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Abstract 

 
This paper examines some of the critical issues facing 
policy setters in emerging economies in light of recent 
financial and economic liberalization conducted via the 
implementation of Washington Consensus type policies. 
Issues considered include the poor sequencing of 
financial and economic liberalization and its impact 
upon accounting and corporate governance; quality of 
accounting system in relation to capital market volatility 
and future developments. The author develops a 
framework to analyze the level of economic 
development along two axis, economic openness and 
size of public sector. Onto this framework is mapped the 
broad accounting and corporate governance structure 
associated with level of development. 
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“It would be desirable for the structure of society to resemble in its main features the 
structure of the most highly developed capitalist countries. A broad spectrum of 
independent, autonomous business people and entrepreneurs should emerge…….All 
this transformation in the structure of society should be coupled with the 
modernization of production and the other activities in society, through the spread of 
up-to-date technology and lifestyles.” 

[Kornal (1995)] 
 
Introduction 
 
The purpose of this paper is to highlight some of the major issues confronting policy-
setters in emerging economies in the wake of both economic and financial 
liberalization, under Washington Consensus policies. A major theme of the paper was 
that Washington Consensus assumed that all emerging economies suffered with the 
same types of problems that faced developed countries and could be corrected using 
the same remedies. However, it is not an aim of this paper to make value judgments 
about whether the Washington Consensus was good or bad but to focus upon the 
underlying structures they were mapped upon by emerging economies. 
 
Since 1989, there has been an explosive increase in portfolio equity flows around the 
globe in response to substantial financial liberalization in many emerging economies. 
Whilst this increase in capital flow has been beneficial to emerging economies in 
terms of increased growth [Levine and Zevros (1998)] they have tended to destabilize 
many, causing heightened volatility. It was essentially the introduction of Washington 
Consensus1 economic policies, implemented by emerging economies, often at the 
behest of the IMF and World Bank as part of loan agreements that was the catalyst for 
the integration of these emerging economies with the world market. A major criticism 
of the Washington Consensus policies is that they were not implemented in a 
sequentially correct manner. Indeed many of these policies were not even 
implemented at all. The major proponents initially of the Washington Consensus were 
Margaret Thatcher, Ronald Reagan and General Augusto Pinochet. They embarked in 
the early 1980s on a massive economic and financial reform package that transformed 
their economies by rolling back the frontiers of the state, but with a huge social cost. 
Economic models had begun to emerge in the early 1970s that suggested that 
financial liberalization can lead to enhanced economic growth in terms of increasing 
savings, investment and productivity of capital. Government intervention in capital 
markets around the world was common in the 1960s and 1970s (‘financial 
repression’). High bank reserve requirements, ceilings on interest rates, credit 
controls, capital controls and exchange controls were the common features of 
financially repressed economies that were necessary in order to maintain the pegged 
exchange rates under the Bretton-Woods regime. However, government intervention 
resulted in interest rates not being equal to their equilibrium values. If interest rates 
were lower than their equilibrium rate as was the case under the era of financial 
repression, then this resulted in projects being undertaken whose financing was 
implicitly subsidized. Therefore misallocation of resources arguments pushed for 
                                                 
1 The Washington Consensus is a term referred to economic policies implemented in developed 
countries. The term was invented by John Williamson, then of the Institute for International 
Economics, and now a senior economist at the World Bank. Appendix A lists many of the Washington 
Consensus policies. 
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financial liberalization which would increase interest rates, inducing greater savings 
and hence investments. Higher interest rates would mean that low yielding projects 
would not be undertaken2. Financial development through liberalization would thus 
increase growth through increases in savings which would be channelled to more 
productive investment uses. In addition, financial market deepening would provide 
greater discrimination between likely successful and unsuccessful projects and 
encourage investors to invest in more riskier projects (e.g. technology) by allowing 
them to diversify risks. Financial liberalization theory which was a basis for the 
Washington Consensus was developed in the early 1970s by McKinnon (1973) and 
Shaw (1973) was deficient in the sense that it tended to assume perfect information 
flows in markets, perfect competition and relied upon institution-free analysis. The 
higher interest rates that occurred in many emerging economies helped contribute 
towards the adverse selection and moral hazard problem3. The adverse selection and 
moral hazard problem can be alleviated by increasing accounting disclosure. 
Accounting disclosure was not increased in many emerging economies after financial 
liberalization, nor was there an attempt to modify governance structures. 
 
