
the causes of the surges in capital flows and reasons
for the sharp changes in the terms and conditions of
market access. The literature has helped clarify the
roles of various “push” and “pull” factors in the in-
flow periods, including liquidity conditions in the ad-
vanced markets, improved policies in emerging mar-
kets, and externa financial sector liberaization. In
addition, the increased participation of the emerging
markets in the global capital markets is seen as re-
flecting the ongoing trends toward globalization, the
growing importance of institutional investors, and the
implications of portfolio diversification by advanced-
country investors. Recent research has paid increasing
attention to the interactions between different classes
of creditors and the dynamics of “herding,” in which
investors are importantly influenced by the behavior
of other investors. Such herding behavior is typically
most prevalent in situations in which there are defi-
cienciesin information and the behavior of creditorsis
viewed as revealing important information about bor-
rowers creditworthiness. These models are still too
preliminary to draw strong conclusions, but they do
suggest that improved information can potentially
play an important role in encouraging a more rigorous
assessment of risk. The experience with surgesin cap-
ital flows suggests that such surges are more likely to
end “badly” the more important has been herding-like
behavior and the further down the credit spectrum
new lending has gone.

An important issue in understanding the surges in
capital flowsand financial crisesisthe extent to which
private investors are encouraged to undertake impru-
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dent risks on account of the expectation of officia
support. Clearly, financial crises linked to cross-bor-
der capital flows are not a new phenomenon and date
back at least to the last century, well before current
broad official safety nets. Even though there has been
widespread publicity given to the view that the Asian
crisis was exacerbated by moral hazard, there is little
evidence on the extent to which it has influenced the
structure and pricing of capital inflows. More gener-
aly, the assessment of therole of moral hazard has not
made a clear distinction between the explicit or im-
plicit safety nets provided by national authorities and
the support packages provided by the international
community, including the IMF. Many of the Asian
emerging market economies had a history of relatively
generous support to financial institutions that ran into
difficulty. 1t does not seem unreasonable that such
support would be taken into account by international
investors in their acquisition of claims on entities in
these emerging markets. Moreover, except in the un-
likely event of a major systemic shock, investors
might believe that the support could credibly be pro-
vided, even when external claims are denominated in
foreign rather than domestic currency. The expecta-
tion of domestic support is aso likely to have dis-
couraged effective market discipline on the part of
emerging market depositors, creditors, and equity
holders, especialy in large financial institutions. On
the other hand, there is no evidence that private capi-
tal flows to Asia were based on the expectation that
the international community would need to put to-
gether packages to “bail out” international investors.
For one thing, it appears that investors were acting to
a significant extent on the assumption that the Asian
countries were “star performers’ who would continue
their strong performance. At the same time, it is gen-
erally recognized that any international support would
directly affect only alimited number of creditors, and
would not be provided on a scale to cover al the
claims on countries facing balance of payments
difficulties.

The evidence from the Asian crisis indicates that
many equity and bond investors (as in earlier crises)
have experienced substantial losses. Unless these in-
vestors incorrectly believed they would be bailed out,
moral hazard seems unlikely to have been an impor-
tant factor in their decisions. The extent to which the
prospect of officia support—from the international
community or national governments—influenced the
behavior of the globally active commercial and in-
vestment banksisless clear. These institutions are per-
ceived by some market participants as being bailed
out during previous emerging market crises and to
have not, for the most part, suffered large losses on
their balance sheet exposure to Asia. On the other
hand, a full assessment of how these institutions were
affected by the crisis would need to take into account
the extent to which they faced losses on their off-bal-

ance-sheet exposures and activities, such as securities
underwriting. Income statements released early in
1998 suggest that at least some losseswere incurred in
these areas, but their full extent is not yet known.

The Asian crisis has underscored the importance of
strong financial supervisory and regulatory structures
and sound corporate governance for the efficient in-
termediation of private capital flows and the appropri-
ate management of risk. Notwithstanding the reform
programs currently being implemented in these areas,
some emerging markets are likely to take along time
to develop the strong supervisory and risk manage-
ment systems in place in many advanced economies,
and deal effectively with problems of moral hazard.
This will leave these countries vulnerable to future
crises. In these circumstances, it has been suggested
that there may be arole for temporary taxes on emerg-
ing markets' private sector external borrowing—espe-
cially at short maturities—to safeguard against exces-
sive and imprudent external debt accumulation by
entities that by virtue of their size or importance might
be expected to receive official support in the event of
difficulties. The empirical evidence on the general ef-
fectiveness of such taxes is somewhat inconclusive,
and the potential for circumvention is likely to in-
crease over time. A number of countries, including
Chile, have, however, had some success in discour-
aging short-term capital inflows through implicit
“taxes.” Alternatively (as discussed below), vulnera-
bility could be partially reduced through higher capi-
tal requirements on short-term cross-border interbank
lending. The intention would be to address the kinds
of difficulties created by such lending during the
Asian crisis, namely that it can be withdrawn very
quickly and it is difficult for the authorities to allow
major domestic banks to fail.

