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1.Introduction

For many observers the financial crisis which hit many countriesin Asiain the murse of 1997
and 1998is mainly a aisis of the banking system in these @urtries. Even today, after the
turnaround d growth rates and signs of an oweral improvement in the e@namic situation, it
is awidely percaved view that the banking system in Asia has to be restructured fundamen-
tally. Acoording to this view Asia & awhale can only return to the growth path experienced
in the last decales if this restructuring has been completed. But such a view raises many ques-
tions. How has it been possble that courtries with a “rotten” banking system had been ex-
tremely succesgul in terms of caching up with the western world. No region d the world,
outside the part we cdl today the “western industrialized courtries’, has ever acammplished
such along and stable phase of high growth rates as the Asian “Tigers’ in the 80s and the 90s.
The most remarkable ore is the performance of Japan after the Second World War. But even
this country could na avoid adeep “structura” crisis if the mainstrean analysisis right.

The Japanese slump leals to the most important question: Why is it that very different coun-
tries had been subjed of a banking crisis? On the one hand we have seen the fail ure of coun-
tries with current acourt deficits and competitive weaknesss, like Thalland and Korea On
the other hand, and this is a negleded faad of the events which are cdled “Asian Crisis’, with
Japan a @unry got into troude with a still very high current acount surplus and without
fundamental competitive problems. The gulf which separates Japan from the others can be
easily identified. The remedy for the aate aisisin the “we&” counries had been a devaua
tion d their currency vis a vis the rest of the world which tended to overshoa and hed to be
fought by buying domestic aurrency with US- Dallars. In Japan it was just the other way
round. The Yen was grong most of the time and this yea Japan faces a revaluation which
tends to owershoa and hes to be fought by the central bank by buying foreign currency with
Yen.

Paradoxicdly, this constellation is smetimes taken as a proof that something fundamentally
has gone wrong in Asia a courtries with wea&k as well as with strong currencies are hit by the
same virus. But if a @urtry has a wea&k currency becaise it has a “rotten” banking system,
how can a wuntry like Japan have avery strong currency athough it seams to have the same
weaknesses of the banking system? Thus, the conjedure of a “fundamental rottennessof the
banking system in Asia” is - for apriori reasons - nat a wnvincing hypothesis. There must be



other faadors which explain the problems of the banking system beyond “rottenness'? | will
look at the two dfferent groups of courtries in Asia, namely Japan and Non-Japan, and try to
find simil arities which do na have cmmon roats in the banking system as such bu, never-
theless may explain the problems in that sedor of the e@namy which have been coming up
during the Asian financial crisis.

2. The Japanese Slump

Japan’s econamy is in a dee crisis for the fourth conseautive yea. Althowgh there ae first
signs now that it has gone through the trough the overall situation and the outlook remain
rather ble&. In the last yeas alot of ideas have been launched to explain the persistent slump
of an eaconamy which, for decades, had been the role model for many ,, sclerotic* econamiesin
the Western World. Most explanations of the Japanese aisis focus on fadors like along iso-
lated and inflexible banking system, the low profit margins of Japanese companies or the kind
of cooperatism between the government and the private secor which indeed had charaderized
the Japanese ,, model“.

The role of one fador, howvever, seems to be systematicdly underestimated even in those
analyses which do na only stressthe importance of ,, structural causes of the aisis. The &-
change rate of the Yen. The Yen had wildly fluctuated in the last 20 yeas. But erratic fluctua-
tions are not adequate to describe what has happened in the beginning of that period. After the
buble in the stock and red estate market in the first yeass of the 90s had burst in resporse to
alate but eff ective tightening of monetary palicy, the exchange market entered the stage in an
unprecalented and unpedicted manner. The nominal exchange rate of the Yen had alrealy
been owershoaing the inflation and unt labor cost differentials with the rest of the world
throughou the whale of the 70s and the 80s. The resulting red appreaation alrealy falsified
the traditionally held theory that the red rate canna have atrend. But after the sharp recesson
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in the first two yeas of the 90s things got even worse.



Between 1992and 1995the real rate of the Yen appredated, acording to dfferent cdcula
tion methods, in a range of 50 to 100%!" Not one of the larger econamies in the world has
ever suffered from such an appredation shock ontop d along phase of overvauation. Ger-
many, for example had ared revaluation d around 186 at the same time and was hardly hit
by the amnsequent fal in export volumes, the loss of market shares and a rise in uremploy-
ment. A shock like in Japan, five to eight times that large would have led to a big crisis. But,
and thisisthe surprising faa for western observers, in Japan, despite the extraordinary dimen-
sion d the shock, neither a sharp drop in market shares nor a rise in uremployment can be
observed. The growth rates of exports dowed down, bu, acording to OECD data, na even
touched an absolute reduction. The unemployment rate in Japan rose slightly, employment
stagnated bu didn't fall.

A huge eterna shock like the one Japan has experienced after the red appredation d the
Yen would have brought abou huge repercussons for the government sedor under the insti-
tutional arrangements given in Western indwstrialized emnamies. Companies would have
adjusted their labor force downwards, uremployment would have risen sharply, government
deficits would have mushroomed. In Japan, in the first roundat least, na much of that hap-
pened. As unemployment did hardly rise, the deficit in the pubdic budgets increased dlightly
up to 1995, nbeven as much as in ore of the mgjor recessons in western courtries. Clealy
visible is the shock, however, in nonresidential fixed capital formation.