Many emerging economies paid little regard to economic liberalization which is now 
recognized as an essential precursor for financial liberalization because of competing 
instruments such as interest rates [McKinnon (1993)]. Whilst higher interest rates 
associated with financial liberalization may bring about increased savings, higher 
level of investment and greater productivity of capital the wider economy will tend to 
suffer in the short to medium term because of higher interest rates. This was part of 
Britain’s problems during the 1980s, causing a deep recession. 
 
In Figure 1 an attempt is made to classify countries on the basis of their level of 
integration/segmentation with the world market and degree of public/private 
ownership, since this embodies the major features of the Washington Consensus. 
Emerging economies are located in different quadrants of the representation. On the 
vertical axis is the level of economic integration4 of the economy with the world and 
on the horizontal axis is whether the economy is more modern or traditional public 
sector orientated. The Washington Consensus did not recognize that many emerging 
economies were at different stages of development. In addition, it is now 
acknowledged that there is an optimal ordering of financial liberalization [McKinnon 
(1993)]5. There are of course accounting issues that centre around information 

                                                 
2It is interesting to note that liberalization has not given rise to higher savings in both developed and 
emerging economies. 
3Under Adverse Selection, excessively risky projects were invested in by unscrupulous borrowers 
without the lender’s knowledge, especially when interest rates were high and rising, which generally 
occurs after financial liberalization. Risk averse investors generally will not take out the loans which 
leaves this risky group chasing loans. With Moral Hazard the borrower acts “immorally” and invests in 
projects they hadn’t agreed to. Moral hazard may increase the cost of borrowing for other borrowers 
because of these immoral investors. 
4 Economic integration and hence degree of openness can be measured by (Imports + Exports) divided 
by Gross Domestic Product. 
5 Mckinnon (1993) readdresses his earlier financial liberalization thesis and suggests that the 
sequencing of liberalization events is important. Successful reform in the ‘real’ sector should be a 
prerequisite for reform in the financial sector. Recognition is given to the fact that liberalisation, in 
general, is not a term that can be applied uniformly. Indeed liberalisation of interest rates may damage 
reform of the real sector. Better bank supervision and regulatory reform should be implemented before 
liberalization of the financial sector. Liberalization should move faster in boom periods and slower in 
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asymmetry. If insufficient disclosure means that investors are unable to make a fair 
assessment about the creditworthiness of the firm then this will certainly exasperate 
the moral hazard and adverse selection problem, as well as heighten financial market 
volatility. In addition, the governance structure of Thai banks (at the time of the Asian 
financial crisis) meant that the moral hazard problems were heightened in the sense 
that they benefited if the project was successful and were ‘bailed out’ by the central 
bank should the project fail. 
 
 
Figure 1 Country Type: Degree of Economic Openness and Role of Public Sector 

 
The allocation of countries to one of the four quadrants in figure 1 can be broadly 
accomplished. A framework is established to explain the different stages of 
development of emerging economies and to link this to the implementation of the 
Washington Consensus. In quadrant I, dynamic modern countries are located. This 
was certainly the aims of the Washington Consensus type policies to relocate 
countries to quadrant I. In quadrant I there is a very high degree of economic 
openness with a reduced public sector (achieved via massive scale privatization). This 
is essentially a quixotic paradigm as identified by World Bank and IMF economists 
for many emerging economies. Britain and the US are now located in quadrant I. 
Dependent countries are located in quadrant II where there is a high degree of 
openness, but a large public sector6. In quadrant III, stagnant countries are located. 
These countries have a very low degree of economic openness and a large public 

                                                                                                                                            
recessions. Domestic capital markets should be enhanced before constraints on foreign investment are 
lifted. 
6 One could argue that many former British colonies were located in this quadrant. These economies 
have been traditionally fairly open to trade but had large public sectors. e.g. many African countries, 
India, Pakistan, Sri Lanka and Malaysia. 
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sector7. The fourth quadrant, quadrant IV has a low degree of economic integration 
but has privatized corporations and is termed economic self-reliance8. A major 
drawback with the Washington Consensus type policies was that it did not recognize 
the stage of development of emerging economies. Indeed, some of the Washington 
Consensus policies were omitted completely by emerging economies. 
 
