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Executive Summary 

 

As articulated in the Manila Framework, setting up a regional surveillance process is 
deemed essential in minimizing the risk of crisis recurrence. The ASEAN Finance Ministers 
endorsed the idea and requested the Asian Development Bank (ADB) to draw up a blueprint 
for its implementation. While there appears no disagreement over the principles, there is as 
yet little consensus on how such a process could be carried out. Clearly, the call for 
effective monitoring by the ASEAN Finance Ministers and the Manila Framework has to be 
substantiated and operationalized.

To better understand the technical and institutional challenges of the ASEAN monitoring 
system, the Pacific Economic Cooperation Council (PECC), the Asian Development Bank 
(ADB) and the ADB Institute (ADBI), in cooperation with the University of Asia and the 
Pacific, the Asia Foundation, and the APEC Foundation of the Philippines organized the 
"Workshop on Economic Monitoring in East and Southeast Asia." This event, held in Manila 
on June 25 and 26 1998, brought together a distinguished group of central bankers, 
academics, think-tank representatives, research heads of ASEAN central banks and finance 
ministries, and financial market representatives from all over the region.

The workshop was composed of four sessions:

 

I. Technical Perspectives of Economic Monitoring

II. Institutional Perspectives

III. Perspectives from Financial Markets

IV. Alternative Approach to Monitoring: Value-at-risk

V. Workshop Participants

I. Technical Perspectives of Economic Monitoring

Risk and instability is inherent in financial and economic systems, and capital mobility 
exacerbates this risk. Asset markets, in particular, exhibit this fundamental instability 
(nonlinearity), as one presenter remarked. Other participants acknowledge this to be due to 
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the fractional reserve nature and term transformation in the banking business that make 
financial systems vulnerable to runs and self-fulfilling expectations. Thus, even in the best-
managed systems, history is replete with destabilizing banking panics. 

The risk can never be reduced to zero but a variety of measures may mitigate them and 
reduce the recurrence of a crisis. Improved economic monitoring is therefore deemed a 
necessary measure.

With this in view, a senior ADB representative outlined the overall objectives of the ASEAN 
economic monitoring mechanism: 

(1) to help ASEAN members spot a potential crisis and respond to it accordingly;

(2) to assess the vulnerability of ASEAN members to financial disruptions and crises;

(3) to improve coordination of ASEAN members’ policies in the macroeconomic, financial, 
and key real sectors through the dissemination of sound practices that meet international 
standards; and 

(4) to promote a "peer monitoring" environment among ASEAN members through the 
review of potentially vulnerable sectors.

Sources of Shocks and Monitoring Tools 

One participant stated that distinguishing various kinds of shocks is important because the 
choice of monitoring tools to use as well as policy response will depend on the nature of the 
particular disturbance. If the shock is external to the system, surveillance is relatively 
straightforward and will lend itself to the use of time series analysis methodology. Externally 
generated disturbance, like oil price shocks, are thought to be exogenous to the economic 
system. If the shock is intrinsic (associated with the behavior of the financial and asset 
markets), surveillance is more problematic as it requires the use of nonlinear models to be 
complemented by relatively extensive surveys of consumer and investor sentiment. 

It was further pointed out that there are multimodal equilibria in asset markets. The different 
outcomes of Thailand’s defense of the peg over different time periods may be, for instance, 
a reflection of multimodal equilibria and nonlinearities. Hence, critical to the surveillance 
process is the identification of turning points, i.e. when the market shifts from one phase to 
another. The ability to anticipate turning points and act on them in advance, thus avoiding 
the need for crisis decisionmaking, is a measure of good governance. 

Since turning points signal periods when an economy is far from equilibrium, they can serve 
as good early warning devices for policymakers. This, however, raises the question how can 
changes in the perception of the firms and consumers that may influence the multi-equilibria 
models of asset markets be monitored? 

New Focus of Monitoring

It was suggested that the monitoring system for ASEAN should include surveillance of 
financial and asset markets. A key issue here is why asset prices deviate significantly from 
fundamentals. Important areas to study are rational bubbles, measurement errors in 
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constructing ‘fundamentals,’ unpredictable (or endogenous) jumping of asset prices due to 
presence of multimodal equilibria of asset markets, and rational expectations. A participant 
pointed out that the gap between fundamentals and prices represents un-modelled behavior 
aspects of expectation formation and is therefore a rich area for research.