Thereisin my opinion only one eplanation for such an oucome. Obviously, in the Japanese
system, companies, for a remarkably long time, stabili zed the system by beaing most of the
unavoidable burden of the huge shock. Keeging the labor force, with the growth rates of total
compensation per employeeonly coming down in small steps, means that the shock had to be
absorbed to the largest part by a profit squeeze. Such a profit squeeze would have led, again,
under the auspices of awestern system, to a sharp reduction d bank lending to companies due
to much higher risk of default. In Japan, howvever, bank lending only stagnated at a rather late
stage of the process Close institutional relations of the banking system with the company
sedor and an insufficient supervision d banking adivities have definitively played a role if
we want to explain this kind d burden sharing. Only after the danger of major bank defaults
the government had to step in and to consoli date the banking system thereby accepting mush-
rooming pullic budget deficits.

The onclusion d this analysisis not as sSmple & the one which is based on,, structural” ex-
planations of the Japanese aisis. Japanese or Asian ingtitutional arrangements, i.e., the rela
tionship between government, companies and banks, are not per se inferior to western ores.
Given the size of the shock that the Japanese society had to absorb in ore way or the other,
any western econamy would have tumbled too. In western societies the government would
only step in at an ealier stage and the private sedor would have to shouder the burden to a
much larger extent from the beginning. In Germany, for example, the small, 15% red appre-
ciation induced a persistent debate @ou a fundamental lossof competitivenessand a ladk of
flexibility in the German society. With an appredation d the Japanese size most of the exist-
ing German institutional arrangements and achievements would have been put in guestion.

Thus, if adequate room in the analysis of the Japanese aisisis given to the external shock the
Japanese eonamy faced in the first half of the 90s the simple messages loose their persuasive
power. Thase who explain the visible weaknesses of institutions withou taking into acourt

' The data in the graph are from the OECD and are based on consumer prices.



the strain posed uponthese institutions by external and, to a cetain extent, exogenous ocks,
tend to oweremphasize , structural fadors® as well as , structural remedies*. This may lead
quickly to an ,overshoaing effed” concerning the steps recommended to reform institutions.
Given many differences in the traditional values of our societies on the one hand and the
Asian econamies on the other hand, western advisors $ioud be very careful by recommend-
ing to superimpose our institutions over an Asian society.

3. The Non— Japanese Slump

The story of the Slump in Asia outside Japan is a bit more complicated and reeals a bit more
theoretica elaboration. The Asian courtries had been under presaure from the West during the
80s to liberali ze their markets and thus to open their econamies for goods as well as for capi-
tal. In consequence these murtries had to deade @ou adequate exchange rate regimes under
open market condtions. In the light of the experiences of some smaller courtries in Europe
and a number of newly industridizing courtries with a successul stabili zation d the price
level in the short term, many international observers and advisers recommended in recent
yeas that emerging courtries including the Asian “Tigers’ shoud employ a fixed exchange
rate vis-a-vis Western courtries. In these regimes the nominal exchange rate ads as the nomi-
nal anchor, giving incentives to all sedors of the eonamy to adjust their nominal claims to
the condtions prevaili ng in the Western world. Even for large transition econamies like Rus-
sia, Ukraine, and Kazakhstan this was considered by the IMF and ahers to be areasonable
strategy”. This drategy, the proporents argued, shoud render the steaing of monetary palicy
and the stabili zation d inflation rates easier in courtries where the aedibility of the central
bank is nat sufficient to kegp a ched oninflation in the short term. In the extreme cae of the
so-cdled currency board, monetary palicy is deprived of any scope for autonamous action.

The strategy of anchoring a national currency by fixing its nomina rate vis-a&-vis a big and
stable courntry has foundmany suppaters in Asia too kecaise it seemed to doffer another ma-
jor advantage compared to damestic solutions. Investment, ac®rding to the basic tenet of the
schod of thought which daminates the IMF and the mainstream of ecnamics today, depends
on the prior acamulation d savings. These, howvever, due to relatively low levels of income
are too small in emerging econamies, if they exist at al. In Asia the ratio of investment was
high bu there seamed to be ascarcity of cgital which could be removed by opening the bor-
ders. It was, acmrding to this view, just necessary to med certain ingtitutional and procedural
requirements in arder to get the “necessary” inflow of foreign cepital. Anchoring the ex-
change rate would creae stable monetary condtions for foreign as well as for domestic inves-
tors. More and more urtries therefore turned to the strategy of pegging their exchange rate
to some leal currency, just as Austria, for instance, had succesdully linked the Schilli ng to
the German Mark for several yeas.

