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Adam Posen: Good morning, everyone. We know people are going to be coming in and 

out but welcome back to the Peterson Institute for International 
Economics. I’m Adam Posen, President of the Institute, and it’s really a 
very satisfying meeting to be holding today. We have been working quite 
closely for a few years now with the Asian Development Bank and 
particularly the Chief Economist Office headed by Changyong Rhee, their 
Chief Economist, on a number of issues of common concern.  

 
 Our efforts in this regard have been led by our Director of Studies, Marcus 

Noland, and I frankly think, of course I only got back in time for this, but I 
frankly think the volume that we’re releasing today, “Responding to 
Financial Crisis: Lessons from Asia Then, the United States and Europe 
Now,” is the best piece of work to come out of this collaboration. It’s a 
very solid and provocative piece of work, well-argued and brought out 
some of the best people from both the ADB community and our 
community of scholars. 

 
 We are going to be running through three sets of discussion today, a first 

panel looking at crisis response in particular. That will be chaired by, I 
guess, me and it will feature essays by Joe Gagnon on monetary response; 
by Changyong Rhee and coauthors on more broad performance of Asian 
economies and why they did so much better this time through the crisis 
than last time; and then Simon Johnson with his coauthored paper with 
James Kwak about why Americans and Europeans did themselves harm 
by failing to observe the same lessons they inflicted on others, which I 
think is an important overall message of today’s talk. 
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 We will have a second panel again featuring chapters from the book. I’ve 
been taught that you should mention the book title three times and people 
will remember it, “Responding to Financial Crisis.” Those of you with us 
virtually rather than in person can get the book in e-book and hard cover 
form through our website and also through the ADB. 

 
 Our second panel will feature Ted Truman, Tom Park from the ADB and 

Bill Cline also from the Institute and they’re going to be looking at some 
of the longer term issues of international safety nets and coordination and 
debt sustainability, what can be done to prevent and preempt crisis in the 
future. 

 
 And then finally after gathering for lunch, we will have a view on what are 

the broader lessons we should take away. Changyong and I will be 
speaking as well as, for an outside perspective, our friend José de 
Gregorio, the former governor of the Central Bank of Chile, who comes 
from a country where they think they’ve learnt their lessons very well.  

 
 I think if I’ll be allowed one more remark before calling our colleagues up 

to the stage, when you’re in the international economic advice business, 
whether it’s our colleagues at the ADB like Changyong and Tom and their 
team, whether it’s our friends at the IMF, whether it’s the U.S. 
government on a good day or the think tank business, you’re always 
having to get past the idea of well, who are you to tell me this and why are 
you telling me this if it’s not in your self-interest? And everybody in this 
room looking around has experienced that at some point of trying to say, 
“Well, we objectively believe this is the right thing and it’s a win-win and 
being unable to convince people and charges of hypocrisy and bad 
motivations get thrown around.” 

 
 I think it’s very important that on our view—and not all essays in this 

book come to the same conclusion but there’s a lot of overlap—in our 
view, a lot of the advice, not all, but a lot of the advice that the West so to 
speak, the IMF and the U.S., gave to Asian countries in the Asian crisis 
period of ‘97 and ‘98 was actually quite good and even if it was seen as 
selfish and distrusted, those countries that listened to it and learnt from it 
subsequently have done better. And the irony is that in differing ways, the 
U.S. and Europe who had lectured people so much then failed to apply the 
same lessons to themselves when they were faced with their crises in 
recent years. 

 
 And so it’s not the hypocrisy in the off cited sense, “Oh, you were tough 

on them but not tough on yourselves.” It was you gave them the right 
advice and then you failed to apply it to yourselves to your own loss. And 
obviously, the main things we want to talk today about—and I will leave it 
to my colleagues to talk about—are the specific policy recommendations 
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and lessons. That’s what matters. But I think it is important if we can get 
across this message that actually, sometimes the West has given good 
advice and the real problem with the U.S. and Europe not following it 
wasn’t hypocrisy. It was because it was a mistake. They should have 
listened to themselves. 

 
 On that uplifting note, I’d like to call Joe Gagnon, Changyong Rhee, and 

Simon Johnson. First up will be we’ll ask each of them to speak from the 
podium and then … sorry, I’m confusing people. We’re asking each of 
them to come speak from the podium, present their work for ten minutes 
and then we will call everyone out for a common discussion. Sorry, Marc, 
is there something I’m missing? 

 
Marcus Noland: Yeah, you’ve got [inaudible 00:05:57]. 
 
Adam Posen: Oh, Tom is speaking on the first panel and Changyong is speaking …  
 
Marcus Noland: [inaudible 00:06:01] the first panel …  
 
Adam Posen: Right. Welcome back to the Peterson Institute for International Economics 

where our director of studies directs me properly. First up is Joseph 
Gagnon, senior fellow here at the Institute, one of the world’s leading 
scholars on the practice of monetary policy. Joe. 

 
Joseph Gagnon: Well, thanks, Adam, for that kind introduction. So the paper I wrote with 

Marc Hinterschweiger who is not here, he’s left the Institute and is now 
working at the Bank of England and we miss him, our chapter focuses on 
central bank policies only and in the four major advanced economies: the 
United States, the Euro area, Japan and the United Kingdom. And we 
identified two broad types of actions that central banks took in the crisis. 

 
 First is that they provided liquidity in extraordinary ways and amounts to 

calm stressed markets. And second, they eased monetary policy and when 
they hit the zero bound, they took unconventional accounts to try to 
further lower longer term rates which we now call quantitative easing. 
And that was also to help ease financial stresses but also to help boost the 
economic activity. 

 
 Okay. So the first half of the chapter is basically spelling out a timeline of 

crisis events that happened and how central banks responded. Obviously, I 
don’t have time to go into that in detail. This is sort of a thumbnail sketch. 
What this graph shows is one common measure of stress which is the 
spread of interbank borrowing rates over a risk-free rate that you see. The 
crisis is generally accepted to have begun in August 2007 when the French 
bank, BNP, suspended withdrawals from some money market, some 
mutual funds that it sponsored that had invested in the U.S. subprime 
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securities and found that the subprime securities markets were illiquid and 
it couldn’t value the securities. 

 
 And as you can see, stresses basically continued for the following year and 

peaked at Lehman Brothers as we all know in the fall of 2008. Central 
banks during this period were rolling out some new liquidity facilities and 
also especially in the U.S. were easing monetary conditions but that 
activity really took off in high gear after Lehman and it was joined by not 
just central banks but the rest of governments, especially finance 
ministries during broad sort of blanket guarantees and facilities and rescue 
packages. 

 
 So these broad activities beyond central banks eased stresses into early 

2009 so that by mid-2009, they were almost back to normal levels. But the 
macro situation continued to get worse—and we’ll show that later. And 
then later on, the crisis morphed into what we now know as the Euro area 
sovereign debt crisis and we had some further stresses later on. 

 
 Now, that was one of measure of stress but another measure here based on 

stock market volatility shows basically a similar time pattern. And what 
we saw is that there was a synchronized economic slump across these 
regions concentrated in 2009. We saw unemployment rise that year. In the 
U.S. and Japan, unemployment is actually falling lately. It stabilized in the 
United Kingdom but it’s still rising in the Euro area. So that’s sort of 
where we are economically. 

 
 Inflation actually has been relatively stable, I mean you see some effects 

here but basically has been relatively stable throughout this period. It 
hasn’t been a big part of the story. 

 
 Central banks eased their conventional policy tool and the U.S. was out in 

front on that scope. The green line is the United States. Easing policy from 
the beginning of the crisis. Other banks waited until around the Lehman 
failure to start to ease. But then they all eased to really record low levels 
where rates have stayed, with a small exception of the Euro area where 
they started to raise rates and then have retraced. 

 
 So with conventional policy really at very low levels, some central banks, 

notably the U.S. and the United Kingdom adopted other unconventional 
measures. And here, the other measures the Fed took to lower longer term 
rates and to ease policy that way are captured by the red part of the bar. 
This is the Federal Reserves’ balance sheet and as you can see, it sort of 
jumped up around the time of the Lehman crisis and has been growing 
ever since. The red portion is long-term bonds purchased by the Fed to 
lower long-term rates and you can also see the liquidity facilities. The blue 
and the green portions here are the actions the Fed took to provide 
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liquidity to distressed financial markets. As you can see, that peaked after 
Lehman and then has come down almost to zero now and what’s left is the 
quantitative easing part. 

 
 Similar story for the Bank of England; however, the color scheme is a bit 

different. Here, the quantitative easing is the big blue part and the lending 
to financial institutions is the green and red parts, but a big expansion of 
the Bank of England’s balance sheet. 

 
 The ECB in the Euro area, its balance sheet also grew during the crisis but 

the story is somewhat different here. Basically, it’s more aimed at 
financial stresses calming financial stresses. The green and yellow parts 
are lending to Euro area financial institutions, especially at long terms 
which is growing a lot. And the red portion is some purchases of sovereign 
bonds as part of the calming of the sovereign debt crisis. 

 
 So it is a somewhat of a different focus. They’re not doing the long-term 

lending that the Fed and the Bank of England are doing but they are still 
actually actively taking measures to calm financial stress which is a 
different policy; but in both cases, expressive expansion of balance sheets. 

 
 For Japan, we see less activity and much less of an increase over time. 

Now, that’s changing now in 2013 which is beyond the scope of our study 
but up until the end of 2012, the Bank of Japan had been the least 
aggressive of these central banks. And I would note that the red portion 
here is holdings of bonds but in Japan until recently, those were not long-
term bonds; those were short-term bonds. 

 
 And here’s what happened to long-term yields. There’s some modest 

evidence that may be of a quantitative easing in the United States and the 
United Kingdom had an effect on bond yields because the green and the 
red lines which are the U.S. and the UK seemed to have dropped relatively 
more, the long-term yields in those countries have dropped relatively more 
than in the countries that didn’t do as much quantitative easing at the long-
term end of the term structure. 

 
 Okay. Now, the second half of the chapter dives into what has research 

shown. Now, we’ve had just a proliferation of studies now on all of these 
activities that central banks undertook and the chapter goes into detail 
about what the studies find. And I don’t have time to go into any 
individual study but I will, in the interest of disclosure, note that I’m not a 
disinterested outside observer to some extent. I actually played a role in 
designing the first quantitative easing program in the United States and 
then I was a coauthor in one of the first studies on the effectiveness of that 
program. So, just in the interest of disclosure, you can take that as you 
will. 
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 But what I find is just an overwhelming imbalance of studies; almost all 

agree that these programs had significant effects. And for the quantitative 
easing policies, there are two groups of studies. One is event studies which 
looked at how do bond yields move when central banks announce policies 
and those uniformly find effects that are significant, buying more long-
term bonds lowers their yield.  

 
 The other group of studies is a mixed bag of different types of 

econometric ways at teasing out yourselves that don’t involve event 
studies. These involve long-term regressions on a supply of different 
bonds, also just sort of very clever ways getting at which bonds the Fed 
bought and didn’t buy, or the Bank of England bought.  

 
 In a lot of agreement that through these studies, too, that these policies 

have an effect, there are a couple outliers but an overwhelming 
predominance that there is an effect. The liquidity facilities also, a lot of 
papers on liquidity facilities again overwhelmingly agree that when central 
banks either announce or carry out liquidity programs that these tend to 
calm market stresses and so the paper goes into that. 

 
 So it’s a little harder and the evidence is a little less clear in terms of yes, 

these programs eased measures of financial stress and also eased long-
term interest rates, lowered long-term interest rates, but did that help the 
macro economy? Did that help boost recovery? It’s a lot harder to answer 
that question. There are fewer studies on it.  

 
 But to the extent that they are, they do tend to broadly agree that there 

were substantial effects. Some of these are done through macro models. 
Some of them are purely empirical analyses but there’s a lot of agreement. 
At worst, they find small effects but they’re still in the right direction. 

 
 So that’s about the effectiveness and then the final part of the paper is, 

well, what are their side effects? Are there costs to these policies that we 
should be worried about? And on the liquidity policies, I think that one 
that everyone agrees on is the issue of moral hazard, if you lend freely in a 
crisis, does that mean people are more willing to take on excess risks in 
the future because they know they’ll bailed out? This is obviously a worry 
and the key is you should design a system that deals with this before the 
crisis happens. 

 
 The paper really … this is just beyond the scope of the paper to say have 

the reforms to date been enough; I’ll leave it to my colleague Simon 
Johnson and maybe others to answer that question. In terms of quantitative 
easing, what are the potential costs and I say potential here because I 
actually don’t believe that some of these are really costs but they have 
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been proposed by some people out there. So this is the list. I won’t go into 
all of them but let me just go into some of them.  

 
 It seems to me that the number one concern that I have and in terms of my 

discussions of people at central banks, the number one concern they have 
is the first one here, risky market behavior. If you keep interest rates very, 
very low for very, very long, do you encourage a surge for yields, people 
to do activities that they wouldn’t otherwise do, you lower the cost of 
borrowing to invest in risky assets, is that going to cause trouble? 

 
 And I think the key here is first, not much evidence that that is significant 

to date, but if it did become significant, central banks really need to use 
tools tailored towards that threat. So basically, we need to limit leverage, 
increase capital so that these positions aren’t too risky for the whole 
economy.  

 
 In terms of risk to central bank profits, yes, it does seem that large balance 

sheets especially of long-term assets will be riskier. But that’s not really 
the important thing to look at. What’s important is to look at the overall 
government balance sheet and there’s really no plausible scenario in which 
these policies could raise national debt burdens. In fact, they almost 
uniformly will lower them by quite a bit. 

 
 I didn’t mention structural reform. I think this idea that these policies 

might discourage structural reforms seems a bit misplaced in my view. 
That’s just not the central bank’s job to worry about what politicians do in 
structural reform. 

 
 Almost done here. Capital misallocation do lower rates, encourage 

excessive borrowing for projects that aren’t very productive. Well, in 
some sense they do but there’s no way out of this. We have to get the 
economy going and the sooner we get the economy recovered, the sooner 
we can get to normal interest rates. It’s sort of a paradox that if you don’t 
ease enough now, you will actually have lower rates longer.  

 
 And so in my view, if we had eased even more a few years ago, we would 

probably be already exiting. So if you worry about this, the answer is even 
more ease now to get us to normal sooner. And that’s what Ben Bernanke 
has said, too. 

 
 And capital flows to emerging markets—well, the gross private flows are 

not unusually large and the net flows are still negative. As many EMs and 
EMs in the aggregate are actually net capital exporters, which certainly 
can’t be blamed on quantitative easing and is in my view a puzzle and a 
problem.  
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 Finally, so what does the chapter conclude? We show that the central 
banks in these four economies moved very aggressively to ease monetary 
policy, to provide liquidity in the financial crisis. The research 
overwhelmingly supports that these policies were effective both categories 
of policies. On the liquidity front, these actions may have increased future 
moral hazard. We need reforms to make sure that we counteract this. And 
on the QE side, we think more quantitative easing would have been 
preferable. The recovery has been too slow, and it looks to us that the 
costs really aren’t even close to exceeding the benefits. Thank you. 

 
Adam Posen: Thank you very much, Joe. And now for an alternative perspective on 

macro … not necessarily conflicting but alternative perspective on macro 
policies and action looking at the issue of how Asia came through the 
global crisis so much better this time than in the ‘90s, I’d like to call on 
Dr. Donghyun Park. Dr. Park is principal economist at the Economics and 
Research Department of the Asian Development Bank and has been there 
since 2007. I know this; I’m just trying to make sure I read these titles 
correctly. He was previously a tenured professor of economics at Nanyang 
Technical University in Singapore. Most importantly to many of you, he 
plays a leading role in the production of the Asian Development Outlook, 
the ADB’s flagship annual publication for us. He’s been a key part of our 
partnership of research with the ADB. And so, Tom, please. 