Since it is generally acknowledged that Asia’s financial crisis was not caused by traditional 
macroeconomic factors such as imprudent fiscal or monetary policies, the consensus is that 
Asia’s monitoring process should go beyond traditional surveillance of macroeconomic 
management. It should involve surveillance of asset and currency markets, as well as 
structural and financial issues if it is to spot policy errors and private sector mistakes. This 
does not suggest that the traditional methods of surveillance are irrelevant; only that they 
are insufficient for the region’s needs. 

The ADB representative outlined the ‘blueprint’ for the ASEAN economic monitoring system. 
This will include an analysis of key variables that influence the capital account in addition to 
the traditional areas of fiscal, monetary, exchange rate, and trade and investment policies 
usually covered by macroeconomic surveillance. 

More specifically, the proposed monitoring system will incorporate examinations of the 
regulatory and supervisory functions in the financial sector, corporate governance in the key 
real sectors and sector-specific performance measures such as external exposure of the 
banking system, private-sector external debts, and the changing composition of net private 
capital flows to affected economies, among others. 

A participant stated that effective monitoring largely depends on the interpretation of 
pertinent data and the articulation of results. This requires an enhancement of research 
capacities in both national and multilateral levels.

Another participant remarked that much discussion on surveillance tends to focus on 
‘outcomes’ of economies based on a set of indicators but pay little attention to the 
coherence of policy mixes. Surveillance should not be limited to monitoring real time 
indicators but should extend to simulating the effects of policy mixes on the economy.

Transparency of Data and Disclosure Policy 

There were disagreements on whether governments should make their information 
available to everyone. One participant said that governments should disseminate 
information to avoid information asymmetry. But governments, too, may have trouble 
sustaining their role as credible providers of surveillance because they may have incentive 
to withhold bad news, which they in fact are wont to do.

A participant pointed to the different systems of national accounting which raise questions 
about the comparability and quality of indicators. As for data on financial institutions, 
somebody remarked that transparency of non- performing loans was weak – it did not 
provide sufficient view on the deterioration of asset quality and associated risks. Another 
said that existing data on debt maturity can be misleading because a put option on long 
term instruments effectively makes them short term.

Several participants, however, stressed that the timely release of information is vital to 
achieving the objectives of monitoring and that unless the monitoring process moves at the 
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pace of the markets, it cannot deliver the results needed for policy actions to matter. 

II. Institutional Perspectives

 

The institutional arrangements for the monitoring process are just as important as the 
technical work that goes with it. Forging a suitable institutional arrangement is essential to 
implementing reforms and, therefore, better crisis management in the future. This may be 
the greatest challenge for ASEAN now. 

Why regional monitoring?

Monitoring and surveillance activities are already being carried out in a fairly routine manner 
by such institutions as the International Monetary Fund (IMF), the World Bank (WB), the 
Bank for International Settlements (BIS), and private ratings agencies, among others. Why 
set up another one for the Asian region? 

An ADB representative argued that because existing monitoring mechanisms have major 
flaws, there is a case for establishing a regional monitoring system for Asia. 

Among these flaws are inadequate emphasis on structural and institutional issues in 
financial and real sectors as well as the lack of regional perspective. For instance, although 
the imf conducts global surveillance, its focus is on macroeconomic performance of member 
countries. It thus neglected the detail that the Asian crises largely stem from structural 
weaknesses of the region’s financial sectors. The prospects of contagion indicate that 
specific focus be accorded to Southeast Asia where similar weaknesses in the financial 
systems are observed.

Existing monitoring mechanisms are also beset with inconclusive ownership by concerned 
governments, inadequate disclosure of data, and, some cases, lack of transparency. For 
instance, the IMF’s country reports, though perused by governments , are largely regarded 
as IMF documents. This condition surely affects the implementation of suggested reforms. 

ADB’s role in the monitoring process

In view of the aforementioned gaps and owing to ADB’s familiarity with the structural 
features, specifically the financial and real sectors, of Asia, the Bank was deemed the 
appropriate agency to spearhead the formation of the monitoring process.

Essential to the proposed monitoring mechanism in Southeast Asia is ADB, where the 
secretariat will be based for the first two years. ADB’s central role is mainly technical and 
geared toward monitoring ASEAN members’ medium-term vulnerability to crises. To 
achieve this objective, ADB is tasked with developing early-warning systems based on 
macroeconomic and financial indicators, diagnosing structural weaknesses and distortions, 
as well as promoting sound banking practices. The secretariat will be supervised by the 
Select Committee composed of ASEAN Finance Ministers and Central Bank Governors.

