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At the Beginning: A Puzzle
For many years, Asian economies left students of financial markets very uncomfortable
with a perplexing question: how did these economies manage such an outstanding
economic growth record (see table 1) with financial market structures that were
manifestedly poor by all standards of conventional experience, developed in the Western
world over many generations? Did observers overlook some critical ingredient? As it
turned out, whole theories were developed that suggested new paradigms, or “Asian
models” of development, explaining sustained, rapid economic growth without financial

systems that were efficient, at least when measured by traditional Western standards.’

Table 1
Growth in Real GDP % p.a.
1965-80 1980-90 1990-97
High-income 3.7 3.2 2.1
East Asia 7.3 7.8 9.9
South Asia 3.6 5.7 5.7
Sub-Saharan Africa 42 1.7 2.1
E. Europe & C. Asia - 29 -5.4
Mideast & N. Africa 6.7 04 2.6
Latin America 6.0 1.8 3.3

Source: World Bank 1998/99.

" Comments and encouragement by Linda Lim are gratefully acknowledged. Responsibility for errors rest
with the author.



The region’s financial crisis of 1997 has largely resolved this puzzle. Financial
market weaknesses are now widely blamed as a major reason for the demise of the Asian
miracle. Obviously, this puts the spotlight on the financial market structures in the
region. While financial markets from Japan to Indonesia differ considerably,” they also
exhibit some common traits, all of which were instrumental in explaining the relatively
sudden shift in the fortunes of the Asian economies. The focus of this paper is on these
common features, providing a comprehensive, if admittedly broadbrush, perspective on
the unique political and economic forces that shaped the financial system architecture of
this dynamic region of the world. Ultimately, the purpose of this review is to promote
further research into significant issues of the political economy of financial markets.
The Role of a Financial System

It may be useful to start reviewing the underlying issues with a “back to the
basics” review of what financial systems are supposed to do. Fundamentally, the
domestic financial system in any country serves three core functions: first, it makes
possible an effective system of payment services, which involves moving funds over
space. This function is performed by commercial banks, who offer demand deposits,
backed up by liquid balances, precautionary and required, in a central monetary
institution, typically a central bank. Second, the financial system provides credit, moving
funds from savers to investors in real assets. This involves a movement of funds over
time, through the mechanism of mainly (time-) deposits and other liabilities of
commercial banks as well as non-bank financial intermediaries such as insurance
companies, finance companies, and pension funds. Third, the financial system allocates

risk. This is accomplished by way of banks and other financial intermediaries



transforming the riskiness of their assets vs. their liabilities through information
processing, including monitoring, and portfolio diversification.

Last but not least, the fact that all these intermediary institutions have equity
capital of varying magnitudes allows them to absorb losses on the asset side of their
balance sheets. They share the risk management function with markets for securities, i.e.,
equities, fixed income paper and derivatives, which directly and indirectly provide
facilities to transfer risk, permitting savers and borrowers to achieve more optimal risk-
return combinations (Van Home, 1998). For short, the financial system plays a crucial
role in effecting commerce and channeling savings into investments, activities
constituting the very generators of economic growth.

While the financial systems of Asian countries have offered adequate payment
facilities to both domestic and international trade in goods and services,’ most observers
agree that the Asian crisis resulted from systemic weaknesses in the capital allocation
process: in the end, there were too many investments that did not yield positive rates of
return on a risk-adjusted basis. In other words, for some reason, financial institutions and
markets failed to allocate risks and evaluate returns adequately in the later stages of the
Asian boom (Chicago Fed Letter, Special Issue, Dec. 1998). What then is so special about
Asian financial markets?

Distinctive Features of Asian Financial Markets
High Savings, High Investment

At the macroeconomic level, Asian financial markets distinguish themselves by

high rates of savings, which result from positive, though relatively low, real interest rates,

some forced savings schemes, skimpy pension arrangements, relatively early retirement,



and the widespread experience of economic hardship in the not-too-distant past. These
voluminous savings were channeled mainly into domestic private investment, and
public/private infrastructure, which led to high GDP growth. Foreign capital inflows,
often granted on a short-term basis, played a supplemental, but growing role.

