
  

Executive Summary  

To derive valuable lessons in managing financial crises when they occur and how best to 
prevent them from recurring, the Asian Development Bank Institute and the Asian 
Development Bank, in cooperation with the Graduate Institute of International Studies in 
Geneva, jointly organized a public seminar entitled The Asian Financial Crisis. The seminar, 
held at the Geneva International Convention Center on April 28, 1998, brought together a 
distinguished group of policymakers, academics, central bankers, financial market 
representatives, and journalists from around the world. Over 800 people attended the seminar. 

A number of themes recurred throughout the seminar. First, there was a renewed call for 
accelerated, structural reform programs in the affected economies to strengthen not only their 
financial systems but also education, legal, labor markets, and other sectors. To this end, it 
was stressed that institutional development must keep pace with international technological 
and financial improvements. Second, the speakers echoed the widely recognized imperative of 
emerging markets to substantially shore up their banks’ regulatory and supervisory systems, 
and to improve transparency and disclosure. Finally, the role of international cooperation was 
emphasized in properly diagnosing impending financial shocks, managing crisis situations 
more effectively, and devising better risk management techniques to create more resilient and 
robust financial systems. 

  

I. The economic stakes of financial crises 
II. How to prepare for a financial crisis 
III. How to prevent a crisis from recurring 
IV. A view from an affected economy 
V. A view from an unffected economy 
VI. China’s response to the Asian financial crisis 
VII. Japan’s role in Asia’s recovery 
VIII. Rethinking early warnings and capital controls 
IX. Panelists 

  

I. The economic of financial crises  

The main speaker, Gerald Corrigan, Managing Director of Goldman Sachs, pointed out that 
the ongoing Asian financial turmoil illustrates a number of sobering realities. The first reality, of 
course, is that no country is immune to crises. The current situation shows that crises can and 
do occur even in countries that exhibit strong macroeconomic fundamentals. Furthermore, 
there is no quick and pain-free way of escaping a crisis once it strikes. Recent experience 
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shows that at the onset of a foreign currency crisis, a country’s official reserves can be 
severely run down in just a matter of 30 to 90 days and that once the level of reserves falls 
below a certain threshold (say, $10 billion), even a near-optimal macro and structural policy 
response will probably not stem the outflow of resources in the short run. Indeed, faced with a 
foreign-currency liquidity crunch, a country faces very few policy options—none of them 
easy—to stabilize the economy. Unless it defaults on sovereign obligations or is able somehow 
to raise new foreign-currency balances from private or official sources, a country has little 
recourse but to substantially raise interest rates. At any rate, it is virtually impossible for a 
country to get out of a crisis without undergoing radically slowing down its economic activity.  

These economic realities are the primary motivation for finding pragmatic policies, practices, 
and procedures that can substantially reduce the risk of a sovereign crisis occurring or, at 
least, minimize the contagion risk phenomenon. By reflecting on the experiences of the 1995–
96 Mexico crisis and the current Asian turmoil, Gerald Corrigan addressed the key issues of 
(a) how to manage a crisis situation once the crisis has struck, and more importantly, (b) what 
can be done to reduce the risks of these events from occurring. 

  

II. How to prepare for a financial crisis  

What might have been done faster or more effectively in the period between late December 
1995 and mid-January 1996 in Mexico or between late November and late December 1997 in 
Korea? Corrigan identified seven areas, four of which are related to the planning imperatives of 
national authorities and the International Monetary Fund (IMF), and three on more institutional 
aspects. These elements have direct impact on the quality and effectiveness of crisis 
management, which in turn, could influence how fast a country can recover from a crisis. 

  

Contingencies or Risk Management As a regular exercise, countries should go through the 
process of high-level brainstorming on how it would respond to serious financial adversity. This 
need becomes more pressing when the most elementary indicators point to "gathering clouds" 
in the distance. The IMF should also be conducting the same exercise since it is the one 
official entity that is best equipped to see and evaluate potential financial disturbances. As part 
of its brainstorming exercise on contingencies, the IMF should be especially sensitive to critical 
gaps in its information and intelligence about countries that appear to be vulnerable to financial 
shocks. 