If such a strategy of pegging the exchange rate is adopted, the nominal interest rate of the an-
choring courtry is fixed at roughly the nomina interest rate of the anchor country, after ad-
justing for any differences in the rates of inflation. Thus, red interest rates, being the aucial
quantity for fixed investment, are, in the g/es of patential investors, in the anchoring courtry
approximately as high as in the aachor courtry. Additionally, these arangements do nd be-
stow any spedal advantage on the financing of long-term fixed investment in the axchoring

* |n acordance with concepts promulgated by the IMF, contralli ng the national money supdy was in the first phase of transition
sea as the best way to achieve this objedive and to acaomplish the necessary consolidation d puldic budgets. However, it soon
becane dea that this was nat a feaible way to fight inflation. In particular, this was true for small open ecnamies which
experienced huge exchange rate fluctuations and an urstable money demand.



emerging country. If there the expeded return oninvestment is higher (due to the enhanced
productivity of capital), the processof catching up becomes passble. But, exadly at this sage
of affairs, the monetary condtions, the mwmbination d interest rates and exchange ratesisin
disequili brium.
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Let us look at Koreg ore of the wurtries in which there had been a succesdul caching-up
for decales and which coll apsed suddenly in the new environment of open markets and fixed
exchange rates. The relevant data ae in the graph below: Korea started fixing the nominal
rate more or lessin 1992.At that time the red interest rate for a Korean company seaching
for aloan in the United States was very low, namely close to zero. For US investors at the
same time the interest rate offered in Koreawas close to 10% and thus much higher than in
the States.

Proporents of the “nominal anchor approach” usualy overlook the fad that in this stuation

Table 1: Real Interest Ratesfor Investors/ Debtorsin the U.SA. and Asia
When Nominal Exchange Rates Are Fixed

(as %)

1 2 3 4 5 6 7

Inflation | Nominal | Red Redinter- | Redinter- | Changes | Changesinred

rate interest interest estratefor | estratefor |innomi- | exchangerate

rate rate investors/ | investors/ | nal ex- (appreciation: +)
2)-(0) debtorsin | debtorsin | change
theU.SA. | Asa rate

Inthe 2 6 4 4 6-14=-8 0 -12
U.SA.
InAsia 14 18 4 18-2=16 4 +12




foreign investors can take alvantage of de fado short-term arbitrage oppatunities. The nu-
merica example in Table 1 demonstrates the point: Even though the differential between
nominal interest rates corresponds to the one between inflation rates, given the anchor ap-
proad, there is norisk that the anchoring courtry’s currency will depredate in the short run.
The inflation rate in the anchoring country is of no concern to the foreign investor, as he usu-
ally cdculates with his domestic inflation rate. For him it is important that the red rate of re-
turn he can earn with financial assts in the anchoring country exceeds the one he @uld ean
at home.

In the numericad example the red rate differenceis equal to the differential between the rates
of inflation. Conversely, it is attradive for debtors in the anerging courtry to barow in the
anchor courtry, because they can take alvantage of lower nominal interest rates withou hav-
ing to accet any exchange-rate risk. Both eff eds generate apermanent flow of foreign cepital
to the axchoring (emerging) courtry. Since wages, unt labor costs and prices rise faster in the
newly industriali zing courtry than in the hard-currency country, the airrency of the anchoring
courtry appredates in red terms, the cuntry loases competitiveness As a result, the inflow
of capital will be mirrored by correspondng deficits in the arrent acourt. As arule, capital
inflows will mainly consist of short-term funds, becaise short-term oppatunity for quasi -
arbitrage will be amore atradive option than the mnsiderable risks invalved in making prof-
itable fixed investments in the anchoring courtry.

Thus, namina exchange-rate stabili zation destabili zes dhort-term international capital flows
and dredly undermines ound kanking principles. Exchange-rate stabili zation can orly be
implemented if, duing the period d disinflation, the axchoring courtry offers consistently
higher interest rates than hard-currency courtries if negative red interest rates are to be
avoided. The inflation-rate diff erentials between transforming and hard-currency courtries are
matched by correspondng interest-rate differentials. But, urlike the condtions normally pre-
vailing in the global market for cgpital, the inflation dfferentials are not matched by a wrre-
spondng risk of depredation d the anchoring courtry’s currency.

Using the exchange rate @& a nomina anchor will i nevitably bre& the link between inflation
differentials and the risk of depredation. If a cuntry chooses to adopt this drategy, its assts
bemme extremely attradive during the period d disinflation, kecause international investors
base their dedsions lely on naminal interest rates and the risk of depreaation bu not on
inflation dfferentials per se. As aresult, speaulative caita starts to flow into the courtry and
domestic banks and companies borrow much more éroad than they would if the risk of a
depredation would na have been eliminated de fado. At the same time, as in any period o
disinflation the condtions for domestic investment deteriorate. Red interest rates deflated by
the adual inflation rate may not be extraordinary high bu if the red rate is caculated by us-
ing the medium-term inflation target it is usualy very high.

Thus, international investors may ean very high rates of return in courtries where red in-
come and damestic profits may be falling. Moreover, the transforming courtry is unable to
cut interest rates becaise this would endanger the aedibility of monetary palicy at home. In
the short term, at least, the paliticd will to achieve eonanmic stability is refleded in the dea-
sionto kegp namina interest rates high. Red-world examples of this constell ation were pro-
vided by the Baltic repuldics in 1992and 1993,Mexico in 1994,and Rusda, Ukraine and
Kazakhstan in 1995and by Asia quite recently’.

