
From Oct ober t o December of  last  year,
Korea went  f rom b eing  t he w or ld ’s
elevent h largest  economy t o one surviving
on overnight  loans f rom t he int ernat ional
money market s. Bet ween November 19 ,
when Korea decided t o approach t he
Int ernat ional Monet ary Fund for a rescue,
and December 24, t he won fell more t han
50 percent  against  t he U.S. dollar, t he
st ock price index t umbled f rom 498 t o
350 , and t he short -t erm market  rat e of
int erest  shot  up t o 40 percent  a year.

Alt hough t he IMF made a huge rescue

package available on December 3 , Korean
banks suddenly found t hemselves cut  of f
f rom t he int ernat ional f inancial market s.
During t he last  week of  December, Korea
was on t he verge of  default ing on it s for-
eign debt s, a fat e avert ed only by a last -
minut e emergency loan by t he IMF and
several G-7  count ries.

Alt hough Korean banks have been able
t o roll over some of t heir short -t erm debt s
and market  sent iment  seems once again
t o be t urning in Korea’s favor, Korea faces
a long st ruggle in normalizing it s t ies t o
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t he int ernat ional f inancial market s.
B U I L D U P  T O  T H E  C R I S I S :

I N V E S T M E N T  B O O M
From 1995  t o t he beginning of  1997 , Korea’s eco-
nomic growt h averaged almost  8  percent  a year,
peaking in 1996 at  nearly 9  percent . The growth
was fueled by export s and also by high invest ment
by Korean f irms. And t hough invest ment  seemed
exact ly t he right  prescript ion for an economy com-
ing out  of  a mild 1992–93 cont ract ion, in t he end
it  cont ribut ed heavily t o Korea’s f inancial and for-
eign exchange crisis.

From lat e 1992 t o mid-1995 , t he appreciat ion
of  t he Japanese yen sharply increased t he export
earnings of  Japan’s East  Asian t rade compet it ors,
especially Korea, and spurred invest ment  t hrough-
out  t he region. In t he t hird quart er of  1995, t he
yen began it s long slide against  t he dollar, slowing
not  only Korea’s export s but  it s economy as a
whole. Korean policymakers made no subst ant ial
adjust ment s in t he won-dollar exchange rat e, and
t he real ef fect ive ( t rade-adjust ed)  exchange rat e
appreciat ed f or more t han a year and t hen
remained relat ively st able unt il t he f inancial crisis
broke out .

The investment  boom, however, cont inued as
foreign capit al surged int o Korea wit h t he easing
of  capit al cont rols as part  of  a general f inancial
opening. Wit h domest ic int erest  rat es more t han
t wice t hose in world f inancial market s, net  foreign
capit al inflows during 1994–96 reached $52.3 bil-
lion, more t han t riple t hose for 1991–93 . Much of
t he inflows, consist ing of  short -t erm liabilit ies of
domest ic f inancial inst it ut ions and f irms, f inanced
invest ment  in Korea’s major export -orient ed indus-
t ries: elect ronics, automobiles, iron and st eel, ship-
building, 
and pet rochemicals. Invest ment  jumped t o 38.2
percent  of  GDP in 1996 f rom about  35 percent  in
1993.

Alt hough t he economy began t o slow in t he sec-
ond half of 1996, t he large indust rial groups, or
chaebols, habit uat ed t o compet ing for market  share
rather t han for prof it s, were slow t o adjust  t heir pro-
duct ion and investment . As invent ories piled up,
commercial banks became increasingly concerned
about  the chaebols’ growing losses and accumulat -
ing debt s and grew more select ive in extending cred-
it . Denied suf ficient  credit  at  commercial banks, t he
chaebols had t o secure high-cost , short -t erm loans
from merchant  banks. They also t urned t o foreign
f inancial inst it ut ions and market s t o finance f ixed
invest ment  as well as inventories. Foreign debt s of
domest ic f irms grew f rom $35.6 billion at  t he end of
1996 t o $43.2 billion a year lat er. The liabilit ies of

t he foreign subsidiaries and branches of  Korean firms
were est imated t o be more t han $51 billion at  t he
end of  June 1997. 

The chaebols, almost  all family-owned and reluc-
t ant  t o issue equit ies for f ear of  dilut ing t heir man-
agement  cont rol, relied ever more heavily on bor-
rowing. The average debt -equit y rat io of  t he 30
largest  chaebols was more t han 380 percent  in
1996 , four t imes t hat  of  Taiwanese indust ry. The
rapid corporat e debt  accumulat ion proved t he
Korean economy’s great est  st ruct ural weakness.