  

Prompt and Better Information or Information Management Immediate access to the right 
information is vital in devising optimal damage control strategy and action. In the Asian 
experience, gathering information proved especially difficult and time consuming. Thus, it is 
important for the IMF, working with national authorities, to develop a checklist of critical 
information which all debtor countries should maintain on an ongoing basis.  

  

Improved Diagnostics The history of financial crises since 1982 indicates that despite some 
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common denominators, each crisis is different from the last. Policymakers, as well as the IMF, 
must continue to discuss diagnostics and policy options. The better the diagnostics, the better 
and more tailored the remedies will be. 

  

Conditionality As in the case of private credit negotiations, policymakers should bear in mind 
that well-conceived and appropriate conditionalities imposed by the Fund cannot be avoided. 
However, given the more complex nature and origin of the current Asian financial turmoil, 
framing the appropriate policy conditionalities is a much more difficult and delicate task than in 
the "plain vanilla" type of crisis, which usually involves debt overhangs and poor 
macroeconomic conditions. At any rate, given the large current account deficits, greater fiscal 
restraint is necessary, with or without conditionalities, to shrink the domestic-savings gap. 

  

Adequate Official Financial Cushions Given the huge volume of international capital flows and 
countries’ stocks of foreign currency debts, the amount of resources needed to stabilize a 
sovereign financial crisis should also be large. It is thus very important that the IMF and other 
multilateral financial institutions be capable of providing financial assistance to affected 
countries at scales deemed credible by the financial markets. Otherwise, if the financial 
assistance is considered too meager, the situation will only worsen and the likelihood of official 
institutions losing money will escalate. This obviously demands continued efforts to enlarge the 
resources available to the IMF.  

  

Private Sector Back-Up Liquidity Facilities Although there are difficulties in operationalizing 
this concept, standby facilities supplied by the private sector, that could be drawn on in the 
case of emergencies, have a potential role in helping manage the sovereign liquidity crisis 
better. As Corrigan emphasized, such arrangements, while directly helpful, would contribute to 
playing down the "politics" of official intervention and partly mitigate the moral hazard problem. 

  

Strengthening Human Resources The growing complexities of international finance and the 
demands of institution-building in emerging markets require highly skilled and very pragmatic 
personnel in multilateral institutions and in governments. However, Corrigan pointed out that 
the issue is not more people, but better-trained and experienced practitioners. Because it takes 
time to develop the human resource base, efforts should be made to find ways in which private 
sector practitioners can play a more active role in this regard.  

  

III. How to prevent a crisis from recurring 

Although it is impossible to prevent a crisis from recurring, the risks can be reduced 
considerably. As the Asian experience illustrates, the task of preventing or managing a crisis is 
not made easier by contagion and systemic risks as well as the moral hazard problem. The 
risk of contagion arises when an "event" in one country may highlight legitimate problems in 
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other countries. Systemic risk, on the other hand, could pose more serious threats to stability 
than contagion risks. Because of the increasing linkages and interdependencies in financial 
markets, a financial shock today can cause potentially greater damage than before. Precisely 
because systemic and contagion risks exact such heavy costs, moral hazard can be a 
problem. Moral hazard is defined as the undue risk-taking behavior of investors and creditors 
who are lulled into doing so because the government can be counted on to intervene in case of 
a major financial shock. However, the fact that creditors and investors alike have suffered 
major losses in Asia, shows that the presence of moral hazard may have been exaggerated by 
some. 

  

What kind of policy agenda should be formulated for effective crisis prevention? Corrigan 
enumerated the following requisites:  

  

Macroeconomic Discipline While prudent and sound macroeconomic policies are necessary, 
they are not sufficient for avoiding a financial crisis, as the Asian experience illustrates.  

  

Accelerated Structural Reform Programs All emerging markets should accelerate their 
structural adjustment programs and policies in all areas, from banking systems, to education, 
legal, labor market, environmental and other areas. Such reforms are important because they 
foster broad-based institution-building, a long, difficult, and tedious task. Corrigan suggested 
that unless reforms are successful in these areas, the risks of financial crises occurring remain 
high and the political commitment to open, market-based economies and democratic political 
institutions will weaken.  

