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ABSTRACT

As a result of the Asian crisis, relationship-based systems are now under attack for being
inefficient and corrupt. Ye, till recently, they were proposed as an alternative form of capitalism
to the arm’'s length Anglo-Saxon system. What went wrong? This paper suggests that
relationship-based systems work well when contracts are poorly enforced and capital scarce.
Power reationships substitute for contracts, and can achieve better outcomes than a primitive
contractual system. But a relationship-based system suppresses the price system and the signals it
provides. As a result, relationship-based systems can misallocate capital when presented with
large external capital inflows. Since the external capital comes from arm’'s length investors who
typically have little contractual rights or power in a relationship system, and since these investors
arerationally aware of the potential for misallocation, they keep their powder dry by keeping their
claims short term. Thus, the contact between the two systems creates a fragile hybrid, which while
mutually beneficial to rdationship borrowers and arm’'s length investors in normal times, is
excessively prone to shocks. The paper suggests that while there may be some short term benefits
for these economies to revert to the pure relationship-based system, in the long run they will be
held back unless they have the greater disclosure, contract enforcement, and competition of the
arm’'s length system. The current Asian crisis may be the most opportune moment for these
economies to effect the transition between systems.



Just afew years ago, it was fashionable to decry the short-sightedness of the American
financial system, the tendency of U.S. financial markets to ignore longer-term corporate prospects
while focusing on quarterly earnings reports. There were repeated calls for the U.S. to adopt new
laws that would permit financiers to take a longer view of their investments, and to move toward
the more relationship-based investing modd that prevailsin Japan.! It is amazing what a banking
crisis or two will do to popular fashion. Now thetalk is all about the virtues of "the market," the
importance of competition and disclosure, and the horrors of crony capitalism.

Why did these relationship-based financial systems, which have been credited with fueling
the miraculous growth of East Asia, suddenly implode? |Isthe current crisis atemporary setback
to an otherwise successful system or does it herald its demise? Does the slow but steady
ascendance of the public markets, even in Germany, suggest the eventual supremacy of thearm's-

length, market-based, Anglo-Saxon system?

RELATIONSHIP VERSUSARM'S-LENGTH SYSTEMS

To answer these questions, let's begin with a sketch of the salient features of these two
kinds of systems. Likeall sketches, this one has eements of caricature, but thisis the price we
have to pay to avoid being distracted by the details.

A financial system has two primary goals. to channe resources to their most productive
uses and to ensure that an adequate portion of the return flows to the financier. Thelatter is, of
course, crucial to theformer. Without the prospect of an adequate return, funds will not be made
availablefor investment.

Relationship-based systems ensure a return to the financier by granting her some form of
power over the firm being financed. The simplest form of power is when the financier has
(implicit or explicit) ownership of thefirm. The financier can also serve as the sole or main
lender, supplier, or customer. In all of these forms, the financier attempts to secure her return on
investment by retaining some kind of monopoly over the firm she finances. As with every

monopoly, this requires some barriers to entry. These barriers may be due to regulation, or to



lack of transparency--or "opacity"--of the system, which substantially raises the costs of entry to
potential competitors.

Contrast this with the arm's-length, Anglo-Saxon system, where the financier is protected
by explicit contracts. In such systems, contracts and associated prices determine the transactions
that are undertaken. As aresult, institutional relationships matter less and the market becomes a
more important medium for directing/governing the terms of transactions.

Animportant distinction between these two systems is their different degree of reliance on
legal enforcement. Relationship-based systems can survive in environments where laws are poorly
drafted and contracts not enforced. Thereationship islargdy sdf-governing; partiesintent on
maintaining their "reputations” honor the spirit of agreements (often in the absence of any written
contract) in order to ensure a steady flow of future business within the same network of firms. By
contrast, the prompt and unbiased enforcement of contracts by courtsis a pre-condition for the
viability of a market-based system. Moreover, since contracts are typically hard to write with the
weelth of detail necessary to fully govern transactions, it isimportant that the law offer a helping
hand. Under common law, the court tries to follow the spirit rather than the letter of a contract,
thus enabling contracts to offer greater protection. For this reason, it is perhaps no surprise that
market-based systems are found largely in countries with a common-law tradition (hence the
"Anglo-Saxon" moddl).?

