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Article at a glance

00 e uidity and magnitude of modern capital ows poses new
challenges for risk assessment and for maintaining economic
stability around the world.

01 In order to address these challenges, governments need to
recognize the increasing role of the private sector in development
and engage it in the implementation of common international
best practice standards.

11 Complying with international standards requires an active,
ongoing dialogue between private and public actors to facilitate
the shared responsibilities of building institutions for responsible
risk assessment.

To comment on this article, visit CIPE’s Development Blog: www.cipe.org/blog.
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Introduction: Learning from Crises

In the second half of 1997, four East Asian countries
ailand, Malaysia, the Republic of Korea, and
Indonesia  experienced a massive reversal of the large
foreign capital in ows they enjoyed through much of
the 1990s. e outward swing amounted to more than
$100 billion and exceeded 11 percent of their collective
GDP! s capital ight precipitated large currency
devaluations, severe nancial asset and output declines,
and impairment of nancial institutions, rivaling
Latin Americas debt crisis in the 1980s. In a matter
of months, countries that experienced unprecedented
growth and prosperity over the previous three decades
were suddenly and deeply troubled.

e Asian crisis revealed a new pattern of pathology;
it was a capital crisis as opposed to a crisis caused by
macroeconomic imbalances. e trigger event of
massive portfolio investment out ow re ected a loss
of con dence in the countries a ected, resulting in
depressed currency values, asset prices, and a staggering
increase of non-performing assets in the indigenous

nancial sectors because of public and private sector
defaults. It became evident that weakness in those
countries  nancial systems  owing to a lack of
transparency, inadequate risk management disciplines,
inappropriate lending to local corporations, and
currency and tenor mismatches in liability structures

compounded and magni ed the initial crisis of
con dence. e ensuing deep recessions followed
from depressed currencies, punitively high domestic
interest rates, cessation of credit extension, corporate
and nancial sector defaults, and bankruptcies and
liquidations.

In the months following the 1997-98 crisis period,
the international community again focused on steps
that could be taken to strengthen the nancial system
and considered stronger measures to prevent and/
or manage crises. In the end, the G7 governments,
international  nancial institutions, and existing
standard-setting bodies with some private sector input,
agreed on a core set of 12 best practice standards for
key policy areas. Implementation of these standards,
in addition to good macroeconomic policies, would
make countries more transparent for investors; in turn,

the international nancial system as a whole would
be materially improved, more transparent, and more
amenable to crisis prevention and management.

ese particular standards are important because,
as the Asian nancial collapse demonstrated, when
a country heads toward a crisis, de ciencies in key
policy areas magnify exposure-at-risk, losses, and the
complexity of managing recovery.

For instance, the  ai Governments publication
of unreported foreign exchange forward sales changed
the market perception that the country had abundant
exchange reserves to one of an alarming, near-zero
net reserve balance. Indonesias lack of a workable
bankruptcy and corporate reorganization regime made
it impossible to resolve quickly the massive private-
sector debt defaults and bring the country out of crisis.
In Korea, the Daewoo Groups reports of a hidden
$26 billion net worth de cit frustrated stakeholders.?

Increasing Importance of the Private
Sector in Globalization

e Asian crisis provided new fuel to the debate
over private and public sector roles in the global
economy. A private sector-led market economy, driven
by responsible domestic and foreign private investment
and an open trading system, remains the only model
that can achieve adequate levels of wealth and income
creation. Government resources are not and will never
be adequate to nance global development.

In support of the private sector led market
economy, private and public actors must adopt and
implement best practice standards for macroeconomic
management, best practices in key policy areas,
responsible principles of business conduct, and a
prevailing value system that keeps countries away from
corruption and unethical behavior. is framework
must be augmented by a strong commitment to
developing human capital, to implementing standards
of good conduct by individual enterprises, and to
achieving nancial reform.
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12 Target Areas for Best
Practice Standards

Macroeconomic Policy and Data
Transparency
I Data dissemination
f  Monetary policy transparency
f  Fiscal policy transparency

Institutional and Market Infrastructure
Insolvency

Accounting

Corporate Governance

Auditing

Anti-Money Laundering
Payment Systems

= —a _a _a _a _a

Financial Regulation and Supervision
f  Banking Supervision
f  Securities Regulation
f Insurance Supervision

Source: www.estandardsforum.com/jhtml/standards

e state of the international nancial system is
crucial as a network that mediates the cross-border
ows of nancial capital and trade, and that mobilizes
domestic savings to nance development. Global
growth cannot take place unless the nancial system
is safe, sound, and able to perform its vital tasks.  is
highlights several important questions.

e rst pertains to the emergence of fully
diversi ed nancial intermediaries in many markets.
While this evolution is desirable, the issues of e ective
regulation  especially of lending and investment
activity to avoid system and institution-threatening
abuses  and appropriate capital standards require
priority consideration.