Developments and Trendsin the Mature
Financial Markets

Notwithstanding the Asian crisis, the performance
of the mature financial markets in North America and
Europe has remained favorable with only limited neg-
ative spillovers and a modest pickup in volatility. The
favorable performance has reflected relatively strong
macroeconomic conditions and policies in many
countries, the environment of low and stable inflation,
and generaly relatively small and well-provisioned
bank exposure to the Asian emerging markets. Nega-
tive macroeconomic spillovers on output have also
been relatively small and helped lessen the risk of
overheating in those countries where resource use has
risen to high levels. Among the major advanced coun-
tries, performance in the United States has been espe-
cialy strong with inflation remaining low notwith-
standing unemployment falling to rates that in the past
have been associated with growing price pressures.
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Following cyclical weakness, economic activity has
begun to strengthen in continental Europe as confi-
dence has grown in the successful launch of the euro
at the beginning of 1999. The main exception to the
generally favorable situation has been Japan, where
recession and severe domestic banking sector prob-
lems have contributed to, and been aggravated by, the
crisisin the rest of Asia. The advanced economies of
Australia and New Zealand have to some extent been
adversely affected by their close trading links with
Asia and weakness in commodity prices.

In the mgjor foreign exchange markets, the key de-
velopments have been the further appreciation of the
U.S. dollar in terms of the deutsche mark and Japan-
ese yen. The strength of the dollar has been related to
cyclical factors and safe haven effects associated with
the Asian crisis, and has facilitated the widening of the
U.S. externa current account deficit as the Asian
countries strengthen their external positions. Conti-
nental European exchange markets have been charac-
terized by a high degree of stability as a result of
progress in macroeconomic convergence and growing
market confidence in the successful launch of the
euro. As Japan’s economic problems worsened during
1998, the yen-dollar exchange rate came under pres-
sure and the yen weakened sharply in June 1998,
prompting joint intervention by Japan and the United
States.

Long-term interest rates in many mature markets
have declined to their lowest levelsin years and yield
curves have flattened. In the United States, declinesin
longer-term yields—across the credit spectrum—have
reflected low inflation, improvements in the federa
fiscal balance, and a rebalancing of portfolios toward
the U.S. market in response to the Asian crisis. Within
Europe, there has been a convergence of longer-term
interest rates at relatively low levels among the coun-
tries that will participate in the first round of EMU as
a result of a high degree of macroeconomic policy
convergence at relatively low inflation rates. Long-
term yields in Japan are currently at historic lows, but
credit spreads have widened as a result of growing fi-
nancial sector and corporate difficulties. Concerns
about the banking sector contributed to sharp in-
creases in the premiums charged to Japanese banks in
international markets to above 100 basis pointsin De-
cember 1997; even though the premium fell back
early in 1998, it increased to over 40 basis points in
June.

The year 1997 was a very strong year for the major
equity markets in North America and Europe with the
momentum carrying through into 1998, especially in
European markets. Most notable has been the perfor-
mance of the U.S. market, which, notwithstanding
growing concerns about overvaluation and historically
high price-earnings ratios, has continued to rise and
overcome a number of setbacks including the sharp
October 1997 decline. The current high stock valua-

tions appear to be based on expectations that interest
rates will remain low and continued relatively strong
earnings growth, despite some recent slowing. Con-
cerns about a correction have, however, contributed to
volatility. European equity markets have also per-
formed strongly with many markets reaching record
highs. In addition to the improving macroeconomic
situation and outlook, the performance is linked by
market participants to growing optimism about the
prospects for the EMU and the accelerated develop-
ment of European-wide capital markets. Japanese eg-
uity markets have been lackluster thus far in 1998 and
began to weaken around midyear.