Another distinction between the two systems is the relative importance of transparency.
Market-based systems require transparency as a guarantee of protection. Inthewords of Franklin
Roosevdt, "Sunlight is said to be the best of disinfectants; eectric light the most efficient
policemen."® By contrast, relationship-based systems are designed to preserve opacity, which has
the effect of protecting the relationships from the threat of competition.

An Example: Credit

Before going further, let us consider the example of a transaction--the extension of credit-

-in each of the two systems. In a relationship-based system, a bank will have closeties with a

potential borrowing firm, perhaps because of frequent past contacts or because of ownership



links. In assessing the borrowing needs of the firm and its ability to pay interest and principal, the
bank will consider not only the firm's current debt-servicing capability, but also its long-term
ability to repay, and the various non-contractual levers the bank can push to extract repayment.*
The interest rate charged will be repeatedly negotiated over time, and may not have a direct
relationship to theintrinsic risk of the project.

In an arm's-length system, by contrast, the firm will be able to tap a wider circle of
potential lenders because there will be more widespread financial information about it. The loan
will be contracted for a specific period, and the interest rate will be a competitive one that will
compensate the lender for time and therisk of that particular loan.

Limitations on competition in a relationship system do not just give the financier power,
but also strengthen his incentive to co-operate with the borrower. Studies of Japanese keiretsus
show that the main banks went out of their way to help financially distressed borrowers. For
example, Sumitomo Bank not only effectively guaranteed Mazda's debts when it got into trouble
after thefirst oil shock, but also orchestrated a rescue, in part by exhorting employees within its
keiretsu to buy Mazda cars.® Sumitomo's incentive to help would have been considerably weaker
if Mazda had had the option of giving thelion's share of its business, once it emerged from
distress, to some other bank. As this example suggests, the effective limitations on outside
competition imposed by the keiretsu system enable lendersto "internalize' a greater share of the
benefits accruing to the borrowers than is possible in an arm's-length, competitive banking
environment.

The absence of competition and disclosure in a relationship-based system imply that there
arereally no price signals to guide decisions. Unlike an arm's-length system, where a number of
competitive lenders can give a borrowing firm independent assessments of the costs of
undertaking a project, the cost a borrower faces in the relationship-based system is simply what
the relationship lender and the borrower negotiate. Since there can be substantial value created in
the relationship, and the negotiation and allocation of this surplusis a function of each party's

power, the effective cost of financing can deviate substantially from the true risk-adjusted cost.



DO RELATIONSHIP-BASED SYSTEMSALWAYSLEAD TO WORSE INVESTMENT
DECISIONS?

But is this necessarily a bad thing? Arelending and investment decisions always inefficient
if the cost of funds differs from their true cost? Are there no redeeming features of a relationship-
based system? The answer to all these questionsis no. Inthereal world with all its
"imperfections,” an imperfect cost of funds can sometimes produce the right investment decisions.

For instance, consider our previous example of afirmin distress. Taking into
consideration all the value that the firm adds to society--to workers, customers, and local
governments as well as shareholders--the company may be worth saving. But, in the short run,
the true cost of funding may far exceed what the firm can pay without creating further investment
distortions.® And in the competitive arm's-length system, a lender may not be able to recoup or
"internalize" enough of the firm's valuein the long run to be able to offer it subsidized financing in
the short run. So the firm is much less likely to be bailed out in the competitive, arm's-length
system. By contrast, alender in a rationship-based system, confident in the strength of the
relationship (and the protection it affords from competition), can offer a below-market rate in the
short run and then recoup its losses with an above-market rate over the long run when thefirmis
healthy and can afford high payouts. In sum, relationship banks can be viewed as using their
monopoly power to charge above-market rates in normal circumstances in return for an implicit
agreement to provide below-market financing when their borrowers get into trouble.

A recent study, involving one of the present writers, provides evidence of the existence of
such relationship lending practices even in the U.S.” In examining bank loans to small businesses
in different banking "markets" throughout the U.S., ® the study finds that in "concentrated”
markets (those where most of the lending is done by a handful of banks) --which are likely to be
more relationship-oriented for the reasons discussed earlier--more credit is available to young
firms than in more competitive banking markets. To the extent young firms are more credit

rationed, as many observers have suggested, the evidence suggests that the relationship-based



system does a better job of ensuring that value-adding projects get funded.

