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Financial Crisis  Third ABAC Meeting, Chinese Taipei, September 1998

The restoration of financial stability in the region is a top priority for APEC. The currency turmoil that started in mid-1997 triggered an economic and financial crisis that has rapidly spread throughout Asia. Coupled with developments in Russia and other regions, instability has appeared in other parts of the world, making it even more urgent to take strong steps to deal with the crisis in Asia. ABAC reaffirms its commitment to continued liberalization of trade in goods and services. We continue to make progress in the plans for Early Voluntary Sectoral Liberalization. At the same time, it is clear that we must arrest the growing financial crisis, if we are to continue to progress successfully in the implementation of plans for trade liberalization. Therefore, we recommend a three-part program to deal with the current crisis:

1. Multilateral programs to provide immediate access to finance, cushion the impact of currency fluctuations, deal with the social implications of the crisis, and establish fora for regional cooperation and policy coordination. 

2. Economy-Level programs to reform and reinvigorate the financial process, restore bank and company balance sheets at minimum cost, encourage domestic savings as well as inflows of foreign capital to enable companies to resume normal operations. 

3. An approach to assessing the implications of the current state of the global financial system and the movements of the capital that arise from it. The adequacy of governance structures within the system need to be addressed within APEC and globally. 

Regional Programs

ABAC members have developed a short list of four recommendations that require regional cooperation to ameliorate the current crisis and establish a framework for future policy development.

Proposal 1: Measures for Providing Immediate Access to Finance

 Issue:

The scale of the crisis makes it necessary to infuse massive foreign capital in the form of long-term debt or equity into affected economies' private sectors in order to improve financial structures of affected firms. However, most of the economies are below investment grade rating, and investors are balking at the risks of foreign exchange, interest rates and potential defaults. Development of a framework that gives some access to market through investment grade financial instruments could be helpful in instilling confidence and encouraging renewed capital flows into the region.

Recommendation:

 We propose establishing a mechanism to enhance the credit of government bonds, denominated in hard currencies, issued by affected economies. Among the alternatives discussed to date is consideration of some form of guarantees, issuance of a new type of "convertible government bonds," and measures based on the concept of collateralized bond obligations.

Proposal 2: Measures to Cushion the Impact of Currency Instability 

Issue:

Significant short-term currency fluctuations, driven at times by sudden increases in inter-currency transactions, have disrupted normal economic transactions. These fluctuations have contributed to the financial crisis. Measures to cushion their impact on the sector are needed. 

Recommendation:

We encourage APEC members to work toward a framework that will enable multilateral steps to cushion the impact of currency instability on the private sector. In time, it is possible that policies of APEC economies will become sufficiently harmonized to make it feasible to consider the establishment of multilateral currency swap mechanisms to deal with the problem of short-term currency fluctuations.

Proposal 3: Recognizing Social Implications of IMF Initiatives

 Issue:

ABAC reiterates the basic objectives of APEC in contributing to the economic growth and well-being of all economies within the APEC community. ABAC expresses concern that the general appraisal of the economic crisis has failed to recognize the significance of the social implications of the crisis in key economies. 

Recommendation:

It is in this respect that ABAC would like to ask the Economic Leaders to endorse initiatives of the IMF and ensure its continued support. ABAC also asks, however, that the IMF be encouraged to broaden its approaches to ensure that funding takes account of the social implications of its programs.

Proposal 4: Regional Forum 

Issue:

ABAC has appreciated and benefited from invitations to participate in ministerial and SOM meetings. Given the circumstances of the economic crisis and severe social difficulties in some economies, ongoing discussions of policy alternatives are valuable to the effective development of policies within the region. 

Recommendation:

Convening an ongoing regional forum to promote and coordinate cooperative responses to the financial crisis could contribute to its resolution. ABAC will continue to seek involvement in all such meetings that promote financial and economic stability in the region.

Economy-Level Programs

ABAC has developed a comprehensive set of proposals to take maximum advantage of the strengths of the Asian economies: their highly competitive, export-oriented companies; their skilled and motivated labor forces; their high domestic savings rates and their capable governments. These proposals have all been successfully tested in other financial crises, and many are in wide use today throughout world financial markets.

Proposal 1: Restructuring Bank Balance Sheets 

Issue:

 Restructuring bank balance sheets is critical for re-energizing the banking system. While we are recommending other avenues for domestic borrowing, local banks will continue to dominate and play a crucial role in domestic finance. Banks must have a solid capital foundation and clean balance sheets to be able to finance new investment opportunities in scale. Restructuring of bank debt in Asia is required as a result of the financial crisis, and securitization can play an important role.

Recommendations:

ABAC recommends loan sales and use of alternative financing structures where appropriate. To ensure the broadest use at the lowest cost to banks, governments should consider the following steps: 

1. establish a restructuring agency, 

2. determine eligible loan pools, 

3. perfect legal structures concerning the transfer of assets, servicing and foreclosure rights in the events of defaults, and 

4. remove tax and regulatory barriers and risks to these transactions. 

