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Key Messages

Although Asian economies have recovered strongly from
the 1997-98 regional financial crisis, the primary lesson of
that crisis—namely the need for sound and efficient finan-
cial systems—remains as relevant as ever.

The Asian crisis was essentially a capital account crisis
rather than a current account crisis. As such, preventing
and managing the recurrence of such a crisis requires a
different combination of policy measures than what is ap-
propriate for a current account crisis.

An important component of such policy measures is to pro-
mote and strengthen regional financial arrangements and
co-operation, especially by establishing an early warning
system, strengthening regional surveillance, and creating
new, quick financing facilities as complements to IMF fa-
cilities.

While there are a number of potential risks, including the
uncertain global economic outlook, there appears to be no
major impending threat to global and Asian financial sta-
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bility. One nagging risk is the continuing uncertainty asso-
ciated with Japan’s progress on strengthening its financial
system and its macroeconomic prospects.

Liberalization of financial services within the WTO frame-
work creates a number of policy issues for Asian econo-
mies.

Various efforts are under way to reform the international
financial architecture, partly in response to the Asian cri-
sis. There are six main elements of the new international
financial architecture: standards and codes, transparency,
private sector involvement, exchange rate regimes, IMF
reform, and capital controls.

The emergence of new financial instruments such as inter-
est rate and foreign exchange derivatives entails both op-
portunities and challenges for Asian financial systems.

Building a sounder international finance system requires
not only improving the international financial architecture
but also building efficient and sound financial markets at
the national level. An integral component in this context is
the creation of effective financial safety nets such as de-
posit insurance.

Introduction

1. The ADB Institute (ADBI) conducted a capacity-building
Seminar on International Finance during July 22-26, 2002. The
seminar was co-hosted with the Asian Development Bank (ADB)
and the South East Asian Central Banks Research and Training
Centre (SEACEN). The participants were 28 government offi-
cials and policymakers from 17 developing member countries of
ADB. The seminar featured prominent resource speakers from
academia, government, and multilateral institutions.
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2. The seminar provided a forum for knowledge dissemina-
tion, exchange of views, and discussion of country experiences
and evolving policy issues in international finance. It covered
key areas of international finance such as dealing with massive
capital inflows; sequencing of domestic and external financial
liberalization; regional financial arrangements; financial inno-
vation and regulation; and bank risk management.

3. The sessions in the seminar were:

● new risks and challenges in international finance
● establishing a sound international financial system
● building efficient and sound financial markets
● group discussion and presentation—country experiences

4. Dr. Subarjo Joyosumarto, Executive Director,
SEACEN, welcomed all the participants and speakers to the
seminar, jointly organized by ADBI, ADB and SEACEN. Dr.
Joyosumarto noted that the seminar marked the third collabo-
ration for a capacity-building seminar between SEACEN and
ADBI and first such collaboration between SEACEN and ADB.
He also expressed his deep appreciation to ADBI and ADB for
their assistance in organizing the seminar. According to Dr.
Joyosumarto, the expertise and experience of the distinguished
resource persons along with the varied background of the par-
ticipants will create a valuable forum for discussions and ex-
change of ideas. He then described in detail the role of SEACEN
in promoting greater cooperation among the central banks of
the region. In particular, SEACEN organizes and coordinates a
wide range of capacity-building training programs with a view
to further enhancing the capability of regional central bankers
to perform their various functions more effectively. At the same
time, SEACEN also provides a forum for the region’s central
banks to discuss and exchange views on issues of common in-
terest to the region as a whole, such as the development of early
warning systems. This seminar was especially valuable as it
brought together three organizations with a deep interest in
strengthening regional financial stability and the central bank-
ers who are at the forefront of policy making and implementa-
tion. Dr. Joyosumarto expressed his sincere hope that the
seminar will contribute toward greater stability and soundness
of banking and financial systems throughout the region.

5. In his opening remarks, Dr. Masaru Yoshitomi, Dean,
ADBI, thanked ADB and SEACEN for their role in organizing
the seminar. Dr. Yoshitomi emphasized that a recurrence of the
1997-98 regional financial crisis was always possible, notwith-
standing the substantial progress in structural reform made by
most countries in the region. Doing away with the double mis-
match—currency mismatch and maturity mismatch—respon-
sible for the Asian crisis is a time-consuming process in
developing countries. Regional countries continue to face an
array of serious structural problems—e.g. non-performing loans,
poor corporate governance, and this is exacerbated by a great
deal of uncertainty—e.g. Enron scandal, Japan’s banking prob-
lems—in developed countries. Therefore, the region should not
be complacent and content with the progress they have made
so far, but instead continue to push ahead with reform and re-
structuring in their financial and corporate sectors. Doing so
will significantly build up the region’s immunity from and re-
silience against the type of currency and economic progress

that devastated the region so recently. Another important av-
enue for promoting regional financial stability is to further pur-
sue regional financial arrangements and cooperation. Although
the Chiang Mai Initiative (CMI) has already set this process in
motion, regional governments need to make firmer commit-
ments and take greater initiatives if they are to realize more
tangible benefits. Rapid technological developments in ICT,
especially the Internet, are creating both opportunities and chal-
lenges for financial systems of developing countries. Dr.
Yoshitomi expressed his confidence that the seminar will pro-
vide a most useful forum for discussing various issues and policy
approaches for international finance in the region, especially
with a view to preventing the recurrence of currency crises in
the future. Dr. Yoshitomi wished all the resource persons and
participants a productive and pleasant seminar.

6. Dr. Yun Hwan Kim, Principal Economist, Economics
and Research Department, ADB, welcomed all resource per-
sons and participants on behalf of ADB and expressed his ap-
preciation to ADBI and SEACEN for their co-operation and
support. The seminar provides a platform for exchanging re-
cently learned key policy lessons and updating policy-relevant
knowledge. Such knowledge is important in light of continu-
ous new developments and evolutions in international finance.
For example, Enron, WorldCom and other accounting scandals
currently plaguing the US financial markets have had an ad-
verse effect on those markets, with negative implications for
Asia-Pacific markets as well. The 1990s, especially the late
1990s, were a period of turmoil and upheaval in the region’s
financial markets. It is critical to gain a better understanding of
the 1997-98 currency crisis, especially against a backdrop of
capital account liberalization. Although we now have a better
understanding, enormous challenges remain and much more
remains to be done to build sound and efficient financial sys-
tems throughout the region, despite substantial progress in the
re-capitalization and restructuring of financial systems in the
region. While reforming the global financial architecture can-
not be a substitute for strengthening domestic financial sys-
tems, which remains an urgent policy priority in many regional
countries, nevertheless there are three noteworthy issues in the
former—international standards and codes, regional financial
co-operation, and the WTO’s Doha Agreement on financial lib-
eralization. Dr. Kim closed his remarks by wishing all the par-
ticipants a successful and enjoyable seminar.

New Risks and Challenges in
International Finance

7. The first session focused on a range of policy measures
that could help the region cope with new risks and challenges
in international finance. In order to prevent a recurrence of the
1997-98 Asian crisis, we need to gain a solid understanding of
the causes. Above all, the Asian crisis was a capital account
crisis rather than a current account crisis. The optimal combi-
nation of policies to prevent a capital account crisis includes
both crisis prevention and crisis management measures. One
possible means to prevent another regional currency crisis to
promote regional financial arrangements and co-operation.
Some specific measures include establishing an early warning
system, strengthening regional surveillance, and establishing
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new, quick financing facilities as a complement to the IMF fa-
cility. In the short run, trends in global financial market condi-
tions will have a big impact on global financial stability. Current
market conditions indicate that there are no major threats to
stability although some uncertainties remain. One major un-
certainty is the prospects of the Japanese economy, both at the
macroeconomic level and in terms of the recovery of its bank-
ing sector.

8. Dr. Masaru Yoshitomi, Dean, ADB Institute, opened
the session with a comprehensive presentation on Policy Rec-
ommendations for a New Phase of Crisis Prevention and
Management. Dr. Yoshitomi noted that the Asian crisis is
primarily a capital account crisis that originated from short-
term capital account inflows (that were large relative to the
underlying current account deficits) followed by sudden and
massive reversals of those flows. Dr. Yoshitomi proposed a
number of policy recommendations for Asian economies with
substantially liberalized capital accounts. Those recommen-
dations emerged from the discussions of the Asian Policy Fo-
rum (APF). The first 4 recommendations, focusing on crisis
prevention, aim to prevent the occurrence of another capital
account crisis by better managing capital inflows and avoid-
ing currency/maturity mismatches. In the context of better
managing capital inflows, there are 2 main policy recommen-
dations. The first is to adopt a managed float exchange rate
policy which would stabilize real effective exchange rate
(REER). The second is to install the capability to implement
Chilean-type controls of unremunerated reserve requirements
(URR) and minimum holding periods (MHP) on capital in-
flows. In the context of minimizing double mismatch (i.e. in
currency and maturity), developing Asia should (i) adopt and
effectively enforce best practices in prudential regulation and
supervision, as well as (ii) develop sound and liquid domestic
capital markets, in particular corporate bone markets.

9. Dr. Yoshitomi’s next 3 policy recommendations focus on
crisis management, and aim to manage a crisis more effectively
after the fact. The private sector has to be involved in crisis reso-
lution so as to minimize moral hazard and official financing. In
this connection, they argued for (i) modifying bond contracts to
provide collective representation of creditors and (ii) restricting
the holdings of domestic currencies by non-residents in order to
minimize speculative opportunities. In addition, they argued for
establishing a regional financial arrangement (RFA) that would
serve as a regional lender of last resort and oversee an effective
surveillance system over the Asian economies. Dr. Yoshitomi
also put forth some policy recommendations for economies with
relatively closed capital accounts. They pointed out that such
economies should pursue appropriate sequence of capital account
liberalization. That is, they should strengthen their domestic fi-
nancial sectors and achieve macroeconomic stability before lib-
eralizing their capital accounts.