 
Donghyun Park: Okay, thank you. Thank you so much for your kind words of introduction, 

Adam. I think we have a tight time constraint so let me get straight to the 
paper. So the issue that my paper with my coauthors, my ADB colleague 
Arief and a Korean academic friend of mine, Kwanho, what we did 
together was to look at the issue of why … it’s an interesting issue. It’s 
hardly a new issue but it’s the issue of why Asian countries did so much 
better during the global financial crisis despite its big magnitude. It was 
the mother of all shocks. I mean, it was a huge crisis. Why we did so much 
better then than during the Asian crisis of ‘97 and ‘98. It’s not a new issue 
but what we do in this paper is to try to examine this issue more 
rigorously, more systematically through econometric analysis.  

 
 So just to give you a brief outline of my presentation, I’m going to briefly 

introduce the topic and motivate the paper, why we chose to undertake this 
analysis and then I’m going to talk briefly about the stylized facts, exactly 
what was Asia’s macro performance in the ’97–‘98 and in 2008–2009 and 
compare the two, and then I’m going to briefly outline the empirical 
framework we used to pursue a more rigorous examination of this issue. 
Then I’ll talk about the key findings before I move on to some final 
concluding observations. 

 
 Of course, this global crisis does have some significant medium 

ramifications, slower growth prospects and more financial volatility but if 
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you look at the short-term effect, in other words, what happened to the 
region in 2008 and 2009? It was quite limited, surprisingly limited. This is 
of course not to say Asia was immune from the global financial crisis. 
Exports and growth collapsed during the fourth quarter of 2008, the first 
quarter of 2009, but overall, growth remained quite healthy and Asia 
certainly did not suffer the kind of financial paralysis that was visited 
[inaudible 0:24:59] upon the advanced economies. 

 
 But of course at the same time, we suffered our own game-changing crisis 

back in ’97–‘98 and furthermore as very recent events illustrate, we are 
still very much vulnerable financially to shocks emanating from the 
advanced countries. What I mean is the recent announcement relating to 
QE and possible unwinding of QE, May 22nd, September 19th, Ben 
Bernanke, this type of announcement did have big effects on Asia and not 
just India and Indonesia and the more vulnerable countries but the region 
as a whole. 

 
 So what we want to do in this paper is to analyze and compare the region’s 

performance during the global crisis and during the Asian crisis because 
there is a big common element. Of course, each crisis is unique so a totally 
comprehensive, exhaustive analysis, right, that’s certainly not possible nor 
is it particularly useful. So what we do in this paper, we limit the analysis 
to fundamentals as well as policies and how they differed their impact 
during these two crises.  

 
 So the big question we want to examine here is why did we do so much 

better during the global crisis then, during the Asian crisis, but that’s again 
hardly a new question, but what we want to do is we want to look at that 
issue more rigorously and systematically focusing on the role of 
fundamentals and policies, macroeconomic policies. 

 
 So some basic stylized facts, I’m going to run through these quite 

relatively quickly. So first of all, we look at the East Asia Five as a whole. 
What do we mean by East Asia Five? The five countries that were hit 
hardest by the Asian crisis that makes for more meaningful comparison of 
course, those being Korea, Indonesia, Thailand, Malaysia, and the 
Philippines. 

 
 So if we look at the five as a group and look at the average, what are some 

key stylized facts in terms of the macro economic performance? Well first 
of all in terms of output, recession was much milder and recovered quicker 
during the global crisis. The exchange rate collapsed much more during 
the Asian crisis. And exports, there was a sharp rebound in exports in the 
aftermath of the Asian crisis but there was of course a collapse of exports 
during the global crisis. And one might argue that from Asia’s viewpoint, 
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the global crisis was not so much a financial crisis but a trade crisis, 
although quite a temporary trade crisis.  

 
 Investment collapsed during the Asian crisis but held up quite well during 

the global crisis. And quite significantly, fiscal and monetary policy 
moved in exactly opposite directions. In other words, we had a fiscal and 
monetary expansion during the global crisis but tightening during the 
Asian crisis. And all these figures which are in the chapter in the book 
illustrate those points. So in the interest of time, I’m not going to go 
through them one by one. 

 
 So overall, I think it’s quite fair to say, the extent to which internal 

problems, structural problems explained or accounted for Asian crisis, 
that’s a very controversial issue and that’s another issue for another day, 
but what we can say unambiguously is that internal structural problems 
did play some role at least in the outbreak of the Asian crisis. 

 
 In contrast, the global crisis was from Asia’s viewpoint almost purely, yes, 

there are arguments of a global savings collapse and so forth but again, 
that’s another issue for another day but by and large, it was a purely 
external crisis from external shock from Asia’s viewpoint; and another 
big, big difference between the two was the stance of fiscal policy and 
monetary policy during the two crises. 

 
 And then now what we do is we take a look at the stylized facts in more 

detail by looking at what happened to those five individual countries. In 
other words, we look at the data of the five individual countries and again, 
the stylized facts that emerged are largely the same as that for the E5 
countries as a group and as a whole so I’m not going to go into them. 

 
 So instead what I will do is to move over … by the way, I do want to 

emphasize one point. Financial imbalances were significantly larger prior 
to the Asian crisis than prior to the global crisis as you can see from the 
credit growth, stock market valuation as well as property price 
movements. 

 
 So now, I will briefly explain our more in-depth or rigorous analysis or 

econometric analysis. We used data, quarterly data from first quarter of 
1990 to fourth quarter of 2011. So for the likelihood of crisis, so we 
looked at three things. We looked at likelihood of crisis using a panel 
probit regression and we defined crisis as a currency crisis as in Reinhart 
and Rogoff 2011. Secondly, we looked at depth of a crisis, how deep or 
severe was the crisis, what were the factors that explained how deep the 
crisis is. And thirdly, we looked at the factors that explain recovery from 
the crisis, how quick and robust was the recovery from the crisis, what 
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factors explained that. So we looked at three separate but interrelated 
issues in other words. 

 
 Of course, depth of a crisis we defined as the difference between local 

maximum and minimum around the crisis and then recovery from the 
local minimum or trough of the crisis plus one year, that’s plus four, right, 
four quarters recovery to plus two years, eight quarters plus 12 quarters, 
three years. 

 
 So what kind of variables do we look at in explaining these three factors? 

Well, we look at the existing studies, the earlier warning literature. In 
particular, we take a cue from two studies, two very recent studies, one by 
Gourinchas and Obstfeld, the other by Frankel and Saravelos, and this 
Frankel and Saravelos in particular is a very nice review of more than 80 
papers on this topic. 

 
 So drawing from these two studies, these are the seven explanatory 

variables we used to explain the likelihood of a crisis: foreign reserves—
and the exact definitions are in the book so you can take a look—real 
exchange appreciation, credit growth, and then the average growth rate of 
real GDP, current account balance, inflation, and share of export in GDP.  

 
 So we ran both bivariate panel regression. In other words, each 

explanatory variable one by one as well as multivariate panel regressions, 
put them all together. And again for the likelihood of crisis, we used panel 
probit with random effects but for depth of crisis as well as recovery from 
crisis, we pooled ordinary least square regressions, all explanatory 
variables lag by one year. And in addition, for depth of crisis and recovery 
from crisis, we add policy variables for both fiscal and monetary policy.  

 
 So what are our key findings? All these seven variables are statistically 

significant. And when we restrict the sample to the global crisis, 2006 to 
2011, only four variables, variables that are largely associated with capital 
inflows are significant, become significant.  

 
 How about for depth of a crisis? Again, all these fundamentals seem to be 

important in explaining the crisis and in addition, the policy also matters, 
the monetary policy and the fiscal policy. A crisis is deeper if the interest 
rate increases during the crisis and if the fiscal policy becomes 
contractionary during the crisis. 

 
 How about recovery from the crisis? So again, policy variables, monetary 

and fiscal policy variables are quite significant in explaining how quickly 
an economy recovers from the crisis and the results do not change if we 
restrict ourselves to the global crisis.  

 



12 

 So again, the key empirical results and how does Asia, those five countries 
stack up in the context of those results? Well, again, you can look at each 
and every variable but overall, our fundamentals were significantly 
stronger, more robust during 2008 and 2009 than during ‘97 and ‘98. 
Furthermore, our monetary and fiscal policy was more in the right 
direction was right, was more appropriate for supporting demand and 
supporting growth because they were expansionary. 

 
 So my final two slides, final concluding observations. Broadly speaking, 

what are our most important and interesting findings? Number one, 
economic fundamentals, yes, they are important in reducing the likelihood 
of a crisis. They’re also important in reducing the severity or depth of a 
crisis. And third, last but not least, the policy stance, the stance of 
monetary and fiscal policy, they matter in mitigating the impact of a crisis 
as well as laying the firm foundation of a recovery from the crisis. 

 
 So the overarching implication for Asia and policymakers is basically to 

do more of the same, what we have been doing since the Asian crisis, 
which is to pursue sound policies as well as build up strong fundamentals 
and these have really served our region very well in the past and they will 
continue to do so going forward. 

 
 So overall, I think these findings are hardly earth-shattering, hardly 

revolutionary but they do confirm the conventional wisdom in a more 
rigorous, systematic way that sound fundamentals matter and that good 
policies do matter for mitigating the impact of a crisis and laying the 
foundation of a firm recovery from crisis. Thank you. 

 
Adam Posen: Thank you very much, Tom. As you saw from the charts, I mean this is a 

very solid and comprehensive piece of work. I encourage you all to look at 
the paper in more detail even though the … to see why the conclusions are 
as strong as they are and I think they’ve done a beautiful job on this. 

 
 Finally, I’d like to call on Simon Johnson. Simon is a senior fellow here at 

the Institute but of course, his main day job is as a Ronald A. Kurtz 
professor of entrepreneurship at MIT Sloan School of Management. He’s 
well known as the author of a couple bestselling books, Baseline Scenario, 
columns for the New York Times, but in particular, we’re grateful that he 
had turned out a very tight appropriate paper to fit with our project here 
looking at some of the hypocrisy and lessons particularly on the banking 
side between the Asian and the European and U.S. crisis. Simon. 

 
Simon Johnson: Thanks very much, Adam and Changyong, for the opportunity to be here 

and to speak about such an emotional topic as financial policy in ten 
minutes. This is joint work with James Kwak and draws on considerable 
amount of work that we have done and continue to do. 



13 

 
 The question that we have and we’d try to address in this chapter is 

exactly as laid out by Adam initially which is how should we think about 
the policy advice given to Asia by the IMF and by the U.S., including by 
the U.S. Treasury, in 1997–1998, how should we compare that advice with 
what the U.S. actually did in 2007–2008 and subsequently with the reform 
process. It seems to me at least to be a completely fair question to ask. 

 
 Now, we would need to agree at least to some extent that these crises have 

some similarities and at least to me and to my coauthor that that seems 
pretty clear but we can talk about that as much as you want. In both cases, 
these private sector credit booms, in both cases, there are enormous 
increases in leverage for large politically powerful companies for example 
the chaebol in the case of Korea for example, what we used to call 
investment banks in the case of the United States. And some parts of the 
business elite to use the kind of language that Daron Acemoglu and Jim 
Robinson used for example in their book Why Nations Fail. 

 
 So part of that elite was central to this process of borrowing and persuaded 

themselves and persuaded the regulators that being able to borrow to an 
extraordinary degree by historical stands in their respective countries was 
a good idea. It was good for growth, for chaebol to have so much debt 
relative to equity. It was good for the U.S., for Lehman Brothers to be as 
leveraged as it was going into 2007–2008. Those are just particular names 
but those are more general phenomena. 

 
 So how should we think about the policy advice given by the IMF and 

supported by the United States, or perhaps it was vice versa, in the Asian 
financial crisis? Well, obviously, a very difficult and emotional topic. My 
own personal view is that some of the initial fiscal policy advice was 
perhaps not quite tailored to the circumstances but the IMF to its credit 
made some very rapid adjustments for example in the Korean program. 

 
 Monetary policy of course remains also a hot topic. Joe Gagnon pointed 

out that I should say options are limited when you don’t borrow in your 
own currency. Reserve currency I would suggest has a particular 
advantage under these circumstances and we are blessed in the United 
States that we are still the reserve currency despite all the political 
theatrics that we are demonstrating to this week. But nevertheless, if you 
borrow in your own currency, countries like Australia and New Zealand 
for example, have a freedom to maneuver on monetary policy that Asia 
didn’t have in 1997 and 1998. 

 
 Our focus is on financial sector policy. So when your banks and other 

financial institutions get into trouble, what do you do? And I think on this 
score, much of the policy advice and much of what the governments 
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wanted to do, actually more importantly, was completely sensible: Thai 
finance houses were closed. The weaker Indonesian banks were closed. 
This is a very difficult political topic in all of these countries, including 
most notably Indonesia where the Suharto family had a prominent role 
directly and indirectly in the financial sector and did not appreciate having 
some of those roles reduced. 

 
 What about the United States? Did we go through the same sort of thought 

process, the same sort of cleanup or damage control during the crisis and 
cleanup immediately afterwards? Well, it is interesting, and again I think 
quite a parallel with Asia, that in the early 2000s and in the run-up to what 
we call the global financial crisis, there was very little awareness in the 
United States among policymakers that we had any kind of vulnerability.  

 
 In fact, the prevailing view certainly in mid-2007 to go back to Joe’s 

timeline, when the event started to get serious, I was the chief economist 
at the IMF and I remember vividly … I’ve forgotten everyone’s names, 
isn’t that convenient? But I remember vividly certain people being either 
unaware or unwilling to take on board or reluctant to actually take action 
even as the problems developed.  

 
 In retrospect, there’s a clear timeline from Joe’s picture for example, at the 

time, there was a lot of resistance to the notion that a serious crisis could 
be brewing in the United States, let alone in Europe. That’s a separate 
conversation, denial at the top European levels.  

 
 There was a doctrine, you can call it the Greenspan doctrine, or the 

Bernanke doctrine depending on your preference, which was that you 
can’t prevent bubbles or other big increases in financial asset prices. You 
just have to be cleaning up the economy afterwards. I don’t hear people at 
the top of the Federal Reserve saying that anymore. 

 
 There was a link and there remains, I think, potential for a link from these 

fragile shadows, from the quasi banks, from the not fully regulated parts of 
the financial system to the core financial system and I would actually 
suggest that’s a characteristic of many, if not all, of the big financial crisis 
we’ve seen around the world in recent years and that was absolutely a 
feature of what happened in the United States. The core was weak, the 
core was vulnerable but the initiators, the people who took the really big 
risks, who had enormous amounts of leverage were more on the sides of 
that financial system. 

 
 So did the U.S. apply best practice? If the IMF had been giving advice to 

the U.S.—well, perhaps we did give advice but not advice that was 
packaged or came with any kinds of strings attached for obvious 
reasons—what would the IMF have said? What would the U.S. Treasury 
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have said if they just looked at the situation that was brewing in the United 
States but didn’t think of it as their own country? 

 
 Well, obviously, there’s a very difficult set of issues around Lehman 

Brothers and allowing Lehman Brothers to fail. I don’t think anyone 
would want to repeat that experience. The best practice advice surely is 
never “Let’s have a bankruptcy and not have any kind of clarity about 
who’s going to get paid what.” And that was the problem from the 
Lehman Brothers and from the way that the initial bailout or support of 
AIG was provided. There was a lot of confusion and uncertainty; and 
that’s very much what lies behind the increased stress measures that Joe 
picks up in the fall of 2008. 