However the “quality” and profitability of many of the investments became
increasingly doubtful after the first decades of characterized by relatively “easy”
investment decisions had passed, when physical capital was scarce, infrastructure was
underdeveloped and the United States, Europe, and Japan provided ready models to
follow. With rising success, investment decisions by both the private as well as the
public sector became more complex, and it was at that stage that the weaknesses of the
capital allocation process through the financial system began to matter.

Why were investors, both foreign as well as domestic, so late to catch on? There
are a variety of reasons, but a major one was the relatively stable macroeconomic policy
environment prevailing in Asia. Analysts were lulled into a false sense of security,
especially since their analytical perspectives were conditioned by the previous Latin
American debt crises of the 1980s and again the Mexican crisis of 1994 which had their
origins in excessive fiscal and monetary government policies. Furthermore, since all
investment decisions are made on the basis of expected returns, it takes time to find out
whether expectations were excessively optimistic. However, once alerted, investors'
expectations can and will shift very quickly in a process that has more to do with a
"demonstration effect, rather than "contagious” (Economist, Oct. 31, 1998). Finally, most
of the Asian economies had gone through brief, shallow recessions before and it was

always the optimists who proved to be correct. No wonder that providers of capital were



given to exuberance. But there were other, more systemic forces at work that drove the
Asian economies into over-investment.
Financial Intermediation and the Role of Government

Asian financial markets rely heavily on intermediated structures (banks and other
financial institutions) to match different size, time and risk profiles of assets and
liabilities required by savers and those that commit funds to real investment. In contrast,
the role played by the "direct” transfer of funds and risk to investors via equity and fixed
income markets are minor. Governments maintain a strong influence on the banking
system and — unlike in the West — they used this role to exercise power over credit
allocation decisions extensively (in all Asian countries with the possible exception of
Hong Kong).

Governments everywhere can and do influence credit allocation through preferred
loans and subsidies. An example in the United States is the Community Reinvestment
Act, which causes banks to build losses from such "social” investments into their spreads
where the burden is born by depositors and other borrowers. Countries, including those
in the West, also establish special financial institutions that, fortified by special
guarantees and other privileges, channel funds to priority sectors. However, Asian
financial systems used, or rather abused the "regular” commercial banking system for this
purpose, and they did so extensively.

At the same time, in exchange for their loans to favored borrowers and
compliance with government-directed lending priorities or "policy loans,” governments

provided implicit or explicit guarantees that banks would be rescued. Moral hazard



resulted with respect to loans to private entities, giving rise to situations where gains were
privatized but losses socialized, in what came to be called systems of "crony capitalism."

Along these lines, an additional phenomenon comes into play: banks in Asia as
elsewhere were invariably started by entrepreneurs eager to obtain deposits to fund their
own projects. Not surprisingly, this led to over-concentrated and hence risky loan
portfolios as business groups, extended family enterprises, and related financial
institutions were not made subject to limits on their loans to affiliates (Morck and
Nakamura, 1999). Of course, in the West, too, this is how most banks got started but
with each successive banking crisis the linkages between financial institutions and
entrepreneurs/borrowers have been curtailed. Such restrictions have become part of every
Western banking system, after a long history of bitter experiences.

In developed countries like the United States, prudential control separates banks
and lenders. The regulatory system imposes on banks requirements such as capital-
adequacy ratios, loan concentration ratios, and loan-loss disclosure rules to ensure that
losses tend to fall on bank shareholders and managers, not on depositors or taxpayers.
While not always perfect, such rules promote prudent credit management. Such
regulations, however, were either absent or not enforced in the countries that succumbed
to the Asian crisis.

Asia represents also a textbook example for related perverse economic incentives
pertaining to the relationship between prudential control and credit allocation. For
example, banks in many countries are required to hold reserves in the form of government
paper or other "approved assets.” This can and has been easily abused. In Asian

countries, financial systems are typically politicized, with government projects and other



spending going to benefit political supporters, "cronies" and particular electoral
constituencies. In Korea, for example, the chaebol were built up through "policy loans."
Thus, prudential policies designed to make the system safer and credit allocation policies
are often at odds — with the former getting the short end of the stick in the tug and pull of
the political economy.
The Unique Character of Financial Market Liberalization in Asia