Another major drawback of financial liberalization has been that it has been 
associated with ‘deregulation’, a term that has been interpreted by many governments 
of emerging economies to mean ‘no regulation’. Thus a major cause of the Asian 
Financial Crisis of 1997 was a lack of a financial regulatory framework. 
Comprehensive companies and securities legislation is now viewed as essential 
infrastructure in the orderly work out of most economies [Eatwell and Taylor (2001)]. 
Indeed, it is in this critical area that accounting could have assisted the regulatory 
process which was lacking, through greater disclosure to the various stakeholders. 
 
Figure 2 Corporate Governance: Degree of Economic Openness and Role of 
Public Sector 
 

 
“In its most comprehensive sense, ‘corporate governance’ includes every force that 
bears on the decision-making of the firm. That would encompass not only the control 
rights of stockholders, but also the contractual covenants and insolvency powers of 
debt holders, the commitments entered into with employees and customers and 
suppliers, the regulations issued by governmental agencies, and the statutes enacted 
by parliamentary bodies. In addition, the firm’s decisions are powerfully affected by 
competitive conditions in the various markets in which it operates. One could go still 

                                                 
7 Examples include the former USSR, Eastern Europe, as well as many Middle-Eastern countries such 
as Iran and Iraq. 
8 Possible countries may include Japan and the Nordic countries. 



 6

further, to bring in the social and cultural norms of the society.  All are relevant, but 
the analysis would become so diffuse that it risks becoming unhelpful as well as 
unbounded.” 

Scott (1999). 
 

In this section, an attempt is made to map on the governance structures9 for the types 
of countries located in quadrants I to IV in Figure 1. Essentially there are four major 
types of corporate governance systems. These are market, bank, state and family 
based.  Again, the approach is not prescriptive of each emerging economy, but rather 
a broad assessment. It can be hypothesized that investors require a higher premium in 
terms of rate of return for companies with poor governance structures. In particular, 
accounting systems may help reduce the premium by reducing information 
asymmetries, through increasing disclosures to stakeholders. 
 
Typically countries located in quadrant I of Figure 2 are those countries that adopt the 
Anglo-Saxon model10 of corporate governance where there is dispersed equity 
ownership (i.e. low shareholder concentration) and a relatively independent 
management team. The Anglo-Saxon model is clearly associated with a high degree 
of economic openness and a largely privatized economy. This governance system 
would have been implicitly favoured by Washington Consensus type policies. 
Countries located in quadrant III are most certainly those with a state based corporate 
governance such as China. Quadrant III’s governance system is thus consistent with a 
low level of economic integration and very strong government sector. Countries 
located in quadrant II are likely to use a bank based governance11 or family based12 
governance system where there is concentrated ownership of both debt and equity. 
Bank-based corporate governance systems13 will have a management team that is 
closely scrutinized by the principal owners of the companies, the banks. Bank-based 
systems appear to be in operation in countries that tend to have a strong public sector 
(but not exclusively) and are fairly open. However, as already mentioned this segment 
could also potentially represent family-based governance system. In quadrant IV, both 
bank based and family based governance systems can exist under economies that are 
modern and have a low level of economic integration. The Washington Consensus 
type policies required emerging economies to be located in quadrant I despite the fact 
that these emerging economies did not have the governance architecture suitable for 
this quadrant (i.e. the Anglo-Saxon model).  
 