  

Strengthened Bank and Banking Supervisory Systems It is widely recognized that affected 
countries need to further reform, restructure, and recapitalize their banking systems and 
substantially shore up their banks’ regulatory and supervisory systems. These tasks, plus the 
pressing need to provide for the orderly and cost-effective disposition of huge sums of bad 
loans, are daunting. Thus, multilateral institutions should be prepared to work with national 
authorities to promote these necessary programs and policies. In the short run, however, 
countries can take constructive action by announcing fixed time schedules to phase in new 
standards in such areas as capital adequacy and definitions of nonperforming loans; sharply 
limiting or eliminating, to the extent possible, interconnected lending and investing between 
banks and industrial groups having common ownership and control through regulation or 
legislation; and aggressively monitoring and supervising foreign currency borrowing and 
lending by domestic banks as well as uncovered or unhedged foreign currency borrowing by 
domestic corporations.  

  

Improved Transparency and Disclosure Again, this point is widely echoed in the debate. More 
specifically, two areas that need to be addressed more vigorously are (i) improving the quality 
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and timeliness of balance-of-payments statistics, especially as they pertain to the capital 
account, and (ii) building comprehensive databases of private sector—bank and nonbank—
foreign-currency obligations, including obligations growing out of financial derivatives and other 
forms of contingent claims. It should be noted that improved transparency and disclosure does 
not guarantee a crisis-free scenario, as the occurrence of financial crises in countries with 
advanced disclosure practices show. 

  

Risk Management An analysis of the history of major financial crises worldwide reveals the 
presence of huge amounts of short-term currency debt by banks, the government, and the 
corporate sectors accompanied by an astonishing amount of exchange-rate and interest-rate 
exposures. Managing the risks posed by these exposures require state-of-the-art risk 
management systems employed by international corporations. Even if such techniques can 
successfully identify and quantify the risks a country is facing, they are still no guarantee that 
the risk-taking behavior of a country’s constituents will change.  

  

Enhancements to IMF Policies and Procedures The IMF has a crucial role in both preventing 
and managing sovereign financial crises. It is arguably the only source of bridge financing 
available to countries suffering from serious liquidity constraints. Nevertheless, the IMF could 
stand several improvements, namely: (i) improved surveillance, specifically more systematic 
attention to contingencies and formalized risk monitoring; (ii) greater transparency regarding its 
own finances; (iii) more tailored and flexible policy conditionalities; (iv) increased coordination 
with the World Bank and Regional Development Banks, especially in dealing with the banking 
sector and structural problems; and (v) a more open mind regarding financing alternatives 
such as: highly selective lending into arrearages; greater front-end loading of emergency 
financing programs; new ways to encourage private sector parallel standby liquidity facilities; 
and ways to support and expedite private sector short-term debt restructurings.  

  

Greater Market Discipline To mitigate contagion, systemic risks, and moral hazard, it is 
important that the behavior of both lenders and borrowers of funds be subject to market 
discipline. Creditors and investors should find more effective ways to curb their appetite for 
risks or they must incur the costs associated with financial adversities when they do come.  

  

IV. A view from an affected economy 

In commenting on the causes of the current Asian crisis, Narongchai Akrasanee, former 
Minister of Commerce of Thailand, argued that the crisis cannot be solely attributed to poor 
macroeconomic fundamentals, but also to the unsustainable interaction between the nature of 
global financial flows, particularly loan and portfolio capital, and the underdevelopment of the 
financial sectors in Asia’s affected economies. The pitfalls of global finance in the Asian 
experience, he said, comes about when (i) there is too much private money chasing after too 
few opportunities, (ii) there is a proliferation of very sophisticated but inappropriate financial 
instruments arising from competition among investment banks, and (iii) the US currency, which 
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fluctuates, is dominant. The forces of global finance and the pressure to liberalize the 
underdeveloped capital and money markets of Asia, he contended, hamper the ability of 
monetary authorities to manage their financial systems well. Together with governments’ policy 
mistakes (such as maintaining dollar pegs in the currency markets), Asia’s financial systems 
became very vulnerable to shocks.  

The present Thai government’s efforts to strengthen its money and capital markets and 
implement the IMF package has been received favorably by the international financial 
community, and has stopped the currency meltdown. But these results came at the expense of 
tight liquidity and high interest rates, which hurt the Thai economy’s real sector. As a 
prescription to minimize the chances of crisis recurring, Narongchai suggested that major 
industrialized countries as well as the relevant international organizations should look into 
reforming global finance as it is practiced today. For developing countries like Thailand, 
financial liberalization has to include all aspects of institutional development, so that market 
forces can work to the benefit of the entire economy. To this end, international cooperation is 
needed. 