 
 And of course, there was a wholesale run on money market funds. This 

remains a really important vulnerability of the American and the global 
financial system that these money market funds are still susceptible to a 
very similar kind of run to what happened in September of 2008. 

 
 Now, as you know, and this wasn’t perhaps quite as prominent in what Joe 

said, but a lot of liquidity support and a remarkable raft of guarantees were 
provided to the financial sector, including the ability of Goldman Sachs 
and Morgan Stanley to convert to being bank holding companies and to 
have much more unfettered access to the Federal Reserve and of course 
the equity capital that was provided not just to big banks but in a very 
demonstrable public way to the largest financial institutions starting in 
October 2008 under the TARP. 

 
 Now, there’s some very important and controversial decision points that 

we talk about in our chapter. I think the most heated remains how 
Citigroup was treated. Obviously—and I’m reminded of this by some of 
my colleagues who were shareholders in Citigroup—there were big losses 
for shareholders without a doubt. If you were a buy and hold shareholder, 
you did not do well in the crisis. 

 
 Nevertheless, there was from October and November a remarkable degree 

of support provided not just to prevent default, so to protect the creditors 
in Citi but also to protect the shareholders against further losses, the idea 
that Citi should be taken over and put through any kind of resolution 
process was rejected; and of course there was also a remarkable degree of 
support provided to management that was then in place. 

 
 I think the central question may boil down to could resolution-type powers 

and FDIC type of managed liquidation or wind down resolution, could that 
have been applied to Citigroup or other large troubled financial 
institutions? How would that have affected confidence in the U.S. and 
globally? And I think we could debate that question for a long time but it 
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wasn’t done. The U.S. did not apply those principles. And we put the 
government balance sheet behind the troubled banks rather than resorting 
to resolution.  

 
 That’s not what was recommended to Asia. And if you say, “Well, we 

didn’t have the legal authority to do it,” it’s a fair point but Asia didn’t 
have plenty of legal authorities. I don’t think the IMF typically says, “Oh, 
you don’t have legal authority to do this. Let’s not do it.” They say, “I 
think you should get legal authority tomorrow and then apply it.” 

 
 I don’t have time. The chairman indicates to go through these structural 

issues and the remaining risks. We can talk about that perhaps in the 
panel, but just to conclude on the trajectory of reform, I don’t think we 
applied in the United States the kind of advice we gave to other countries 
in 2008. Really, the question is what do we do next time? Does, for 
example, the Dodd-Frank framework provide us with the legal tools to 
apply this kind of resolution approach to financial institutions and the 
answer there is I think definitely yes, the tools are available. 

 
 But is that what we’re going to do? Will that be what works politically in 

the United States? On that, I’m much more skeptical and much more 
concerned and the indications that we see so far from within the regulatory 
process including specifically … my concerns are focused on the Board of 
Governors of the Federal Reserve. I don’t yet think we’re in a place where 
we can yet apply to ourselves the evidence that we so freely dispense to 
everyone else in the world. Thank you very much. 

 
Adam Posen: If Tom and Joe could join Simon and I up on the panel, we’ll open it up 

for discussion with the group. No, it’s you because you spoke. You get to 
answer questions.  

 
We’re obviously getting into some very controversial territory here but I 
don’t want there to be more heat than light. I think it’s important that all of 
the chapters we’re talking about here are tightly argued, evidence-based 
and frankly, if you think about it, not that dissimilar from what a number 
of people would say casually. But there’s obviously room for challenge, 
for discussion, for debate and so let me open it up. We have a traveling 
mic at the front and then we have a standing mic at the back and I’m going 
to try to give people not from the ADB and the PIIE the chance to speak 
first.  
 
You get two opportunities to speak later, Changyong. So lady in red here 
first and then the gentleman, if you could go to the mic directly behind 
you. Please identify yourself before asking a question. 
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Johanna Chua: Hi, I’m Johanna Chua from Citi. A couple of questions, first to Dr. 
Gagnon, just a question about in your chapter, you discussed, you sort of 
gave a very positive sort of view towards QE and the policy response of 
advanced economies and you downplayed the impact on capital flows to 
EM. But then you cited there hasn’t been any significant impact on net 
capital flows but there has been subsequent work arguing that even after 
you control for policy rate differentials or growth differentials that QE did 
have an impact on composition of flows, of capital flows into EM and 
does your chapter therefore … if you downplay the impact of capital flow 
to EM, do you suggest then that advanced economies central banks 
shouldn’t care so much about the international spillovers of their policies, 
because clearly from an emerging market perspective they do care. That’s 
one question. 

 
 And I’m sorry, another question to Dr. Park. To Dr. Park, when you look 

at the East Asia Five countries and how they recovered well, what about 
the fact that post global financial crisis, we had the mother of all quasi 
fiscal stimulus out of China and that further probably provided support to 
the recovery of Asia and to the extent that that may not be possible 
anymore in the future. We may be overestimating the resilience of 
recovery in Asia in the future by just focusing on the fundamentals 
without factoring in the external event of China. 

 
Adam Posen: Thank you very much. Before Joe and Tom reply, I would just note on 

your second question, Johanna, that remember the U.S. was providing a 
very large quasi fiscal support importing an awful lot from Asia in ‘97–
‘98. 

 
Joseph Gagnon: Yeah. On the effect of quantitative easing on capital flows, it’s not a big 

part of the paper. It’s really quite small but … so I’ll have to go beyond 
the paper to answer but I would say the IMF has done a lot of work on 
this. The spillover reports find that, yeah, quantitative easing does tend to 
encourage capital outflows but it doesn’t look large compared to other 
periods in the past and in particular, just other periods when interest rates 
were low. So QE doesn’t seem to be much more powerful than just low 
interest rates in general. I haven’t focused on the composition.  

 
 I would just say in terms of should the central banks care, well, I think 

they need to be aware of what’s going on in the world. I do think the IMF 
has stressed that the emerging markets have tools to deal with this too and 
I guess I believe that we have to think of monetary policy as focusing on 
each country domestically mainly and we have other tools to deal with 
spillovers, monetary as well as capital flow measures which we need to be 
able to use. 

 
Adam Posen: Great. 
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Donghyun Park: Yeah. Thanks for the question. I’m not going to focus so much on China’s 

massive fiscal stimulus, the impact of that, but because clearly China’s 
fiscal space has been reduced somewhat, that I fully agree with.  

 
 But let me briefly touch upon the bigger issue of China’s role or emerging 

role as an engine of growth for the rest of Asia, in particular East and 
Southeast Asia. Other than this massive fiscal stimulus which amounts to 
about 13% of China’s output over two years, aside from that, there are 
some more structural factors going on which are promising, which 
forebode well for China as an engine of growth. 

 
 For one thing and this is a piece of evidence I’d like to cite often, in a joint 

research I did with Kwanho, one of my coauthors for this paper, and I can 
give you the paper if you’re interested later on, but what we find is that 
composition of China’s imports from its neighboring countries in East and 
Southeast Asia has shifted quite significantly between 1998 and 2008 
more specifically the share of final goods in China’s imports from its 
neighbors increased by about 15% and the share of parts and components 
in China’s imports from its neighbors decreased by about that same 
amount, by about that 15%. 

 
 Yes, there are a lot of qualifications but what that tells me is that China is 

becoming more of a consumer and less of a country that just assembles 
parts and components from its neighbors and ships them to the rest of 
Asia. 

 
 One more thing in the context of the question, China is slowing down. 

That was actually the big theme of this year’s … our regional outlook, the 
medium-term growth slowdown of China. First of all, I think that’s a 
healthy welcomed transition toward a more sustainable growth rate and I 
don’t think it’s necessarily bad for the rest of Asia because as China 
rebalances more toward domestic demand and becomes less of an export-
led, investment-led economy, that’s going to create more export 
opportunities for the rest of Asia and indeed for the rest of the world. 

 
Adam Posen: Thank you very much. The gentleman at the back mic. Yeah.  
 
Markus Rodlauer: Thank you. Markus Rodlauer from the IMF, Asia Department. Thank you 

very much for very great presentations and I look forward to actually 
reading the book. I have one question, Dr. Park, and maybe also for the 
rest of the panel. You are implying of course that strong fundamentals are 
good for preparing for a crisis. Indeed, we have again seen those who were 
affected by the capital outflows in recent months, the clear distinction 
between those with strong fundamentals and less. 
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 One implication and we are struggling with this ourselves of our policy 
advice would be that everybody should have a strong current account and 
lots of reserves. How can that be done? Is it really that what really matters 
and how is it globally consistent? Or are the markets maybe looking at 
something else which is the strength of domestic policy frameworks and 
other things? But it is worrisome if we just leave the conclusion that 
everybody should have large current account surplus and lots of reserves. 
Thank you. 

 
Adam Posen: No, thank you for asking very much a challenging and very relevant PIIE 

question on this topic. I’m actually opening it up to any of the panelists 
who wish to respond to that. 

 
Simon Johnson: I was actually just going to supplement whatever Dr. Park’s argument by 

saying that I think the cleanup that Asia did after ‘97–‘98 strengthening 
the financial system and changing attitudes towards credit growth and 
towards financial innovation of all kinds that has to get an assist in 
addition to all your favorite macro-economic variables being careful on 
the financial system and I think José de Gregorio will make similar points 
from the Latin American perspective later today. 

 
Donghyun Park: Thanks for that, Simon. If I may expand upon that point a little bit and 

answer also your question more directly, of course it’s simply not 
possible, right, for all countries to be running current account surpluses, 
but I think it’s important also to note that a strong current position is only 
one of the several fundamentals that we looked at in our paper. There are 
many other macroeconomic stability and also some fundamentals that we 
did not touch upon in the paper directly such as the points that Simon just 
mentioned. 

 
 In other words, Asia’s financial system has become much stronger as a 

result of extensive restructuring and reform since the Asian crisis. Of 
course, that helped to improve our resilience this time around during the 
global crisis and another thing that we did not explicitly look at because as 
I said earlier, it’s quite impossible due to data and other issues to do an 
exhaustive analysis but another issue which is not included in our analysis 
is a stronger corporate sector balance sheet, in other words lower debt and 
these kinds of factors. 

 
Joseph Gagnon: Just very briefly, this is way beyond the book but it was just other work 

that I’ve done suggests exactly the point you raised, the very large reserve 
accumulation and the fact that emerging markets often have current 
account surpluses is in itself I believe having feedback effects on the 
advanced economies in a sense that it’s making quantitative easing type 
policies more necessary than they would otherwise be. So it isn’t just a 
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one-way street here. It isn’t just that QE causes capital flows; it’s the 
government flows that also cause QE to be more needed. 

 
Adam Posen: Thank you. I’ve got three people. I’ve got the gentleman at that table 

there, then at the back mic, and then over here. 
 
Lawrence Krause: I’m Larry Krause, University of California, San Diego. I’d like to pose 

this question to Simon. If the U.S. had been giving and taking the kind of 
advice that was given to Asian countries, they might have let Bear Stearns 
go bankrupt. Would that have changed the trajectory or just brought the 
crisis sooner? 

 
Simon Johnson: Well, that’s a great question. Of course, what the Dodd-Frank financial 

reform legislation does and what the FDIC has subsequently implemented 
in a more detailed fashion is create a framework in which a large 
institution such as Bear Stearns can fail—meaning losses for the 
creditors—without, hopefully, that causing some sort of contagion across 
other financial institutions and across financial markets.  

 
 Now, that’s a hard thing to pull off. It’s a sensible idea to try and 

implement. We can talk about the details separately. And I think if you 
could have applied that kind of framework either by changing the law or 
doing it in an ad hoc fashion to Bear Stearns, I think that would have been 
helpful. I think when creditors believe that there is going to be a bailout 
because they’re going to be protected, they’re less careful and I think the 
lesson that many people took from Bear Stearns is yes, yes, you can say 
whatever you want. We’re looking at Bear Stearns which was in big 
trouble and having trouble getting from a Thursday to a Saturday, the 
creditors ended up whole. So why be careful in lending to Lehman 
Brothers? That logic is pretty unassailable actually. 

 
Adam Posen: Thank you. At the back mic. 
 
Damon Silvers: I’m Damon Silvers. I’m with the AFL-CIO and I was the deputy chair of 

the Congressional Oversight Panel for TARP. My question really follows 
on the last question in terms of it’s really about sort of timing and the 
study. Let me just first note, I’m personally very grateful for this study. 
The questions this study asks off have haunted me since my experience 
involved in TARP oversight. So just to thank you first. 

 
 But my question is this. Simon, during the time that these decisions were 

being made in the fall of 2008 and the spring of 2009, the argument was 
made by the decision makers that it was not possible to put Citi and then 
BofA into resolution because if that were done, it would produce an equity 
run from other nominally solvent or in the view of the decision makers, 
actually solvent institutions, people may remember that there was a view 
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during that time that when the stock price of these institutions got below 
five, that there’d be a broader disintermediation, which seems to be more 
or less what happened to Citi during late November of 2008. 

 
 So the question is, was that view right in retrospect? How does that relate 

to the advice that was given to Asia in the Asian crisis? And what is your 
view about the question of timing, meaning that was the resolution 
approach feasible/possible in the fall of 2008 and if it wasn’t then, was it 
more feasible later or was it just as feasible at either moment? 

 
Adam Posen: Okay, thank you, David. I appreciate that. 
 
Simon Johnson: So my view for what it’s worth is that the resolution approach to financial 

crisis, which is what I’m calling best practice, is difficult to apply but it 
makes sense in many situations including some moments in November 
2008 for example and also early 2009 with respect to particular 
institutions—I mentioned Citigroup but you could talk about others. I 
think the interesting question though, Damon, is not my view on this but 
the tension between what you just expressed, how the decision makers felt 
at the time and what actually those same people put into place with Dodd-
Frank because if their logic applied in 2008–2009, oh, my goodness, we 
can’t impose losses on creditors because of what it will do for example to 
the equity price. 

 
 How can we believe or even more importantly, how can the financial 

markets believe that next time there’s a crisis, next time there’s serious 
systemic pressure, they’ll apply the framework with Dodd-Frank because 
the framework with Dodd-Frank will do exactly what I’m suggesting, at 
least as designed by the FDIC—again, I can take you anyway through the 
details separately—they are to impose losses on the creditors and to 
prevent systemic damage. 

 
 But if you think that losses for the creditors is going to trigger big equity 

runs, then those decision makers, whoever comes after them, whoever is in 
place next time is not going to want to apply the FDIC framework and 
Dodd-Frank. 

 
Adam Posen: Simon, could you give us half a minute or a minute more on were any of 

those tough policies actually applied in Asia and how the advice looked at 
the time. 

 
Simon Johnson: Sure. So it varies by country, on the specifics of the country, but in terms 

of government … so the resolution process just to make sure everybody’s 
got the terminology is a government-supervised liquidation process. You 
take over a financial institution, you fire the management, you wipe out 
the equity and then you figure out what kind of losses the creditors will 
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face. So there are various versions of that that were absolutely applied 
even in the case of Thailand for example to very prominent big financial 
institutions. 

 
 As I mentioned, Indonesia, some of the big problems were institutions that 

weren’t necessarily the biggest but they were extremely politically 
sensitive because that was extremely difficult to do. In Korea it was a bit 
different because Korea, the issue was much more focused on the chaebol 
and the issue of bankruptcy for the nonfinancial sector. 