                                                 
9 Corporate governance refers to the way in which capital is allocated within and between national 
economies, the opportunities available to both borrowers and lenders and the ownership and control of 
corporations. For an excellent overview and comparison of corporate governance systems around the 
world appears in Schleifer and Vishny (1997). Note also that recent evidence suggests that investors 
are willing to pay a premium for firms that have good accounting and governance structures in place 
[McKinsey (1996)]. 
10 For example Britain, US, Canada, Australia and New Zealand. This type of governance system is 
termed market based. 
11 For example Germany, Japan (the Keiretsu) and South Korea (the Chaebol). 
12 For example East Asia in particular. 
13 The Banking structure in developing countries tends to be oligopolistic (a few players as opposed to 
many) which leads to increased spreads between lending and deposit rates which may lead to increased 
inefficiencies in the banking system. 
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From an accounting standpoint, there are some substantial differences in the 
accounting disclosure requirements for bank, market, state and family based 
governance systems. The major problem with imposing Anglo-Saxon based 
accounting system, post Washington Consensus on emerging economies has been that 
the governance systems have remained as they have before. It takes a long time to 
modify governance systems and this process very much depends upon altering the 
cultural and institutional values of the country concerned. Therefore, problems of 
moral hazard that arose in Thailand especially with banks were a result of the bank 
based system of governance within a poor regulatory framework. There was also very 
often a thin line between what was public and what was private which gave rise to a 
term associated with the Asian Financial Crisis of 1997, that of ‘crony capitalism’, 
extenuated by the controlling influence of large families. This blur in responsibility 
has certainly been increased by the change in the composition of international capital 
flows. 
 
“… improvement in the disclosure of and legal protections against conflict of interest 
transactions benefiting insiders would do the most to enlarge the pool of public 
investment capital - and lower its riskiness and cost - for most of Asia.” 
 

Scott (1999) 
 

However, bank based systems of corporate governance are good at reducing 
information asymmetries because of reliance upon a greater amount of management 
accounting data. It is true to say that the moral hazard problem experienced in some 
South-East Asian Nations was probably fuelled by a lack of accounting disclosure, the 
weakest link was most surely a lack of a legal and regulatory underpinning. 
 
“In all of the countries that are currently in crisis, there was a fuzzy line at best 
between what was public and what was private; the minister's nephew or the 
president's son could open a bank and raise money both from the domestic populace 
and from foreign lenders, with everyone believing that their money was safe because 
official connections stood behind the institution. Government guarantees on bank 
deposits are standard practice throughout the world, but normally these guarantees 
come with strings attached. The owners of banks have to meet capital requirements 
(that is, put a lot of their own money at risk), restrict themselves to prudent 
investments, and so on. In Asian countries, however, too many people seem to have 
been granted privilege without responsibility, allowing them to play a game of ‘heads 
I win, tails somebody else loses.’ And the loans financed highly speculative real estate 
ventures and wildly overambitious corporate expansions.”  

 
Krugman (1998). 

 
 
Bank based systems are evolving more towards the Anglo-Saxon market based 
corporate governance systems which may require the introduction of international 
accounting standards especially those that relate to bankruptcy. This convergence is 
being brought about by the lobbying of the international accounting profession and 
from pressure exerted by international financial institutions such as the World Bank 
and IMF. 
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“First, it does not seem that legal or cultural impediments to financial development 
are as serious as one might have concluded from recent literature. Somewhat 
facetiously, one does not have to have the good fortune of being colonized by the 
British to be able to have vibrant financial markets. However, the main impediment 
we identify - the political structure within the country - can be as difficult to 
overcome as more structural impediments.  Nevertheless, our second main implication 
is that to the extent a country can be coaxed to be open, it makes it less easy for 
domestic incumbents to retard financial development.” 
 

Rajan and Zingales (2000) 
  
 

There are essentially two processes that emerging economies can alter their 
governance systems in the wake of both economic and financial liberalization. One is 
via convergence, the other is divergence. Under convergence, countries select legal 
rules shown to be most effective in other countries and regulatory competition leads 
to harmonization. This could be achieved through the implementation of imported 
Anglo-Saxon accounting standards and in particular, international accounting 
standards. Divergence, leads to the establishment of a set of legal rules that are “path 
dependent”, i.e., derived from pre-existing institutions, political and social forces 
determining choices of legal rules [Pistor (2000)]. Clearly, convergence is likely to 
met faster but has the risk that the new system of governance may not necessarily 
complement existing social, political, cultural and institutional frameworks. Creating 
successful hybrids of governance structures is probably the major challenge for 
emerging economies in the new millennium. 
 