? Given the very often urreliable data asimple but straightforward rule to identify a mwming exchange rate aisis
or acoll apse of the red economy in an "emerging market” isthe following: If nominal short-term interest rates



How long an external econamic imbalance foll owing the exchange rate peg can be sustained
is an open question. With growing visible imbalances the markets willi ngnessto believe in
the amerging courtry’s exchange-rate padicy will fade. As on as investors are mwnvinced
that the anchoring courntry will nat manage to slow down the growth of its external debt
within an adequate period d time, confidence in the exchange-rate's gability deteriorates.
Feaing the ultimately inevitable devaluation d the aurrency, foreign investors withdraw their
short-term funds and damestic companies gop barowing abroad. This will cause liquidity
shortages in the anchoring courtry. At the same time, increasing amourts of this country’s
currency are offered for sale in foreign-exchange markets which forces palicy makers to re-
strict liquidity even more. Soorer or later, pdicymakers have to abandonthe exchange-rate
peg, which is usually followed by a aurrency crisis. Enormous dislocéions in al sedors of
the eonamy are the result. The problem may be aygravated by close ties and crossholdings
between banks and nonfinancial business the government’stoo hesitant withdrawal from the
financial sedor, insider lending, adverse seledion and mora hazard, but the cre of the prob-
lem has been the anchor strategy.

The eonamic situation in Non — Japan Asia was not as extraordinary as many observers be-
lieved in the first round.Given the heary exposure of domestic companies in foreign markets
the sharp depredation d the exchange rates would under any “structura “ condtions have led
to enormous problems with the bank’ s balance sheés. That in Europe similar problems could
have been avoided in the past has two reasons. Firstly, there was usually a “safety net” for
devaluation as most of the devaluations had taken placewith members of certain currency
systems, like the EMS. Seaondy, an expedation abou a cetain “necessary” amourt of de-
predation d the wedk currencies had always been in the markets as the differences in nami-
nal exchange rates between courtries in a similar stage of development could nd been inter-
preted as a good kargain bu as an ealy warning of a cming depredation. Nevertheless even
in Europe there had been big devauations accompanied by banking problems. Sweden in the
90s offers an example. But there is virtually no case where, after a rather long period d ex-
change rate stability, a aurrency lost half or more of its value within ashort period d time.

In the long run, emerging eanamies can avoid such an oucome only if they succeel in the
control of inflation withou letting high red interest rates gifle growth. This means that they
have to implement wage and income palicies comparable to those in the curtry whose aur-
rency they prefer to pick as an anchor. Since it is very hard and time-consuming to pusue
such wage pdlicies in emerging courtries, it is imperative that any solutions implemented
during the period d adjustment shield these curtries from cumulative bous of devauation.
Acoording to textbook econamics, this can be acomplished by annourcing in advance a
crawling peg amed at keeping the emerging courtry’s exchange rate cnstant in red terms.

The rationale behind such a aawling peg isill ustrated in Table 2. The interest rate differential
as well as the inflation dfferential refled the annourced depredation d the high-inflation-
courtry. In theoreticd terms: The exchange rate doesn’t follow the interest rate parity but the
purchasing power parity even in the short run. Red world examples are most of the Eastern
European countries which are in a stage of transformation still . The best example seems to be

in adeveloping or transition economy are higher than in industriali zed countries and the nominal exchange rate
of the former does not fall at a (annual) rate that equals the differencein (annual) interest rates the anstell ation
of datais not sustainable & either the interest rates or the exchange rate ae too highin the "emerging market”.



Hungary. The @untry has adchieved to stabili ze the red rate of the Forint over a coupe of
yeas now withou being subjed to speaulative dtads from the markets.

Such a pdlicy will, hovever, na induce immense caital inflows from abroad. At the very
least, controls on the flow of capital must be impaosed in order to safeguard the palicy. Even
though this involves problems of its own, it does nat predude the implementation o a suc-
cesdul strategy of development. As | will argue below, dynamic investment adivity does not

Table 2: Real Interest Ratesfor Investors/ Debtorsin the U.S.A. and Asia
When Exchange Rates Change in Accor dance with the Theory of
Purchasing Power Parity

(as %)
1 2 3 4 5 6 7
Inflation | Nominal | Red in- Red interest | Red interest Changesin | Changesin
rate interest | terest rate | rateforin- rate for inves- | nominal red ex-
rate 2-(1 vestors/ tors/ debtors | exchange | changerate
debtorsinthe | in Asia rate
U.SA.
IntheU.SA. |2 6 4 4 6-14+12=4 12 0
In Asia 14 18 4 18-2-12=4 4 0

depend onthe existence of acawmulated savings at home and abroad. Investment in all of the
succesdul cases had been financed through bigger profits and hgher levels of employment. In
this way, investment generates higher incomes and automaticdly encourages bigger savings.
Thus, the processof development depends lesson grior financing through existing savings or
cgoital imports than on a favorable monetary environment for investment in the emerging
courtry itself.

These mnsiderations are nat at al new. Alrealy in the 195G and 196, the same dilemma
was the subjed of a debate mncerning England:* When capital is freeto flow between coun-
tries, a system of floating or flexible exchange rates will ultimately also be unable dfedively
to reduce the nead for adjustment. It may even be the other way round With flexible e-
change rates in the short term an investment in a developing courtry may be more dtradive
as a nomina appredation adds to the dtradive interest rate. This is definitively true for all
periods in which the purchasing power theory does not hold and interest rate parity domi-
nates. Developments foll owing this pattern can be observed in many Eastern European coun-
triesin the first phase of their transformation.