10. Dr. Yoshitomi then proceeded to proceeded to discuss
the rationale for the Chiang Mai Initiative (CMI) and other
efforts toward regional financial co-operation. According to
Dr. Yoshitomi, a fundamental mistake of IMF in addressing
the Asian crisis was that its prescriptions were more appro-
priate for Latin American-style current account crises rather
than the capital account crisis that hit the region. In particu-

lar, while tight monetary and fiscal policies are absolutely
necessary to fight current account crises, they precipitate a
severe recession without any significant offsetting benefits
during a capital account crisis. Against this background, CMI
reflects attempts by regional economies to find crisis preven-
tion and management mechanisms that are more suitable for
the region. It is therefore inaccurate to view CMI as being
primarily due to a narrow and exclusive financial regionalism
or an impulsive backlash against the IMF. Of course, whether
CMI will make substantive progress in the future will depend
on greater commitment and efforts from regional governments.

11. In the discussion following the presentation, Dr.
Yoshitomi stressed that a capital account crisis has 2 pre-con-
ditions One is sustained rapid economic growth which attracts
foreign capital in the first place, and the other is full capital
account convertibility, which means opening up to FDI, port-
folio inflows and short-term loans. A major reason why South
Asian economies did not suffer from the Asian crisis was that
they had neither rapid economic growth nor full capital ac-
count convertibility. On the other hand, China has had rapid
economic growth on a sustained basis but its capital account
remains relatively closed. However, China’s recent joining of
the WTO, which entails financial liberalization obligations,
may lead to de facto capital account opening. This implies
that there is a real threat of a capital account crisis in China
within five to ten years, and this is a policy challenge that
must begin to be addressed right now.

12. In response to another inquiry, Dr. Yoshitomi pointed out
that there is a fundamental difference between the regulatory
frameworks of banks and capital markets. In the case of banks,
regulatory focus is simply one of minimizing excessive risk-
taking by banks. However, regulating capital markets is intrin-
sically much more complex because it requires protecting the
interests of the general public. Therefore, even in the US, we
have events such as the recent Enron and Worldcom scandals.
This means that developing corporate bond markets in emerg-
ing Asia will be a time-consuming, difficult task. Nevertheless,
it is a worthwhile task because genuinely market-based inter-
est requires efficient and well-functioning bond markets. On a
separate issue, Dr. Yoshitomi noted that the essence of regional
financial co-operation is mutual surveillance and peer pressure,
which requires a willingness to share information.

13. According to Dr. Yoshitomi, the invisible hand or market
mechanism can play a role in minimizing the threats to financial
stability arising from global capital flows. For example, if
Thailand’s exchange rate had been more flexible, exchange risk
may have deterred some of the massive capital inflows into that
country. However, since exchange rates could be misaligned for
extended periods of time, there are limits to the usefulness of
market mechanisms. Dr. Yoshitomi also reiterated his position
that for countries with closed capital accounts, the proper se-
quencing of financial liberalization is critical. A country without
a sound and efficient financial system should not rush headlong
into capital account liberalization. Although cronyism, poor cor-
porate governance and the like are often cited as major causes of
the Asian crisis, Dr. Yoshitomi believes that a more fundamental
cause is the institutional inability to cope with new risks and
dangers associated with financial liberalization and deregulation.
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14. Touching upon the Chiang Mai Initiative (CMI), Dr.
Yoshitomi noted that political difficulties are standing in the
way of formalizing and deepening the ASEAN+3 swap ar-
rangements. For example, 10% of such swap funds are cur-
rently free of IMF arrangements and this share was arrived at
by compromise among different countries with different views
on the appropriate share. In addition, on the issue of the opti-
mal secretariat arrangements for CMI, there were also a num-
ber of different opinions. In response to a question from
another resource person, Dr. Yoshitomi replied that the Asian
countries’ quest for some kind of a regional financial arrange-
ment, including an Asian Monetary Fund, was motivated by a
widespread regional perception of U.S. ownership of IMF.
For example, the U.S. seems to have responded much more
actively to the Mexican crisis than to the Thai crisis. This is
perhaps inevitable because bailout packages ultimately come
from taxpayers’ money. In this connection, it is implausible
that surveillance and conditionality would be softer under
AMF than say, IMF, since Asian taxpayers are likely to be
just as demanding as U.S. or other taxpayers about how their
money is spent.

15. Dr. Bang Nam Jeon, Professor, Department of Eco-
nomics and International Business, Drexel University,
United States, gave a presentation on the Progress and Pros-
pects for Regional Financial Arrangements (RFA) and Co-
operation (RFC). According to Dr. Jeon, the ultimate
objective for establishing RFA/RFC in East Asia should be to
prevent the reoccurrence of another economic crisis in the
region. A specific agenda for reform will include establishing
an early warning system, strengthening regional surveillance,
establishing new, quick financing facilities as a complement
to IMF facilities, strengthening financial market supervision
and regulation, and reshaping the G-7 led international finan-
cial architecture reform efforts by including capital controls
and regulations of speculative hedge funds.

16. One option is to create an Asian lender of last resort
(LLR). The IMF has often been described as an international
lender of last resort.  Member countries turn to the Fund when
no one else will lend to them on affordable terms.  Do the
East Asian nations need their own LLR?  An LLR is an insti-
tution that is willing and able to supply unlimited amounts of
short-term credit to financial institutions when they are threat-
ened by a creditor panic, which would do serious damage to
the real economy.  The LLR should lend freely to illiquid
banks but not to insolvent banks, which require prudential
supervision and screening ability.  The Asian LLR will serve
as the ultimate bulwark against creditor panic, because no other
institution can take on that task.

17. The original idea of a self-help RFA, known as the Asian
Monetary Fund (AMF) was proposed by Japan in August 1997.
The resources that could be mobilized from Asian countries
could be pooled together and used as a regional LLR.  The
U.S. and European countries, along with the IMF, squashed
the Japanese attempt to establish the AMF.  The main accusa-
tions were the AMF’s functional overlap with existing insti-
tutions, such as the IMF and World Bank, and a serious moral
hazard problem caused by the so-called soft conditionality
and lack of discipline among peer group nations.

18. The advocates of the AMF stress the need for a regional
lender of last resort because global emergency resources for
East Asia, including the IMF and the World Bank, are insuffi-
cient, considering the size of the East Asian economies in the
face of volatile capital flows in and out of the region.  Further-
more, a regional monetary organization is nothing new: the Arab
Monetary Fund (1976) and the Latin American Reserve Fund
(1991). Other cases for an Asian LLR include: augmented
sources of short-term liquidity to member nations in need of
short-term assistance (the first line of defense or the second
line of defense), cut the probability of financial contagion in
the region, increasingly linked regional economies, maintain-
ing exchange rate stability with less volatility, more accurate
acquaintance with member countries’ socioeconomic-political-
cultural background in the region, and more reliable and up-
dated peer review by insiders than by outsiders.

19. A second option and a weaker form of RFA/RFC would
be pooling international reserve assets and sharing the pooling
resources among member nations in the region.  An example
of the weak form of resource pooling would be the bilateral/
multilateral currency swap agreement under the Chiang Mai
Initiative. Other form would be a common decentralized re-
serve pooling mechanism, in which each member nation con-
tributes a specified share of its international reserve assets to a
common pool.  Each country would then be eligible to draw on
the pool for an amount up to a predetermined multiple of the
amount deposited.

20. Since the resource pooling needs decisions on the disburse-
ment of the funds as short-term liquidity assistance, based on
accurate assessments of each member nation’s situation, smooth
and active flows of information among member nations in the
region is expected.  A participating nation in the resource pool-
ing can economize on their own reserve accumulation by gain-
ing access to the total regional pool of liquid funds, and, as a
member of the group, each country gains some influence over
the policies of other members.

21. The third option and the most important precondition for
successful RFA/RFC in the region is the institutionalization of
a monitoring and surveillance mechanism.  Surveillance means
monitoring the status and prospects of economic conditions by
a multinational forum or an international body.  Effective sur-
veillance should include the monitoring of economic condi-
tions, international capital flows in and out of countries in the
region, and potential vulnerabilities in the member countries.
Approval of financial assistance by an Asian LLR or pooled
resources requires monitoring and surveillance of the macro-
economic conditions of each of the member nations and their
capital flows.  The development of a regional early warning
system (EWS) will be possible only when an effective moni-
toring and surveillance system is launched.

22. For the enhancement of the current regional surveillance
process within the ASEAN+3 framework in the form of the
Chiang Mai Initiative (CMI), an independent Regional Surveil-
lance Unit has been proposed. The Unit or Institute will be an
independent source of information on the state of regional
economies and analysis of regional economic developments,
supplementing those of international financial institutions.  An
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effective regional surveillance system is expected to contribute
to crisis prevention by providing accurate and updated infor-
mation on the individual and regional economies and capital
movements, detecting early signs of economic/financial vul-
nerabilities, and enabling an expedited injection of short-term
liquidity to a member nation in need of emergency support in
the form of international liquidity.

23. Looking at the long run, several obstacles that need to be
overcome for successful regional financial cooperation among
the East Asian nations include the diversity and heterogeneity
of the countries’ economic characteristics, a wide spectrum in
terms of economic development and lack of economic conver-
gence in the region, and the lack of political will and commit-
ment to regional cooperation and integration. The ongoing CMI
framework needs to elaborate on various important, practical
questions: Under what terms will financing be extended on a
regional basis?  Is it likely to stabilize or destabilize interna-
tional capital flows?  What will CMI relationship be to the IMF
and other official financial institutions?  Could they provide
the basis for broader integration of the East Asian region?

24. Another important but practical question is who will and is
able to lead harmonious efforts toward establishing an effective
and solid RFA/RFC in the region—Japan, China, or a collective
form participated by inside and/or outside East Asia.  A long-
term strategy and vision will lead the East Asian nations to an
intensive form of financial and monetary integration, which may
create an Asian monetary union and a single Asian currency.