The study also finds that the interest rates charged to younger firms are, on average, lower
in concentrated markets than in competitive markets, with the effect reversing for older firms.
This suggests that banks in concentrated markets can offer more credit on economic terms
because their relationships allow "intertemporal cross-subsidies’--that is, below-market rates for
younger firms that are compensated for by above-market rates for more mature firms that have a
higher ability to pay. Such subsidies, as suggested earlier, would not be possible in more
competitive markets.

Clearly, it isthiskind of ability to "internalize joint surplus’-- that is, to trade off short-run
losses for longer-run gains--that led so many observers, including many economists, to defend the
efficiency of reationship-based systems. But it is easy to see the problems that can arisein such
systems. Perhaps most important, the relationship-based system does not pay much attention to
market or price signals. And this indifference to price signals becomes sdf-fulfilling. If investment
decisions are not driven by prices, then prices become less effective in providing economic
directions because they reflect less information.

Thisis not to say that the arm’s length systemis perfect in the allocation of resources.
Because outsiders have little power, management can indulge itself far more in empire-building
without triggering an intervention by outsiders. This problem has been labeled the “agency costs
of free cash flows’ by Michad Jensen. The arm’s length system, however, can use takeovers to
rectify this problem when it gets excessive.’ By contrast, the problem of mis-allocation of
resources dueto the lack of price signals in the reationship system is more severe, because lacks a
sdf-activating mechanism to correct it. Infact, even if price signals were accurate, the power
structures in the relationship-based system may not allow movement in a direction indicated by
the prices.

Evidence of this unwillingness to respond to market signals was provided by a 1991 study
by Hoshi, Kashyap, and Scharfstein.’® The study looked at a sample of Japanese firms in the late

1970s to mid 1980s that had close ties to banks and compared their investment behavior with a



sample that had no such ties. The investments of firms that had no bank tie were very sensitive to
the cash flow the firms generated from operations; when operating cash flows decreased sharply,
so did investment spending--and vice versa. By contrast, the investments of firms with strong ties
to the banks were significantly less sensitive to the firms' operating cash flow.

As suggested earlier, one possible interpretation of these findings is that banking
relationships make it easier for firms to obtain external funding for value-adding investments, thus
making them less dependent on their own cash flows. But recent events in Japan suggest a
different explanation. More often than not, the companies’ continuous access to bank funding on
favorable terms allowed them to ignore the signal sent by their poor cash flows, and to continue
investing. By continuing to invest in these circumstances, such firms may well have been
destroying long-term value rather than increasing or preserving it. Even if the banks were failing
to provide the managers of these firms with the right signals, it appears that the stock market was
attempting to do so. For, as the study also reported, the firms with banking relationships in their
sample had lower "Tobin's " (or market-to-replacement cost) ratios than firms without bank ties.
And, to the extent Tobin's qis ardiable proxy for afirm's investment opportunities, the stock
market was expressing skepticism about the likdly payoff from such investments.

Moreover, another study of Japanese firms published in the past year suggests that such
market skepticism was warranted. For while Japanese firms with close bank ties may have had
greater access to funds when their operating cash flows declined, such access did not enable them
to achieve higher profits or growth rates than their peers.*

Y et another recent study provides additional evidence that relationships can distort the
allocation of funds.? In the early 1990s, Japanese banks increased their lending to the U.S.
commercial real estate market. At their peak in 1992, the U.S. subsidiaries of Japanese banks
accounted for onefifth of all commercial real estate loans held in the U.S. banking sector. Then,
in response to a severe decline in real estate prices in Japan, the Japanese banks cut back their
lending in the U.S. even as U.S. prices wererising (and lending by non-Japanese banks increasing)

while at the same time expanding their lending in the domestic Japanese market where prices were



plummeting. Thus, rather than cutting their losses in Japan--or at least not abandoning their
profitable opportunities in the U.S.--Japanese banks poured more money into their unprofitable
Japanese relationships.

In sum, the message from the existing research is that although relationships may increase
or preserve value in some cases--particularly when contracts are hard to write or enforce —they
also have a downside that they do not rely on price signals. The consequence has been a
widespread and costly misallocation of resources.

By contrast, market-based economies like the U.S. and U.K. sustained high levels of
corporate investment throughout most of the '90s while still producing enough profit to reward
shareholders. The relative prosperity of these economies can be attributed in no small part to
their reliance on market prices to allocate resources. And indeed there appears to be a virtuous
cycle at work here: In the process of relying on prices for guidance, the arm's-length transactions
that predominate in these economies also have the beneficial effect of making prices more
informative. Thus, the more transactions that come into the market, the more likely decisions
made on the basis of price are likely to be the right ones. As we will argue below, in economies
with a sufficient degree of contractual "infrastructure" to support them, arm's-length transactions

arelikdly to lead to better decisions.