Liberalization of Asian financial systems began in ernest during the 1980s, but it
was quite imbalanced: while external transactions were gradually liberalized, which
manifested itself in widespread currency convertibility for current and often for capital
account transactions also, internal liberalization did not keep pace. Since governments
either used the domestic banking system for their own political priorities, or alternatively
permitted well-connected entrepreneurs ("cronies”) to abuse the financial system by
channeling funds into their favorite projects, appropriating the resulting profits while the
losses tended to be socialized. Most importantly, throughout Asia, the access of foreign
financial institutions, who might disturb these cozy arrangements, were closely
controlled.* The outcome was a structure resulting ultimately in an "accident” where the
global financial markets of the 1990s collided with banking structures of the 1950s in
most Asian countries.
Development of Parallel Markets and Weakness of Securities Markets

Not surprisingly, in all Asian countries extensive parallel market mechanisms
developed to escape the problems posed by domestic financial market regulatory
distortions. External liberalization opened the "offshore markets” to governments and

large corporations. Internal markets saw three distinct phenomena. First, finance



companies and other non-bank financial institutions grew rapidly. Thus emerged a less
supervised, less regulated system of niche players. Well-known examples were provided
by the system of merchant banks in Korea and the finance companies in Thailand.
Second, informal "curb markets" developed in many countries, often providing the only
access to funds for small and medium-size enterprises. Third, Japanese keiretsu
networks, Korean chaebol and Oversea Chinese family groups reflected phenomena of
"internalized" capital markets, sourcing funds from related companies and financial
affiliates rather than on an arms-length basis from unaffiliated banks or the securities
markets.

All this is related to the additional characteristic that securities markets are under-
dimensioned everywhere in Asia, with the possible exception of Japan. Fixed income
markets for debt securities are weak because there is little information and there are few
institutional investors, such as pension funds and insurance companies. Last but not
least, the absence of bankruptcy laws and foreclosure implementation is inimical to arms-
length transactions in markets for fixed income securities. Equity markets are also
underdeveloped relative to the scope of economic activity, because of lack of information,
and serious control issues related to corporate governance. The absence of professional
management in family-held companies is another well-known phenomenon in the
Chinese business culture prevailing south of Korea and Japan. All this has been
accentuated by the fact that economic activity in many Asian countries is concentrated in
ethnic minorities who feel quite vulnerable — often with good reason. All of these

phenomena, in turn, reflect uncertainty about fundamental property rights. It is not



surprising then, to observe a "casino mentality” exhibited by many investors which tends
to give stock markets in the region a special character.
Outlook: Recovery from the Asian Crisis

In the 18 months since the Asian crisis erupted, the purely cyclical challenge has
been overcome quite successfully due to the quality of human resources and the stability
of the political system in most countries. Currency depreciated and nominal wages were
adjusted downward. Imports collapsed, but exports to the United States and Europe
increased dramatically after some months’delay. The early IMF program, whatever its
merits otherwise, prevented post-devaluation inflation, and interest rates have dropped
dramatically as a result. Thus, the first phase of the recovery process has gone quite well.

However, when will confidence be restored so domestic and foreign investors will
resume their activities and countries will resume growth? This second phase will be
much harder to come by. Recovery from the financial crisis has been hampered by
governments bailing out banks, and by the absence of bankruptcy laws allowing the
foreclosure and sale of distressed assets at a lower price. Economies cannot recover until
bankers lend again profitably. In order to end an investment induced recession, banks
need to reallocate capital from negative to positive-return projects, a process that requires
strong property rights and effective bankruptcy laws. However, laws alone will not do;
they require a supporting infrastructure of economically competent and honest judges,
accountants and lawyers, which tend to be in short supply in most Asian countries. Last
but not least, the necessary reshuffling of the ownership and control of assets attacks the
very foundation of Asian political-economic power structures and there continues to be

much resistance.



Foreign investment in the financial system is also required for recovery — not only
to promote the inflow of foreign capital efficiently, but also to effect the increased
competition, different credit standards, and alternatives to local lenders that foreign banks
will provide. But these foreign banks not only will need to possess strong competitive
advantage5 but must overcome nationalistic feelings against "fire sales” to foreigners.
Such emotions tend to be quite strong, given the fact that virtually all the Asian countries
had colonial pasts in the not-too-distant history. Thus, most observers agree that the
Asian crisis will not be a fleeting phenomenon. Structural reforms of financial systems
which in Asia means ultimately political reforms, will play a crucial role in the speed and

scope of the recovery process.
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