25. In the discussion following Dr. Jeon’s presentation, a par-
ticipant wondered whether rotating the leadership of the pro-
posed Asian Monetary Fund (AMF) between China and Japan
could help to make the realization of AMF more likely. Dr.
Jeon replied that there were a lot of historical and political ele-
ments involved and that other Asian countries may not neces-
sarily welcome domination by either country. In any case, the
leadership of AMF is an issue for Asians themselves to deter-
mine. What is clear is that one country or at least a core group
of countries will have to take the initiative if AMF is to becom-
ing a reality. Furthermore, Asians should not shy away from
AMF and other regional financial arrangements on the basis of
external criticism or lack of self-confidence.

26. Another participant asked whether the growing transmis-
sion of shocks across financial markets in the region reflected
greater regional financial integration. Dr. Jeon responded that
this was not necessarily the case, and we have to look at the
sources of the higher speed and magnitude of information trans-
mission across markets. In response to a participant’s concerns
about whether promoting capital markets would create exces-
sive competition harmful to banks, Dr. Jeon responded that while
there may be some short-term costs, in the long run greater
competition in the financial sector will benefit the economy. It
is, however, important to minimize those short-run costs through
effective prudential regulation.

27. Another resource person asked the speaker to clarify his
definition of Asia when talking about Asian RFA or RFC, to
which he replied that Asia refers to the CMI group of ASEAN
plus 3. The resource person doubted whether it was meaning-

ful to distinguish between Western and non-Western banks in
the context of the Asian crisis, the reason being that many Japa-
nese banks also withdrew large sums of capital from Asian coun-
tries at the height of the crisis. What might be more relevant is
that all the banks tried to withdraw when it was in their collec-
tive self-interest not to do so. Dr. Jeon noted that while this is
true, hedge funds engaged in speculative activity were almost
exclusively American. According to the resource person, AMF
might be a 2nd best solution and the 1st best solution may be to
improve the IMF. Other regional monetary funds, such as the
Arab and Latin American funds, have not been successful.

28. A participant felt that while it is possible to view the AMF
as a stepping stone to an eventual single currency or Asian
Monetary Union (AMU), the EMU experience showed that it
is best to promote regional trade before proceeding to mon-
etary co-operation. A resource person pointed out that broadly
speaking, AMF had two possible objectives—provision of in-
ternational reserves or liquidity and single currency. While the
two objectives are not necessarily mutually inconsistent and
Asian countries can contemplate an ever-narrowing EMS-style
snake, at this point it is much more realistic to focus solely on
the role of the AMF as a source of international liquidity. In
that role, an AMF can contribute toward preventing and man-
aging future currency crisis in the region.

29. Ms. Grace Lau, Head, Market Research, Hong Kong
Monetary Authority, talked to the participants about stability
implications of global financial market conditions. Ms. Lau
began her presentation by providing an overview of recent trends
in global financial market conditions. Her overview focused
on 3 major blocs of countries—industrialized countries, emerg-
ing Asia, and Latin America. Within industrialized countries
(i.e. US, Japan and EU), the US dollar was recently weakening
while the yen and the euro were appreciating. The stock mar-
ket indices are moving down along with bond yields. A variety
of problems plague the financial markets of industrialized coun-
tries. In particular, Enron, WorldCom and other accounting scan-
dals are raising serious doubts about the quality of corporate
governance in the US. At the same time, in Japan, the weak-
ness and uncertainty of the financial markets closely mirrors
the weakness and uncertainty of the real sector. In emerging
Asia, the currencies are appreciating while the stock markets
are more or less stable and bond yields are falling. The strength
of the currencies reflects the growing momentum of the region’s
economies. In Latin America, the currencies and stock markets
are falling while bond yields are rising. The weakening curren-
cies and stock markets reflects widespread uncertainty and con-
cern about the direction of Latin American economies,
especially in light of Argentina’s severe difficulties and the pos-
sibility of contagion to Brazil and other regional countries. In
all 3 blocs of countries, the banking systems appear to be stable.

30. In the second part of her presentation, Ms. Lau identi-
fied 5 potential lines of weaknesses from the recent trends in
global financial market conditions. First, there are large and
growing imbalances in the household, corporate and govern-
ment sectors of industrialized countries. For example, the large
debts of the US household sector, while boosting consump-
tion and demand in the short run, raises concerns about long
run sustainability. Another imbalance that continues to cause
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concern about the US economy is its persistently large cur-
rent account deficit. Second, there are large doubts remaining
about the soundness of financial institutions, primarily in Ja-
pan, where the banking system is still subject to a number of
persistent pressures. In particular, the persistence of high lev-
els of non-performing loans casts some doubts about whether
the banking system is regaining its health. Third, widespread
and increasing market skepticism toward corporate governance
and accounting standards, as dramatized by the outbreaks of
Enron, Worldcom and Vivendi scandals, is leading to a flight
for safety and quality, especially bonds and gold. This can
only have a depressing impact on global stock markets, in-
cluding those in Asia. Fourth, developments in Latin America,
especially the recent events in Argentina and on-going con-
cerns about other regional countries, continue to cast a gloom
over global financial markets. In particular, if Brazil, the
region’s largest economy, falters, the global consequences may
be quite serious. Fifth, economic recovery in the industrial-
ized countries appears to be subdued and moderate. The big-
gest uncertainty here is the robustness of the current US
recovery. The weakness of the financial markets there sug-
gests some doubts about robustness.

31. In the final part of her presentation, Ms. Lau discussed
the possibility of a major fallout or crisis given the current
global financial conditions. One big variable in this regard is
the outlook of global economic recovery, which remains un-
certain and unpredictable. Another big risk is the continuing
problems of the financial system, especially the banking sec-
tor, in Japan. Perhaps the biggest risk at this moment is the
possibility of a major crisis in Latin America. The probability
of a crisis in Latin America depends on the willingness of
multilateral institutions to help, resiliency of financial insti-
tution, and improvement in macroeconomic management.
Even if a major crisis were to hit Latin America, however,
Argentina’s recent case showed a stronger resilience of the
global financial system to spillover effects, and this implies a
lower likelihood of contagion. Furthermore, international in-
vestors are becoming more discriminatory, the creditor coun-
tries have stronger fundamentals now relative to 1997-98, and
the flow of capital to Latin America is less than before 1997.

32. Summing up her presentation, Ms. Lau concluded that
despite the various vulnerabilities outlined above, there seems
to be no major impending threat to global financial stability.
However, some caveats to such optimism include the rise of
credit derivatives affecting market transparency and risk shar-
ing pattern, pro-cyclical trading strategies and risk management
techniques, and growing pressure from further slowdown in
the global economic recovery process.

33. In the discussion following Ms. Lau’s presentation, a re-
source person inquired about the implications of the Enron and
Worldcom accounting scandals for Asian financial markets. Ms.
Lau replied that more accounting scandals are likely to emerge
as accounting practices and standards are reformed in the US
and beyond. That is, it is unlikely we have seen the end of ma-
jor scandals in the US relating to corporate governance and
accounting practices. In the short run, this will lead to further
turmoil in global financial markets, including Asian markets.
In the long run, however, the realization that there are serious
problems with current accounting practices and that these need

to be addressed can only promote better corporate governance
throughout the world, including in Asia. In response to another
inquiry, Ms. Lau noted that the decreasing bond yield spreads
between U.S. bonds and Indonesian government bonds reflected
the fact that the Indonesian government could still issue bonds
in the post-Enron global environment.

34. Another resource person agreed with Ms. Lau on the sta-
bility implications of global financial market conditions but nev-
ertheless expressed two points of concern. First, in recent months
there seems to be a disconnection between real sector trends,
which tend to be robust, and financial market trends, which tend
to be much more uncertain. Perhaps the latter is an over-reaction
to the recent accounting scandals or simply a correction of over-
valuation. Second, it might be worthwhile to examine recent
trends in Asian corporate bonds, not just government bonds. Ms.
Lau agreed about the disconnection between trends in the real
sector and financial sector, but pointed out that trends in Asian
corporate bond markets might not convey too much information
due to the thin and under-developed nature of those markets.
Another resource person emphasized that the key to restoring
international confidence in Indonesian corporate bond markets
is for the country to deal seriously with its non-performing loans
problem and to improve its corporate governance.

35. A participant expressed concern about whether the fact
that the U.S. stock markets are in their third consecutive year
of negative returns might herald a deep and broad recession in
the U.S. Ms. Lau noted that this depends on the magnitude of
the wealth effect, or how much consumption depends on per-
sonal wealth. In terms of disposing of non-performing loans, a
resource person indicated that while relying on market forces
is likely to be slow, using government intervention is likely to
be fast but entail significant fiscal costs. Another resource per-
son indicated that international comparisons of non-perform-
ing loans (NPLs) are not too meaningful because NPLs are
classified differently in different countries. What is more rel-
evant is the quality of loans that are disposed of. A number of
resource persons disagreed on the immediate prospects of the
U.S. economy. While one resource person noted the capital over-
investment for the U.S. economy, especially in the high-tech
sector, another resource person pointed out that high-tech capital
investments were typically short-lived these days. The short-
lived nature of high-tech capital investments implies that over-
investment may not pose such a big risk for the recovery process.
In any case, a large number of resource persons and partici-
pants expressed a range of different opinions about the direc-
tion of the U.S. economy, with some expressing greater
optimism and confidence than others.