 
Adam Posen: Give Changyon the mic. 
 
Changyong Rhee: The resolution of the two banks was a precondition for the IMF program. 

So from the beginning, they are asked to do the P&A. 
 
Adam Posen: I just wanted to get that perspective in. At the front table here. 
 
Marc-Olivier Strauss-Kahn: Thank you. Marc-Olivier Strauss-Kahn from the Bank of France. I 

have a comment and questions. The comment is related to the current 
contagion of the U.S. monetary policy to the rest of the world but some 
decoupling due to, as you have highlighted, differences in fundamentals 
and also in cycles especially in Asia but also in Europe which may reflect 
better discrimination and we’ve got the negative examples of Indonesia 
and India highlighted by the IMF, the current account plays a role for the 
five fragiles, but inflation does also matter for India as the reason for a lot 
of competitiveness. 

 
 Now, a good part of this or a relative improvement is viewed in Europe for 

instance in the relative spreads of Italy and Spain which have been 
reduced versus Germany. The question is maybe for all speakers but more 
to Dr. Park, in the short term, I guess that you would allow exchange rate 
to adjust but how much does you fear [inaudible 1:04:46] volatility in spite 
of this better discrimination both in prices and quantities? And in the 
longer term, I don’t know while structural reforms take time to be put in 
place, any special views on China whose stabilization is currently 
supported by a revival in investment which is supported by shadow 
banking and so on, how much does this affect the dynasties it has on Asia? 

 
Adam Posen: Thank you very much, Marc-Olivier. I’ll definitely let Tom answer but 

then if Simon or Joe want to come in, this will be the last question then 
we’ll take a brief break before going to the second panel. 

 
Donghyun Park: Yeah. Okay, let me just briefly touch upon your question about China and 

the shadow banking system and the other types of what I would call 
internal financial vulnerabilities. Yes, because these are quite serious, 
potentially dangerous vulnerabilities. 
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 But having said that, I think there’s a lot of promising sign that the 

authorities are very much aware of the need to start tackling these issues. I 
mean, just to give you one concrete specific example, I mean, I forgot the 
exact date but sometime in June, the interbank interest rates really spiked 
sharply upward in China. I mean, if it was four or five years ago or even 
two, three years ago, the authorities would have panicked and start 
pushing the panic button there but they just let it pass because … and to 
me, that’s a serious sign of a more genuine and more deep-seated 
commitment to pursuing stability instead of growth at all costs. 

 
 So I think China, yes, there are these … and also, the authorities have 

started to tackle the shadow banking problem which is intimately tied with 
another risk, that of the growing local government debt but I think 
authorities have started to tackle these issues so I think, yes, there are 
these risks. We should not underestimate them but I think China is moving 
in the right direction. 

 
Adam Posen: I just needed to, before I turn to Simon, do a plug. We have a lot of 

interesting short and longer term research on this issue in China and 
China’s financial reform by Nick Lardy, Nicholas Borst, Yifan Hu, and 
Ryan Rutkowski on the IIE website and we have a particular China watch 
segment of the website. Obviously, we benefit a lot from what the ADB is 
doing as well the source informing us. Simon. 

 
Simon Johnson: Marc-Olivier, I think we’ve been a little remiss today or perhaps I’ve been 

remiss in not mentioning and stressing enough bank capital, equity 
financing of the financial system because that’s really important in this 
entire macro framework, how vulnerable is your financial system when 
losses are incurred? And I think in that context is it’s quite unfortunate 
that Basel III established a rather, to my mind, low level of minimum 
capital standards on a global basis relative to the shocks and it’s 
particularly unfortunate given what we’ve seen in Europe over the past 
four or five years that certain prominent European countries continue to 
feel that lower capital is somehow better for growth. 

 
 Lower capital contributes exactly to the kind of instability and potential 

vulnerability that we’ve been talking about today and I think a big lesson 
that the Asians correctly took on board both at the policy level and at the 
corporate level and certainly the financial sector level was we need to fund 
ourselves with more equity as a stabilizer relative to this difficult global 
economy. I think we should all take that lesson. 

 
Adam Posen: Terrific. Unless Joe has something to add, I just want to thank everyone 

for a great exchange. I’m sorry, we didn’t get to hear from Changyong but 
we’ll shortly hear from him. I wanted to get as many people from the 
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audience as possible. I’d like to ask people to take a relatively resolved 
coffee break of six minutes and we’ll start right back with the next panel. 
But thank you to Joe, to Tom, Donghyun Park and to Simon. 

 
 Okay, ladies and gentlemen. Can I ask you to come back from our 

typically lavish coffee hour of six minutes and resume the substantive 
discussion? We’ve got a very exciting panel now coming up on some of 
the longer term issues including issues of preempting or preventing crisis 
and Tom Park, Donghyun Park, Professor Park from the ADB will chair 
the panel, please. 

 
Donghyun Park: Thank you, Adam. The next panel, right, the second panel will be on 

international and regional governance and crisis. So we have three very 
interesting and exciting papers on three interrelated topics. The first one is 
on sovereign debt and its lessons for Asia because as we all know, the 
ongoing, I must emphasize, this still ongoing Eurozone crisis is very much 
a debt crisis arising from sovereign debt problems and that will be by Dr. 
William Cline who’s a senior fellow here at Peterson. 

 
 The second paper by our ADB’s chief economist, Dr. Changyong Rhee, 

will be on how global and regional financial safety nets can work together 
to help mitigate the impact of crisis and more specifically lessons from 
both Europe and Asia. 

 
 And the third and final paper by Dr. Edward Truman, a senior fellow here 

at the Peterson Institute, will examine the role of the IMF, I mean, of 
course that has been quite controversial in the case of Asia in the ‘97–‘98 
crisis but looking at the role of IMF more broadly in the context not just of 
Asian crisis but also of the current or the very recent European crisis. So 
with that brief introduction, let me ask Dr. William Cline to come up and 
present the first paper. 

 
William Cline: Well, it’s a great pleasure to have this opportunity to review what we have 

learned on this subject. I consider, first, the lessons from the three major 
debt crises of the past three decades and, second, the sovereign debt 
outlook in the Asian economies. 

 
 The first crisis was of course the Latin American debt crisis of the 1980s. 

It was the first sovereign debt crisis in the postwar period. A major lesson 
was that external debt relative to exports could cause an external transfer 
problem. Debt reached 700% of exports in Argentina, 400% in Brazil.  

 
 The second lesson was that domestic fiscal balances needed to be 

strengthened including through privatization to curb state firm losses. 
Third lesson, international cooperation could address the crisis first with 
lender of last resort, concerted lending from a consortium of major 
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international banks and official lending to deal with the immediate 
liquidity problem and this turned out to be sufficient for both Colombia 
and Chile. And then with market-based debt relief that exchanged greater 
certainty for lesser principal in Argentina, Brazil and Mexico and others 
where there were haircuts in the order of 35%. 

 
 A cooperative approach rather than a unilateral confrontation was a key to 

the successful outcomes. Another lesson was that capital flight could 
aggravate the problem of the external gap if interest rates and exchange 
rates were unrealistic. And of course, a fundamental lesson was the 
primacy of domestic political will for example in the contrast between 
Chile which did not even request a debt reduction as opposed to 
Venezuela which did request debt reduction even though it had lesser debt. 

 
 The second major crisis was the East Asian crisis of ‘97–‘98. This time, 

the lesson was about the danger of high short-term external debt relative to 
reserves reaching as high as 300% in the case of Korea. The East Asian 
crisis was successfully managed as the liquidity problem addressed by 
lenders of last resort. No sovereign turned out to be insolvent although 
many banks in Indonesia in particular were. A cooperative approach again 
was crucial as in the three-year stretch-out for short-term foreign bank 
loans in Korea with no haircut.  

 
 A major lesson was the importance of shifting public borrowing toward 

the domestic market to reduce the currency mismatch problem. Another 
lesson was the importance of having foreign exchange reserves to deal 
with the sudden stock. A lesson arguably learned too well and thereby 
contributing to mercantilist growth strategies that have contribute to 
international imbalances. 

 
 One popular lesson that the IMF was a villain was in my opinion incorrect. 

For example, the funds call for high interest rates was necessary at the 
time to avoid excessive depreciation and even greater balance sheet shocks 
from depreciation. 

 
 The third major debt crisis has been the Euro area sovereign crisis. My 

view is that the most important lesson of this crisis is that even rich 
countries can have a sovereign debt crisis. The effective default and write-
down for Greek public debt is the first such event for an industrial country 
since the 1930s, especially a rich country that does not control its own 
currency and does not have its own central bank can have a sovereign debt 
crisis. Even those that do, I would submit, can have a debt crisis because 
at some point, there will be some limit to what the public is prepared to 
accept in terms of inflating away the debt. 
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 Another lesson is that there are risks to the single currency that were not 
adequately anticipated: the straitjacket on the adjustment for the external 
balance. Another lesson is that for the Euro area, the ECB is the crucial 
guarantee against self-fulfilling spirals of interest rate shocks and debt 
unsustainability. In particular, the outright monetary transactions program 
begun in mid-2012 pledging ECB purchases of country debt if needed to 
curb a surge in interest rates in the presence of an adjustment program has 
been the single most important force to put at least a temporary halt to the 
Euro area’s crisis. Remarkably, not a single purchase has yet been made in 
what is probably the most effective episode of central bank job owning in 
history.  

 
 Fourth, the importance of classic commitment to fiscal consolidation has 

been underscored again. Fifth, the case of Ireland and to lesser extent 
Spain show the importance of avoiding a shock to the sovereign debt 
burden from the socialization of bank losses. Sixth, the political 
determinants of solvency have been reemphasized. The waves of political 
collapse in Greece surely contributed to the severity of the fall. 

 
 Finally, I consider the Euro area experience as showing the importance of 

a balanced approach to private sector involvement if the market is not to 
be scared off by the specter of subordination. The OMT adoption of ECB 
pari passu treatment with the private sector in particular is one of the 
reasons it is working. 

 
 What about the prospects for debt in Asia? Korea and others have sharply 

reduced their ratio of short-term external debt to reserves and they’ve 
sharply increased their ratios of external reserves to imports.  

 
 In Latin America, debt to export ratios have come down sharply; reserves 

have risen so net debt ratios have fallen even further. 
 
 In Asia, the net debt ratios are actually negative for about half of the 

countries because their reserves exceed their debt. They are net creditors 
and China of course is the extreme case. 

 
 Over the past decade, the main emerging market economies have done 

relatively well in keeping their ratios of public debt to GDP at moderate 
levels, typically in the range of the Maastricht’s 60% or less. A surprising 
pattern is that the median level of the debt ratio is almost identical for 
Latin America and for Asian emerging market economies at 45%. 

 
 In contrast, the Euro area periphery has seen public debt ratios reach the 

range of 115% to 125%. The successful resolution of the problem will 
need to involve a convergence with Spain topping out at about 110% and 
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the others coming down to 100% to 110%, which should be feasible in 
other projections I have made. 

 
 In my view, the best analytical framework for thinking about debt 

sustainability is what can be called the debt sustainability equation. This 
equation states that in order to keep the ratio of public debt to GDP from 
spiraling upward, the primary fiscal surplus as a fraction of GDP has to be 
equal to, at least equal to, the difference between the interest rate and the 
growth rate as multiplied by the initial debt to GDP ratio. If you start out 
with a higher debt, you have to have a higher primary surplus. 

 
 Now, just looking at this equation, it’s quite clear that if you have a shock 

to confidence and the R there suddenly surges because the country risks 
spread, you can have a self-fulfilling prophecy of insolvency because you 
no longer meet this criterion. 

 
 So what I thought would be useful to do is to apply this equation and see 

how the major emerging market economies are doing in meeting it or not 
meeting it, and it turns out that the emerging market economies are in fact 
successful in meeting the debt sustainability equation. They’re 
maintaining primary balances that should be sufficient.  

 
 These numbers are based on the spring WEO’s projection through 2018 

and in every single one of these 11 cases, the debt ratio stabilizing primary 
surplus that is needed is at least slightly negative or the gap to meet the 
needed ratio is slightly negative. So they’re slightly overperforming the 
needed primary surpluses.  

 
 In fact, Argentina and India illustrate a somewhat awkward fact that if you 

have high domestic inflation that is ballooning up the growth of your 
denominator, your GDP, you can get away with a sizeable primary deficit 
and still meet the sustainability equation. 

 
 In the Euro area periphery, the debt ratio is higher so you’re going to need 

a bigger primary surplus but the primary surpluses are higher. Italy, 
Ireland, Portugal quite high primary surpluses. Spain has a ways to go. 

 
 In the important case of Japan, the extremely low interest rate also gives 

great latitude. You can have a sizeable primary deficit but they’re not even 
achieving that and the primary balance needs to rise at least 1% of GDP in 
Japan to meet this sustainability equation. 

 
 Now, another positive trend for the emerging markets is that there has 

been increasing success in borrowing domestically overcoming the so-
called original sin problem. Chile, Korea, Malaysia are borrowing more 
than 90% of their debt domestically, Brazil up to 70%. At the same time, 
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foreign investors have become increasingly comfortable withholding 
domestic emerging market public debt in the domestic currency rather 
than insisting on foreign currency debt. 

 
 Now usually, it would not be optimal to borrow everything domestically 

because the interest rate domestically should be higher than abroad 
because these are capital scarce countries but the way to look at it I think 
is that the prudent planner should think of a risk spread, a sudden stop risk 
spread that is very high when you’re borrowing entirely from abroad but 
gets narrower as you borrow entirely domestically. 

 
 And this exercise tries to calculate what is the revealed sudden stop risk 

premium and except for Thailand, it’s in the right direction that if you take 
the domestic cost of borrowing and then get an imputed foreign cost to 
borrowing which I explained in the paper, you do in fact get an 
equilibrium where you’re still paying somewhat more for the domestic 
debt, but that’s sensible because as a prudent planner you want to have 
some sudden stop insurance premium. 

 
 The paper then closes looking at the sustainability of Japan’s public debt. 

And I set forth my contrarian view that the two lost decades of growth in 
Japan are a myth. The reality is that Japan’s … first of all, it got to 
basically comparable income levels so you should no longer have 
expected at the beginning of this period that Japan’s growth should be far 
above other industrial countries, but the main source of the optical illusion 
is that their labor force has been stagnant. The U.S. labor force has 
increased by almost one fourth over the last two decades. 

 
 So it is no surprise that the gross growth rate would be much higher in the 

United States. And when you look at the output relative to labor force for 
Japan, it’s behaving very similarly to the U.S. and especially to Germany. 

 
 So what does that imply? Well if the lost decades are a myth, then the 

saving effect of something like Abenomics might not be as great as people 
hope because there might not be that much sudden increase in growth to 
expect.  

 
 Now of course, the debt ratio starts very high. The gross debt ratio is 

240% of GDP so this gives one pause. Now, it also is the case that at the 
present time, the interest rate on Japanese debt is atypically low relative to 
the consumer price inflation and if you were to go back to the historical 
spread of the debt interest rate to consumer-priced inflation and you 
achieve the 2% inflation target, the consequence will be that you are going 
to get a nominal interest rate that becomes much larger relative to the 
nominal growth of GDP than you have recently experienced. So ironically, 
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one of the consequences of successful Abenomics could be to aggravate 
the debt to GDP ratio.  