B U I L D U P  T O  T H E  C R I S I S :  
F I N A N C I A L  O P E N I N G

Unt il t he end of  t he 1980s, capit al movement s
int o and out  of  Korea had been t ight ly regulat ed
t o facilit at e t he government ’s indust rial policy and
minimize t he dest abilizing ef f ect s of  short -t erm
capit al flows on t he economy. But  by t he 1990s,
t he ef fect iveness of  t he int ervent ionist  regime
had come int o quest ion wit hin Korea, and t he
developed count ries, led by t he Unit ed St at es,
were pressuring Korea t o liberalize it s f inancial
sect or. Financial market  deregulat ion and market
opening began in earnest  in 1993 when a new
government  came t o power. 

Like many ot her f inancial market  openings in
emerging market  economies, Korea’s experience
demonst rat es t hat  an improperly managed open-
ing can easily lead t o a boom-and-bust  cycle dur-
ing t he t ransit ion. The opening in Korea drew in a
surge of  foreign capit al, much of  it  short -t erm and
speculat ive. As f inancial liberalizat ion accelerat ed,
domest ic f inancial inst it ut ions were given great er
freedom t o manage t heir asset s and liabilit ies, in
part icular t o borrow from world f inancial market s.
Korean f inancial inst it ut ions t ook imprudent  risks
invest ing in foreign securit ies wit h borrowed short -
t erm funds, t hus leaving Korea’s economy vulnera-
ble t o t he speculat ive currency at t ack and liquidit y
crisis t hat  beset  East  Asia.

Korea’s f inancial inst it ut ions had no expert ise in
credit  analysis, risk management , and due dili-
gence. They also had lit t le experience in foreign
exchange and securit ies t rading and int ernat ional
banking in general. Nor did t he supervisory aut hor-
it ies, pressured t o overhaul t he regulat ory system
t o make it  more compat ible wit h a liberalized sys-
t em, monit or int ernat ional f inancial act ivit ies as
t hey should have. They eliminat ed and relaxed
many cont rols, but  failed t o replace t hem wit h a
new syst em of  prudent ial regulat ion t o safeguard
t he st abilit y and soundness of  f inancial inst it u-
t ions.

Tot al capit al flows ( in and out )  rose f rom less
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t han 30  percent  of  GDP during 1 991 –93  t o 47
percent  during 19 94–96 . Of  net  inflows amount -
ing t o $5 2 .3 billion, 6 2  percent  were short -t erm
borrowings wit h mat urit ies of  less t han one year.
A l t ho ug h  f o r e i g ner s ’  eq u i t y  i nv es t m e n t s
increased somewhat , t he biggest  increases were
in t rade credit  (more t han sevenfold) , bank bor-
rowings (elevenfold) , and borrowing of  Korean
branches of  f oreign banks f rom t heir  home
of f ices ( more t han sevenf old) . The share of
commercial banks’  ext ernal short -t erm indebt ed-
ness in t ot al ext ernal liabilit ies jumped t o 7 9
percent  in 19 94  f rom less t han 65  percent  in
19 93 .

The superv isory  aut horit ies did not hing t o cor-
rec t  t he prevalence of  shor t -t erm ext ernal
f inancing.. Nurt ured in t he t radit ion of  direct
cont rol, t hey had neit her t he resources nor t he
experience t o maint ain t he overall soundness
and prof it abilit y of  f inancial inst it ut ions. Long
relegat ed t o t he role of  support ing manufact ur-
ing indust ries under t he cont rol of  t he govern-
ment , banks and ot her f inancial inst it ut ions had
become accust omed t o accommodat ing t he
credit  needs of  t he indust r ial conglomerat es
wit hout  necessarily checking t heir credit -wort hi-
ness.

T H E  C R I S I S  I N  F U L L  F O R C E
The invest ment  boom support ed by foreign credit
could not  last  long, and t he government  was pow-
erless t o come t o t he rescue when corporat e
bankrupt cies began t o soar, along wit h t he volume
of  nonperforming loans at  f inancial inst it ut ions.

The f irst  major casualt y was t he Hanbo group.
The nat ion’s f our t eent h largest  chaebol was
placed in court  receivership early in 1997. A sub-
sequent  invest igat ion revealed t ies bet ween polit i-
cians and t he iron and st eel group on a scale t hat
shocked t he Korean people and foreign invest ors
alike. Indeed, t he pervasiveness of  corrupt ion dis-
covered in Korea t his past  year has been cent ral t o
foreign inst it ut ional invest ors’ loss of  conf idence
in t he government  and t he economy in general.