36. Mr. Tsuyoshi Oyama, Manager, Bank Examination and
Surveillance Department, Bank of Japan, spoke to the audi-
ence about Problems and Prospects of the Japanese Economy
and Financial Sector. Overall, there have been some signs of
recovery, especially in terms of output, business confidence and
corporate profits, it is too early to tell whether the Japanese
economy has bottomed out. Excessive corporate debts, con-
cerns about unemployment, and uncertainty about the U.S.
economy and the yen-dollar exchange rate are creating doubts
about the robustness of the recovery. In terms of the Tankan
survey of business confidence, the diffusion index reached a
low of –40% in late December before rebounding sharply to
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about –10% currently. The respective numbers for the non-
manufacturing sector are about –20% and –10%, respectively.
Therefore, we can say that while business confidence remains
low, it has improved significantly over the course of 2002.

37. Trade figures show a mixed picture, with real exports
recovering sharply in recent months, especially in the ICT
and automobile sectors, while real imports continue to fall in
reflection of weak demand. According to the Tankan survey,
capital expenditures by large firms remain roughly stable while
those of small firms have fallen slightly. To the extent that
capital expenditures reflect optimism about the future, Japa-
nese firms do not appear to have become significantly more
or less optimistic. The Tankan survey also reveals a labor
market with substantial slack, along with excess production
capacity. While private consumption seems to be stabilizing,
consumer confidence has dropped to very low levels, reflect-
ing widespread concerns about unemployment.

38. Turning to corporate finance, according to the Tankan sur-
vey, large firms indicated a slightly “easy” position while small
firms indicated a significant “tight” position. In terms of the
lending attitude of financial institutions, large firms indicated
slightly “severe” or unaccommodating and small firms indi-
cated significantly more so. For both types of firms, financial
institutions have recently become less accommodating. In terms
of the profits and losses of Japanese banks, their total operating
profits from core businesses reached 5.5 trillion yen in 2001,
up sharply from 4.7 trillion yen in 2000. However, the increase
in profits is likely to be due to temporary factors and does not
reflect a structural improvement. In terms of their disposal of
non-performing loans (NPLs), these reached 9.7 trillion yen in
2001, which is substantially above the figures for 1999 and
2000. The increase is due to asset re-categorization and conse-
quent increase in non-performing loans, and is likely to be tem-
porary. The net stock-related losses and net income losses of
Japanese banks of Japanese banks reached 2.4 trillion yen and
4.9 trillion yen, respectively. The large net income loss reflected
the fact that non-performing loans and stock-related losses more
than offset the growth in operating profits.

39. For city banks, long-term credit banks and trust banks,
the share of non-performing loans reached around 14% at the
end of March in 2002, compared to around 10% at the end of
March in 2001. The share of non-performing loans also rose
slightly for regional banks and regional banks II. The growth
of NPLs reflects greater regulatory pressure and as such, may
force Japanese banks to try and address their NPL problem
with more commitment. In this sense, the growth of NPLs is
not necessarily an unwelcome development. The average risk-
based capital adequacy ratio fell from 11% to 10.34% for city
banks, long-term credit banks and trust banks and from 9.7%
to 9.4% for regional banks and regional banks II between end
of March 2001 and end of March 2002. Bankruptcy rates also
show a clearly higher trend after the 2nd quarter of 1998 rela-
tive to before. In addition, a large and growing share of real-
ized credit costs arise from excessive debts factor rather than
cyclical and constant factor. Compared to the U.S., firms’ debt/
GDP ratio and firms’ debt/capital’s share of income is clearly
higher in Japan. Indicators such as (i) the ratio of interest-
bearing liabilities to the sum of operating profits and depre-

ciation and (ii) the financial surplus or deficit and changes in
interest-bearing liabilities also indicate that Japanese firms
continue to be burdened with excessive debts. The Japanese
banks’ overall margins after realized credit costs are taken
into account fall well short of those for U.S. banks.

40. The unrealized gains on stocks, which have long served
as an important financial buffer for Japanese banks, have been
almost wiped out by the recent poor performance of the stock
markets. Given that the level of NPLs is likely to remain high,
due to the large and growing number of bankruptcies as well
as excessive debts in the corporate sector, this means that the
banks will have to sharply increase their operating profits just
to be able to cover their NPLs. In practice, this is likely to
involve raising the interest rate for borrowers, which would
have further adverse consequences for the economy.

41. The external environment that Japanese banks tradition-
ally faced was highly conducive to relationship banking. Some
elements of this environment included a large information asym-
metry, low liquidity of capital and labor markets, and sustained
rapid economic growth along with stable business cycles. Some
behavioral features of Japanese relationship banking are reduc-
tion of agency costs, occasional arrangement of workout pro-
grams for financially troubled borrowers and extensive use of
real estate collateral and latent capital gains on stocks. The con-
sequences were low and fixed overall margins. The economic
slowdown since the asset bubble burst in the late 1980s, along
with financial deregulation and innovation, has brought about
a drastic change in the external environment of Japanese banks.
The most visible effects on banks were a deterioration of banks’
loan portfolios and an increase in credit risk. However, Japa-
nese banks regarded the changes in external environment as
temporary and did not change their pricing policy. From now
on, to improve their performance, Japanese banks will have
appropriately price their loans and restructure their balance
sheets, in addition to improve their capability in managing credit
risk. In short, they will have to improve their corporate gover-
nance through market discipline.

42. In the discussion following Mr. Oyama’s presentation, a
participant asked about the Japanese government’s overall policy
response to the country’s current financial and real sector diffi-
culties. Mr. Oyama responded that the appropriate policy re-
sponse depended on the time horizon. A return to sustainable
growth in the long run requires a passive approach—allowing
structural problems such as excessive debts to work themselves
out, although this entails a high short-term cost. On the other
hand, if the focus is on the short run, the appropriate policy
response requires macroeconomic stimulus. There are divided
views among policymakers, both within the government and
the BOJ. In response to another inquiry about Japan’s ODA,
Mr. Oyama responded that there may be some cutbacks given
Japan’s broader efforts toward achieving fiscal stability, but the
cuts are likely to be made only after careful evaluation.

43. In response to an inquiry about what policymakers are
doing to encourage active disposal of NPLs by Japanese banks,
Mr. Oyama responded that this was an inherently difficult is-
sue because asset categorization depends on growth forecasts.
If those forecasts are too conservative, then banks must make
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large provisions and this would adversely affect their ability to
lend, imposing serious costs on the real sector. On the other
hand, if those forecasts are too optimistic, this will hinder the
progress of addressing the NPL problem. Therefore, the key is
to strike the right balance, but this is hard to do.

44. Responding to a comment about credit restructuring,
Mr. Oyama pointed out that in practice in Japan credit restruc-
turing would mainly involve increasing the lending margin on
borrowers with high credit costs. This type of banking behav-
ior is revolutionary in Japan, and it would impose costs on real
sector activity. Japanese banks are also cutting back on lending
to foreign companies, which entails higher information costs,
in line with their greater overall risk-aversion. Mr. Oyama also
stressed that prudential supervision of banks has been strength-
ening over the last years and new measures such as removal of
blanket deposit insurance, which would transfer some of the
supervisory burden on depositors, are being introduced.

45. The continuing high levels of NPLs is due to both asset
re-categorization and poor macroeconomic performance.
Mr. Oyama fully agreed with a participant’s observation that
increasing lending margins might be difficult in a relationship
banking environment. However, due to the recent disappear-
ance of an important financial buffer (i.e. unrealized gains on
stocks), Japanese banks may have no choice but to move away
from relationship banking for their very survival. Mr. Oyama
also agreed with another participant’s observation that raising
the lending rate will reduce the number of borrowers, with ad-
verse effects on the real sector. Be that as it may, reducing the
excessive debts crippling the Japanese economy is an absolute
pre-condition for sustainable economic growth. Finally,
Mr. Oyama noted that the Japanese government will be more
careful about providing public funds for troubled banks, doing
so only in the face of systemic risks.

Establishing a Sound International
Financial System

46. The second session focused on the various challenges asso-
ciated with establishing a sound financial system, which is be-
coming even more urgent under the current environment of rapid
financial integration and globalization. One set of challenges for
emerging Asian economies is the on-going financial services lib-
eralization within the WTO framework. In opening up financial
services, however, each government should into account prin-
ciples such as  resource mobilization, financial stability, and
market competition. A sound international system must effec-
tively address the systemic and market dynamic concerns for
highly leveraged institutions (HLIs) such as hedge funds. Many
small and medium economies have expressed concern about the
impact of those institutions on their financial markets. Since the
Asian crisis, there have been concerted efforts to strengthen the
architecture of international financial system. There are six main
elements of the emerging new international financial architec-
ture: standards and codes, transparency, private sector involve-
ment, exchange rate regimes, IMF reform, and capital controls.

47. Dr. Yun Hwan Kim, Principal Economist, Economics
and Research Department, ADB, opened the second session

with a presentation about  financial services liberalization in
the WTO. Indonesia, Thailand, Malaysia and Singapore have
been retaining their original commitments since 1998, while
Korea has revised the original significantly in 1999 and PRC
has just become a member of WTO. Given this, the ASEAN
countries may have to consider substantial revisions, particu-
larly in response to the Doha agreement. In opening of finan-
cial services, however, each government should take these three
principles into account: (i) resource mobilization for economic
recovery and sustained development, (ii) financial stability, and
(iii) market competition. Some policy suggestions within this
context are presented below.

48. First, ASEAN countries may have to consider more ac-
tive liberalization of financial services in light of their exten-
sive economic exposure to foreign exports and global economy
as well as the immense need for foreign capital and financial
services. Although economic circumstances in these countries
are different with those in Korea, they may draw valuable
lessons from the Korean experience after the crisis in order to
figure out the best liberalization strategy in the post crisis pe-
riod. The ASEAN countries are committed to not only the
GATS but also to the ASEAN Framework Agreement on Ser-
vices (AFAS) born out of the ASEAN Bangkok Summit in
1995 which provides a basis for liberalization of seven areas
of services, i.e., banking, tourism, air transportation, mari-
time transportation, telecommunications, construction and
professional services. However, the scope of commitments
either in the GATS or in the AFAS is not broad enough and
the speed of progress in liberalization is slow.