 
 My conclusion then, we should consider that the Asian economies have 

indeed learned the international debt lessons regarding external debt 
leveraging, vulnerability of short-term external debt, the importance of 
avoiding haircuts I would say, keeping Maastricht level debt ratios or 
better, maintaining primary balance that’s consistent with sustainability—
there is the irony that India has actually helped out in this regard by its 
inflation—and the lesson of borrowing domestically. 

 
 I think for Japan, the jury is out on whether its extremely high debt ratio is 

safe in a world where it has now been shown that industrial countries can 
have a sovereign debt problem. Thank you. 

 
Changyong Rhee: I’ve been using this for a long time. Thanks. Let me first thank you. 

Thanks, Adam and Marcus and Tom, for preparing these books. My part is 
I’m presenting about the cooperation between regional safety net and 
global safety net. 

 
 Given the time limit, let me be very brief. The first part of my chapter is 

basically some history and review of the current regional financial safety 
net which I’ll skip mostly. And then the second part we discussed what are 
the issues, remaining issues and forward-looking issues about the 
challenges and coordination issues between regional safety net and global 
safety nets such as the IMF. 

 
 So let me just briefly spend a few minutes for the history and the history 

of the regional financial arrangement. In the contrary, there are several 
regional financial arrangements including Arab Monetary Fund, Latin 
American mutual fund and Chiang Mai Initiative Multilateralizatio in Asia 
and European Stability Mechanism. 

 
 So we basically distinguished these regional financial arrangements into 

two groups. The first group is what we call first generation of regional 
financial arrangement. It was born around 1970s when the gold standard 
ended in 1971 and because the change of global international monetary 
system, many regional financial arrangements were made in preparation 
for the balance of payment crisis possibility. 

 
 But on the other hand, the second generation of regional financial 

arrangement which is well-known now is also a Chiang Mai Initiative and 
also the European Stability Mechanisms. Those kind of second generation 
of regional financial arrangement is in some sense a response to some kind 
of dissatisfaction about the global safety net such as an IMF during the 
Latino American crisis in 1980s and the Asian financial crisis in 1997 and 
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recently, the issues arising most seriously because European Stability 
Mechanism came in and what is the rules between the IMF and the 
European Stability Mechanism and that becomes more imminent policy 
issues. 

 
 And in the G-20 if I mention, actually this is one of the key agenda that 

Korea G-20 has proposed, promoted because at the time, we [inaudible 
01:29:36] that Asian economies can suffer not only because of internal 
problem but also the problem of advanced economies and how to ring 
fence our economy may not be possible only by the self-insurance and 
actually, the self-insurance is a problem that I mentioned in the morning 
that more reserves you accumulate, that has a very negative implication of 
global financial system. So how we can actually have some regional and 
global financial safety net so that you can reduce some incentive to rely on 
more self-insurance mechanism. 

 
 But initially, we saw that Korean G-20, so this idea is a great idea because 

we wanted to institutionalize some bilateral swaps which we believe is 
quite ad hoc into more formal mechanisms. Then we realized the political 
difficulties is not only the advanced economies who were opposing this 
idea but also many emerging colleagues say this is a bad idea and they are 
… basically, if you talk about regional safety net and global safety net, 
then that will give you a reason for the advanced economies to criticize 
accumulation of reserves. 

 
 So with the political regions, they are very not willing to discuss these 

issues. So this issue, I’ll just remind you that it was not an easy issue to 
discuss globally at the time but I’m very happy that we made some 
progress in the last few years. 

 
 The paper actually documents what is the current stage of the regional 

financial arrangement, their legal basis, their size, how much paid-in 
capital they have, whether they have an option to issue bonds or not and 
then what kind of instrument they can use—loans, guarantee and swaps—
and then what the details of instrument they can use and also the kind of 
… there’s any rules to link these institutions to IMF programs or not. So I 
will skip this one but I hope that you can read the paper. The value of this 
paper is to document current status of the many regional safety nets 
including the surveillance and other things. 

 
 But let me spend the last five minutes to talk about what are the remaining 

challenges and there’s many literature why do we need the regional 
financial safety net whether the global financial safety net alone is 
sufficient. And there are some arguments why we need the regional safety 
nets such as probably local institutions may have better information about 
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the local economies. And then I don’t know whether this is a less stringent 
conditionality so this is a big issue. 

 
 But initially, the starting point was that … the discussion is that IMF 

conditionality was too strict so the many regional countries think that 
having a regional safety net may reduce some unnecessary stringent 
conditionality but now this is quite debatable. 

 
 And then also windows [inaudible 01:32:31] are very small scale local 

shocks. Maybe instead of going to the IMF, maybe reasonably we can 
solve the small regional shocks better and without much stigma effect. 
That was a kind of argument why we need regional safety nets. But on the 
other hand, the neighbors can be more lenient on neighbors. So it can have 
… it’s seen as a moral hazard problem. And also if [inaudible 01:32:56] 
regional or global, then regional safety net maybe hard to have enough 
resources and also there’s a lot of discussion on lack of capacity, whether 
regional institutions in a very short period of time can have surveillance 
ability as good as IMF. 

 
 So there are many homework to do. So I think the first homework is 

probably relevant before we’re thinking about the cooperation and 
collaboration. I think the first remaining important priority has to be given 
to the strengthening existing global safety net and regional safety net. 

 
 One is bilateral swap arrangement and now, there’s many bilateral swap 

arrangement and whether this can be a substitute or the compliment 
[inaudible 01:33:47] for many Asian policymaker. Actually, this is the 
issue. I think this issue becomes much more relevant these days too 
because of India and Indonesia. 

 
 They are very reluctant to come to the IMF because still there’s a lot of 

stigma effect. They’re looking for the bilateral swaps probably from Fed 
but Fed unlike this time, you know, in 2008, the global financial started 
from the U.S. so Fed has an incentive to extend bilateral swaps but no 
longer probably. So it’s a politically … relying on bilateral swap is some 
kind of political dependent policy. Political aspect is very unstable and 
quite ad hoc. So how to institutionalize bilateral swap and if you do it, 
what is the relation between bilateral swap of the major central bank and 
the IMF is a remaining homework.  

 
 And the other one is that how to reduce the stigma effect and actually, the 

stigma effect is not unique to IMF. Now even CMIM is now established 
but India, Indonesia and many Asian countries now have some … on the 
financial turmoil, they’re looking for the bilateral swap with Japan. So 
India and Indonesia has recently had a bilateral swap of 12 billion and 50 
billion but rather than approaching the CMIM. 
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 So even regional safety net has this stigma effect and how to reduce this 

stigma effect is quite an important issue and the paper discusses several 
options, such as the multi-country offer of some of the preempt [inaudible 
01:35:18] ex-ante facilities such as FCL and PLL. Multi-country means 
that if you remember 2008 when Korea and many Asian economies was 
on the attack, the Fed extended bilateral swap to I think Mexico, Brazil, 
Singapore and Korea, and that really helped for Korean government to talk 
to the media that oh, this program has no stigma and this not our problem. 
Look, Singapore is included. 

 
 So it’s for better, you know, countries included [inaudible 01:35:47] so it 

has no risk something like if you extended a multi-country offer, this 
facility may be more usable. And then having some kind of preconditioned 
rules may help the reputation. 

 
 So in some sense, I think how to avoid the stigma if it’s a very difficult 

issue but unless in normal times, you build up a good reputation over this 
program, it’s going to be very hard to use it at the time of the crisis. So 
this is a practical question. 

 
 Now, I hope not but if some Asian economies will [inaudible 01:36:23] 

take again when the QE tapering actually started, can they approach the 
regional safety net? Can they approach the IMF ex-ante crisis prevention 
mechanisms? Probably not unless IMF and regional safety net provides 
some way to avoid the stigmatism which I think multi-country offers can 
be one practical solution. And then other issues of how to increase paid-in 
capital and other things. 

 
 Okay. And then there is issue of what will be the optimal coordination 

between regional safety net and IMF? And the recent European experience 
really has underscored the difficulties of having this cooperation between 
the IMF and the regional mechanisms. For example, in the case of Latvia, 
there is a controversy between how much … whether they have to allow 
depreciation as a [inaudible 01:37:12]. Ireland case, how much the 
comparing [inaudible 01:37:17] has continued or not. Greece, debt 
restructuring. Spain never took the IMF program and then even so, the 
stigma effect is not only for the … concerned for Asian economies. 
European countries are also concerned about stigma effect. Cyprus, there 
are lots of controversies. 

 
 But at the end, in some sense, European countries and the IMF can come 

up with some solutions. But is it possible this kind of collaboration 
between what we have observed between European countries and the IMF 
is possible between Asia? It probably would be difficult because in the 
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case of Europe, Europe can print out their own money. So in some sense 
of the bargaining power, it’s this metric. 

 
 On the other hand, many Asian economies do not have ability to print out 

international reserves. So in some sense, when IMF imposed something 
and then when the crisis is coming in, Asian countries, the bargaining 
power are symmetrical. So in that case, what do we mean by cooperation? 
So that’s one thing that many Asian policymakers are concerned when it 
proposed that regional safety net has to work together with the IMF.  

 
 And for example, we are talking about how much linkages the IMF and 

the CMIM has to have when actually, when you have dinner [inaudible 
01:38:31] tables, what they are concerned is that we are different from the 
Europeans. We do not have the bargaining powers. If we have linkages, 
eventually the conditionality one, we negotiated. The conditionality will 
be imposed so how we can avoid that kind of, you know, the recognition is 
one of the biggest problem and the main reason is that many Asian 
policymakers think we don’t have power to print out the money. That 
really reduced our bargaining power. 

 
 So this kind of is a big issue how to avoid … before we have a 

coordination, these are the kind of fundamental issues to answer and one 
solution is the governance reform of IMF and the Asian countries can be 
more represented and they’re sure that the IMF is not the institution of the 
West and also it can be … they can have some mechanism that can 
transfer their voices. This problem can be lessened in the long run but in 
the short-term, these are some of them bottlenecks for better coordination. 

 
 And there are other issues. What kind of … if the conditionality differ 

across these three institutions, is there any arbitrage between the 
conditionality arbitrage, how we can avoid that? And then if they agree to 
in the loans, what is the modality of the loans? Does IMF and the regional 
safety net has to extend the loan to the individual countries or is it better 
for the IMF to give the money, the loan to the regional safety nets and do 
some guarantee or the insurance? Then that requires some kind of charter 
changes. There are legal issues and kinds of things. I’ll finish in a minute. 

 
 So these are the kind of issues. We have our own answers. I hope you can 

read in the papers. And then there are several regional financial 
arrangements in Latin America and Asia. What should be the area of 
possible cooperations and what should be the kind of role of the multi 
development bank, [inaudible 01:40:21] and ADB. So we are thinking 
about whether ADB and other multilateral development can contribute to 
this regional and global safety nets. 
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 And then also as I mentioned in the beginning, what fundamental issue is 
that … we need some land of last resort and how was the relation between 
IMF and the central bank eventually. And we tried to make … as Mr. Ted 
Truman proposed in his paper when we started G-20 Seoul Summit, we’re 
really promoting the idea of IMF to be actually coordinating the role of 
this bilateral swap. The idea was killed immediately because central banks 
think it’s a bad idea and they do not listen so we gave up. 

 
 So now, I think if there’s any other way doing it, it’s through the BIS for 

example and/or IMF can do using SDR together with bilateral swap. So 
these are the kind of open issues. We don’t know the answer but I think 
this will become much more important issues and also practical necessity 
because when the … we never know but when the QE tapering start, if 
several emerging economies have some problems, these issues need 
answer immediately and we probably have to study harder. Thank you 
very much. 

 
Edward Truman: Thank you. It’s been a pleasure to participate in this project and this event. 

If you look at my chapter, number six in the book, you’ll see that I 
thanked a lot of people. It’s got a lot of comments. I was forced to think 
about things that I thought about before but maybe have not gotten to the 
right conclusions. I still may not have gotten to the right conclusions but 
I’m working on it. 

 
 I take this into the Europe environment more directly by comparing the 

Asian and the European crises and in particular focus on the role of the 
International Monetary Fund. I looked at the five Asian countries, what we 
heard earlier from Dr. Park, the East Asian Five. And then ten European 
countries so I’ll start with the non-Euro cases, Iceland and Hungary and 
Latvia and Romania, but then the six Euro area countries, Greece, Cyprus, 
Ireland, Italy, Spain, and Portugal. 

 
 The common ingredient is they all have had IMF programs or the 

equivalent, though some people might quibble about the equivalence. And 
for those of you who want to go to sleep, my summary is that the origins 
and the first part of the paper looks at the origins of these two sets of 
crises, different in some respects but were broadly similar; secondly that 
the European crisis received more external financial support than the 
Asian countries despite the fact that the European crisis involved more in 
the way of solvency issues, a point that Bill touched on. 

 
 Lastly, the reform programs in Europe were less demanding and rigorous 

than they were in Asia. Maybe that was good, maybe that was bad. And 
then I draw three principal lessons which are that the history will repeat 
itself, countries have a stake in crisis preparation as well as crisis 
management, other countries, and that for the future, the Fund should 
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focus more on the Euro area as a whole and other monetary areas such as 
they are unless on its individual members. 

 
 So the first, on origins, I go through the paper and there’s a longer 

working paper that’s coming out shortly. I look at the four classic types of 
economies, types of crises, exchange rate crises or currency crises, sudden 
stops, debt crises, domestic or internal, systemic banking crises and they 
all … both sets crises involve mostly all four and they also involve the sort 
of classic vulnerabilities of macro-economic imbalances and risky 
financing and doubts about policies and fixed or semi-fixed exchange rates 
and so forth. 

 
 Here are some facts that are drawn from three of the tables, one, two and 

three and my chapter. There are averages of the three or four, looking at 
two or three country groups and what you’ll see is they all share the 
averages, they all share relatively large current account deficits. When it 
comes to the fiscal situation, there was some difference. There were not 
any public debt or deficit issues for Asia and there were more so in Europe 
though it is actually surprising that the deficits on average in Europe were 
not substantial notwithstanding the European view that you often hear, or 
some European view that the European crisis was all about fiscal. There 
were big increases in credit especially relative to GDP and in all these 
countries on average; you had a boom period that led up to the crisis. 

 
 But there were some differences between the crises. The world is not 

identical. Exchange rate regimes were pegged in Asia and largely pegged 
in the non-Euro area Europe but locked in Europe, in the Euro area. The 
breadth of the crisis was more extensive in Europe than in Asia in terms of 
the number of countries involved but some might be surprised that the 
global footprint of these countries was smaller in Europe if you include 
Italy and Spain and not much larger if you include Italy and Spain than in 
Asia.  

 
 And of course, the most important thing for the future is the persistence of 

the crisis is much longer in Europe than in Asia. In Asia, all countries had 
reached by five years out, all the five countries had reached the previous 
level of real GDP and in Europe, only one of the ten countries will reach 
that and some of them will be ten years or more before they, according to 
IMF’s forecast last April, than others so it’s going to be a long slug at best.  

 
 And in Asia, there were not any regional financial institutional constraints 

though there may be in the future if we go the route that Changyong Rhee 
wants them to go. But institutions, or the lack thereof, were constraining in 
Europe. 
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 So then I look at the evolution of the crisis and one issue has to do with 
the degree of external financial support, table five in the paper, and I 
focused on the share of GDP and you see that in Europe, there was two to 
two and a half or three times as much assistance as the share of GDP both 
in terms of the International Monetary Fund assistance and total assistance 
where actually it’s even larger, 4% of GDP. 

 
 Now of course some people say this was good. This relative largess in the 

case of the European crisis reflected learning from the lessons of Asia 
where there was inadequate recognition that these were liquidity crises, 
but it is of course somewhat ironic since the Europeans were the leaders of 
the view that in Asia, the financial assistant was too generous. This is what 
I call the European double standard. 