4 JR. Hicks wrote in 1968 "To adjust the value of money as a once-for-all measure to mee a single identifiable change (such as
that caused by a world war) seans to me to be one thing, a @ntinuing failure of competitive power, to be quite ancther. If
currency depredation is adopted as a regular pdlicy people must come to foreseeit. If they do so, they will dedineto hdd the
depredating currency; for it is more profitable to hdd a stable money than ore which is depredating. Even though the 'soft'
currency is fortified by exchange regtrictions, the objedion is not whaly met; for it is doultful if any pradicable exchange
regrictions will suffice to proted a airrency, depredation d which hes become ahabit. In our own case, in view of the
advantages which we gain from the use of gterling as an international medium, this argument is particularly powerful. We may
be put to grea strains in arder to maintathe exchange value of sterling (at least to the outsider), but | doult if we have ay
dternative but to bea our cross" Hicks (1968, p. 453



It is the international division d labor which creaes the neal to adjust with regard to produc-
tivity gains and the rise of money wages nat an inadequate exchange rate regime. For awhile,
flexible or adjustable exchange rates may edipse the necessty of adjustment, but no monetary
system can completely eliminate this predicament. Courtries which are candidates for a de-
valuation d their currency, that is, courtries with deficits in their balance of payments, or
courtries with chronicdly high inflation rates will have to adjust soorer or later. Otherwise
they will get caught in a spiral of devaluation and inflation again and again. They can ony
avoid this if they finally manage to creae the kind o domestic condtions that would also be
required by a system of absolutely fixed exchange rates or a aurrency union. In ather words,
the freeflow of capital can orly be guaranteed if unit labor costs and prices do nd rise faster
at home than abroad. Otherwise, various types of currency crisis, or restraints on the freeflow
of capital, will proveto beinevitable.

But nomina convergenceis only the necessary nat the sufficient condtion for a stable inter-

national monetary environment. The degree of convergence within the group d large indus-
trialized econamies, for example, isimpressve.
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Nevertheless the degree of exchange rate stability is much lessimpressve. Although Japan
has adchieved absolute stability of the domestic monetary conditions Snce avery long time, its
currency istime and again the subjed of speaulative atadksin bah dredions. To avoid huge
fluctuations in the external value of money and to allow at the same time avery high degree
of cgpital mohility a dose @moperation d the big player's central banks and/or a formal ex-
change rate regime ae the only way out. Europe has readed with the introduction d the
monetary union the crner solution d absolute fixed exchange rates. This lution requires a
high and permanent convergence of the monetary condtions, i.e., mainly unit labor costs and
prices. But for countries which are not yet able to guaranteethis level of nomina convergence
there must be solutions between the “corners” of fully flexible or fully fixed rates.



4. Wages Versus the Exchange Rate & a Nominal Anchor®

Most developing courtries suffer from rather high and sticky inflation rates. It is this “inertial
inflation”, as oppased to virtualy “no inflation” in the industrialized courtries, which makes
it so hard to liberalize capital flows and stabili ze prices at the same time. In averticdly fully
integrated econamy labor is the only nonproduced inpu in the production process Asa on-
sequence the price of labor together with the dficiency by which labor is used in the produc-
tion process determine the price of al goods. Thus, sticky inflation a inertia ae usually
closdly linked to sticky or rigid wages or better, unt labor costs.

A formula used by Dornbusch and Fischer (1993 with a slight modificaion (substituting red
wages by unit labor costs) reveds the logic of inertial inflation:

p=p,+ta(w-pu)+1-a)e-p,)+vy,

where p isthe inflation rate, p.; is past priceinflation, a(w-) isthe cange in unt labor costs
plus alag, eis the rate of depredation d the nominal exchange rate, (1-a) (e-p.1) represents
the lag in the dhange of the red exchange rate, andy isaterm for supgy shocks. It foll ows, as
Dornbusch and Fischer put it, that

" Inflation today will be equd to inflation yesterday excet for any combination o the following: (i) Wage in-
flation falls below past priceinflation. This requires a break with arny implicit or explicit backward-looking
indexation. The suspension d indexation, or introduction o an incomes palicy, could accomplish this. (i)
Exchange depredation fall s below the rate of past inflation. (iii) Favorable supdy shocks lead to disinflation
withou the need for the exdange rate or wages to takethe lead.” ®

Thus, the dhances of breging inertia inflation would sean to be equally good, nomatter
whether the wage regime or the exchange-rate regime is changed. Closer analysis casts doult
on this view, however. The wage regime and the exchange-rate regime caana be cosen in-
dependently of ead ather. Exchange-rate stabili zation, for instance, makes snse only if the
aim isto force greaer price and cost discipline on the domestic emnamy via the competitive
pressure of imports. If the exchange rate is to be stabili zed succesgully, unt labor costsin the
transforming country must be pegged to those in industrialized courtries in a aedible way.
This must be atainable within a limited period d time. Asin the cae of a strict monetary
regime & home, afall in the growth rate of unit labor costs can be acomplished ony through
an adequate incomes palicy or by presaure of high uremployment. Deindexation, a bre& with
badkward-looking indexation, must be adieved if exchange-rate stabili zationisto be success-
ful. Thus, exchange-rate stabili zation and a bre& with badkward-looking indexation are not
substitutes. Rather, they complement ead ather.