49. Second, sequencing of liberalization is of prime importance.
From this viewpoint, the priority should be placed to banking
markets first in the next round of financial opening. Foreign banks
bring foreign capital, facilitate foreign investment through their
support for foreign investors’ trade and production activities in
the host country, increase market competition in the banking sec-
tor and contribute to improve the quality of financial services.
This paper found that foreign banks’ lending attitude is more
counter-cyclical than domestic banks. Indonesia, Malaysia and
Thailand may have to selectively take more liberalized policies
as to foreign banks’ lending, guarantee activities, and long-term
investments in domestic debt markets. However, Singapore is
faced with a different situation and it is not advisable to follow
this strategy. Instead Singapore needs to develop its offshore
market in a more vigorous manner within the context of its goal
to transform it to an international financial center.

50. Third, Indonesia, Malaysia and Thailand should also con-
sider further opening of other non-bank financial markets in such
a manner to minimize inflows of short-term speculative money
and at the same time promote foreigners’ long-term direct in-
vestment in local infrastructures and productive sectors. Open-
ing of leasing, guarantees, local bond markets, underwriting of
international bonds issued by domestic enterprises, and foreign
direct investments in local banks/securities companies are con-
sistent with this objective. In any case, each country should care-
fully envision its long-term financial sector objectives through
undertaking a thorough research study, and then formulate short-
and medium-term negotiation strategies to maximize benefits of
financial opening.
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51. Fourth, in relation to the sequencing of liberalization,
issues on “ commercial presence” of foreign suppliers should
be first addressed, followed by those on “cross-border” sup-
plies given that the latter involves free movements of services,
capital and information (e.g., international hedge funds) with-
out sufficient supervisory mechanisms in place. This mode is
also not strictly satisfying the three principles as stated above.

52. Fifth, it is crucial to implement sound capital account
policies in parallel with financial opening, given that opening
of financial services is closely associated with capital account
liberalization, as stated in Section II. A great lesson drawn
from the Asian crisis is that developing countries should not
liberalize their capital accounts until effective regulatory and
supervisory regimes for their financial systems are operational
and appropriate macroeconomic policies, including a well-
aligned exchange rate regime, are in place. Of particular im-
portance in this context are portfolio equity investments by
foreigners. These are basically of short-term duration and
entail volatile movements, given that international investors
are seeking short-term capital gains through active transac-
tions of equities. The rapidly improving informational tech-
nology makes it possible for globalized portfolio investors to
move from a place to other in an unprecedented speedy man-
ner, increasing further the volatility of international equity
investment. To those investors who maintain a globally diver-
sified portfolio, frequent moving is in fact consistent with their
investment management strategy. This explains why a tremen-
dous amount of short-term capital moves globally every day.

53. Sixth, domestic equity markets need to be opened in a
phased manner taking into account capital market develop-
ment, corporate sector capacity, and the urgency for foreign
currency savings. An indicative suggestion is that a country
should initially open only 3 percent of the shares of a com-
pany, and gradually increases this to 5 percent, 7 percent and
10 percent. It is also important to establish regulations to pre-
vent sudden and large capital flights. Equity investment flows
into a country are determined by many factors, both external
and domestic. Domestic factors include economic reforms,
capital control, explicit and implicit government guarantees,
and transparency and disclosure of information. External fac-
tors include changes in interest rates in the U.S., terms of
trade shocks, and increases in international risk premia. Some
suggest that external factors are more important, while others
argue domestic factors are equally or more important.

54. Capital control would not be desirable, except in an emer-
gency situation, because it distorts the free market system and
weakens mid- and long-term investor confidence in the coun-
try. Other mechanisms to change the maturity structure of for-
eign capital, including taxation and reserve requirements for
flows of equity market funds, would be preferred to capital
controls.

55. Lastly, the Asian crisis has articulated the need to success-
fully manage the flows of foreign private capital at the national
level in order to prevent financial distresses or crises while maxi-
mizing their benefits. To this end, a crucial policy is to maintain
a target portfolio of foreign capital at the macro level, which
aims at keeping the best composition of foreign private capital,

namely, commercial bank borrowings, equity investments, bond
investments, and FDI. This principle needs to be properly re-
flected in formulating the policy to open various financial ser-
vices from both short-term and long-term strategic viewpoint.

56. The target portfolio needs to take into account the domestic
investment and savings gap, the absorptive capacity of the over-
all financial sector, the maturity and stability of foreign capital,
the economic usefulness of the capital, and government’s con-
trollability of different kinds of capital. In short, three factors,
namely the magnitude needed by the country, envisaged produc-
tivity of different kinds of foreign capital, and their volatility
should be carefully examined in deciding the best composition
of the portfolio. As domestic and overseas economic conditions
evolve, the composition needs to change too. This type of strat-
egy was not made use of in the crisis economies, with detailed
information on the capital flows being unknown to the govern-
ment/central bank in many cases. The lack of such portfolio
management at the national level caused the serious currency
and maturity conflict in the crisis economies.

57. In the discussion following Dr. Kim’s presentation, a par-
ticipant stated his opinion that in Indonesia, microeconomic
issues such as banking sector problems, corporate restructur-
ing and debts, and the bond market were more urgent policy
priorities than macroeconomic issues such as capital account
liberalization. In this connection, capital account should be lib-
eralized only after the domestic banks and financial institu-
tions have achieved international competitiveness and more
generally, the domestic financial system is sound and efficient.
China is a good example of a country that has managed to at-
tract and reap the benefits of foreign capital without opening
up its capital account. Dr. Kim agreed with the participant on
the need to have a strong financial system before opening up
the capital account but there were nevertheless two possible
approaches to financial liberalization—a conservative one and
a pro-active one. Given the enormous benefits of foreign capi-
tal for growth and development, Dr. Kim expressed his prefer-
ence for the latter. Furthermore, capital inflows and opening
up the financial system to foreign players can accelerate do-
mestic financial development and thus the establishment of
sound and efficient financial systems. Although waiting until
domestic banks achieve international competitiveness sounds
plausible in theory, in practice this can take a long period of
time and in addition, may entail moral hazard problems.

58. Dr. Kim also agreed with the participant’s observation that
China’s capital account remained closed but added that in fi-
nancial sectors it is opening up under WTO commitments—
namely, banking, insurance and FDI—it is more open than many
other emerging Asian economies. For example, whereas many
Asian countries impose a maximum limit on foreign participa-
tion in banks, in China there is a minimum limit to foreign
participation. Dr. Kim stressed the urgent need for emerging
Asian economies to liberalize their financial sectors in light of
the fact that China was attracting the lion’s share of foreign
investments in the region. That is, this trend made the case for
financial liberalization all the more urgent. One participant,
however, pointed out that even some developing countries which
do undertake serious financial liberalization fail to attract for-
eign investment due to their shortcomings in other areas such
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as governance and political stability. Dr. Kim agreed that fi-
nancial liberalization is only one, but an important consider-
ation for foreign investors.

59. In response to another inquiry, Dr. Kim clarified that
Korea has undertaken financial liberalization more extensively
than ASEAN countries in the post-crisis period. He also clari-
fied that all emerging economies should strengthen their pru-
dential regulation and supervision before they liberalize their
financial systems. This was an important lesson from the Asian
crisis. Dr. Kim also felt that there should be clear limits to the
amounts foreign banks can invest in local stock markets since
their primary role must be commercial lending. Finally,
Dr. Kim acknowledged that many developing countries have
more liberal financial systems than is apparent from their WTO
commitments. Since such commitments are legally binding,
the governments of most developing countries are quite care-
ful about making such commitments.

60. Dr. Charles Adams, Assistant Director, Regional Of-
fice for Asia and Pacific, International Monetary Fund
(IMF), gave a presentation on addressing the systemic and
market dynamic concerns for highly leveraged institutions
(HLIs). Dr. Adams noted that his presentation was largely
based on the results of an HLI study prepared by one of three
Financial Stability Forum (FSF) working groups set up in
1999-2000. HLIs refer mostly to hedge funds, which are
largely unregulated financial institutions. The HLI study was
motivated by the near collapse of LTCM in 1998 and the as-
sociated threat to financial stability as well as concerns in
emerging markets about the impact of hedge funds on market
dynamics in small and medium sized economies during 1997-
98. Dr. Adams pointed out that the focus of his presentation
was on the impact of HLIs on small and medium economies
rather than LTCM-type issues.

61. It is not an easy task to assess the impact of HLIs even
though the LTCM experience pointed to the possibility of large
effects. The three major difficulties in undertaking the study
were as follows: (i) hedge funds and the OTC markets in which
they operate are opaque, (ii) absence of many models of the
impact of large players in small markets, and (iii) the issue is
somewhat politicized. Assessment was based on six economies
that had experienced significant negative external pressures
during 1998 and where hedge funds were thought to have been
important players. The analysis was based on interviews with
market participants and central banks of those economies, meet-
ings with big hedge fund managers in New York, some pre-
liminary economic modeling, and data on hedge fund returns
and some academic studies. It is important to note that it is
very difficult to get a complete picture of positions in OTC
markets and that market participants typically see only a seg-
ment of what is going on. Two particular issues addressed by
the study were (i) whether hedge funds through the size and
concentration of their positions in various markets adversely
affected market dynamics, and (ii) whether certain aggressive
practices might have compromised market integrity.

62. In terms of the study’s conclusions and policy recommen-
dations, it was very difficult to get a consensus from the widely
different views in the group. Nevertheless, the group moved a

little bit away from the view that “hedge funds don’t matter.”
The three main conclusions are as follows: (i) in unsettled mar-
ket conditions, large and concentrated hedge fund positions may
materially affect market dynamics, (ii) certain aggressive prac-
tices such as rumor spreading, making large positions and trad-
ing at illiquid times have the potential to affect market integrity
but it is difficult to tell whether manipulation is involved, and
(iii) there is a possible role of cross market plays between liq-
uid and illiquid markets (e.g. Hong Kong double play).