THE COST AND BENEFITS OF CONGLOMERATES: SOME EVIDENCE OF WHEN
RELATIONSHIPS ADD VALUE

But, if relationship-based systems generally allocate resources less efficiently than market-
based economies, how do we account for their popularity? After all, aimost all economies,
including the U.S., have at some point in their history relied heavily on reationships, particularly
in earlier stages of development.** Thus, one promising hypothesis for the durability of the
relationship-based system is that it works better than an arm's-length system in relatively less
developed economies--those where contracts are ineffective and price signals from the market

relatively uninformative.



Some support for this argument comes from recent research on the performance of
conglomerate organizations. Conglomerates can be thought of as the ultimate relationship-based
financial system in the sense that the different business units that make up the organization receive
financing from an internal capital market.

Several studies of conglomerates in the U.S. have shown that they trade at substantial
discounts relative to stand-alone firms.** Moreover, these studies--including one that we recently
completed (with Henri Servaes)--show that the size of the discount, which is about 14% of
market value on average, is related to the extent of the conglomerate's investmentsin relatively
unprofitable segments. Furthermore, our study shows that both the extent of the discount and the
over-investment increase as the diversity of investment opportunities within the conglomerate
increases. If conglomerates were optimizing on capital allocation, we would expect the opposite
since they could starve the divisions with poor opportunities and give the funds to those with
good ones. That they do not do so suggests that conglomerates make decisions according to
considerations other than risk and return, and this hurts their market value.

Taken together, then, the evidence on U.S. conglomerates suggests that they trade at a
significant discount relative to stand-alone firms, and such discounts appear to be a direct function
of the extent of resource misallocation. But do conglomerates perform better in less-devel oped
market economies?

Thereis some evidence for this, most of it fairly recent. 1n 1995, thisjournal published a
study of the South African "groups’ (collections of publicly traded companies with a pyramid
ownership structure) showing that the groups have traded at consistent premiums to their net
asset values (NAVs).”* A more recent study finds that large diversified groupsin India
outperformed smaller unaffiliated firms between 1989 and 1995.® And a 1998 study of
conglomerates in 35 countries reports that the relative value of diversification in a country is
related to the country's income level.*” Specifically, in low-income countries the study finds either
adiversification premium or no discount, while in high-income countries the study finds a

significant diversification discount.”® Perhaps the most telling evidence for conglomerates,



however, is the continuing dominance of this organizational formin Asia, Latin America, and
much of Western Europe--indeed, almost everywhere outside the Anglo-Saxon world.” Of
course, such dominance does not necessarily imply that they will continue to prevail, only that

they have proved efficient in certain (possibly now past) circumstances.

A FRAMEWORK FOR THINKING ABOUT THE VALUE OF RELATIONSHIPS

From our discussion above, two factors seem important in determining whether
relationships work well in an environment relative to arm's-length transactions. Thefirst isthe
extent of adequacy of the contractual "infrastructure" ("contractability” for short) in that
environment. If much of the value in a transaction can be contractually allocated, thereis little
rolefor a controlling financier to add value by reallocating surplus and facilitating transactions.
For this reason, the development of property rights, laws, and institutions (such as auditors and
regulators) that facilitate transactions will reduce the relative value of relationships.

The second factor is the importance of price signals. In a situation of extreme capital
scarcity, when it is relatively easy to determine that certain investments have positive net present
values, decisions based on relationships are not likely to go very wrong. But in situations where
the clearly profitable investments have been made and there is abundant capital chasing relatively
few opportunities, price signals are very useful in helping to guide investment. In such cases,
obscuring price signals can lead to investment that ends up destroying substantial value.