 
 Second, despite the larger financial support that the European crisis 

countries received, those countries involve more in the way of solvency 
questions in Asia. The analytical reason for that basically follows from 
Bill’s analysis, Asia had much stronger ex-ante fiscal positions and much 
better post-crisis growth prospects so that the debts, the projected debt 
situations were much more sustainable. 

 
 And so as a result, you saw limited official sector involvement in Asia. 

You had some relatively trivial Paris Club for Indonesia were very late in 
the game and consequential private sector involvement only in Korea. 
While in Europe, of course you had PSI in Ireland, in Greece, in Cyprus 
and OSI in Greece, Ireland and Portugal. 

 
 So then I look at the programs. This obviously involves a certain amount 

of judgment which may be flawed of course. So as I said already, there 
was more financing in Europe which may be positive or negative. There 
was more fiscal adjustment but that was essential in some cases though 
perhaps too much.  

 
 Euro area monetary policy should have been in my view, should have 

been easier. That’s a criticism. In that sense, it was tougher. It was less 
demanding in Europe though I would say in both Europe and Asia, you 
had the same issues of the … you might say the myth of monetary policy 
and fiscal policy.  

 
 And importantly and this picks up a bit on what Simon Johnson’s paper 

was about though it brings in … it compares Europe and Asia rather than 
the United States, the restructuring of the financial sector has been 
received … not received the attention in Europe that it had in Asia. Other 
structural reforms had been less comprehensive in Europe than in Asia. 
This is setting aside fiscal structural reforms.  
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 There was a little bit of labor market reforms. Part of all this is of course 
because the structural conditionality is less in fashion than it was in the 
1990s. But the truth of the matter is there has been very little attempt to 
put in place the kinds of reforms that would promise faster growth, better 
growth in the future. 

 
 As I’ve said already, there’s been more PSI in Europe and as far as 

exchange rate policies, there were mistakes made in both regions but 
obviously, they were more consequential in Europe. The ex-ante mistakes 
in terms of exchange rate choices of exchange rate regimes. 

 
 So in Europe—and this is probably the most controversial conclusion that 

I come to—the key clearly was the preservation of the Euro area but a 
comprehensive Euro area strategy was lacking at least until the middle of 
last year. That’s two and a half years into the crisis.  

 
 The rest of the world allowed Europe to have it both ways as individual 

countries—Greece, Ireland, Portugal—and as a single entity at the same 
time where the single entity didn’t actually have to do anything except to 
impose conditionality on their weaker brethren and sistren. 

 
 So what should have happened with hindsight, though I did say some of 

this stuff at the time, the Euro area should have had … conditionality 
should have been imposed on the Euro area in terms of ECB monetary 
policy, fiscal expansion in the stronger countries, there should have been 
counterbalance, the restraint elsewhere, there should have been a 
commitment to a time table for some financial sector restructuring and 
associated building of a comprehensive banking union, and there should 
have been a credible firewall combining fiscal commitments that could 
have been used to leverage ECB liquidity. They did create a firewall but 
since they had, after the first fire, they had another five fires. It’s fair to 
say that that firewall completely failed. 

 
 Obviously, this would have been a demanding program and strained the 

imagination of the International Monetary Fund and its principal non-
European backers but it is certainly what should have been demanded. 

 
 And in my view, this failure has had profound global economic 

consequences. The Europeans have inflicted economic damage on the 
world as well as themselves; and I did a little exercise that looked at 
projections of growth for various segments of the world before and after 
the crisis. And based upon WEO forecasts and you see first that as far as 
the world is concerned, there was a slight downturn and short fall in 
growth in the Asian crisis and a much more substantial one now. If these 
were updated to the October WEO, you would find it even larger. 
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 You find that although both regions were severely affected in the various 
crises and the post-crisis period, the rest of the world, the advanced 
countries, set back [inaudible 01:54:33]; in the Asian crisis, the advanced 
countries pulled ahead. [inaudible 01:54:40] now that was probably a 
positive environmental factor, which it should be and I do recognize that 
as part of the consequence. 

 
 So my principal conclusions, lessons as I said, history will repeat itself. 

Crises will not be prevented. This is where the work that Changyong Rhee 
and his … Donghyun [inaudible 01:55:00] relevant. We have to worry 
about … not assume that we are now going to put into place things in 
which we’ll guarantee that there’ll be no crisis in the future. Other 
countries have a stake in the crisis preparation as well as in crisis 
management and in the future, the IMF should focus more on the Euro 
area as a whole and less on its individual members. Thank you very much. 

 
Donghyun Park: Okay. Without further ado, let me now open the floor to questions for any 

of the three panelists. 
 
John Calverley: John Calverley at Standard Chartered Bank. Questions for Bill Cline. 

Thinking about the Japanese debt situation, you implied that since bond 
yields would likely go up at some point that that means the primary 
surplus has to be huge. But isn’t it likely that that will actually keep 
interest rates low for a very long time with quantitative easing and that 
way, financial repression and eventually bring the debt ratios down that 
way?  

 
 And a quick second question if I may, emerging Asia as you say doesn’t 

really have a problem with government debt but there are some issues 
perhaps with private sector debt and I wonder if you’ve looked at that. 
Standard Chartered, we put out a piece recently where we looked at really 
the whole picture across countries and it’s very mixed but there do seem to 
be potentially a problem with corporate debt in China which is well known 
and also to some extent in India and perhaps with household debt now in 
Thailand and Malaysia. So I wonder if you’ve looked at that. Thanks. 

 
William Cline: Yes. I mean, I think the great paradox with the Japanese 240% debt ratio 

first of all, the net debt ratio is quite a bit lower but the secret elixir is low 
interest rates which was why I thought it was interesting to see what 
would happen if the interest rate went back down and maybe they used 
financial repression. I do, in the book, include a reference to the study by 
Hoshi and Ito who emphasized the home bias argument in Japan and do 
some calculations that concludes that this remarkably low cost of capital is 
going to be exhausted within a few years because the debt will be so large 
that will be soaking up the entirety of private sector assets domestically 
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and Japan will have to start borrowing from abroad. And at that point, the 
interest rate will go up. 

 
 So there’s sort of two worries that I have about Japan being able to 

continue add infant item, the low interest rate gain. I do not look at the 
private sector debt at all and I recognize that could be a problem. 

 
Donghyun Park: Thank you, Bill. Any … yeah, Hans. 
 
Hans Genberg: Hans Genberg from the Independent Evaluation Office of the IMF. It’s 

along the same line but it relates to the India situation and you gave the 
impression maybe inadvertently that inflation was kind of a good idea 
because in the R minus G, it would boost G, the nominal growth rate. But 
the R there is actually the nominal interest rate and so it should increase 
the nominal rate too except in so far as there’s financial repression and 
that might be what the problem is in countries where there is high 
inflation, high GDP growth rate. It looks okay from the point of view of 
this way of looking at the debt sustainability but the problem is then, you 
have financial repression. 

 
William Cline: I approached this a little bit with a … I’ve got some background in Brazil 

and these are the past masters in high inflation and so there was this 
phenomenon where the real debt basically was eroded radically by 
inflation. So it’s not quite such a shock to me that something similar 
would be going on in a lesser degree in India. 

 
 Now, all I can say is what are the interest rates that the Fund … see, I get 

my interest rates by taking the Fund’s projection of the primary balance 
and the total balance. You’re right in principle, you can have a higher 
nominal interest rate if there were instantaneous adjustment, et cetera, but 
the interest rates that the Fund is projecting for India are sufficiently 
modest that the inflationary ballooning of the GDP wins out. I mean, it’s 
in the table. 

 
 I certainly don’t argue that it’s a great idea for India to have a high 

inflation or that it’s a great idea for India to have large fiscal deficits, but I 
do basically make the point that this is somewhat of a paradox. I mean, 
you got two paradoxes in the sense; in one extreme you got Japan with a 
paradox and the other extreme, you have India with a paradox and it’s 
simply suggesting that the debt solvency maybe not as bad as people think 
in India because of this phenomenon. 

 
Donghyun Park: Any further questions or comments? Go ahead. 
 
Ratna Sahay: This is to follow up on the point you made. I’m Ratna Sahay from the 

IMF. You mentioned the conclusion, the Asian crisis, that the IMF as a 
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villain is the wrong conclusion. Of course, I have a lot of sympathy with 
that but it’s a question on that. So in hindsight and it’s a question for 
Donghyun Park but others are welcome and Ted also, what we can say is 
that the fundamentals in the Asian economies and it was very nicely 
presented, were very different then and now. So if the macro fundamentals 
were different, in hindsight, would you then say that you should have used 
the same policies, looser monetary and looser fiscal, in the Asian crisis 
noting also that the benefit of the reserve currency was not there? What 
would you have done differently? I’m only talking about the macro. On 
the financial side, it’s clearer. But on those policies. 

 
Donghyun Park: Okay. I mean, one thing—I think this question is addressed to me so I’ll 

tackle it—one thing that due to time constraints that did not come out as 
clearly as I wanted to during my presentation was that the sound 
fundamentals and sound policies are very much interrelated. Sound 
fundamentals allow countries the luxury of pursuing the appropriate 
monetary and fiscal policy. I mean, for example, especially with respect to 
fiscal policy, I mean, immediately after the Asian financial crisis, Asian 
countries had to pursue fiscal consolidation because they used up a lot of 
fiscal space during the Asian crisis. 

 
 For example and to be a little more specific, in the case of Indonesia, the 

Indonesian government spent a lot of fiscal resources nationalizing the 
main commercial banks of that country which were damaged, which were 
severely disrupted by the Asian financial crisis. But in striking contrast 
prior to the global financial crisis, Asian countries were in very good fiscal 
position that allowed them to unleash massive unprecedented fiscal 
stimulus which in turn helped to stave off the severe recession. So one 
thing that I would like to emphasize is sound fundamentals give the 
countries the luxury to pursue the appropriate monetary and fiscal policy. 

 
Changyong Rhee: I’m sorry to intervene but Ratna’s question is really important because 

from the morning session, your question whether Asia can afford to have a 
loose monetary policy, a low interest policy as in U.S., in Europe if 
something happens again. That’s a question now India and Indonesia are 
asking.  

 
 Indonesia is asking, “Look, what happened to Europe and what happened 

to U.S., can you have a low interest rate?” And actually, that’s one … we 
have to be very careful. We should not have a wrong lesson from what’s 
happening in Europe and U.S. It’s my personal view because ADB, we 
have a serious debate on this one issue but the difference between Europe 
and the U.S. versus Asia as you mentioned is we don’t have external 
ability to have access to the reserve currencies. 
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 So given that short-term high interest rate policy in some sense inevitable, 
otherwise very difficult to improve the current account as well as the 
capital flows in. So one difference is that in 1997, I think one mistake in 
IMF is selling this idea in a wrong way. IMF, when they come to Korea 
say that high interest rate is necessary to make foreign capital coming in. 
No policymaker believed it because our capital markets closed at the time 
of crisis even though you give a real low interest rate, no foreign capital 
will be coming in. 

 
 But high interest rate in some sense is necessary because many domestic 

corporations and domestic people access to the low interest rate in central 
bank and then receive the domestic credit and then try to go to the 
exchange rate and to convert into the dollar to pay back their loan and the 
make the exchange rate further go up and up and up and there’s 
speculative movements. 

 
 So at that time, if IMF say that high interest in short period of time is 

necessary to prevent this speculative attack and also to stabilize the 
financial market, it can be well-accepted. But at the time, I think the 
selling point was quite wrong and at this moment, I think one of the wrong 
lesson we may get from this study is that whether Asia can afford QE. I 
think that’s a wrong lesson. I think in the short-term, we probably cannot 
afford to QE unlike the U.S. and Europe. 

 
Edward Truman: Let me make just one comment. I do address some of the … not in great 

details some of the lessons of the Asian crisis as was referred to earlier, 
the fiscal restraint was rather short lived, modest and short lived and the 
monetary restraint actually is much less rigorous than the myth is about it. 
Interest rates were back down to normal within two or three quarters to 
pre-crisis levels. So it was hardly Draconian monetary policy. In some 
sense, the interest rate policies in Eastern Europe were more Draconian 
than they were in Asia. 

 
 I would make one qualification to all this reserve currency stuff just to 

remind you and that is the big difference is that original sin has been 
expiated—I think that’s the right word—because many Asian countries 
now issue their own debt in their domestic currency which is bought 
heavily abroad. 

 
 Now, that’s good news if you want to put it that way since they don’t have 

the exchange risk but the bad news, it actually is a constraint. It has been 
removed. And so one question will be if there is a crisis in Asia as well as 
a number of other … of the major emerging market countries today, 
whether there will be a crisis, a sovereign debt crisis generated by the fact 
that up to 40%, 50%, sometimes 60% of domestic issued sovereign debt in 
domestic currency is held abroad. Thank you. 
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Jeromin Zettelmeyer: Yes, hi. Jeromin Zettelmeyer, EBRD. So this is a question for Ted. So I 

really liked the presentation. One thing you did not do very much was to 
differentiate between the emerging European programs that were a 
response to Lehman and then the Euro area programs. And it seems to me, 
they’re really quite different particularly the approach of fiscal, I think, 
and I also wonder whether in the big picture of the Fund wouldn’t deserve 
a bit more praise for the emerging European programs given the … you’re 
a bit heavy on criticism and I agree with a lot of what you say but I do 
think this was sort of a fairly fine moment in the sense that you had this 
huge shock, these huge output declines, you had these enormous bubbles 
pre-crisis that as you have shown actually were even larger than the run-up 
to the Asian crisis and yet these programs managed to avoid systemic 
collapses with the exception possibly of Ukraine. So I think with except 
for Ukraine, these are actually quite big success stories. 

 
Edward Truman: Well [inaudible 02:08:47] didn’t cover Ukraine. So I did talk about this 

somewhat in the book and the paper that’s coming out because I thought it 
was inappropriate in some sense to think about Europe as only its phase 
two and not include phase one. Clearly, phase one in Europe including 
Iceland in phase one was different. They were more traditional programs 
aside from the fact that you had in Iceland the position of capital controls 
which was pretty unusual. They are still there. 

 
 And there is a view which I think is broadly sympathetic for us was that 

you had this fairly standard deal with all the problems approach of the 
IMF in the various programs plus actually more money if you think that 
was an important lesson of the Asian crisis. 

 
 There were constraints I think and European style constraints because the 

three EU countries, right, and Iceland itself, there was this long debate 
which I think exacerbated things about whether you brought in the Fund at 
all to deal with the three European EU, non-Euro area countries. So in that 
sense, you did have the institutional constraints in Europe that were absent 
in Asia though every country, almost every country, Philippines is the 
exception in the Asian case, almost every country goes through a denial 
phase and that was certainly an example of the European part. Thank you.  

 
Adam Posen: Okay, thank you. And thank you, Tom, for chairing the panel. In order to 

expiate the sin of being tardy, I’m calling a close to this panel. I invite all 
of you to partake of our bountiest buffet for lunch, settle back down at the 
tables and in roughly 15 minutes, we will start the final panel with a 
rousing set of conclusion lessons from Changyong. Thank you. 

 
Marcus Noland: This project has had a self-consciously international cast to it and I think 

that the final summary panel appropriately reflects that. We have a new 
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guest, José de Gregorio of the University of Chile and before that, his 
country’s central bank governor; Adam Posen, President of the Peterson 
Institute and before that, a member of the Bank of England’s Monetary 
Policy Board; and Rhee Changyong, currently Chief Economist, Asian 
Development Bank and before that his country’s Sherpa when they hosted 
the G-20 Summit and someone who’s held a variety of high-level 
positions in the financial regulatory apparatus of South Korea. So, José, 
would you like to go first? 