By t he f irst  week of  Sept ember six chaebols,
including t he Kia Group, t he nat ion’s eight h
largest , had been placed under a workout  plan or
become insolvent . The government , having lost
t he conf idence of  t he public, became a lame
duck. Wit h t he next  president ial elect ion sched-
uled in December, t he administ rat ion was power-
less t o rest ore st abilit y  t o f inancial market s.
Foreign invest ors began wit hdrawing funds in
early Sept ember.

The government ’s handling of  exchange rat e

policy did not  help. The won had been under
st rong pressure since early 1997 . Time af t er t ime
t he government  declared it s int ent  t o def end t he
won at  a cert ain level, only t o be forced t o ret reat .
When t he won-dollar rat e approached t he psycho-
logically import ant  level of  1 ,000 , t he government
int ervened heavily in t he market  and t hen sudden-
ly gave up.

Bet ween June and November, t he Bank of
Korea’s reserve holdings fell by $10  billion, and it
sold $12.2 billion in t he spot  market  and made for-
ward sales amount ing t o $7 billion t o defend t he
won. By t he end of  November t he bank held $7 bil-
lion in usable reserves.

Toward t he end of  Oct ober, policymakers and
market  part icipant s alike realized t hat  t he sit ua-
t ion was get t ing out  of  cont rol. Foreign invest ors
fled t he stock market , and Korean banks were
increasingly unable t o roll over t heir short -t erm
f inancial loans. To avoid default  t hey t urned t o t he
Bank of  Korea for liquidit y or resort ed t o t he for-
eign overnight  loan market s. Finally, on November
19 , t he government  announced reforms regarding
nonperforming loans; it  also widened t he exchange
rat e fluct uat ion band. But  wit h t he sense of  panic
rising by t he day, t he market  hardly not iced.

On November 23 , t he government  announced
it s decision t o approach t he IMF.  Ten days lat er,
t he IMF agreed t o provide $21 billion over t hree
years. It  also secured commit ment s t ot aling $36
b i l l i o n f r o m  t he  Wo r ld  Bank ,  t he A s ian
Development  Bank, t he Unit ed St at es, and 12
ot her count ries as a second line of  defense. In
ret urn t he IMF required reforms of t en linked wit h
such rescue packages—t ight  money policy, a f iscal
surplus, sweeping f inancial reform, and furt her lib-
eralizat ion of  t he f inancial market s.  It  also
demanded more flexible labor market s and rest ruc-
t uring of  t he chaebols.

The rescue, however, did lit t le t o allay fears and
stabilize t he f inancial market s. Many observers
doubt ed t hat  Korea would be able t o comply wit h
t he st ruct ural reforms mandat ed by t he IMF. They
feared t hat  t he t ight  monetary and fiscal policies
would depress economic act ivit y and undermine
Korea’s abilit y t o service it s foreign debt , t hus
defeat ing t he purpose of  t he IMF. The rollover rat e
at  commercial rat es fell t o about  10 percent , mar-
ket  int erest  rat es shot  up t o 40  percent , and t he
won cont inued t o fall, reaching 1,995 t o t he dollar
on December 23.

As rumors began t o circulate among foreign
investors t hat  Korea might  have t o declare a debt
moratorium, on Christ mas Eve t he IMF and t he G-7
count ries came up wit h a $10 billion emergency
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f inancing program, drawing $8 billion from the sec-
ond line of  defense. The new package t urned market
sent iment  around by demonst rat ing t he resolve of
t he IMF and G-7 t o rescue Korea. It  represent ed a
new watershed, with t he IMF clearly serving as lender
of last  resort  in t he East  Asian f inancial crisis.

C O N T A G I O N
Despit e t he numerous mist akes made by Korean
policymakers, regulat ors, bankers, and businesses,
Korea’s economic fundament als were sound. In
many respect s Korea looked quit e dif ferent  f rom
t he ot her Sout heast  Asian economies experiencing
crisis in 1997. During 1991–96 it  ran a budget
surplus. Monet ary expansion was moderat e. The
savings rat e was one of  t he highest  in t he world.
Capit al inflows, which t ot aled no more t han 2 .7
percent  of  GDP, were primarily channeled t o t he
nonmanufact uring sect or for it s f ixed invest ment s.