  

V. A view from an unaffected economy 

P. Chidambaram, a member of parliament and former Minister of Finance of India, provided 
some insights on the causes of the crisis and India’s experiences in handling the Asian 
situation. He remarked that there are a number of new factors today that make the crisis quite 
unpredictable. For instance, expectations matter a lot in currency movements and in the timing 
of bubbles. Since expectations are relatively unpredictable, it is difficult to foresee crisis. In 
addition, the shifts in capital flows, as the Asian crisis reveals, could be very drastic and give 
little time for national authorities to react effectively. In the same vein as Corrigan’s arguments, 
Chidambaram also said that borrowers and lenders ought to be subject to discipline and that 
leaving the situation for the market to sort out the problem can be very risky. 

Chidambaram attributed the relative insulation of India from the effects of the contagion to the 
caution of its national authorities. When contagion threatened, India’s policymakers decided to 
pass stringent measures to toughen up its financial system, such as increasing the cash 
reserves of banks, hiking interest rates, making more rigorous assessments of forward 
contracts, among others. These measures—some of which have been rolled back since 
then—did much to calm down the markets immediately.  

India’s new government has taken advantage of the Asian experience in pushing financial 
sector reforms. It plans to address more fully its current weaknesses, such as inability to 
reduce overstaffing, continued directed credit, etc. Chidambaram underscored that competitive 
devaluation should be avoided and that central banks should intervene only in situations where 
the market is volatile and driven by speculators. In undertaking reforms, he emphasized that 
determination in carrying them out should be accompanied by caution. 

  

VI. China’s response to the Asian financial crisis 

At the background of most debates on Asia’s financial crisis, one important concern is how 
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China will react. How will China respond to the currency devaluations in the region? Will it 
engage in a competitive devaluation of its own? Will it slow down its reform process? Chen 
Yuan, Governor of the State Development Bank of China addressed these and other concerns 
in the public seminar. 

According to Chen, though China has remained relatively unscathed by the disturbance in the 
region, two areas may be affected by the crisis: its exports and capital flow. The impact of the 
competitive currency devaluation in other countries on Chinese exports could be offset partially 
by China’s continuing competitive edge in labor as well as the import quotas imposed by 
European countries and the United States. Furthermore, while the contagion effect may 
decrease the rate of short-term capital inflows to China, it may actually lead to a more 
desirable mix of capital flows, i.e., there would be more longer-term capital and less short-term 
capital. Thus, though the Asian crisis may slow down exports and capital flows into China, 
these are viewed as merely temporary, and therefore, quite manageable and nonalarming. 

How did China manage to avoid the crisis? Chen cited several factors: (i) the country’s 
success in dissipating the "overheating" of its economy; its gradual approach in opening up the 
financial sector through maintaining controls on the capital accounts; its control over financial 
risk through improving banks’ asset quality; and its strategy of attracting more long-term 
investments instead of hot money and borrowing long-term external debts. As of end of 1997, 
China’s long- and medium-term debts account for over 85% of its external debt. 

Chen reassured the participants that China will not devalue its currency and that it will continue 
to take initiatives in stimulating domestic demand, deepening reforms, and opening up its 
economy. To achieve these ends, he said that China will pursue an expansionary monetary 
policy in 1998, and that it will move ahead toward the full convertibility of its currency. As 
measures to boost prudential oversight and regulation, Chen said that loan classification will 
be improved and that bad loan provisioning and write-offs will be established. At the same 
time, more foreign financial institutions will be licensed to operate. 

  

VII. Japan’s role in Asia’s recovery 

Toyoo Gyohten, senior advisor to Bank of Tokyo-Mitsubishi, gave insights into the fundamental 
causes of the crisis in Asia and the role Japan should play in spurring Asia’s recovery. He cited 
three factors underlying the crisis: (i) the neglect of the affected economies in adjusting to the 
altered global environment marked by the globalization of the financial markets; (ii) the affected 
economies’ complacency in addressing various structural deficiencies in their financial and 
exchange-rate systems in the past two decades; and (iii) the loss of market confidence which 
ushered in a foreign-exchange liquidity crisis.  