 
José de Gregorio: Okay. Thank you very much. It is a pleasure to be here. It is interesting to 

talk about Asia, Europe, the world and Latin America. So first of all, I’ll 
make my time four or five points but I would like to start with my first 
point in my declaration as economist which says all countries are created 
equal. So all these ideas that Latin America is special, Asia is special or 
the U.S. is special, I think that is kind of an exaggeration and many times 
it helps to avoid learning from each other. 

 
 I will tell you just one anecdote. In 1992, I was a young economist, I was 

younger than now. I was a young economist at the IMF and I went to 
Spain and Italy and I was with a very famous current economist in Europe 
and I told them, “Just before the EMS crisis, you are like Latin America. 
You have a huge current account deficit, you have fixed exchange rate, 
you will have a collapse.” And they said, “But we are the developed 
countries,” and they had a collapse but they didn’t have a financial crisis, 
so that’s why they did well. 

 
 So I think that is a … recently we heard that many, many times before ‘08. 

So I think that is … and I want to tell you just one story and in a work that 
I did with some colleagues, I wrote that the first modern financial crisis 
were Chile, 1982, and nobody can say [inaudible 02:13:26] we don’t have 
enough data, it’s difficult to talk, there was [inaudible 02:13:30] bad guys 
so nobody wants to talk too much about Chile, that period of Chile. 

 
 But in 1982, Chile had a fixed exchange rate, has very strong public 

finance, went through a process of financial liberalization and the result 
were strong growth, an appreciation of the exchange rate, they kept strong 
public finance, a huge current account deficit above 10% of GDP but was 
all of private origin. So according to Larson, this was things [inaudible 
02:14:02] not to worry. 

 
 And then we had a crisis. Now, the crisis is not so famous as the Mexican 

crisis but it happened a year before. Mexico collapsed in ‘83 when they 
said after … in June ‘83 I think that was. It was June ‘82? July ‘82 
because the crisis in Chile was June ‘82 so it was before. T minus one, it 
depends on the frequency. 
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 It was June ‘82 collapse, the Chilean economy collapsed with the fixed 
exchange rate regime and there was a huge financial crisis that took 
several months and a year and that was it. So there were capital controls. 
There were capital controls like [inaudible 02:14:56] there were some 
requirement. They didn’t avoid the crisis. So it’s quite an interesting 
experiment. It has a crazy boom, a financial collapse and a currency crisis.  

 
 And what did we learn? Many things. We learned that financial innovation 

is a risky business so it doesn’t mean that you just go up with a huge 
financial system but if it is not well-regulated, of course it’s dangerous and 
we have seen that the countries that went to crazy booms and to very high 
ratios of credit to GDP, they had a collapse. 

 
 But we also learned, not just in Chile, everywhere that when there is a 

high leverage, the recovery is much slower and today, I see that in the 
U.S., in Europe, they say, “Well, we’ll have a slow recovery and slow 
recoveries because of high leverage.” But that has been all the story in 
Latin America. For the first time, we didn’t have high leverage and we 
recovered fast. So I said, “What’s going on today in Latin America and 
also in Asia perhaps for the first time is what used to happen in advanced 
economies.” 

 
 Now, what’s going on in the advanced economies today is what used to 

happen in emerging markets and it’s the result of leverage. So this leads 
me to … that issue is what I would like to discuss, the original sin. I think 
that the original sin is maybe a little bit oversold because it’s … all they 
say is that you cannot … that foreigners don’t borrow in your home 
currency but you don’t need to issue debt in financial markets. They can 
go to your country to buy. 

 
 And the second thing is that when countries usually issue in global 

markets bonds, it’s the experience of Chile, the ones that demanded are 
locals that are in global markets. So at the end, it’s the same so I’m not so 
sure. 

 
 But then, this leads me to a second point and I think that is an important 

lesson from Asia to Europe and the U.S. and especially to Europe and it’s 
the Japanization of Europe and there is of course an interesting discussion 
in the book. I tend to think that Japan, my very, very kind of summary of 
my view on Japan after being very also curious about why they had not 
just the usual lost decade but the lost two decades is leverage. 

 
 So there is the extreme story that Japan was everything fine but was a very 

high level of indebtedness without restructuring. I think that that’s key. 
There was no restructuring in Japan and this is the idea of the zombie 
firms. There is the positive view which is this home view that this will 
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come and this will disappear because they are very productive or they 
[inaudible 02:17:55] view on deleveraging. 

 
 But Japan highly leveraged economy without restructuring. So when you 

don’t have restructuring, it’s very difficult to recover and this I think, that 
this attention in Europe, because if you go back to the Chilean experience 
and you compare it to other Latin American countries, the restructuring in 
Chile was well done and many banks were in bankruptcy, many 
companies were in bankruptcy and there was huge unemployment, 
unemployment close to 30% but they recovered very fast, the economy. 

 
 This is a reminder of what’s happened not just in Asia, what’s happened in 

Europe in ‘92 with the Finland crisis, with the Swedish crisis, that they 
had a very rapid deleveraging because they allow the firms to restructure. 

 
 So there is this issue which I think is a very important tension, it has 

happened in Europe and all these things that we support banks as long as 
they lend to the private sector. I think that that’s a … it may be fine on 
saying that we don’t want to squeeze firms but it may be wrong because 
you need to squeeze some firms. So I think that that’s a tension and my 
general view just by looking at the general numbers that the U.S. has done 
relatively well in the deleveraging at least in the private sector in their … 
in housing and Europe lags a little bit behind and that may create the 
Japanization which won’t be 20 years but could be many, many years of 
very slow growth. 

 
 So we are very happy now because Europe is not declining but it will 

grow 0.5 next year instead of falling 0.5, which is fine but we are five 
years from the crisis. So we are getting close to a lost decade. And talking 
about that point, about the lost decade and this is interesting about the 
Asian crisis which just by looking at the numbers I realized. 

 
 Latin America did extremely bad during the debt crisis which is not a 

surprise. It was a debt crisis in Latin America and we called it Latin 
America … but what’s more surprising is that Latin America did worse 
than Asia during the Asian crisis which is a kind of, not a puzzle but Latin 
America didn’t collapse. The first two years of the Asian crisis was very 
bad in Asia but Asia recovered relatively fast and Latin America basically 
did not grow from 1999 to 2003. So there was no growth. There was a 
currency crisis in Brazil. There was the first financial crisis in Colombia, 
the first that we know from recent 50 years. There was a currency crisis in 
Chile sort of currency crisis because there was a monetary squeeze. 

 
 So things were pretty … and there was the convertibility collapse of 

course. And these, the good role of macro policies which regardless of the 
heated discussion of whether you should have tightened so much or no in 
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Asia and there is a very big discussion on those issues, the recovery was 
quite strong.  

 
 And this leads me to the other issue which is lessons that we have learned 

from Latin America and from Asia for international and financial 
institutions. This crisis, the last one is quite special. It’s the first time in 
which the finance ministry and the central bank sit together with the IMF 
to negotiate the program with the provinces. That’s the way I see it. This is 
the Troika, it’s kind of a very …  

 
 It’s like going to Argentina. Argentina has a problem in Cordoba and in 

Tucumán. They go with the government, with the finance ministry which 
in this case is Brussels, the EU with the ECB, the central bank, and they 
go and they put an adjustment program in a province. So I don’t want to 
say … in the monetary union, it’s quite difficult I think, the corporate 
governance is quite complicated to enforce a program with all involved 
parties there and I think that this is … there’s a lot of moral hazard and 
asymmetric information problems, I think, that lead to … with the 
international financial institutions. 

 
 So what to do, and for this same reason, then comes the regional 

agreement. One lesson after the Asian crisis was that since we have 
problems with the international financial institutions and governance 
problems, over representation and we create our own International 
Monetary Fund. I think that’s fine. I think that politically is fine. It’s a 
complicated governance too. I don’t think that it has been too active. 

 
 We always mention swap lines and things that we did do in the crisis; they 

were not central to the recovery of the crisis. Why, because the country 
has so much reserves they didn’t use it. So you would have dispense of 
swap lines and in Chile, we didn’t have swap lines. I called the Fed several 
times to get a swap line because it would be a very good signal that we are 
a very decent country but we’re too small for them to pick up the phone. 

 
 So basically, what we did was that okay, we do our own swap lines and 

we did our swap lines because we were flooding in reserves and we did 
everything and we did almost the same without the support of the Fed but 
I understand that they cannot answer the phone to very small countries 
when they had a huge crisis, those poor guys. 

 
 Finally, I want to make a final point that this is something that came 

thinking in interaction and the authors which are … and the editors which 
are to my left side said, is prepare as though you cannot prevent which I 
think that is a very sensible answer. You have to be always prepared for 
the worst scenario. However, I would add, don’t act as if the worst is 
happening because I think that this is like driving in a road and you have 
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always to be careful, okay? But it’s a perfect road. However, if you think 
that there will be a problem in every mile, you will drive and you will 
collapse and you will get tired because you will look everywhere, you will 
drive at ten miles and at the smallest hazard that you didn’t see, you will 
collapse. And this happened a lot in Latin America I think. So I think that 
this is quite important is be prepared for the worst but act accordingly.  

 
 And finally, just to say I think that it’s very good to learn from Asia, to the 

U.S., to Europe, I think that we’ll need to learn from all of us. I think that 
in Latin America, we have to learn a lot from Asia. Asia has been always 
the symbol of prudence, high savings, growth and we are a lot of political 
conflict, inequality and all those more deep things and I hope next time, 
we’ll learn lessons from Latin America to Asia and from Asia to Chile and 
to Latin America and everywhere. 

 
 Actually, it’s a great [inaudible 02:25:23]. It’s quite interesting. Most 

discussions of today uncovered most of the issues, not just Asia and not 
just Europe. It’s to learn economics because at the end, all economies are 
created the same. Thank you. 

 
Marcus Noland: With or without original sin. 
 
Changyong Rhee: Let me first say that, I mean, Asia shouldn’t be complacent because you 

mentioned Asia is better but when we make this joke that our problem is 
quite different and actually our problem is easier because when you talk 
about middle income trap of Latin American countries, I told our Asian 
policymaker that in order to be middle income trap, we have to be middle 
income first. So I think somehow our problem is quite different and much 
easier maybe. 

 
 Since I have talked a lot, so let me very quick … very short, after we write 

down this forward, I had to chance to discuss with several policymakers 
why we are doing it and especially we wrote this forward before India and 
Indonesia financial turmoil started. 

 
 So they actually asked very specific questions and given that our findings, 

so probably we have to write the forward again and then give more 
concrete answers. There are five questions they are asking in general. One 
is interest rate policy. If these things happen, similar things happen in 
Asian countries, can you do the QE in some sense, enormous expansion in 
monetary policy? 

 
 My personal answer is no as I explained but still many policymakers 

especially our chapter say QE is quite effective in U.S. and Europe. What 
is our answer to Asian economies? I will recommend them to do a QE or 
not? I think we have to have a position. 



48 

 
 Second is a well-accepted position that fiscal stance is very important. In 

normal times, build up the fiscal spaces so in very difficult times, we can 
use it. So maybe one lesson that we learned from 1997 IMF program, 
maybe IMF program changed from tight fiscal policy to the loose fiscal 
policy later. But maybe from the beginning, if you have space maybe 
using fiscal … the expansion in fiscal policy maybe, you know, more 
relevant. But we have to discuss. That’s one issue, the second issue. 

 
 The third issue is the exchange rate flexibility. Now, many Asian 

policymakers accept that maintaining fixed exchange rate at this time of 
crisis can be a very bad policy because it can waste reserves. So now they 
are more flexible. In some sense, these were accepted from the experience 
in 1997. They understand the importance of flexible exchange rate. So that 
is good news. 

 
 But on the other hand, the other lesson which is very important is 

importance of reserves. I think they do not say because it can cause more 
political problem but bottom of their mind, heart, reserve is important. 
Reserve is important. India and Indonesia now after the short-period of 
financial turmoil, the market stabilized but why is it because they can say 
unlike 1991, that time India has only less than one month of foreign 
reserves than import. Now, they have seven months of import. Indonesia is 
now five months import.  

 
 To not say explicitly but I can see their discussions that they may try to 

build their reserves maybe ten months of import because self-insurance is 
most safe. So policymaker has no mechanism to endogenize the cost of 
reserve holdings politically. So this may be a very difficult issue for IMF 
to address later. 

 
 Last, the more important one, is resolution of the banks and the bad banks 

basically. I think the argument that U.S. and Europe cannot set up bad 
bank because of the time was so critical and no time, I think that won’t be 
very well accepted by Asian countries as I mentioned. And from the 
beginning of 1997 program, bad bank was advised because that will be the 
best way to address spillovers of many bank failures. 

 
 It’s very difficult now to convince the Asian policymakers whether they 

have to monetize the debt to make the yielding banks continue their 
operations or yearly, we have to set up the bank and do the resolution and 
P&A. That is a very difficult issue. 

 
 At this moment, if IMF and Western leaders say that, okay, because of 

governance problem, you have a more crony capitalism so unless you do 
the bad bank, there’ll be more negative impact. So because of your crony 
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capitalism, they’ll be hurt. So I think that won’t be well accepted. So we 
should have … personally, I think that the advice to set up the bad bank, 
do the very aggressive capital injection and quick financial reform I think 
was a good advice but I’m a minority. 

 
 Now, when I talk to many government offices in many Asian economies, 

they say, “Look, what happened, the bad bank is a bad idea and even 
Europe and U.S. didn’t do it.” So that was one lesson that is very difficult 
to persuade them at this moment. 

 
 Lastly, now we have a very important implication of the monetary policy 

management. Now, together with the QE, Operation Twist is used. So 
these are the kinds of issue. In normal times when many Asian economies 
want to intervene in the longer term end of interest rate, government bond, 
by doing the Operation Twist because the argument is that Asia’s capital 
market is not well developed even though we control the short-term 
interest rate. The transition mechanism is not good so we rather try to 
intervene in the long-term end.  

 
 Then the typical advice from the IMF and the textbook is that debt can 

create many distribution impact and many problems so it was not 
recommended. Now, we saw that as a part of QE, Operation Twist was 
used as a very effective tool and widely used. 

 
 So now when the situation becomes normal, when the Asian central bank 

want to do the Operation Twist directly targeting the longer term end of 
interest rate rather than just a short-term money market, should we say that 
this is a good policy or not? So these are the kinds of five questions that I 
gathered from the discussion of the policymakers and I hope that Peterson 
can actually write a short note of our answers so that this may be … I 
don’t know. It will be necessary to have some views in very near time. So, 
I hope not, but thank you very much. 

 
Adam Posen: Thank you. 
 
Marcus Noland: Thank you, Changyong. Adam? 
 
Adam Posen: Yeah, thank you, Marcus. Just because I’m not going to want to delay us 

when we get into the questions, let me say again, I came into take over 
leadership of the Institute just about a year ago now and Marcus and 
Changyong and Tom had this project well under way with our many 
contributing authors and I was very excited to get on board with it. I think 
it is a very good piece of work and it’s been our pleasure to collaborate 
and I’m grateful as well to José who’s been a recurring visitor here at the 
Institute the last year or so for contributing to this discussion. 
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 Since Changyong kindly was more original and topical, that means he 
didn’t read off our forward and since most of the people in the room have 
not yet read the book, I am going to sort of try to recap that because I think 
we did distill things pretty well. But let me just … it comes down to 
essentially four points. 