Second, the international community has not been
able to agree on a protocol for dealing with nancial
crises. Each crisis now requires ad hoc processes and
decisions to reach solutions, which causes greater losses
and slows recovery. It is widely accepted that the roles of
the World Bank and International Monetary Fund in
crisis prevention and management, and in development
and stabilization nance, need rede ning.

Finally, the matter of standards and safeguards to
assure that the core nancial markets remain e cient,

trustworthy, and reasonably protected from crisis,
needs attention. In dealing with these issues, the
balance of responsibility between the private sector
and government needs revision.

Managing globalization to improve development
outcomes emphasizes adoption and implementation
of speci ¢ best practice standards, conducting a airs
with transparency, and the importance of supportive
activities involving risk management, regulation,
research, training and technical assistance, and
enterprise conduct.  isformulation, though relatively
novel, embraces widely held views on important aspects
of the globalization process.

Are Best Practice Standards Universal?

Critics say that standards articulated in the 12 key
policy areasare Anglo-Saxon in character and therefore
not relevant or applicable to many countries. While
this characterization is correct in terms of where the
standards were rst formulated, they are nonetheless
applicable worldwide because they represent the fullest
elaboration of disciplines needed to protect lenders and
investors  duciary responsibilities in every country.

Lenders and investors conduct activity with
third party sources of capital  deposits, borrowings,
and duciary funds. ey are accountable for the
consequences of putting these resources at risk to earn
a return. Private sector managers are required to invest
resources (capital, credit) provided prudently to make
acceptable returns without compromising principal.
In deploying resources, management is obligated to
act on the basis of the most complete, accurate, and
available view of risks taken versus rewards expected.
Sole reliance on macro information while ignoring
standards information creates misleading, incomplete
views of risk.

Since standards information is material to a proper
explanation of risk, management has the obligation to
obtain, utilize, and reasonably assist the development
of standards information in private sector decision-
making. Failure to obtain, utilize, and encourage such
valuable information isabreach of duciary obligation.
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Managementhasa duciary responsibility toencourage
countries and institutions to adopt standards in their
own interest, as well as standards in the interest
of investors and lenders; to reward countries and
institutions for improved standards compliance (i.e.,
better rates, longer tenors, fewer covenants, etc.); and
to encourage ongoing communication and disclosure
by countries and institutions about macroeconomic
policies and standards compliance.

Private vs. Public Capital Flows

The IMF calculates net private capital
Qows to emerging market and developing
countries in 2007 to have been $605 billion,
up from $231.9 billion in 2006. Of these
Qows, private direct investment accounted
for $309.9 billion and private portfolio
Qows accounted for $48.5 billion. 00thero
private capital Qows, including ofécial and
private borrowing, accounted for another
$248.8 billion. Oftcial Qows are expected
to continue their decline.

The Practical Effect of International Best
Practice Standards

Concentrating on enhanced macroeconomic
models and the issues concerning use of con dential
information has diverted private sector focus away from
a comprehensive, ongoing monitoring of compliance
with standards. Nonetheless, there is a strong case
to be made for private sector initiatives to generate
comprehensive, timely, user-friendly information,
based on public information only concerning country
compliance with standards in the 12 key policy areas.

1. Factually, no country in the world is in full
compliance with the twelve recognized standards;
regrettably, many countries have made no progress
in adopting and moving toward compliance.
Any country that does show movement toward
compliance with these standards improves its risk
and transparency pro le to lenders and investors.

2. Countries that express a public policy and program
of implementation to all standards signal a strong
desire to improve their risk and transparency

position against global benchmarks. Intent,
relative to the standards, is an accurate current
proxy for a countrys desire or lack thereof to be a
full participant in the global economic system over
time. Public silence on the standards by a country
implies that the country either does not know or
does not care about the standards an important
point for investors and lenders to consider.

3. A publicly available pro le of country attitudes
and programs relating to the standards adds a
signi cant additional dimension to a country risk
assessment process, strongly enhancing, but not
displacing, models based on conventional macro
analysis that attempt to assess ability to service
investmentsanddebts.  isenhanced publicpro le
will be an important step forward in establishing a
more e ective market discipline. A public pro le
of countries positions on standards allows an
explicit examination of speci ¢ risks involved in
conducting private investment and lending activity
in di erent countries. Since governments can no
longer be relied upon to bail out private investors
and lenders, careful analysis and understanding of
these risks becomes vital to the decision-making
process in private institutions.

4. Private investors and lenders have the capability
to improve risk and transparency in the global
nancial system if they:

00 Require accurate, timely information about
standards compliance from counter-parties
under consideration for investments or loans;
and

00 Di erentiate terms, pricing, and allocation
decisions to incentivize compliance.

Supporting Country Compliance

Standards compliance complements responsibility
for sound macroeconomic policy. A positive attitude
toward standards evinces willingness to accept the
responsibilities of membership in the global economy,
while good macroeconomic policy and successful