Figure 1 may be a useful way to summarize our framework. On the x axisistheratio of
available capital to investment opportunities, on they axis is the degree to which institutional
development facilitates contracting. As shown in the lower |eft corner of thefigure, a
relationship-based system is better than an arm's length system when thereis little available capital
relative to opportunities and contractability is low. As shown in the upper right, an arm's-length
system dominates when both are high. When the ratio of capital to opportunitiesis low but
contractability is high, both systems work reasonably well--though, in most developed economies,

the arm's-length system tends to supplant the relationship system over time. This is because a well-

an



functioning contractual system both creates very good opportunities outside the relationship, and

narrows the amount of give and takethat is possibleinside. Finally, neither system works well
when capital is rdatively abundant and contractibility islow. The relationship system cannot
allocate the capital well (easily leading to overinvestment) while the arm's-length system has

limited ability to recover funds once they are invested.
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Figure 1 begs the question: What brings about a change in the environment? The main
force for such change appears to be major changes in investment opportunities or capital flows;
institutional infrastructure changes tends to follow them, though often with a considerable lag
behind. Moreover, thereis no guarantee that institutional changes will keep pace with the

changes in capital flows, or that the system itsdlf will change to be consistent with the
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environment.

For example, consider a relationship system in a situation with low contractability and
tremendous capital inflow relative to available opportunities (in short, the condition of East Asia
and most emerging economies a few years ago). An improvement in institutions facilitating
contractual infrastructure and the move towards an arm's-length system has the potential to
improve matters. But thereis no reason to beieve that institutional change will be rapid or that
the vested interests in the relationship system will permit such a move. The resulting
inconsistency of the system with the environment can lead to distortions.

Let us now try and make some sense of the recent events in East Asiain thelight of this

framework.

MAKING SENSE OF THE ASIAN CRISIS

Until the end of the 1980s, the East Asian economies were overwhelmingly relationship-
based systems.”® At the outset of liberalization, the volume of profitable investment opportunities
greatly exceeded the available capital. This capital shortage in turn prompted a momentous
change in the environment: namely, the opening up of these economies to capital flows --a
development that coincided with the increased desire of Western banks and fund managers for
international diversification.

But, as Figure 1 would suggest, there was a potential problem: A flood of foreign capital
poured into these countries at a time when the institutional infrastructure was not adequately
developed to permit direct contracting between these sources of capital and borrowers.
Essentially, the arm's-length capital was lent to a relationship-based system that did not have
adequate price signals to deploy the massive inflow of capital properly.?* The economies moved
from the lower left-hand box in Figure 1 to the lower right hand box, an environment where
neither system can be expected to work very well.

Not only did foreign lenders not always know whether their funds were being deployed

appropriately, they also did not have the institutional safeguards to protect their investment.*
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Therefore, they took the next best route--they kept their loans and investments short term so that
they could pull out at any indication of trouble.”® So long as the countries could not offer
adequate institutional safeguards, short-term financing was the cheapest way for the countries to
obtain the large amounts of capital that were on offer. Both sides were happy provided the
economies continued to hum along.

But then prospects changed. It is hard to say whether the trigger was the depreciating yen
(driven down because of 10ose Japanese monetary policy), poor macro-economic policies, or the
realization that capital was being poorly invested by the relationship system. At any rate, once
some foreign arm's-length capital started to pull out, it did not make sense for any to stay in.
Since the relationship system would ensure that the pain would be spread through invisible cross-
subsidies and the like, and not contained within a few specific "bad" institutions, it made sense for
every outsider, who could, to pull out. Thiswas not necessarily a panic, but a "rational” move to
the exits by arm's-length capital providers who knew they had inadequate protection for the long
run, and were not sufficiently part of the relationship system to get any of the benefits of staying.
Of coursg, it is easy to see how the subsequent development of the crisis took place.

We do not rule out the possibility that moral hazard may have been behind some of the
investment that flowed in, or that there was some panic in the search for exits. Yet it seemsto us
that much of what happened can be explained as the consequence of two financial systems that are
essentially incompatible coming into contact with each other. Not having either power that is the
currency in relationship systems or contractual safeguards that are essential to an arm's-length
system, foreign investors protected themselves by keeping the exits clear. An unexpected bad
shock led them to head for the exits. The mistake, if any, may have been on the part of the East
Asian countries in underestimating the risk involved in accepting such flows, without a clear plan
to reform and in not reforming their institutions once the flows had been accepted.