Selected Issuesin the Mature Financial
Systems: EMU, Banking System
and Performance, and Supervision
and Regulation

The May 1998 decisions by the European Union
(EV) on the 11 countries that will participate in the
first round of EMU represent a further important step
toward the goal of a European currency area. The po-
tential benefits to European financial markets are far
reaching and include the development of EMU-wide
capital markets, creation of a European payments sys-
tem, and the restructuring and consolidation of na-
tional banking systems. Nonetheless, there is uncer-
tainty among market participants about several
aspects of EMU, including the role that will be played
by the TARGET real-time payments system in reduc-
ing systemic risk, the organization and structure of
pan-European interbank and money markets, and how
policymakers and institutions will handle EMU-wide
crisis management. Some of the uncertainty is ex-
pected to be reduced in the second half of 1998 as key
decisions are taken in a number of areas such as the
monetary operating and control procedures of the Eu-
ropean Central Bank (ECB) and the role of reserve re-
quirements. The TARGET payments system is a cen-
tral feature of the financial infrastructure of EMU and
is intended to play an important role safeguarding
pan-European financial markets and institutions from
systemic risk by ensuring finality of payments and
avoiding the accumulation of large counterparty expo-
sures. Under a well-functioning real-time payments
system, the reduction in systemic risk diminishes the
need for lender-of-last-resort interventions for pay-
ments system reasons and facilitates the integration of
national money markets. Although the TARGET sys-
tem is well designed, there is some uncertainty about
whether it will play its planned role, because the high
costs of holding collateral for intraday credit under the
system and the relatively high fees might lead to high-
value payment being routed through other channels.

The development of pan-European financial mar-
ketsthat is expected to be facilitated by EMU islikely
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to place considerable pressure on weak banks, which
may then be encouraged to undertake excessiverisk as
interest and profit margins are squeezed. In these cir-
cumstances, the ingtitutional framework and under-
standings among EMU policymakers for dealing with
banking sector problems and systemic risk will be
critically important. Achieving these understandings
within the context of EMU—and moving rapidly to
deal with any problems in a pan-European bank—is
expected to present a number of challenges given that
the ECB will have a relatively narrow mandate fo-
cused on price stability while banking supervision and
lender-of-last-resort responsibilities may remain at the
national level. The approaches to crisis management
within the EMU are currently under discussion, and
there is a growing recognition that workable arrange-
ments for sharing information and responsibilities be-
tween national central banks, the ECB, and national
supervisors are needed to allow for rapid coordinated
responses to emerging systemic problems.

Developments in the mature banking systems con-
tinued to diverge among the major advanced coun-
tries, with serious challenges and risks remaining in
Japan’s financial system. Profitability and asset qual-
ity has generally remained at relatively high levelsin
the banking systems of the United States as a result of
cyclical factors aswell as efforts to strengthen balance
sheets in the wake of earlier weaknesses. The main
risk in these banking systems is that it is often at the
top of the credit cycle when banks take on increas-
ingly risky concentrations of loans in an effort to
maintain high profitability, and the Federal Reservein
early July 1998 offered warnings in this regard. Gen-
erally, U.S. banks have relatively low (on-balance-
sheet) exposure to the crisis-affected emerging mar-
kets in Asia and are seen by market participants as
being able to absorb expected losses given strong
profitability and high provisioning. Exposure to
Japanese banks is more significant and represents an
area of potential vulnerability.

Banking system performance in the large continen-
tal European countries has been mixed. Profit levels
have been maintained at fairly high levelsin the Ger-
man banking system, where asset quality has re-
mained at reasonably high levels. Tarnishing the
prospects for continued good performance somewhat
are the exposures of some of Germany’s largest and
second-tier banks to the crisis countries in Asia. The
French banking system has continued to face difficul-
ties, despite some recent improvement in banks' prof-
itability. Expansion abroad in response to growing
pressures on profits at home has brought new risks, as
illustrated by the deterioration in asset quality in many
of the large French institutions because of exposure to
the Asian crisis countries. Profitability in Italy’s bank-
ing system has declined, reflecting the narrowing of
interest margins on the heels of interest rate conver-
gence to core-European levels and heavy provisioning

by some magjor banks in anticipation of privatization.
Consolidation, however, has accelerated, and there
has been some progress in addressing labor costs, al-
though other structural weaknesses remain.

The most serious banking problems among the
Group of Seven countries are in Japan. Seven years
after the bursting of the asset price bubble, Japan’s fi-
nancial system problems have still not been resolved
even as “Big Bang” financial sector reforms get under
way. While asset quality in the banking system has
continued to deteriorate, new problems have emerged,
reflecting Japanese bank exposures to the crisis coun-
triesin Asia, worsening financial conditionsin Japan’s
nonfinancial corporate sector, and emerging problems
in the nonbank sector. The authorities have announced
a new strategy to resolve financial system problems,
including the commitment of public funds to recapi-
talize and restructure large and small banks, a new su-
pervisory framework, and a timetable for deregulating
domestic financial and capital markets. While these
measures and blueprints are promising, the first-round
implementation of bank recapitalization and restruc-
turing raised concerns in the markets about the au-
thorities' commitment to the new approach. Moreover,
the perceived need for the new supervisory agency to
strengthen and reinforce its organizationa structure,
including its staffing, left markets with some doubts
about its ability to achieve what is required over the
near term.