63. The study recommended (i) somewhat greater market
transparency (but this is hard in OTC markets), (ii) voluntary
guidelines for forex trading, and (iii) greater hedge fund trans-
parency. However, the study did not call for trying to regulate
hedge funds. Financial regulation is usually based on either (i)
investor protection, (ii) financial stability, and (iii) market in-
tegrity concerns. It is hard to justify the regulation of hedge
funds on investor protection or market integrity grounds, and
there was not enough agreement on regulating for the sake of
financial stability, which, in any case, would be very difficult.

64. In the discussion following his presentation, Dr. Adams clari-
fied the definition of hedge funds. The original hedge funds took
offsetting long and short positions in the equity markets and were
thus insulated from macro trends. The rise or fall in their value
reflected entirely changes in relative prices. In the U.S., mutual
funds are defined as having individual accounts of less than US$1
million. Mutual funds are regulated, especially through exten-
sive disclosure requirements, for the sake of investor protection.
By contrast, hedge funds generally involve individual accounts
of more than US$1 million and the investor protection argument
becomes less valid since such investors tend to be knowledge-
able. As such, hedge funds do not have to disclose a lot of infor-
mation and in this sense they are unregulated financial institutions.
Hedge funds make both real and financial investments. In talk-
ing about regulating hedge funds, it is important to clarify which
type of regulation—investor protection, financial stability or
market integrity—we have in mind. In the context of emerging
markets, regulation is motivated by financial stability consider-
ations. But this creates the problem of regulatory arbitrage asso-
ciated with regulating just one type of financial institution. In
any case, hedge funds that operate in the stock market or futures
exchange, for example, are already subject to regulation by the
regulatory bodies of those markets.

65. In response to an inquiry about the impact of hedge funds
on Thailand, Dr. Adams stated the study revealed that they played
a major role in the Thai crisis of 1997, in the sense that they were
“front of the pack” and they took quite large positions. There-
fore, the impact of the hedge funds in precipitating the Thai cri-
sis seems to have been quite substantial. Extrapolating or deriving
the size of positions taken by hedge funds from data about their
returns indicates that in some cases, the positions were much
larger than earlier thought. However, estimating the size of posi-
tions, which are not available, from data about returns, which are
available, is a difficult and complicated task. While in theory it is
possible to supplement such data through interviews with rel-
evant market players, this depends on precisely whom we inter-
view. Furthermore, hedge funds sometimes tried to hide their
positions by, for example, dispersing their trading volume among
a large number of traders.
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66. Dr. Adams reiterated his belief that directly regulating
hedge funds is difficult. A more realistic option is to pursue
indirect regulation, especially through greater disclosure of
information by hedge funds, first and then to assess the con-
sequences. In any case, most of the macro-type hedge funds,
prominent during the Asian financial crisis, have disappeared.
This means market forces may be working their magic, al-
though short-term costs may have been high. For one thing,
direct regulation of one type of financial institutions—hedge
funds—entails regulatory arbitrage. Another serious risk is
moral hazard—investors may equate regulation with implicit
government guarantees of investor protection. More funda-
mentally, the threat of hedge funds to financial stability
stemmed from the fact that they were highly leveraged. There-
fore, it may make more sense to strengthen the regulation of
banks that lend to hedge funds rather than the hedge funds
themselves.

67. Dr. Charles Adams, gave his next presentation on ef-
forts to strengthen the architecture of international finan-
cial system after the crisis. Dr. Adams focused his
presentation on four broad issues: What is the new interna-
tional financial architecture? Why is there a need for a new
international financial architecture? What are the main ele-
ments of the new international financial architecture? How
significant is the new architecture and how much progress is
being made in the reform program?

68.
kets, practices) at the international, regional and country lev-
els. The system is the sum of its parts. Many official institutions,
not just the IMF, are involved in the international financial ar-
chitecture. The current discussion of the reform of the interna-
tional financial architecture is not centered on issues related to
the provision of international liquidity, reserve currencies, G3
exchange rate regimes, and so forth. Instead, the focus for the
new architecture has been on standards and codes, private sec-
tor involvement and exchange regimes for emerging econo-
mies. Reform of international financial institutions (IFIs) is also
seen as central to the new architecture.

69. Turning to the issue of why there is a need for new inter-
national financial architecture, Dr. Adams noted that the big-
gest catalyst has been the spate of emerging market crises,
including the 1997-98 Asian crisis. More generally, there has
been rapid growth of cross-border private capital flows and
increasing financial integration of countries. There are con-
cerns not only about the cost of crises for the countries di-
rectly involved but also to others via contagion effects.
Furthermore, there are concerns that the stability of the inter-
national economy may be at risk. International financial sta-
bility is viewed as a public good that is under-supplied.
Broadly the new architecture seeks to address weaknesses in
the system that have contributed significantly to recent cri-
ses. Attention is primarily on preventing crises and to better
manage crises when they do occur so as to lower their cost.

70. One main motivation for the new architecture is to reduce
the amplitude of capital flows to emerging economies and allow
these economies to better withstand the volatility of inflows. There
are six main elements of the new international financial architec-

ture: standards and codes, transparency, private sector involve-
ment, exchange rate regimes, IMF reform, and capital controls.
In the context of standards and codes, the basic objective is to
draw up and make available standards and codes on good prac-
tices in certain key areas. Particular emphasis has been placed on
standards and codes for developing efficient and robust financial
systems. Some issues arising in connection with standards and
codes are whether they should be compulsory or voluntary, who
should draw them up, and whether there are simply too many of
them. The IMF’s view is that standards and codes should be vol-
untary and that the countries adopting them would reap the ben-
efits in the form of better terms for capital market access.

71. With respect to transparency, the objective is to improve
the quality, candor and frequency of information supplied to the
markets. The focus so far has been on improving the quality of
information produced by the governments and the IMF. The main
concern is the lack of progress in encouraging the private sector
to provide more and better information. A big reason for the re-
cent emphasis in private sector involvement (PSI) is to reduce
moral hazard as well as the enormous financial burden of bailout
packages for international financial institutions. However, for a
variety of reasons, PSI is proving difficult to implement. There
are also recent proposals for some type of a sovereign debt re-
structuring mechanism. In terms of exchange rate regimes in
emerging economies, there has recently been a shift toward greater
flexibility, especially in Asia. One issue to consider is whether
free floating and hard pegs are the only viable options for coun-
tries with capital market access, or whether there are other policy
alternatives worth exploring. The IMF has come under criticism
from many quarters, and this has provided an impetus for re-
form. The IMF has been reforming in many dimensions (greater
transparency, new Capital Markets Department, streamlining
Fund facilities, improving surveillance, and so forth), but con-
cerns remain as to whether this is enough.

72. By way of concluding his presentation, Dr. Adams gave
the audience a number of issues to ponder. Is the new architec-
ture a major or minor change? Does the architecture really come
to grips with current problems in the system? What is the fu-
ture of PSI? What is the future of large financing packages?
Does the system need a lender of last resort? What is the role of
regional financial arrangements in the new architecture?

73. In the exchange of opinion after his presentation, Dr. Adams
made a few clarifications about sovereign debt restructuring
mechanism (SDRM). A problem arises when bond default in-
volves a sovereign debtor and private sector creditors. There are
two broad approaches to SDRM. One is the statutory model,
which involves changes in laws. The other is the contractual
model, which involves collective action clauses in bond con-
tracts. The fundamental idea behind SDRM is to mimic fea-
tures of private sector bankruptcy procedures for sovereign
defaults. In those procedures, if all creditors rushed in to take
their claims, everybody would be worse off. This is why a stay
on creditors’ claims gives the bankrupt firm an opportunity to
restructure itself if it is still viable, or to dispose of its assets in
an orderly way if it is no longer viable. Unlike private sector
firms, however, a sovereign cannot be bankrupt. There are many
other practical complications and difficulties in implementing
SDRM even though in theory it can benefit both parties. Fur-
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thermore, some developing countries are expressing potentially
harmful signaling effects associated with such a mechanism.
All this explains the very slow progress in this area so far.

74. Dr. Adams pointed out that in the near future the big de-
bate about the new international financial architecture is likely
to revolve around whether to stick with large bailout packages
from IFIs or to push actively for greater PSI. How this debate
is resolved will have major implications for the new architec-
ture. In response to a participant’s inquiry about a single world
currency, Dr. Adams noted that despite the birth of the euro and
other developments, the US dollar has remained dominant.
Another key trend is greater exchange rate flexibility in a grow-
ing number of emerging economies. In terms of the official
sector, the chances of a single global currency are zero since
the three major economic powers—the US, EU and Japan—
are not moving toward the kind of macroeconomic policy co-
ordination required by such a currency. However, in terms of
the private sector, globalization and integration are already lead-
ing many large globally active firms in that direction. Develop-
ments in the private sector—in its efforts to do away with
cumbersome foreign exchange transactions in an increasingly
globalized world economy—may eventually promote the emer-
gence of a world currency despite the lack of official interest
and involvement. Such a currency may be the US dollar or pos-
sibly electronic.

75. In response to a comment by a participant, Dr. Adams clari-
fied that while it is true that arrangements along the lines of the
Paris Club or London Club facilitate the working out of debts,
no such arrangements exist for bonds. He also strongly disagreed
with another participant’s observation that the IMF appears to be
paying less attention to external debt trends. This is especially
true for government debt, for which there are clear guidelines
under the IMF surveillance process and country programs. The
IMF also keeps an eye on overall external debt, especially in
terms of sustainability under an open capital account.