One clear policy implication of this analysisis that a country faced with the prospect of
substantial financial inflows has to either accept therisk of financial fragility or improveits

financial infrastructure before it accepts the flows. Institutions such as exchanges and custodial
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services have to be set up, monitors such as rating agencies, auditors, and supervisory authorities
have to be established or strengthened, accounting standards and disclosure laws improved, and
bankruptcy and contract law made more effective. Not only does such institutional development
improve the way foreign inflows are invested, it also makes the system moreresilient to adverse
shocks by "localizing" them or allowing them to be contained within a few institutions. In short,
unfettered flows should be allowed only after the financial infrastructureisin. The notion that
investors will create their own institutions after they comein is aversion of Say's Law that should

belaid to rest.

WHERE DO WE GO FROM HERE?

Given theflight of foreign capital and the ensuing capital shortage now confronting them,
East Asian economies might appear to bejustified in returning to their traditional relationship-
based systems. But is areturn to the old system likely to restore these economies to their former
strength? And is a relationship-based system really a viable, long-run solution for these
economies?

Our analysis thus far would suggest that a return to relationships is the best way to goin
the short run. That is, until foreign capital shows signs of renewed interest in these economies,
staying in the lower |eft-hand corner of Figure 1 would appear to be the best course of action.

Y et there is a fundamental problem with relationship systems, one that we have largely glossed
over until now, namely, their resistance to change. The opacity and collusive practices that
sustain a relationship-based system entrench incumbents at the expense of potential new entrants.
Moreover, the very lack of transparency also makes it hard for democratic forces to detect all the
abuses in the system. This strengthens the hand of incumbents in resisting any reform.

One of the effects of a crisisis to create such immense problems that even the relationship
system cannot hide them. The evidence of gross abuse can be a powerful weapon for democratic
and liberal forcesin pressing for reform. An exampleis the financial legislation that was rushed

through Congress soon after the onset of the Great Depression, in 1933 and 1934. Of course,



much of that legislation--including the Glass Steagall Act and the Securities Act of 1934--has
been attacked by economists as politically motivated® and a source of inefficiency inthe U.S.
economy.” What is rarely pointed out, however, is that such legislation laid the framework for the
modern-U.S. financial sector. Thecrisis of the Great Depression provided an opportunity for
democratic forces to combat the concentration of power on Wall Street; and the legislation that
resulted from the crisis essentially ended relationship-based finance in the United States. 1n so
doing, Glass Steagall and the Securities Acts can be seen as providing the initial impetus for the
present variety and competitiveness of U.S. financial institutions.

In the near term, then, East Asia's crisis and capital shortage provides a rare opportunity
for institutional reform. Over the longer run, however, such economies can be expected to move
from its current condition of capital shortage to situations that once again tests the systems' ability
to allocate capital. When that day comes, the arm's-length system is likely to be more efficient. |If
the current crisis can be weathered, the long run need not be that long for the East Asian
economies. Rather than reconstituting the old monopolies and inside deals, these economies
would be well advised to follow the U.S. examplein the 1930s, and take advantage of the
financial crisis to improve transparency and accountability in their financial system.

But how do these economies weather the short-run crisis? The problem is that while a
large portion of foreign capital has fled, someis still in the system, along with domestically
supplied capital. As the financial mess is untangled and the underlying problems revealed, more
capital will disappear, either outside the country or under the mattress. Furthermore, thereis
likely to be aratchet effect in the disclosure process. Because the markets suspect insiders of
dissembling as in the past, any disclosures will be discounted as understating the true extent of the
mess. But this makes it hard for reforming insiders to confess everything since the market
continues to discount their disclosures.”® For example, if the market's past experience with the
system causes it to multiply the size of disclosed |oan losses by two, an admission of the true size
of loan losses may cause tremendous capital flight since, at least in the short run, the market might

believe the true losses are twice the actual ones. Since confidenceis so critical to markets, it may
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paradoxically be impossible to clean up the system and restore long run credibility without risking
further short-run flight.

This would suggest that if thereis a serious intention to clean up the system, a temporary
government guarantee--with clearly defined time limits--of the financial institutions, together with
atemporary restriction on capital flows, may be necessary to give the system the latitude to come
clean.”

The danger in this course, however, is that such restrictions would make it easier to
continue with the status quo because the market would no longer reflect the state of the system.
Therefore, it is crucial that there be genuine political will to reform the system before such drastic
measures are contemplated. Other institutional reforms should follow in the longer run, and these
reforms will provide Asian economies not only with the capacity to absorb arm's-length foreign
capital when fashion and sentiment turn, as surely they must, but also with the much-needed
information to allocate this capital to the highest-value use. Therein lies the best hope for

restoring long-term growth.
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