What  suddenly gave foreign invest ors such
grave doubt s about  t he prospect s of  t he Korean
economy? Journalist ic account s suggest  t hat
t hese invest ors, increasingly concerned about
st ruct ural weaknesses t hat  made Korea highly
risky for port folio invest ment  and bank lending,
f inally got  fed up and lef t . Cert ainly, foreign
invest ors had long complained of  t he lack of  t rans-
parency in corporate management  in Korea, ques-
t ioned t he reliabilit y of  balance sheet s and income
st at ement s of  large corporat ions and banks, and
warned of  t he risks in t he cross-ownership and
cross-debt  guarant ees bet ween t he af f iliat es of
Korea’s major conglomerat es.

But  t hese problems had never made t hem con-
t emplate a sudden wit hdrawal f rom Korea before
Sout heast  Asia’s currency crisis erupted. In fact ,
well int o November, according t o a survey by t he
Korea Development  Inst i t ut e,  many f oreign
invest ors were “ opt imist ic”  about  t he future of
Korea’s economy. Only t wo weeks lat er would t hey
become negat ive and leave all at  once, t aking t heir
money out  of  invest ment s almost  regardless of
whet her t hey were good or bad.

It  appears t hat  Korea was af fected by t he con-
t agion of  t he Sout heast  Asian crisis. In part icular,
t he Hong Kong st ock market  crash in t he t hird
week of  Oct ober helped t rigger t he exodus of  for-
eign banks and inst it ut ional investors f rom Korea.
Before July 1997, changes in t he Hong Kong st ock
index had lit t le ef fect  on movement s of  Korea’s
index. Af t erward, t he t wo moved t oget her, wit h
t he causal ef fect s clearly running f rom Hong Kong
t o Korea.

Af t er t he Hong Kong crash, t he Korean econo-
m y  sudden ly  looked  v ulner ab le t o  f o re ign

invest ors, and a st ampede ensued. The close pres-
ident ial race in Korea, wit h t he elect ion scheduled
for December, cast  doubt  as t o t he prospect s for
economic reform and accelerat ed t he flight  of  for-
eign invest ors.

M A N A G I N G  F I N A N C I A L  C R I S E S
Korea faces a dif f icult  fut ure. During 1998, f ixed
investment  is expect ed t o fall more t han 30  per-
cent , consumpt ion 10 percent . Aggregat e demand
will likely fall more t han 5 percent , despit e an
expect ed 7  percent  r ise in expor t s. Annual
inflat ion will soar t o about  10 percent , while t he
jobless rat e will probably exceed 5 percent . Recent
forecast s suggest  t hat  it  will t ake Korea at  least
t wo years t o recover.

The Korean government  bears much responsibil-
it y for t he Korean crisis. Policymakers t inkered
wit h essent ial economic reforms for far t oo long,
t hereby deepening foreign invest ors’  dist rust .
Furt hermore, in 1997  t hey paid t oo lit t le at t ent ion
t o t he sharp det eriorat ion in various liquidit y indi-
cat ors and t o t he complaint s of  foreign invest ors
about  secret ive management  of  corporat ions and
f inancial inst it ut ions or t he reliabilit y of  t he pub-
lished st at ist ics on banking and foreign reserve
holdings. They also t ried t o defend t he won for t oo
long by maint aining a managed float ing syst em,
t hereby cost ing t he Bank of  Korea subst ant ial
reserves.

At  t he same t ime, increasingly evident  def icien-
cies of  t he int ernat ional f inancial market s, includ-
ing herd behavior and informat ion problems on t he
part  of  invest ors, exacerbat ed t he crisis and wors-
ened it s damage.

The East  Asian crisis has shown t hat  in an
int egrat ed f inancial world, f inancial crises can be
cont agious and pose syst emic risk. But  most  of
t he measures proposed so far for prevent ing and
bet t er managing such cr ises—creat ing an int er-
nat ional lender of  last  resort , rest ruct uring t he
IMF for regulat ing global inst it ut ional invest ors,
harmonizing rules and enforcement  ef fort s at  a
regional or global level—are not  likely  t o be real-
ized any t ime soon. Given t his realit y , and in
v iew of  t he severit y of  t he ongoing f inancial cri-
sis in East  Asia, t he int ernat ional f inancial com-
munit y should seriously reconsider t he demands
it  is making on emerging market  economies t o
open t heir f inancial market s. Unt il t he int erna-
t ional f inancial communit y  is willing and able t o
saf eguard t hese count ries f rom t he recurrence
of  devast at ing f inancial crises, it  should be pre-
pared t o t olerat e t he sand t hey t hrow int o t he
wheels of  int ernat ional f inance. ■
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