ADB is expected to
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(1) provide technical support in developing early warning systems, 

(2) promote peer monitoring through organizing regular meetings among senior officials of 
the Ministries of Finance and Central Banks, 

(3) provide assistance in identifying and preparing relevant issue-specific studies that have 
a regional perspective, and

(4) engage in capacity-building for the ASEAN Secretariat in Jakarta for undertaking 
monitoring activities. The condition for regional perspective can be satisfied with ADB’s 
involvement. 

In contrast with the IMF consultation, Article IV, which has a bilateral character, the 
Southeast Asian monitoring scheme is supervised by the Select Committee composed of 
ASEAN Finance Ministers and Central Bank Governors. Senior officials of the region’s 
finance ministries and central banks will regularly meet to generate "peer pressure" aimed 
at undertaking structural reforms and avoiding sharp policy reversals, thus limiting the 
likelihood of contagion. This feature, which is envisioned to disseminate the best practices 
within the region, is borrowed from the G7 consultative meetings of a "give and take" nature. 
The involvement of governments in this process will strengthen their sense of ownership. 

The limits of peer pressure

Participants mentioned that peer pressure carried along official lines may not be enough to 
change the actual behavior of governments. The drawback of peer pressure is that 
countries may be inhibited from criticizing another country’s policy stance for fear of being 
scrutinized in return. 

Another concern is that country ownership of the recommendations from the findings of the 
monitoring may be lost unless there is domestic debate. Quite often—and taking into 
account the particular sensitivities of ASEAN official circles—frank exchange of views may 
not be forthcoming due to problems of "attribution." Hence, one participant suggested that 
the results of the monitoring function be discussed within a two-track system. One track 
involves an unofficial consultation composed of academics, think tanks, market players, and 
policymakers. For instance, the findings of ADB’s monitoring process could be subjected to 
an appraisal by third parties such as the academe. Unconstrained by diplomatic protocol, 
there is greater opportunity to engage in frank exchange of views on what national 
authorities ought to do to maintain financial stability in the region. Such discussions should 
then be used as inputs to the official process. 

The need for training

Monitoring of economic and financial systems are carried out at different levels—national, 
regional, international—which necessarily feed into each other. Whereas technical 
resources are largely abundant at the international level, there is wide disparity in the state 
of resources, specifically human resources, in carrying out the monitoring function at the 
domestic level. 

It was expressed that these limitations in technical and human resources may have 
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prevented national authorities from identifying the impending shocks of the current financial 
crisis. Training of staff of different government agencies engaged in national surveillance is 
therefore a prerequisite to successful monitoring. Participants agreed that this is a promising 
area for economic cooperation.

Another comment was that cooperation in financial matters is relatively new to ASEAN. 
However, the ASEAN way of loose and informal dealing does not lend itself easily to more 
formal types of institutional arrangements. Thus, it was suggested that implementing the 
monitoring system should proceed at a comfortable pace—that is, gradually. The G7 type of 
consultation, which is conducted frequently but in an informal manner, would serve as a 
good model for ASEAN consultation.

Information-sharing

It has been cited that the financial crisis came about because of flawed information. 
Information is critical in identifying the sources of country vulnerability early enough so the 
proper course of action can be taken. 

It is widely acknowledged, though, that governments are quite sensitive when it comes to 
sharing information. Still, it has been resolved that the region’s financial stability is a public 
good and that everyone has a stake in it. Therefore, for the monitoring process to be 
effective, basic guidelines on information sharing among the nations concerned should be 
established. This is another suggestion that ADB should consider.

In drawing up an effective regional monitoring blueprint for Asia, it is important that the work 
of different institutions—both official or private, whether national and international—be 
closely coordinated. Coordination is crucial in ensuring

(1) complementarity with global surveillance, 

(2) regard for linkages between macroeconomic and structural issues, and

(3) effective utilization of existing databases, especially those of international financial 
institutions.

 

III. Perspectives from the Financial Markets 

Role of Sovereign Credit Ratings

Sovereign ratings are assessments of the relative likelihood that a borrower will default on 
its obligations. Despite limitations, they perform an important market function not only 
because some of the largest issuers in the international capital markets are national 
governments, but also because these assessments affect the ratings assigned to borrowers 
of the same nationality. 