76. One participant expressed concern that fighting money laun-
dering and financing of  terrorismin the wake of the September
11th attacks might be diverting the IMF’s attention and efforts
away from issues more closely related with the new interna-
tional financial architecture. Dr. Adams shared the concern, but
responded that the IMF is continuing to work hard on architec-
tural issues. He noted the close inter-relationship between cri-
sis prevention and crisis resolution, as can be seen from the
possible implications of progress on PSI and SDRM. Dr. Adams
concluded his observations by pointing to a fundamental weak-
ness of the IMF surveillance process, namely that it relies solely
on peer pressure. That is, the only thing the IMF can do right
now is to try and persuade national governments. Building up
mutual trust between the IMF and the member countries is one
important way to strengthen the surveillance process.

Building Efficient and Sound Financial
Markets

77. The third session centered on developing efficient and
sound financial markets in Asia. The growth of the global de-

rivatives market has been phenomenal since the 1970s, largely
driven by the need to manage the risks associated with increas-
ing price (such as interest rates, foreign exchange rates, equi-
ties, commodities, options, etc.) volatility in the world.
Opportunities for growth in the derivatives market, moreover,
are excellent given the continued volatility in the world finan-
cial markets and the need to manage risks. There are, however,
risks associated with derivatives trading. The Asian financial
crisis demonstrated the importance of a sound and efficient
domestic financial system, in addition to international finan-
cial architectural reform. An important pillar of financial sta-
bility is an effective financial safety net that includes
components such as deposit insurance.

78. Dr. Chong Beng Soon, Associate Professor, Nanyang
Business School, Nanyang Technological University,
Singapore, opened the session with a presentation on finan-
cial derivatives—opportunities and risks. The growth of the
global derivatives market has been phenomenal since the 1970s,
largely driven by the need to manage the risks associated with
increasing price (such as interest rates, foreign exchange rates,
equities, commodities, options, etc.) volatility in the world. The
average growth rate for the derivatives market, more recently
(1995-2001), was estimated at 12.3% per annum. Opportuni-
ties for growth in the derivatives market, moreover, are excel-
lent given the continued volatility in the world financial markets
and the need to manage risks.

79. There are, however, risks associated with derivatives trad-
ing. History has shown that the unintended losses that firms
incurred in derivative transactions, to a large extent, may be
attributed to the firms’ poor grasp of knowledge regarding the
true risks involved. At the micro-level, when a firm enters into
a derivative transaction, the firm is exposed to several types of
risk, namely market risk, credit risk, operational risk, and legal
risk. At the macro-level, both regulators and policy makers are
mostly concern with the systemic risk of derivatives trading.

80. The question is how do we manage the risks associated
with derivatives.  At the micro-level, it is important for the firm
to have a clear understanding of the risks that it is undertaking
when it enters into a derivative transaction.  The firm, more-
over, need to have proper risk management and control sys-
tems in place to manage its risk exposures.  At the macro-level,
the challenge for both regulators and policy makers is the man-
agement of potential systemic risk. The likelihood of financial
collapse due to the systemic risk of derivative trading may be
small, but according to David Mullins (Federal Reserve Board)
“it is the job of central banks to worry about events that have
small probabilities of occurrence.”

81. One approach is to require greater transparency and dis-
closures on derivatives activities. According to BIS (1999),
“transparency, based on meaningful public disclosure, plays
an important role in reinforcing the efforts of supervisors in
encouraging sound risk management practices and fostering
financial market stability. Well-informed investors, depositors,
customers, and creditors can impose strong market discipline
on an institution to manage its activities and risk exposures in a
manner that is both prudent and consistent with its stated busi-
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ness objectives.” Enhanced transparency, moreover, should also
benefit firms “by enhancing their ability to evaluate and man-
age their exposures to counterparties, and also by reducing the
likelihood that they become susceptible to market rumours and
misunderstanding during periods of financial stress.”

82. Some have called for greater regulatory supervision.
Labarge (1993), for example, pointed out that other regulatory
tools (such as disclosure, on-site examinations, best-practices
guidelines, and regular discussions with market participants)
are important in managing derivatives risks as capital adequacy
requirement alone is insufficient. The recent Enron debacle, in
addition, has prompted some legislators to push for further regu-
lation of the derivatives market. Others, however, have promoted
greater self-regulation rather than more regulations on deriva-
tives trading. The concern is that inappropriate regulation can
have an adverse impact on costs, competition, efficiency, and
innovation in the derivatives market.

83. In the exchange of opinion following Dr. Chong’s presen-
tation, one participant wondered whether the benefits of finan-
cial derivatives are significant empirically notwithstanding clear
theoretical benefits. Dr. Chong responded that a number of em-
pirical studies have established the presence of substantial ben-
efits for firms that use financial derivatives. However, there are
also costs associated with using financial derivatives but those
are largely due to abuse and misunderstanding of derivatives
rather than derivatives per se. In response to an inquiry from
another participant, Dr. Chong emphasized that current efforts
to promote disclosure and transparency with respect to finan-
cial derivatives were very much complementary to the on-go-
ing reform of the international financial architecture. More
information about financial derivative positions as well as a
better understanding by market participants about the risks in-
volved will in the long run help the growth of financial deriva-
tive markets as well as minimize the risks those markets pose
to financial stability.

84. The concentration of financial derivative trading activity
in the US and UK is due primarily to the sophistication and
maturity of New York and London as financial centers. Those
markets have a firm understanding of financial derivatives, es-
pecially relative to Asia. In order for financial derivatives to
take hold in Asia and emerge as widely used financial instru-
ments, the first priority is to educate the general public about
the benefits and risks of using them. Rapid growth in Australia
is also due to the relative sophistication of the financial mar-
kets there. In response to another inquiry, Dr. Chong explained
that the increase in volume and decrease in notional amount in
Asian financial derivative markets is primarily due to a shift
from interest rate derivatives to foreign exchange rate deriva-
tives.

85. Dr. Chong agreed with a participant that the general regu-
latory approach toward financial derivatives is a hands-off ap-
proach in which the main principle is that a firm enters a foreign
derivative contract at its own risk. However, what is important
from a regulatory viewpoint is not the risk of individual loss
but rather the systemic risk arising from domino effects. To
monitor the system as a whole and potential systemic risks, the
regulator needs to have information about foreign derivative

positions, which requires greater disclosure and transparency
in the private sector.

86. Dr. Chong noted that OTC markets, where a large and
growing share of financial derivative trading takes place, are
opaque and at the same time largely unregulated. This is a po-
tential source of concern. He also pointed out that in account-
ing terms, financial derivative players are required to mark all
their positions to market and net of their other positions. Dr.
Chong felt that the primary reason for the recent slowdown in
financial derivative activity in Asia is that the demand for such
instruments has fallen sharply since the Asian crisis, when firms
have become more preoccupied with restructuring and survival
rather than risk management. In response to a participant’s in-
quiry about whether recent shifts toward greater exchange rate
flexibility might contribute toward more activity in foreign ex-
change derivative markets, Dr. Chong did not think this would
be necessarily true, in light of the efforts of many governments
to reduce the internationalization of their currencies. In response
to an inquiry about the reasons for why individual firms incur
losses from financial derivatives, Dr. Chong responded that a
variety of factor—speculation, operational risk, legal risk, over-
leveraging, and improper use of derivatives—were at work. But
the biggest underlying factor is a lack of understanding of the
risks associated using financial derivatives.

87. Dr. Jae-Ha Park, Senior Capacity Building Specialist,
ADB Institute, gave a presentation on building a sound and
efficient financial system. Dr. Park began his presentation by
noting that the Asian financial crisis demonstrated the impor-
tance of a sound and efficient financial system. The threat to
global financial stability is becoming even bigger recently with
the growing integration of the world economy through acceler-
ated liberalization and globalization and the emergence and wide-
spread application of new technologies. The three pillars of
financial stability are (i) effective market discipline based on trans-
parency, (ii) sound business practice and accountability at insti-
tutional level, and (iii) an efficient financial safety net.

88. The process of financial system failure typically involves
economic downturn and a few banks’ failure, loss of deposi-
tors’ confidence in banking industry, and massive runs on all
banks and system failure. The traditional regulatory response
has been to prevent even a single bank failure in order to pre-
vent contagious effects. According to previous studies on bank
runs, bank runs occurred as a result of insolvency rather than
caused insolvency and a few bank failures are not always con-
tagious if an appropriate system is in place.

89. As most developing countries shift from a government-con-
trolled financial system to a market-oriented one, they face a seri-
ous dilemma. On the one hand, greater efficiency requires
market-orientation but safety concerns may emerge during the tran-
sition process. Safety nets can play a role in allowing developing
countries to achieve both efficiency and safety. The old philoso-
phy of safety nets dictated that no banks be allowed to fail. The
new philosophy, however, tolerates individual bank failures so long
as they do not affect the system. Policy measures to maintain safety
and soundness include ex-ante preventive measures—i.e. pruden-
tial regulation and supervision—as well as ex-post measures—i.e.
lender of last resort and deposit insurance scheme.
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90. The financial safety net combines the central bank’s lender
of last resort function, prudential regulatory system and its pre-
ventive measures against financial disruptions, and deposit pro-
tection schemes. There is no single ideal or optimal framework
that applies to all countries. Instead, each country must choose
its own appropriate structure considering the development level
of its financial system and economy. However, although there
are differences across countries, there are certain common basic
elements that are required for an efficient financial safety net. In
a financial safety net structure, the ex-ante supervisory function
is usually more important than ex-post deposit insurance. Fur-
thermore, we are witnessing a shifting of the regulatory burden
from the government to the market. Recent trends toward liber-
alization, globalization, and financial innovation imply the cre-
ation of complex and ever-changing risks that are increasingly
beyond the regulator’s capacity. Therefore, market discipline and
self-regulation is taking center stage, and the financial safety net
structure itself tends to be based on incentive compatible rules.