Seen from ancther perspedive, exchange-rate stabili zation looks more ambiti ous and expen-
sive than dred wage stabili zation. The stabili zation d the exchange rate can be succesdul in
courtries emerging from a period d relatively high inflation ony if the domestic aurrency is
devalued substantially at the start of the stabili zation plese, in ather words, if the airrency is
undervalued in the first round.As aresult, an additional negative supdy-side shock, the result
of higher import prices, must be overcome & the beginning of the disinflation period. It hasto

® This chapter is based onFlassed/Hoffmanr/Lindar (1997.
® Dornbusch/Fischer (1993, p.11
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be dsorbed in the form of a dedine in red wages. Subsequently, urit labor costs have to ad-
just to the prevailing trends in hard-currency courtries in a disinflation process Wage palicy
faces an espedally difficult task, because adisinflation path, orce diosen, can orly be dan-
dored at the aost of a substantial lossof credibility in the caital markets. The entire adjust-
ment process the success of ead and every step along the way, and thus ead failure with
regard to adjustment, are subjed to daily evaluation by the caital markets. It will be difficult
to explain to investors any reverses in the fight against inflation, even those induced by nega-
tive supdy-side shocks that might, for example, have been caused by bad harvests or hikesin
import prices.

There is, in addition to the e@namic problems mentioned abowve, a pdliticd problem which
tends to pase amajor threa to any kind o exchange rate anchor strategy. Econamic palicy
makers choase the anchor approach becaise they want to fight domestic inflation by the
means of chegp imports. If this drategy is succesdul after a period d painful adjustment by
the whale society the final achievement is fundamentally endangered. At the very moment in
which the harvest of the pdliticd rigor reades the barn the whole @ncept is put in gquestion
by the unsustainable overvaluation which has been acaumulated during the phase of transition
from high to low inflation rates. Low inflation is diredly endangered as devaluation means
higher import prices. In a society which just got rid of the virus of inflation the danger of a
new infedion is obviously big. Politi cians usually hesitate because they fea to loose dl their
paliticd credit if they quickly agreeto a devaluation. But thereis noway out. A devaluationis
unavoidable. The only alternative to regain competitiveness withou nominal devaluation
would be wage and rice deflation. But a deflation is even more dangerous than inflation and
will not help to regain the aedibility in the monetary environment.

All in all the strategy of pegging the exchange rate of a high inflation courtry to an anchor
courtry with low inflation can be areasonable gproad in an environment of open markets
for avery limited period d transition. But the strategy will i nevitably lead to a aurrrency crisis
soorer or later. If there ae no precaittionary arrangements to limit the degree of speaulation
against a single aurrency the airrency crisis may easily turn into a mgjor financia crisis. In
Asiathere had been no pecaition and thus the dfeds onthe company and the banking sedor
had been of an unpecealented dmension. But the huge devaluations, despite their negative
effed on the banking system, in the end have been the main fador to explain the turnaround
in the red emnamy and thus may be the seeads of a new and long-lasting recovery of the
Asian econamies. A restructuring of the banking system will be anyway necessary in the me-
dium run. But as the aisis was nat primarily the result of ingtitutional fadors in the financial
sedor the existing weaknesss there will not hinder the recovery of the red eamnamy as they
have nat hindered the long-lasting caching-up kefore the outbre& of the aisis.

5. Money, Capital andthe Central Bank

Ancther asped of the banking system is very important to understand the Asian “mirade”
before the aisis and the banking problems in and after the aisis. Central banksin Asiain the
past have played a different role than in many western emnamies. Central bank independ-
ence, which is en by many ecnamists as one of the main achievements of econamic palicy
“restructuring” has not been a topic of widespread concern in Asia. Although, by their legal
status, some ceitra banks have acertain degree of independence, the @nsensus approad
which daminates the system of palicy making in nealy all the Asian courtries didn't give the
central banks an oustanding position within this g/stem of policy making. Even more so,
price stability was an important ingredient to the successof the caching-up process But price
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stability was primarily seen as the “natural” outcome of the mnsensual padlicy approach and
not as the result of monetary rigour. By judging Asia today it is very often forgotten that the
consensus approach had econamic merits which lie beyond its pdliticd aspeds and the tradi-
tional values of Asian societies.

Throughou the modern history of the global econamy, fail ure to achieve monetary stability,
in particular stability of the overal price level, has often prevented courtries from even re-
motely living up to the full potential of their red econamies. On the other hand, thase nations
that achieved monetary stabili sation withou too much friction, such as Japan and aher Asian
nations from the 60s to the end d the 80s, often were extremely succesful with regard to the
red econamy performance In addition, countries engaged in the processof caching up tend
to be net importers of capital predsely because they are trying to close the gap in the standard
of living, which requires them to import "a high level of productivity”. Under these drcum-
stances, "creditworthiness' may prove to be a onstraint of paramourt importance, as the ar-
rent crisisin Asiaill ustrates  amply.