A critical issue that needs to be addressed is the concentration of equity ownership 
under family based governance structures. These plutocratic structures are a 
considerable threat to the orderly work out of emerging economies. A major 
distinguishing feature between governance structures is the separation of control and 
ownership under the Anglo-Saxon system, unlike the family-based model. A crucial 
issue is how can we reduce the distortionary influence of families on capital markets? 
This is important, especially for emerging economies in the sense that if there is a blur 
between ownership and control, this can lead to insider trading and its associated 
unjustness. Resolving these issues comes down to corporate governance issues, like 
the need to establish independent directors and to reinforce the representation of 
minority interests. But, a wider societal issue needs to be raised as whether it is 
equitable for so much wealth to be held in the hands of so few. The notion of ‘popular 
capitalism’ may be viewed as the only pragmatic way to achieve a fairer society. A 
more pluralistic, democratic and equitable society will require changes in corporate 
governance and accounting system. This is likely to be drawn out process and relies 
upon changing both the institutional and cultural values of emerging economies. This 
view is supported by the IMF Director General, Horst Köhler: 
 
 "The issue is to make globalization work for the benefit of all. There will not be a 
good future for the rich if there is no prospect of a better future for the poor. This will 
not happen by itself. We need to work for it.” 
 
Lower concentration of share ownership is thus essential for the development equity 
markets such as internet trading and the establishment of regional stock markets 
which are becoming important new developments not only for developed markets but 
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also emerging economies. Greater participation may only be achieved through 
movement towards a society visualized by Köhler.  
 
Figure 3 Accounting System: Degree of Economic Openness and Role of Public 
Sector 
 

 
Financial liberalization has brought about a major shift in the way in which 
corporations have been financed and has not recognized the types of accounting 
systems in place [Figure 3] in various emerging economies. Capital shortages over the 
past 200 years have been financed by inflows especially from Britain, France and 
Germany during the 19th Century to US, Latin America and Asia. Capital flows were 
essentially in the form of bank loans, corporate bonds and direct investments. During 
the 20th Century, the US became a major supplier of capital (the US however is also 
now one of the major debtor nations). Capital flows tend to come in cycles. ‘Cautious 
optimism’ is often followed by ‘irrational exuberance’. Two major periods of debt 
default have occurred in Latin America: (I) During the 1930s and (II) During the 
1980s which has meant that portfolio equity flows have predominantly replaced 
portfolio debt flows as a result of the debt crises. The structure of these cash flows is 
critically important. A major contribution to the Asian Financial Crisis was the fact 
that short-term liabilities denominated in dollars were used to finance long-term 
speculative investments in real estate, denominated in local currency. Therefore, not 
only was there a mismatch between currency, but also for maturity which was a recipe 
for disaster. Investors had assumed that pegged exchange rates would remain pegged 
in the long-run. Good accounting can contribute towards the identification of foreign 
exchange risks on the balance sheet. The Washington Consensus encouraged the 
liberalization of capital flows but did not focus upon the structure of capital flows. For 
example, long-term liabilities should be used to finance long-term assets to minimize 
exposure to interest rates. Assets and liabilities should be financed in the same 
currency in order to minimize foreign exchange exposure. 
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“The financial sectors in Indonesia, Korea, and Thailand lacked proper prudential 
standards and supervision. For instance, financial institutions had been allowed to 
borrow from abroad because of inadequate prudential controls on their foreign 
exchange exposure. The sizeable capital inflows had given rise to investment in 
equity and property and the risks associated with price bubbles.”  
 

Sugisaki (1998). 
 
Large capital flows have destabilized many emerging economies in recent times, 
especially those located in Asia. There is a distinction between ‘Hot’ money and 
‘Cold’ money. Hot money is short-term destabilising capital flows. Cold money is 
more long-term. It is ‘Hot’ money that caused much of the instability during the 1997 
Asian Financial Crisis. Movement away from debt to equity capital has raised agency 
issues like the possibility of expropriation of wealth from bond holders to equity 
holders. Accounting can help reduce these associated problems through greater and 
better disclosure. Clearly, the changing structure of stakeholders in emerging 
economies needs to be reflected in accounting systems. 
 