The structure of supervision and regulation in the
advanced countries has been undergoing evolutionary
change in response to the increasing conglomeration
and internationalization of financial institutions, ad-
vances in private risk management, and the prolifera-
tion of new financial instruments. Most of the recent
advances have been focused on refining market risk
management systems. Stress testing (using crisis sce-
narios) has become a more critical component of risk
assessment and management, but credit risk assess-
ment and management and internal controls are mov-
ing to the forefront of risk managers thinking. The
Asian crisis exposed the inadequacy of traditional
value-at-risk (VAR) modeling, as these models are un-
able to predict losses from “fat-tailed” events and the
associated changes in correlations and volatilities
across markets. Moreover, the crisis had a sobering
impact on some large financial institutions that did not
anticipate the link between credit and market risk:
even if market risks were managed perfectly and were
profitable, it cannot be taken for granted that the coun-
terparties to these transactions will have the ability to
pay if extreme events cause them to become insolvent.
Currently, reforms are being discussed or adopted in
four main areas.

First, the Basle Committee on Banking Supervision
introduced new guidelines on market risk require-
ments on January 1, 1998. Under these guidelines, na-
tional supervisors are permitted to allow banks to use
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their own interna VAR models for determining the
amount of capital to set aside for market risk, provided
these models satisfy certain conditions. An important
consideration in allowing banks to use their own risk
models is the increasing use of complex financia in-
struments and techniques for managing market risk.
These techniques are viewed as making “rules-based”
approaches to allocating capital increasingly inappro-
priate as they do not allow for the correlations be-
tween returns on different assets and the scope to re-
duce risk through portfolio diversification. With the
increased use of credit derivatives and improvements
in loan portfolio management, there has also been in-
creasing concern in the private sector about the dis-
torting effects of the current relatively undifferentiated
Basle weights on credit risk. The Institute of Interna-
tional Finance has urged a rethinking of the 1988
Basle Accord. A number of Group of Ten central
banks, however, have expressed reservations about a
major overhaul of the Basle credit risk weights on ac-
count of the time that it could take to reach consensus
and the urgent need for many emerging markets to
reach even the simple Basle standards.

Second, a number of members of the Basle Com-
mittee have been considering changes to the Basle
credit risk weights to address concerns about sover-
eign and interbank lending. There are two main areas
of contention: the zero weight applied to banks' sov-
ereign or sovereign-guaranteed claims on member
countries of the Organization for Economic Coopera-
tion and Development (OECD), and the 20 percent
weight applied to interbank lending of less than 12-
months’ residual maturity. On the former, it has been
suggested that the zero weight applied to OECD sov-
ereign claims has encouraged banks to steer funds to-
ward OECD emerging markets rather than to non-
OECD sovereigns without adequate account of the
risks. Some Basle Committee members have sug-
gested that the weights could be linked to countries
progress in implementing reforms such as the core
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principles of banking supervision, or the provision of
economic and financial data. As regards interbank
lending, the current 20 percent weight applied to
short-term interbank lending is viewed by a number of
Basle Committee members as contributing to exces-
sive funding in the interbank market, including during
the Asian crisis. Changes being discussed include rais-
ing the weight “creditor” banks must apply to short-
term interbank lending from the current 20 percent to
the 100 percent applying to longer-term interbank
funding, or linking banks' capital requirements to the
maturity structure of their interbank funding. There
has, in addition, been some discussion of changing the
Basle weights to encourage a more cyclically neutral
application of the capital adequacy standard. This
could be achieved by requiring that the ratio be main-
tained at aminimum of 8 percent on average, thus cre-
ating a buffer during the business cycle.

Third, a number of countries have been adapting
their supervisory and regulatory frameworks to en-
hance their ability to conduct effective supervision on
a consolidated basis. A prominent recent example is
the decision by the U.K. authorities to merge nine reg-
ulatory bodiesinto asingle financial services authority
and to move the responsibility for banking supervision
away from the Bank of England. As part of the merg-
ing of supervisory oversight into one body, Australia
has al so recently moved banking supervision out of the
central bank but has not yet embraced consolidated su-
pervision across banks and securitiesfirms. Finally, ef-
fortsare continuing in various forumsto strengthen the
framework for the supervision of globally active fi-
nancial institutions as progress thus far has generally
been perceived to have been slow. Recent steps have
involved clearer understandings on the responsibilities
of “home” and “host” supervisors, improved harmo-
nization of nationa rules and standards for informa-
tion sharing, and clarification of supervisory responsi-
bilities for internationally active financia institutions
engaged in banking and securities activities.
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