Proposal 2: Encouraging Foreign Investments in Domestic Financial Institutions 

Issue:

Although banking systems in certain economies have been strong enough to weather the storm to date, the rising incidence of non-performing loans has eroded bank capital in many other Asian countries. A recent study puts the capitalization requirements in several APEC economies at a high level relative to their GDPs. Therefore, banks must raise substantial additional capital to meet these capital structure requirements. 

Recommendations:

ABAC believes that inflows of foreign equity capital should be encouraged to recapitalize banks with inadequate capital bases. This proposal is not meant to dilute economy-level economic control. Rather, the goal is to enhance the ability of local banks to compete effectively in the increasingly open global financial markets. In addition to access to capital, many other benefits also will ensue from the participation of foreign banks, including improved risk management, higher operating efficiency, record keeping improvements, and stability in bank deposits.

Proposal 3: Legal Reforms to Facilitate Financial Reorganization 

Issues:

APEC members have experienced a substantial increase in distressed companies and financial institutions. The resulting demands on legal systems have been both huge and complex. Legal systems have been overwhelmed by the size, speed and complexity of the financial collapse. 

Recommendations:

ABAC urges member governments to place a high priority on improvements in legal systems affecting negotiations, restructuring, refinancing and recourse. Improvements in both formal and informal legal systems and procedures will help reduce the size of the financial crisis, and allow a speedier return to normal operations and lower costs for all parties.

Proposal 4: Improvement of Domestic Credit Markets 

Issue:

The immediate issues confronting local financial markets are currency volatility, inflation uncertainty, the solvency and governance of corporations, financial information and the quality of banks. A financial crisis is a difficult time to develop local financial markets, but a strong local market will substantially reduce the cost of the debt restructuring that has to take place. 

Recommendation:

ABAC recommends immediate efforts by member economies to develop liquid bond and asset backed securities markets. Governments need to provide the legal, regulatory and technical infrastructure for these markets.

Proposal 5: Debt-Equity Swaps 

Issue:

In certain instances, it can be important to provide mechanisms whereby the burden of servicing local as well as foreign currency debts is lifted from the corporate sector. Without this relief, rising bankruptcies will otherwise deepen the current regional recessions, delay recoveries and possibly undermine the functioning of these economies. 

Recommendation:

ABAC asks the APEC economies to consider debt-to-equity swap mechanisms to address this problem. Under such mechanisms, investors would purchase in the secondary market debt notes from original creditors at a discount, swap them into local currency where foreign currency debt is involved, and use the proceeds to finance equity investment. Thus, the swap replaces debt with equity financing.

Proposal 6: Exchange Rate Mechanisms to Cushion Currency Instability 

Issue:

As a result of the steep devaluations, many companies that borrowed in hard currencies are finding it difficult, if not impossible, to meet their foreign debt servicing obligations. This has raised the specter of widespread corporate defaults. Steps could be taken in the near future to provide appropriate relief. 

Recommendation:

For economies currently in the midst of a foreign exchange crisis, ABAC suggests a special exchange rate mechanism for debt service for qualified companies as a short-term emergency measure to protect these companies against further devaluation risk. These mechanisms could follow the examples in Mexico and Chile during the 1980s.

Proposal 7: Trade Finance Securitization 

Issue:

Current limitations on trade finance reflect investor concerns over domestic economic conditions and company balance sheets, not viability in export markets. 

Recommendations:

ABAC recommends the use of securitization structures for trade receivables where appropriate. To ensure the broadest use of these structures at the lowest cost to companies, governments should consider: 

1. minimizing impediments to company exports, 

2. perfecting legal structures concerning the transfer of assets to the offshore entity and bankruptcy in the event of a default, 

3. removing tax and regulatory barriers and risks to these transactions. 

Proposal 8: Role of Export Credit Agencies 

Issue:

Current weakness in domestic banks is inhibiting companies' access to imports of raw materials and intermediate product imports that are crucial to the productions of exports.

Recommendation:

Increased lending by developed economy export credit agencies (ECAs) can bridge this gap until local financial markets are recapitalized, and ABAC recommends that ECAs do so forcefully. As a mechanism for monitoring progress on the eight economy-level proposals, Ministers of APEC economies should incorporate reports on their plans to implement these proposals in their Individual Action Plans (IAPs). While some of these proposals are aimed at achieving long-term benefits, we believe it is urgent for action to begin on all of the proposals so that affected economies and financial systems will move as quickly as possible to a stable, healthy financial environment.

Global Assessment

Issue:

The current financial crisis has demonstrated the impact of cross-border capital movements on financial markets and economies. Many factors -including globalization, technology, the growth and evolution of emerging markets and liberalization - have come together to produce dynamic, rapidly changing world financial markets. In some instances, short-term capital flows, including those aimed at capitalizing on short-term exchange rate movements, exacerbate conditions in local markets and make management of the crisis more difficult. 

We recognize that this is not simply a regional phenomenon; rather it is linked to the structure of world financial markets and must be addressed with the global framework in mind. 

Recommendation:

We recommend an assessment of the market framework within which these capital flows take place. The assessment should evaluate the adequacy of current governance structures and management of the global financial system, in particular.