Accounting and Stock Market Volatility 
 
Whilst financial liberalization theoretical models have been implemented in emerging 
countries, there has been large spread ignorance of its impact upon the stock market, 
e.g. the relationship between volatility and integration. In essence, countries with 
weak financial systems have been the ones to have benefited less from liberalization. 
Indeed, many of the financial crisis that have occurred, e.g. the Asian Stock Market 
Crash of 1997 have been caused by an unsustainable level of economic liberalization 
coupled with excessive intra-regional dependence [Bilson, Hooper and Jaugietis 
(2000)].  
 
Improvements to the accounting system may help reduce volatility. Intuition suggests 
that the more the investors know about that cash flows of the firm, the lower the risk 
premium required on their stock. This should lead to a lowering of the firm’s cost of 
equity. Consequently, the volatility of the stock should reduce. This insight is of 
course a highly contentious issue amongst accounting theorists but no doubt this issue 
may be examined for emerging economies since the corporate governance is in a state 
of flux with a major shift in the concentration of the various stakeholders taking place. 
There needs to be a concerted push for greater transparency: 
 
“In all the Asian economies affected by the crisis, there is a need to review the close 
relationship among the government, banks and the enterprises and ensure that it 
reflects market conditions and is subject to greater transparency about the financial 
relations between the partners.”  

Sugisaki (1998). 
 

 
As mentioned, the issue of stock market volatility and financial market integration (or 
openness) is a contentious issue. Hooper (1998) finds that there is a cross-sectional 
association between the quality of the accounting system and volatility. He also finds 
that increases in financial deregulation tends to heighten market volatility. 
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Conversely, a coherent companies and securities framework tends to lower volatility. 
As previously suggested, deregulation in financial markets has been interpreted as no 
regulation. Better accounting disclosure needs to increase so that governments are 
able to monitor firms more closely. 
 
 
Conclusion and Recommendations 
  
The purpose of this paper was to examine some of the major problems faced by 
emerging economies in light of implementation of Washington consensus type 
liberalization policies which were often imposed at the behest of the World Bank and 
IMF. These policies were incorrectly implemented in emerging economies and have 
contributed to the increased rate of economic and financial crisis, the most recent of 
which was the Asian financial crisis of 1997. The Washington consensus policies 
were based on the seminal financial liberalization theories of McKinnon and Shaw 
who assumed perfect information, perfect competition, no regulation and no role for 
the stock market. Despite the unrealistic nature of some of these assumptions many 
emerging economies had to conditionally adopt them in order to acquire IMF and 
World Bank support. 
 
In this paper a model is developed in an attempt to capture the stage of development 
of an emerging economy based upon its degree of economic openness and size of 
public sector. The four classifications are dynamic modern countries, dependent 
countries, stagnant countries and self-reliance countries. Further, possible governance 
and accounting systems associated with these country classifications are broadly 
mapped onto this framework. The Anglo Saxon model has a market based governance 
system. This is now a goal of many countries that have implemented Washington 
consensus policies, but relies upon changing the institutional and cultural value 
system which is likely to take a considerable amount of time. 
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 Appendix A 
 
1. Fiscal discipline: deficits should be small and subject to monetary discipline. 
 
2. Within public spending: education, health and public infrastructure 
investment are priorities, while subsidies should be eliminated. 
 
3. Tax system: the tax base should be broad and marginal rates moderate. 
 
4. Interest rates: should be market-determined, and positive in real terms. 
 
5. Exchange rate : should be at a competitive level (whether fixed or flexible), as 
an essential element of an outward-oriented trade policy.  
 
6. Trade policy: imports should be liberalized; import licenses are the worst 
(they give rise to corruption), uniform tariffs are preferable if necessary. 
 
7. Foreign Direct Investment is perceived to be good 
 
8. Privatization: private industry managed more efficiently. 
 
9. Deregulation: as in the U.S. starting in the late 1970s. 
 
10.Property rights: matter.  
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