91. In Korea’s case, new structures and institutional frameworks
for the financial safety net were established during the process
of overcoming the crisis. For example, the central bank gained
greater independence than ever before. And the various regula-
tory and supervisory organizations were integrated into a single
organization, and a consolidated supervisory body, the Financial
Supervisory Commission and the Financial Supervisory Service,
was created in the aftermath of the crisis. In addition, prudential
regulation and supervision standards were strengthened to inter-
nationally acceptable levels. Finally, the deposit insurance
scheme, first introduced in 1995, was expanded significantly in
1997 to provide greater depositor protection and thus promote
financial stability. Deposit protection for the various types of fi-
nancial institutions (e.g. banks, securities companies, insurance
companies, merchant banks, mutual savings and finance compa-
nies, and credit unions) was unified under Korea Deposit Insur-
ance Corporation (KDIC). The end result is that Korea has
re-shaped its institutional arrangements for the financial safety
net in the wake of the crisis, largely along the lines of its com-
mitments to the IMF. However, we should not rule out the possi-
bility that such a sudden and drastic institutional overhaul could
produce undesirable side-effects.

92. In the discussion following his presentation, Dr. Park fully
agreed with a participant’s observation that a financial safety
net was at most a minimum institutional set-up for financial
stability and policymakers need to take active measures once a
crisis takes place. Dr. Park also stressed that financial systems
are inherently unstable, even in developed countries and so much
more so in developing countries. For example, the double mis-
match—maturity and currency—in banks’ balance sheets pre-
cipitated the Asian financial crisis. With respect to an inquiry
about the relationship between liberalization and government
intervention, Dr. Park accepted that liberalization entailed seri-
ous risks but this was not an excuse for delaying it. In an over-
regulated financial system where the government interferes in
everything from interest rates to credit allocation, there is sim-
ply no motivation or incentives for managers to pursue effi-
ciency. Efficiency therefore requires at least limited
liberalization. However, given the considerable risks associ-
ated with liberalization, laissez-faire is neither feasible nor de-
sirable. The key is to strike the right balance between

liberalization and intervention or, equivalently, achieve the op-
timal level of intervention.

93. Although under-regulation poses risks to financial stabil-
ity, over-regulation entails serious risks of its own, especially
in terms of undermining efficiency. As such, prudential regula-
tion should be restricted to prudential regulation, deposit pro-
tection should focus on protecting small depositors, and so forth.
Furthermore, to the extent that poor efficiency eventually un-
dermines safety, over-regulation can also impair stability. In
response to a participant’s comment about the creation of fi-
nancial regulatory bodies separate from the central bank, Dr.
Park agreed that for some developing countries, it is possible
that the central bank will have to continue performing a regula-
tory function. However, the institutional set-up is no where near
as important as the issue of whether the regulatory function,
regardless of whether it continues to sit with the central bank
or not, is being performed effectively and independently. An-
other resource person further clarified Dr. Park’s assertion about
the inherent instability of financial systems. The banking sys-
tem is inherently at risk due to a fundamental mismatch be-
tween assets, which tend to be long-term, and liabilities, which
tend to be short-term. This mismatch comes into play when s
confidence crisis occurs among depositors.

94. Dr. Park also explained that implementing deposit insur-
ance is difficult in practice. Even in Japan, there has been a lot of
controversy and hesitation about an impending deposit insur-
ance program, which implies even greater difficulties for devel-
oping countries. In response to a participant’s question about
Korea’s recent move from full guarantee to partial guarantee in
its deposit insurance system, Dr. Park clarified that the move
was made only after financial restructuring had been largely com-
pleted. This meant that the weaker banks were weeded out and
depositors’ confidence in the banking system had substantially
improved. Dr. Park also pointed out that even in the U.S. it was
unlikely that the government would react passively to the failure
of banks that were large and influential. That is, even in the U.S.
and other developed countries, some “banks were too big to fail.”
Finally, Dr. Park explained that the transparency of financial in-
stitutions matters primarily because it has a big impact on the
confidence levels of investors and depositors.

Group Discussion and Presentations
—Country Experiences

95. In the last session, participants from 17 ADB member
countries presented their own countries’ perspectives and ex-
periences in the areas of financial reform and capital market
development. The presentations were moderated by Dr. Jae-
Ha Park, Dr. Chong Beng Soon and Dr. Shew-Huei Kuo,
Economist, Economics and Research Department, ADB. The
presentations were divided into 3 groups of countries, grouped
along the lines of economic development levels, exposure to
international capital flows, and geographical proximity.

96. The participants from Korea, Malaysia, Hong Kong,
China and Singapore presented a joint report that highlighted
some issues that were relevant to financial reform and capital
market development in their own countries. While all four coun-
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tries were hit by a global slowdown in 2001, they were experi-
encing a moderate recovery in 2002 due to better external con-
ditions and accommodative macroeconomic policies. At the
same time, corporate and financial restructuring are continu-
ing. Relocation of manufacturing activity and FDI toward China
is a structural source of concern. In the context of financial
reform, NPLs is no longer a major problem since the crisis-hit
countries—Korea and Malaysia—have largely cleaned up their
NPLs and re-capitalized their banking systems in the post-cri-
sis period. Their post-crisis experience also shows that corpo-
rate restructuring, especially reducing excessive debts,
significantly facilitates financial restructuring. Looking ahead,
strengthening the regulatory framework, achieving a more ef-
ficient operating environment through structural deregulation,
and promoting the development of capital markets are the pri-
mary challenges. Strengthening the regulatory framework in-
volves moving toward a more indirect approach based on risk
management in accordance with the Basle principles.

97. The second presentation was based on the country experi-
ences of Indonesia, Viet Nam, Philippines, Thailand, Cam-
bodia and Laos. These countries differ widely in terms of the
maturity and sophistication of their financial systems. The fi-
nancial system is still dominated by banks in those countries,
which allow the entry of foreign banks. The central bank con-
tinues to perform prudential regulation and supervision. A num-
ber of problems affect those countries’ financial systems, most
notably high non-performing loans. Credit restructuring remains
another policy priority. In addition, prudential regulation and
supervision needs to be significantly strengthened, and the capi-
tal markets to be further developed in order to lessen depen-
dence on banks. Establishing an independent agency to deal
with the non-performing loans is an important way forward in
addressing the problem. Supplementary policy measures in-
clude mergers and consolidations in the banking sector, along
with some privatization. Unfortunately, in many countries po-
litical uncertainties significantly impede the financial reform
process. For example, changes of governments sometimes set
backs or nullifies legislation pertaining to reform.

98. The third presentation reflected the country experiences
of India, Bangladesh, Pakistan, Myanmar, Sri Lanka, Nepal
and Mongolia. A common element of those economies is the
relatively low levels of foreign capital inflows and foreign pres-
ence in the financial system. Most of the countries expected
good macroeconomic performance in 2002. The banking sec-
tors of these economies are heavily dominated by the public
sector. These sectors are generally open to foreign banks, in
the interest of promoting competition. Interest rates have been
largely de-regulated, with the exception of India. Only India
has explicit deposit insurance although some of the other econo-
mies have implicit deposit insurance. A source of serious con-
cern for policymakers is the significant amount of
non-performing loans in the banking system. This points to the
need for stronger prudential regulation and supervision, which
is carried out by the central bank. At the same time, transpar-
ency, disclosure of information and accounting standard should
continue to be promoted. The market for bonds, government
securities and new financial instruments such as derivatives
remain poorly developed, while micro-credit institutions are
playing a growing role.

99. In the discussion after the three group presentations, Dr.
Chong Beng Soon observed that the group discussion and pre-
sentations of country experiences provided a good opportunity
for the participants to learn from each others’ experiences. By
doing so, they can get a better grasp of more effective policies
and potential pitfalls. The 17 countries of the participants repre-
sent a wide range of economic and financial development levels.
Therefore, it is not surprising that each of the three different groups
of countries has its own set of policy problems and challenges.
For the first group, the policy challenges are primarily structural,
largely associated with the emergence of China. The second group
of countries is highly heterogeneous while the third group of
countries has less mature financial systems in which the govern-
ment plays an extensive role. In response to a participant’s com-
ment, Dr. Chong explained that India’s insulation from the Asian
crisis was due to its closed capital account rather than govern-
ment intervention in the financial system.

Concluding Remarks

100. During his concluding remarks, Dr. Chong Beng Soon
noted that the region had made significant progress in restructur-
ing and reforming their financial systems in the post-crisis pe-
riod. Recent events show that the benefits of such restructuring
and reform can be substantial. More specifically, although the
U.S. financial markets, rocked by poor corporate governance and
accounting scandals, have been very volatile recently, the ad-
verse impact of such volatility on Asian market has been muted
and certainly much less than what would have been the pre-cri-
sis period. The most credible explanation for the reduced volatil-
ity is that the region’s financial systems have become more sound
and efficient precisely as a consequence of the post-crisis re-
structuring and reform. However, this is no reason for compla-
cency as much more still needs to be done in terms of building
up stronger and better financial systems. The fact that there are
tangible benefits to be gained should provide compelling incen-
tives for the region’s economies to continue pushing forward with
financial reform and liberalization. Dr. Chong closed his remarks
by expressing his hope that what the participants had learned
during this seminar from the resource persons and each other
would contribute toward the realization of this goal.

101. The participants then completed evaluation forms for their
assessment of the seminar. Most indicated a high level of satis-
faction with the quality of presentations by the resource speak-
ers as well as the interactive discussions. They also expressed
their appreciation to the ADB, ADBI and TCD for organizing
the seminar. The participants were then awarded certificates of
completion for the seminar. The resource persons in attendance
congratulated the participants and encouraged them to keep in
touch.

102. Mr. Cheong Kwok Yew, Executive Director, SEACEN,
wrapped up the seminar by thanking all the resource persons
for their valuable input and all the participants for their active
participation. Mr. Cheong reiterated SEACEN’s appreciation
to ADB and ADBI in jointly organizing the seminar. He also
pointed out that the energetic involvement of everybody asso-
ciated with the seminar had helped to make it successful. He
closed his remarks by inviting all participants to contact
SEACEN in the future for any possible assistance.
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