 
 The first as José said is prepare as though you cannot prevent and this is 

about breaking down that idea that whether it’s countries with big reserves 
or countries labeled developed or countries labeled democracies or 
countries with whatever label, we’re going to have proof against financial 
crisis. I think a lot of us always felt that was a little ridiculous long before 
Reinhart and Rogoff and long before 2008 but as many of our colleagues 
pointed out, there is no automatic proof. 

 
 I think it is important to think of this as José put it, I mean it’s not really 

about being neurotic, okay? It’s about being prepared. Those are two 
separate things. The idea of being prepared is then you don’t have to be 
neurotic and a lot of being prepared goes to things like we were 
mentioning about fiscal space, we were mentioning about foreign 
exchange reserves, but I think going to the QE point that Changyong has 
raised a couple times now, I think you can do a similar thing on monetary 
policy as you do with fiscal policy. 

 
 If you’ve maintained a credible anti-inflation anchor in the good times, 

then it is more room for you to stabilize in the bad times and there’s a 
literature on this that makes this very clear. In my own experience, the 
Bank of England confirms this; that even though the Bank of England 
went through pretty extreme measures in 2009 to 2012, because they had 
run up a pretty good nominal anchor with low inflation expectations 
beforehand, this was not dislodged when they stabilized. 

 
 And so when someone from the Reserve Bank of India would come to me, 

it would be “No, you probably can’t do QE right now but it’s not because 
there’s something wrong with QE or because your country is 
fundamentally different. It’s just part of your problem was you allowed 
there to be too much inflation the last few years. And so it’s just not going 
to work.” And sometimes things really are that simple but I think it’s 
important. The fiscal space idea is one that people have recognized and I 
think it is totally important but I think we also need to think on the now, 
this term on monetary space. 

 
Changyong Rhee: But I think it is more than inflation. If you print out money, the exchange 

rate, the exchange rate depreciation pressure will increase so I think just 
for the … 

 



51 

Adam Posen: Yeah. You and I are going to have to debate this because I don’t think 
that.  

 
The second thing is then use the stabilization policy. If you have room for 
stabilization policy, then use it. And I think, and José made reference to, 
of course one of the flash points of Asian economists and independent 
commentators pushing back against the perceived IMF-U.S. coalition of 
advice in the late ‘90s was the idea that in Korea in particular, the policy 
had been too tight. 

 
 Now, as José has pointed out and as previously Tom has pointed out, this 

did not prevent Korea from having a good recovery and this is obviously 
not the whole game. Nonetheless, when you start looking at what 
happened in Europe, what is happening in Europe, when you start looking 
at what happened with the reversal of fiscal policy in the U.S. in 2010 and 
2011, that it really does matter in human terms at least initially. And as Joe 
referenced earlier, there is this question of what game you want to play 
about structural reform and does it work better or worse under tight 
circumstances. 

 
 And I would go a little further. We didn’t address this directly in the book 

but I would go a little further and suggest that the Asian experience of the 
late ‘90s suggests bullying people into structural reform at a time of macro 
weakness doesn’t always pay off. I think if you look at Korea and you 
look at Thailand and you look at the famous picture of Suharto in 
Indonesia, it’s not clear necessarily that the IMF jumping on board with 
specific requirements about the clove monopoly was necessarily 
productive nor would have Suharto lost his grasp anyway without thereby 
tainting the IMF if they hadn’t gotten so deep into other people’s knitting, 
and I would argue similarly for the ECB today. 

 
 Third point of four which I regret that we didn’t make clear enough in the 

forward because it’s certainly argued very well in the book particularly by 
Simon and James Kwak is that I think in many ways, the biggest 
hypocrisy of the U.S. and Europe or one of the two big hypocrisies is on 
the banking system. And again as Marcus indicated in talking about 
Changyong’s background, there are people here who have done the tough 
stuff about closing and resolving banks. 

 
 And this is the place where there’s the greatest gap between what 

American and particularly European policymakers preached and what they 
have done in practice and this is the place where the gap has done the most 
harm, full stop.  

 
Changyong and I were actually together on a panel last spring at the 
annual meetings and we both stood up and said the issue in Europe is 
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because we didn’t force the bank shareholders and bondholders in 
Northern Europe to take enough losses and that’s what’s driving down the 
rest of Europe both in macro terms and causing this—you talk about 
Japanization—this long-term stagnation and the U.S. has admittedly done 
better on this than Europe but has not lived up to the standards it set for 
itself when it’s lectured to Asia and I think that this just frankly has to be 
called out. It’s just wrong. 

 
 Finally, I think the most complicated and controversial in some ways issue 

of the book is the one Changyong has written about, Ted Truman has 
written about and comes up recurrently in the background which is how 
we manage the relationship between regional self-insurance schemes or 
mutual insurance schemes rather, excuse me, and the international one of 
the IMF. 

 
 And as was seen on Changyong’s bullet points and was very clear in Ted’s 

talk, there is this question of when you’re looking after your neighbors, are 
you going to go soft? And again, I think the experience in Europe right 
now demonstrates the answer is yes, that is what happens. 

 
 Now going soft is not necessarily end of the world if you can make it up in 

other ways. But it does erode the credibility of the system and it does 
erode the sense of fairness in the system which I think is very important. 
And it fundamentally erodes the transparency of the system because 
you’re having much more ad hoc and inconsistent application of 
principles. Or putting it differently, I totally back Ted Truman’s statement 
that we, and José’s restatement of it, that had the IMF been properly 
governed, we would not have had a Troika. It would have been the IMF 
putting conditions on the Euro area as a whole. And it is a shame that 
Europe or the people who are leading Europe took us down that path. 

 
 And that I think for better or for worse shows you why there will be 

continued regional developments around the world in terms of regional 
financing agreements even though, as I think many of us have said today, 
the IMF analytically and in terms of its advice has actually learnt a lot 
from the Asian crisis. Some of the advice it gave during the Asian crisis 
was right and is actually providing good analysis and advice now. 
Unfortunately, that’s not going to be enough in the world where the 
Europeans give themselves enormous rope. Thank you very much. 

 
Marcus Noland: Thank you. So we have a few minutes before we have to close the session. 

A number of participants have other commitments this afternoon. So if 
you would like to ask a question, please raise your hand. We have a 
moving mic and we have a mic in the back of the room. Yes, Hans 
Genberg. 
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Hans Genberg: I’d like to ask about the exchange rate flexibility that you said was much 
more recognized now. That of course raises the question of how much 
flexibility there should be and if it’s very far out into the flexible side, 
what provides the nominal anchor and is it … what about the exchange 
rate management? It was interesting to see that in the Jacques Polak 
conference program. There’s a whole section on exchange rate 
management as an issue that’s becoming more and more important. 

 
Changyong Rhee: When I say that they recognize the importance of flexible exchange rate, I 

mean short term when they were under attack. They have a choice of using 
reserves and then trying to fix the exchange rate, protect the exchange rate 
versus let the exchange rate depreciate and on that short term. I do not 
mean that Asian policymakers really change the mind of the exchange rate 
management over the long-term issues.  

 
 But what I’m saying is that when in 1997, actually several Asian 

economies tried to protect the exchange rate level with various reasons, 
that really expedited the loss of reserves and they had to later on find 
themselves in much more difficult positions. 

 
 So if you look at the current response of India and Indonesia, Indonesia in 

the beginning a little bit but they actually let the exchange rate depreciate 
rather than using the reserves. That part, I mean, not the long-term 
exchange rate system and management. 

 
Adam Posen: And I just want to emphasize something I think is implicit what 

Changyong said but as usual, I want to be more blunt. I think to evaluate 
the benefits of the flexible exchange rate system, you have to give it more 
than the couple of months we’ve had since the reversal of capital flows to 
Indonesia and India, and obviously policymakers are coming to him and 
his colleagues in real time but I am quite confident we’re already seeing 
signs that’s going to be like the Singapore, Hong Kong comparison or 
others we had back in the Asian crisis. With even a few months hindsight, 
it’s going to be clear that not having a peg is a benefit, at least in the crisis 
situation. 

 
José de Gregorio: I want to make a point, a factual point which is quite interesting. During 

the global financial crisis during ‘08–‘09 in a period of six months, Korea 
and Indonesia depreciated more than 60% which was completely different 
to what happened in the Asian crisis and that happened also in Mexico, in 
Brazil, in Chile and in Colombia. 

 
Adam Posen: And Eastern Europe. 
 
José de Gregorio: And in Eastern Europe, yeah. So the depreciation was extremely sharp, 

there were no financial problems. Twenty years ago, this would have had a 
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full collapse of the financial system and the pass-through to inflation was 
not that important because the anchor in most of these countries followed 
some form of inflation targeting. The anchor is expected inflation and not 
the exchange rate. 

 
 The other thing that’s also interesting is that most reserves, there is no 

country, Venezuela and cases, special cases, but there was no country that 
spent more than 20%, 25% of reserves during the peak of the global 
financial crisis. So we faced the worst crisis since the Great Depression 
and countries used at most 20%, 25% of reserves.  

 
 So flexibility and limited use of reserves, I think that was key and having a 

lot because at the end, when you see a country depreciated 60%, there is 
nobody that would shoulder the currency. Well, this guy is really want to 
float because they think that one key factor and today, I’m worried, so we 
economists always have to be worried for something, tapering or 
whatever, I’m worried that fear of floating is coming back.  

 
 We had this huge experience but you see countries like Brazil complaining 

a lot about the depreciation and it’s just a normalization of the exchange 
rate. There may be some overshooting, 10%, 15%, but nothing to derail 
the economy. So this coming back of fear of floating and if you cannot 
manage the exchange rate properly, you may have a lot of speculation and 
I think that’s much more risky. 

 
Marcus Noland: I think we have time for two more questions. We have Fred Bergsten 

standing at the back mic. We have James Gordon who wants to ask a 
question. So while Fred’s asking his question, you take the microphone 
over to the James. We’ll take the two questions and we’ll give everyone 
their final response. 

 
Fred Bergsten: Just more on this theme you’ve already been discussing, questions to 

Changyong and José.  
 

Changyong, you predict that countries are going to want bigger reserves as 
an outgrowth of the current situation. You suggested that India, Indonesia 
might go up to 10%. Two questions: A, how do you think they’ll do that 
and B, what other countries would you put in the category, significant 
countries that might try the same thing?  

 
A question to José. You say fear of floating, what does that mean in terms 
of reserve accumulation objectives in Latin America? Will they, as an 
alternative to that, then also seek a further increase in reserves? Who do 
you think might be in that category and how might they go about it? 
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James Gordon: Thank you very much. First, very interesting, this discussion today. But 
one thing I haven’t heard, one aspect, is the extent to which the type of 
borrower which the sector that was borrowing has played a role and this 
one was a question maybe for Changyong Rhee, should there also be a 
separate initiative to restructure on the borrower’s side? So in Korea for 
example, there was a corporate sector restructuring initiative. I think 
there’s been much less progress with restructuring household debts in the 
U.S. and in some countries in Europe and I just wondered if that’s maybe 
a factor which underlies the quicker recovery in Asia, is that the corporate 
balance sheets were cleaned up quite quickly compared to household 
balance sheets in the more recent crisis? Thank you. 

 
Marcus Noland: Very good questions, you want to just go down the line answering? 
 
José de Gregorio: Okay. Regarding the reserves, there’s one thing that is quite interesting. I 

think that reserves are accumulated more than for self-insurance or as 
important as self-insurance is to protect competitiveness and to depreciate 
the exchange rate. So what will happen in my view of Latin America is 
that since currencies have been weakening, there won’t be for the next 
couple of year’s accumulation of reserves. Some countries may want to 
control the depreciation and spend some reserves but at least the 
competitiveness, the reason to accumulate reserve won’t be present. That 
will cause I think little incentives for reserve accumulation. 

 
 There is one thing that I forgot to tell because this was in my notes and 

there is a very important lesson and I worry a lot about Europe and it’s 
important in Asia, in Latin America and it’s the huge integration of the 
banking system especially among countries that do not have the same 
currency and you can lend in different currencies for mortgages, I think 
that that creates a lot of financial fragility which is I think, that is a serious 
problem in Europe and it’s a serious vulnerability of the financial system. 

 
 And just one final point, QE is a policy done for zero lower bound. My 

interpretation for Asia is that they do QE in order to improve the 
transmission mechanism of monetary policy because there is no linkages 
at different terms that can have an impact on all the terms and structure. 
However, there are two things that are important, when you do QE with 
high rate, the volatility of the balance sheet of the central bank and the 
gains and losses are huge. So it’s pretty risky to do it. 

 
 And second thing, in an open economy, this is Martin Fleming, in an open 

economy, the transmission mechanism from monetary policy to the 
economy is not the term structure. It’s the exchange rate. So whenever you 
do monetary policy, you’ll do something and you say, “Well, you cut 
rates, the exchange rate depreciates,” and that’s the transmission 
mechanism is more important because most economies and this happens in 
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Latin America a lot, long rates are very, not completely but very well 
arbitraged with international interest rates. So although market has 
segmented, there is arbitrage in the long part of the curve in foreign 
markets and domestic markets. 

 
Changyong Rhee: Thank you. I think to save my job, I want to be clear. I didn’t predict or I 

didn’t say this is only for Indonesia so check what I said before but what 
I’m saying is that after this recent financial turmoil, when you have some 
free discussion with policymakers, they in some sense agree that the most 
effective tool to protect their financial market is their reserve which means 
that when you discuss it, probably they will give more weight on building 
the reserves. That’s what I’m saying. It’s not just for Indonesia and for 
many other economies. So I think I want to be clear. 

 
 Second, so I think in some sense, it will continue until they feel 

comfortable about having enough reserves. This trend will continue. I 
think that’s what I predict. So in order to … if that has some negative 
implication and consequence for the global economy, then I think that’s 
why I think regional safety net and global safety net, how to improve the 
governance of IMF, all these issues are kind of related. So that is I think 
the important issue. 

 
 I agree that the fact that corporate debt was much reduced is maybe one of 

the reason why they can more easily allow exchange rate flexibility. 
Actually, I want to emphasize, as Tom mentioned in the beginning, Asia 
made a significant progress in financial restructuring especially foreign 
exchange liability debt management. That actually makes this having a 
more flexible exchange rate much easier. 

 
 Before when our corporations had a lot of FX debt, if the exchange rate 

depreciates, they can bankrupt and they can have a vicious cycle. So we 
couldn’t let the exchange rate go down easily but this time, Indonesia, 
about only 40% or less was foreign denominated debt for the corporate 
sector. In the case of Korea, the total amount of the FX denominated debt 
is significantly reduced so policymakers, it was much easier to allow the 
flexible exchange rate system. 

 
 So I think one of the condition to have this more flexible exchange rate 

system was a more sound debt management and corporate debt and even 
including composition. That is very important. Household debt I think is 
more the longer term issue which affects the gross rate rather than the 
financial short-term instability. 

 
Marcus Noland: Well, I would like to thank all of the authors and participants in this study. 

I’d like to thank José de Gregorio for coming up and of course Changyong 
and Adam for both participating this morning but also editing this volume 
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and most of all, thanks to you for braving a rainy day. Remember, it’s 
“Responding to Financial Crisis: Lessons from Asia Then, the United 
States and Europe Now.” I’m sure it’ll make a fine holiday gift for many 
people in your lives. Thank you very much for coming. Meeting 
adjourned.  

 