Because of the weakness in transparency and disclosure in most emerging economies, 
credit ratings tend to be used as a surrogate for the sovereign risk. One participant stated 
that its importance is attested by some empirical studies that show that rating 
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announcements influence dollar bond spreads (in the USA), and appear to be valued in 
pricing issues (at least as benchmarks). As a rating goes down, the premium (interest rates 
on bonds) increases.

However, some participants expressed skepticism about the usefulness of credit ratings. 
Not only do they have significant subjective elements but they may also exacerbate market 
panic. 

Economic Monitoring by Credit Rating Agencies 

As a representative of a rating agency pointed out, there are numerous economic, social, 
and political factors that underlie their sovereign credit ratings. For quantifiable factors, he 
said that they usually rely on variables like per capita income, GDP growth, inflation, fiscal 
balance, external balance, external debt , economic development, and default history. 
Additional information may include leading indicators like domestic credit growth as a 
percentage of GDP (the faster its growth the lower the rating especially if deposit growth 
significantly lags), outstanding credits to corporate and household sectors (excessive 
leverage increases the vulnerability of the financial system to economic shocks).

Some participants however pointed out that identifying between their criteria and actual 
ratings is difficult, in part because some of the criteria are not quantifiable, and in part 
because the agencies provide little guidance as to the relative weights they assign each 
factor.

The speaker admitted that the ratings have a lot of subjective components, even though 
these ratings are consistent across international boundaries. For example, in making credit 
ratings of financial institutions, agencies become very subjective when they begin to detect 
differences between credit problems based on management, management strategy, and 
market position. Nevertheless, the ratings among the agencies tend to be similar because, 
as some participants pointed out, there is a cost for deviating too much from the pack. 

Although foreign government officials generally cooperate with the rating agencies, rating 
assignments that are lower than anticipated often prompt issuers to question the 
consistency and rationale of sovereign ratings. Moreover, some participants bemoaned the 
fact that should the rating be inaccurate, the sovereigns usually pay very dearly in terms of, 
for instance, huge capital outflows. In addition, though rating agencies may also suffer a 
loss in their reputation, it is a comparatively much less punishment for a grave mistake. 

It was generally agreed that the way agencies do credit assessment needs a 
methodological review. It was suggested that newer factors may need to be incorporated 
such as private sector debt, financial institutions’ health and regulatory environment, debt 
maturity, and actual liquidity of international reserves.

Credit Rating for Financial Institutions

The representative from the rating agency emphasized that the ratings of financial 
institutions and corporates depend on slightly different factors from sovereign rating. For 
financial institutions, the factors they regularly consider are: management (experience and 
effectiveness of strategies), flexibility of the organization, economic risks that impinge on the 
banking sector (e.g. size and diversity of economy, dynamics on savings and investments, 
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growth rates, inflation, deficits, political stability), industry risk (quality of regulation, 
ownership structure, level of competition, market position), financial risks, credit risks 
(deterioration of the quality of loans), risk management, earnings, and capital. They follow 
no model in the rating. 

Data are collected from different sources: bank management (for non-performing assets 
[NPAs], loss provisions, etc.); regulators (for aggregate NPA levels and trends, expectations 
on capital and liquidity, supervision, how rigorously do they implement their prudential 
standards); third parties, particularly, real estate agents (perception of property markets), 
foreign banks and banking associations, other financial analysts, other standard polls and 
analytical groups, corporate sector (perception of corporate and industrial sector).

Rating agencies look at the whole banking sector as well as non bank sectors, not only at a 
particular bank independently. They also consider the interdependence with the industry 
sectors such as property sector.

One participant mentioned the difficulty of credit rating when central banks do not 
encourage transparency and disclosure in the banking system. Such lack of transparency 
adversely affect investor confidence.

In rating corporates and financial institutions, agencies allegedly give timely and accurate 
feedback to management. But with sovereigns, government officials are not given time to 
react to the ratings before those are made public, hence some participants claim that credit 
rating agencies may be partly guilty for the panic. 

One participant remarked that the outlook on the Asian financial sector from the rating 
agencies is negative. Moreover, further stresses in the system are anticipated. Projections 
on non - performing loans for Malaysia, Thailand, and Indonesia are at least 20%, 35%, and 
50%, respectively.

 

 

IV. Alternative Approach to Economic Monitoring

What is Value-at-Risk (VaR) Approach?

VaR models are widely used by financial institutions to assess their vulnerability to adverse 
events that affect their worth. At some fixed level of confidence, these models attempt to 
estimate the possible extent of losses, given shocks, such as shocks on asset prices. 