However, the role of money and capital in the process of development is fiercdy debated
among eananists over the last decales. For many members of the professon, capital mar-
kets do nd fulfil any noteworthy function in the process of development. Insteal they are
merely a marginal asped in the overall framework. Monetary palicy pursues price stability in
order to prevent inflation from distorting the dlocaion d emnamic resources. Capital mar-
kets have to finance the process of development by all ocating existing savings efficiently to
the best avail able investment oppatunity. Available savings are the result of the dedsion d
private agents not to consume today but only at alater stage.

This theory has given rise to far-reading econamic padlicy conclusions which are sometimes
named the “Washington Consensus’, i.e., the mnsensus among major donas and the finan-
cia institutions located in Washington. Thus, some e®namists recommend central-bank in-
dependence asit exists in a number of successul courtries, so asto promote price stability to
the rank of a "constitutional” condtion. Others conclude that courtries withou tangible sav-
ings of their own, such as the transition econamies of Eastern Europe, shoud open their bor-
ders for international capital in arder to finance eonamic development. Furthermore, they
argue, these murtries ioud dfer attradive interest rates as well as alow exchange-rate risk.

The “Washington Consensus’, however, is confronted with a number of puzzes, for which
there have nat yet been reliable solutions. Why, for example, were many courtries unable to
initi ate succesul econamic development for several decales, and to acknowledge price sta
bility as a cndtion d such development, athouwgh their inflation rates, as high as they were,
never moved in the diredion o hyperinflation.” The governments of these murtries were by
no means trying to use stealily acceerating inflation as a way to push up the inflation tax
("seigniorage"). Rather, they tolerated extensive indexation, that is, the e@namy's adjustment
to high inflation rates. Ancther question that till waits to be answered concerns the reason
why courtries with very different monetary regimes were similarly successul in stabili sing
prices and in getting the process of ecmnamic development and even a cdching-up undgr
way. In some Asian courtries, such as South Koreg monetary palicy has never been evenin a
semi-independent role. Quite to the wntrary, monetary palicy has always been dredly used
to serve the purpose of econamic development. Y et, this never led to frequent bous of accé-

7 Seg for instance, Dornbusch/Fischer (1993.
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erated inflation and, despite the recant troubes, has resulted in a remarkable cdching-up pro-
cessof the Korean emnamy.®

Even more important is the question why no major courtry has yet succealed in setting off a
processof sustained development by relying to a very large extent onforeign capital. By con-
trast, many nations very succesully started and completed the process of econamic devel-
opment, largely withou foreign assstance, and withou previously acaimulating any notable
savings of their own. Here, the prime examples once more ae Japan, the Federal Repulic of
Germany and South Korea Germany, for instance becane anet exporter of cgpital ealy in
the 1950s, just afew yeas after incomes and savings had coll apsed in the wake of World War
I.

Apparently, a mmprehensive theory of intertempora structural change including the mone-
tary sphere is necessry to answer these questions. Such a theory of development was propa-
gated, in particular, by JA. Schumpeter and F.A. Hayek.? According to their theory of devel-
opment, an unlre&kable and extremely narrow link exists between intertemporal structural
change and a urtry's monetary system. Rapid ecmnamic development as envisioned by
Schumpeter, that is development initiated by pioneaing firmsin product markets, is only pos-
sible if monetary padlicy finances this process of development in advance. This means, as
Schumpeter says explicitly, that monetary pdlicy has to finance apdentialy inflationary
process In the end, havever, this process does nat turn inflationary, becaise pioneeing
companies use the financing advanced by monetary pdicy for the successul expansion o
output. Or, as Hayek puts it, only the aedion d fresh money by the banks including the
central bank system allows the process of econamic development to continue much more
rapidly and succesgully than would be posgble if it had to be financed solely out of existing
savings.

In view of this theory, it is easy to seewhy courtries prone to high rates of inflation wsually
are not very succesdul in starting and continuing the processof development and caching up.
Every attempt to finance development in advance through the aeaion d money fails, as
wage and price inflation rapidly flare up, orly to be subdwed at once by monetary palicy
through high interest rates. Conversely, in courtries that cultivate ahighly disciplined attitude
towards price stability, monetary padlicy is able, with impunity as it were, to let this kind d
advance financing take place gain and again, withou immediately sparking off repeaed
bous of inflation. On the cntrary, a faster red expansion duy justifies the provision d ad-
vance financing, i.e., the trust displayed by monetary pdlicy in advance while any inclination
towards inflation is weakened further.

This theory also disposes of the question whether it is redly possble to enjoy the resultsin a
developing courtry or in a curtry in transition. It is predsely because monetary policy must
finance eonamic development in advance that courtries withou any disposable savings of
their own can be succesdul, too. This is true because the savings that correspondto invest-
ment are nat a prerequisite of investment but its result. Savings are derived from profits and
additional income because investment is taking place na the other way round.This also im-
plies that opening the borders for capital is by no means a necessary condtion d successul
intertempora structural change. Rather, the dedsive fador is the domestic acumulation d
cgpital astheresult of econamic development based oninvestment™.

8 Concerning the question o central-bank independence, growth and the development of inflation see 4so Barro (19%).
® SeeSchumpeter (1964, Hayek (1933.