He proposed short-term measures to arrest the spread of the crisis and long-term prescriptions 
to strengthen the capital markets. As immediate measures, he argued that authorities should 
ensure liquidity to the export industries, now made more competitive from the recent rounds of 
devaluations. At the same time, countries need to reestablish market confidence and address 
the restructuring of external debts especially of the private sector. The long-term prescriptions 
include restructuring financial systems to confrom to changed global conditions. For example, 
current modes of corporate governance need to be improved. He cautioned, though, that the 
transition can be arduous and may mean lower standards of living for many. Therefore, a very 

Page 7 of 9Public Forum: The Asian Financial

http://www.adbi.org



strong political leadership is imperative for the reforms to succeed. 

What role can Japan play amid the turbulent situation in Asia? According to Gyohten, Japan 
should continue to provide financial resources to the affected economies. It is, by far, the 
largest provider of multilateral and bilateral assistance to the crisis-afflicted countries. Japan 
should also play a major role in restructuring the different sectors of the affected economies by 
providing foreign direct investments. Because it absorbs a third of all East Asian exports, 
Japan can help Asian economies recover by stimulating its own economy so it can absorb 
more Asian exports. Finally, Japan, in cooperation with the United States, should take the 
necessary steps to stabilize the yen-dollar rates.  

  

VIII. Rethinking early warnings and capital controls  

Rather than delve into the causes and consequences of the Asian financial crisis, Hans 
Genberg, Professor of the Graduate Institute of International Studies in Geneva, focused on 
the advisability of relying on early warning signals and the call for restrictions on international 
capital movements that emanated from policy discussions about the financial turmoil. Genberg 
argued that early warning signals are suspect because it is almost impossible to identify 
reliable indicators of financial crises. The search for indicators may likely confuse mere triggers 
for the fundamental causes and thus, can be misleading. As he emphasized, the danger of 
trying to identify reliable indicators is that they might be taken too seriously once they are 
supported by official surveillance like the IMF. As such, these signals might become self-
fulfilling prophecies as financial markets become conditioned to react to them readily. 

As an alternative approach to early warnings, Genberg suggested instead that surveillance 
institutions explore methods that assess the vulnerability of economy to unforeseen events, 
analogous to what is being done in bank supervision. The "Value at Risk" method, for instance, 
which estimates what would happen to the net worth of a bank if prices of assets on and off its 
balance sheet were to evolve in an unfavorable direction, could be potentially applied to whole 
economies. Such measures of vulnerability could be valuable to domestic policymakers, the 
IMF, as well as to foreign investors.  

Genberg warned that the move toward government-imposed restrictions on capital flows could 
be counterproductive. He advocated moving toward capital account convertibility for both long-
and short-term capital flows for a number of reasons. First, restrictions on instruments that 
hedge against foreign-exchange risk may be unwise when financial turbulence erupts. Second, 
the impact of "hot money" on unsettling currency pegs should be viewed as a mechanism that 
signals the existence of macroeconomic imbalances. Thus, pressures brought about by 
portfolio flows can lead to the formulation of the necessary policy adjustments before 
conditions get worse. Also, restricting capital inflows may prove problematic owing to practical 
difficulties in distinguishing between different types of flows. Finally, restrictions on capital 
flows may easily be subject to the machinations of special interest groups instead of purely 
economic considerations. Genberg concluded by urging policy actions, which are prudently 
phased in, toward more open financial systems and capital account convertibility on countries 
suffering from the crisis.  
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Summing Up  

The Asian crisis indeed provided valuable lessons on how to better manage financial crises 
and spurred thinking on how to minimize the risks of such events recurring. The seminar 
articulated the fact that there is no pain-free way out of the financial turmoil and that structural 
adjustments that cut across national economies need to be pushed. The seminar also 
emphasized that international cooperation on strengthening financial sectors is important. 
Because economic relations among countries have become so intertwined, the challenge is to 
establish coordination on the international level to address the structural weaknesses in the 
affected economies. Finally, there was consensus that to the extent that Asia’s fundamental 
strengths—huge market, high savings rate, highly skilled people—remain relatively intact 
despite the crisis, its tigers will bounce back roaring but with less recklessness and more 
wisdom.  
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