Application of VaR to entire economies have the potential to highlight the vulnerability of an 
economy and its various sectors to undesirable scenarios such as exchange rate 
movements, commodity price shocks, interest rate changes, etc. Simulation of national and 
sectoral balance sheets under pessimistic assumptions would focus attention on areas of 
vulnerability of an economy, and help direct attention to mitigating measures. For these 
reasons, VaR has recently attracted attention as a possible alternative to the traditional 
indicator approach to surveillance.
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Limitations of Indicators

One participant pointed out that one of the main problems of leading indicators of a crisis 
approach is that a crisis trigger rarely repeats itself. The reason being that, once a variable 
with a leading indicator property becomes a target for policy, its behavior changes. Thus 
when another crisis comes, another variable is likely to be its trigger. Making those 
indicators public can itself also trigger the crisis it is signaling. Thus, an alternative like VaR 
is a welcome approach. 

While the traditional leading indicator approach focuses on the likelihood of a future crisis, a 
VaR seeks to ascertain the resilience of the economic system and to direct attention to 
where steps may be needed to strengthen it. Therefore, VaR calculations would 
complement rather than substitute for indicator calculations. Knowing the likely 
consequences of disasters would help policymakers prepare for them; on the other hand, 
the urgency with which disaster management is approached will depend on its likelihood.

As yet, VaRs have not been implemented for any real economies and their development 
poses a number of potential conceptual and practical problems. VaR applications to 
economies has also to take into account contagion effects.

Application to Central Bank Balance Sheets

One participant proposed an approach to assess central bank solvency based on VaR and 
to examine the factors putting it at risk. The paper provides a convenient way to describe 
and evaluate the central bank’s portfolio including foreign and domestic assets and debts, 
monetary base, gross foreign reserves and domestic credits, etc. The main advantage is 
that it permits a direct evaluation of central bank solvency and allows for a direct estimate of 
how policy variables and exogenous prices bear directly on the ability of the central bank to 
preserve its solvency.

The paper postulates that a loss of solvency increases central bank financial vulnerability 
and leads to credibility losses regarding a central bank’s ability to defend a nominal regime, 
including exchange rate pegs. VaR is therefore a good forward-looking indicator of possible 
credibility crises. Central banks may also want to use VaR as a way to signal to the markets 
that it has not only the will but also the resources to defend the currency.

Another participant, however, cited that the implication in the paper that risks are higher in a 
fixed exchange rate regime may not necessarily be true. An experiment done by the Hong 
Kong Monetary Authority of placing some deposits in HK dollars (at fixed exchange rate) 
and some in Singaporean dollars (floating rate) showed that the HK dollar instrument 
actually showed lower risks. 

Others pointed out that though theoretically attractive, the methodology is yet untested. 
Therefore, its quantitative accuracy in measuring currency devaluation risks and in 
predicting such disastrous event has yet to be seen. Thus the participant suggested that the 
model be applied to the current currency crisis in Asia, and check, for instance, how the 
solvency risks in Indonesia, Thailand and Korea prior to the crisis were. Would it have given 
a warning signal before the crisis happened? Getting those quantitative measures would be 
the real test of the model.
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Methodological Issues

Much of the discussion focused on methodological issues in applying VaR to the central 
bank balance sheets. Among these were 

a) Problem of ‘endogeneity’ - unlike financial institutions which takes shocks such as asset 
price shock as given, the central bank has influence over these shocks. Would the central 
bank not make policy decisions precisely for them to remain solvent?;

b) While the equations derived in the paper are useful in that it specifies what variables are 
affected by central bank risks, one participant stated that finding exact measures can not be 
the main point in a VaR exercise, but that the model be only used as a guide to find where 
the stresses in the economy might be. Besides, exact measurement would be impossible 
because either the data is not available or the proxy is very imperfect. For instance, how 
can government guarantees as a source of vulnerability in the equation be accurately 
measured?;

c) Problems with the choice of normal distribution for asset prices in the VaR methodology 
were raised. Suggestions were made of combining two different distributions with 
corresponding weight to capture the fact that behavior of asset prices, for instance, vary 
during normal times from crisis periods.

There was general agreement that although the application of the method to central bank 
balance sheets may be a theoretical advance, many issues still need to be thrashed out 
before the VaR figures derived become a convincing leading indicator of a crisis. And even 
if it convinces, it will still just be one among many indicators that market participants and 
policymakers would have to consider. 
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