" SeeFlasdedk (1999 for the Keynesian or Kaledkian roats of this approach.
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Acoording to the theory of Schumpeter and Hayek, courtries are succesful not because they
rely ontheir central bank's independence, bu becaise they manage, largely irrespedive of the
central bank's datus, to keep inflation undr control. The aucial point isto reach asocia con-
sensus to avoid dstributive struggles which could easily become inflationary. In effed, such a
consensus allows a rapid econamic development, and the resulting oppatunities for profits.
Profits in the long run are ather tolerated or made tolerable by giving all groups an adequate
share in retiona income.** Monetary palicy steps in orly when this consensus is threaened
by inflationary presaures, for example, during periods of full or over-employment.

Given this theory, the wisdom of trying to attrad foreign cgpital with the help of high interest
rates and a fixed exchange rate must be questioned as well as the ideathat only with arestric-
tive monetary palicy and high red interest rates domestic savings can be mohili sed for do-
mestic investment. Instead, the high level of interest rates required by these strategies thred-
ens the domestic potential for development.

6. Conclusion

The answer to the question put in the title is a simple one. Not everything may be okay with
the Asian banking system but there is no reason to believe that with a different, a western
style banking system the financia crisis of 1997 and 1998could have been avoided. The
heavy expaosure of banks during the aisis was the result of a misguided and misunderstood
exchange rate pdlicy in the cae of the wurtries outside Japan and the result of speaulative
attadks on the yen in the cae of Japan. In Japan the extraordinary overvaluation d the Yen
during the first half of the 90s had deteriorated banks balance sheds. The d@tempt to contain
the dfeds of the unavoidable lossof competiti venesson the Japanese society had pu most of
the burden of adjustment on the cmmpany sedor in the first roundand onthe banking sedor in
the second. Only now the cnsolidation o balance sheds with the asdstance of the govern-
ment puts the burden where, in a western style institutional arrangement, it had been in the
first round, ramely with the government.

Outside Japan banks were heavily exposed because companies had been barowing in western
markets at stable exchange rates and low interest rates during the phase of disinflation. After
the large and owershoding devaluation d these curtry’s currencies the debt burden exploded
and funds from the rest of the world were withdrawn. Any banking system would have suf-
fered uncer these drcumstances. Bad loans were acamulated to a very large extent andin a
very short period d time & the devaluation took everybody by surprise. Given the fad that no
rating agency, nogovernment and ro international institution had submitted an ealy warning
banks could na ad cautiously enough to avoid the impad of the big devaluation d currencies
and loans at the same time. In western courtries und tanking systems may be ale to avoid
losses which are due to microeconamic mismanagement. But, as many events have shown,
they canna avoid losses which result diredly from maaoemnamic mismanagement or from
exogenous $hocks.

" The aloption o a mnsensus-based strategy ealy onaso prevents the sort of gridiock in ecnamic palicy that can currently be
observed in several CIS courtries. There, policymakers gick to restrictive maaoemnanic pdlicies, as they wait for restructuring
to procea succesdully at the microeconamic level before they are ready to switch to an expansionary course. However, this
ignores the fad that only a change in maaoemnanmic padicy, espedaly in the form of lower interest rates, permits siccessul
readjustment to take place athe microeconamic level.
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In al the Asian countries a spedal relationship between banks, companies and government
plays a cetain role in the explanation d the size of the problem of the banking system. But
this is no reason for western arrogance Resporsibility for maaoemnamic distress may be
asumed to the government alone asit is the cae in some of thase @urtries which have not
been hit by the world financia crisis. Other courtries which could kegp ou quite well have
different assgnments of resporsibility assuming a role for banks and kig companies too. For
the “rating” of a cunry asawhadethisisnot adedsive fador. In the least analysis al groups
of the society suffer in case of abig external shock like adevauation a aovervaluation. Each
society may dedde how to dstribute the dfeds of a shock among the diff erent groups and
individuals. In the history of mankind there ae many examples to prove the fad that societies
where consensus is the dominating rule instead of conflict can be quite successul regarding
nealy any asped of econamic life. Asia provides the most outstanding example in the last 30
yeas— despite the big turmoil it had to go through in the last 30 months.

References

Barro, R.J. (1999: Inflation and Econamic Growth, Bank of England, Quarterly Bull etin,
May 1995.

Dornbusch, R., S. Fischer (1993: Moderate Inflation. In: The World Bank Econamic Review,
No. 1,Vol. 7, pp. 144.

Flasdedk, H., L. Hoffmann, L. Lindlar (1997): Kazakhstan. In: Going Global: Transition
from Plan to Market in the World Econamy, edited by P. Desai, MIT Press Cambridge,
Mass. / London.

Flasdedk, H.: Saving, Investment and Government Deficits, Paper presented at the Interna-
tional Conferencein Commemoration d Micha Kaledi onthe 100-th Anniversary of his
birth, Warsaw, 27-28 September 1999 (forthcoming)

Hayek, F.A. (1933): Monetary Theory and the Trade Cycle, London.

Hicks, J.R. (1968: The Long-Run Dollar Problem. In: Readingsin International Econamics,
edited by R.E. Caves and H.G. Johrnson, Homewoodlll ., pp. 441454,

Schumpeter, J.A. (1964): Theorie der wirtschaftlichen Entwicklung, 6. Auflage, Berlin.

Viner, J. (1937: Studiesin the Theory of International Trade, New Y ork.

15



