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The East Asian Financial Crisis:
Diagnosis, Remedies, Prospects
famously observed, "is almost always written by the victors. " I Financial history, it seems, is written by
the creditors. When a financial crisis arises, it is the debtors who are
asked to take the blame. This is odd, since a loan agreement invariably
has two parties. The failure of a loan usually represents miscalculations
on both sides of the transaction or distortions in the lending process
itself.
The East Asian financial crisis has so far been true to form. As soon
as the crisis hit in mid-1997, the International Monetary Fund (IMF),
which led the official international response, assigned primary responsibility to the shortcomings of East Asian capitalism, in particular, the
East Asian financial markets. The IMF's principal strategy for the three
countries hardest hit-Indonesia, Korea, and Thailand-was to overhaul their financial systems. The basic diagnosis was that East Asia had
exposed itself to financial chaos because its financial systems were
riddled by insider dealing, corruption, and weak corporate governance,
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which, in turn, had led to inefficient investment spending and had
weakened the stability of the banking system.
There is some truth in such claims. And yet the hypothesis that East
Asia's financial shortcomings alone caused the crisis and fully explain
its depth fits uncomfortably with several important facts. First, the East
Asian economies had been highly successful for a generation, belying
the notion of fatally dysfunctional economies. Second, the 1997 crisis
was largely unanticipated, a point which also seems to be at odds with
allegations of the long-standing ills of these economies. A few voices,
notably Yung Chul Park in Brookings Papers on Economic Activity,
had warned that East Asia could be subject to the same kind of crisis
that had hit Mexico in 1994-95, but they were rare and generally
unheeded.2 And even though many observers saw some danger signs in
late 1996-for example, in the overvaluation of the Thai baht-they
did not anticipate the kind of financial meltdown that has in fact occurred. Third, and related to the first two points, foreign investors
flooded the region with funds until the onset of the crisis.
Why, then, have the East Asian economies temporarily collapsed?
The magnitude and suddenness of the financial reversal are made clear
in table 1, which records net capital flows to the five East Asian crisis
economies: Indonesia, Korea, Malaysia, the Philippines, and Thailand.
Private net inflows to these five countries soared, rising from $40.5
billion in 1994 to $93.0 billion in 1996. But in 1997 the long period of
inflow abruptly reversed, with a net outflow of around $12.1 billion.
The remarkable and unexpected swing of capital flows of $105 billion
(from $93 billion inflow to $12 billion outflow) represents around 11
percent of the precrisis dollar GDP of these five countries.
This paper begins by examining the broad characteristics of some
recent financial crises: Mexico in 1994-95, Argentina in 1995, and in
East Asia in 1997, Indonesia, Korea, Malaysia, the Philippines, and
Thailand. Each of these episodes displays elements of a self-fulfilling
crisis, in which capital withdrawals by creditors cascade into a financial
panic and result in an unnecessarily deep contraction. As we stress
throughout, the panic may be "rational" on the part of individual
creditors, each of whom is trying to flee ahead of the others, even
though the collective result is disastrous and the panic is unnecessary,
2. Park (1996).
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Table 1. External Financing of Five Asian Countries, 1994-98a
Billions of dollars

Item

1994

1995

1996

Current account balance
External financing (net)
Private inflows (net)
Equity investment
Direct
Portfolio
Private creditors
Commercial banks
Nonbank
Official inflows (net)
International institutions
Bilateral creditors
Resident lending and other (net)d
Reserves change, excluding golde

-24.6
47.4
40.5
12.2
4.7
7.6
28.2
24.0
4.2
7.0
-0.4
7.4
-17.5
-5.4

-41.3
80.9
77.4
15.5
4.9
10.6
61.8
49.5
12.4
3.6
-0.6
4.2
-25.9
-13.7

-54.9
92.8
93.0
19.1
7.0
12.1
74.0
55.5
18.4
-0.2
-1.0
0.7
-19.6
-18.3

1997b

1998c

-26.0
15.2
- 12.1
-4.5
7.2
- 11.6
-7.6
-21.3
13.7
27.2
23.0
4.3
-11.9
22.7

17.6
15.2
-9.4
7.9
9.8
- 1.9
- 17.3
-14.1
-3.2
24.6
18.5
6.1
-5.7
-27.1

Source: Institute of International Finance, "Capital Flows to Emerging Market Economies," January 29, 1998.
a. Table entries are sums over data for Korea, Indonesia, Malaysia, Thailand, and the Philippines.
b. Estimate.
c. Forecast.
d. Includes resident net lending, monetary gold, and errors and omissions.
e. A negative value indicates an increase.

in the sense that the fundamentals could have supported a much more
favorable outcome. In short, international financial markets are intrinsically highly unstable; or to put it another way, the East Asian crisis is
as much a crisis of Western capitalism as of Asian capitalism.
The paper then considers other factors that have contributed to the
crisis. East Asia was hit by several international macroeconomic shocks
during 1994-96, including a dramatic surge by competitor economies
(China and Mexico, in particular) and the abrupt reversal of the longterm trend of the yen's appreciation relative to the dollar. While these
shocks appear to have had only a modest direct impact on Asia's economic performance, they interacted with growing weaknesses in East
Asian financial systems to provoke the crisis. Each of the five crisis
economies had initiated, but had not completed, financial sector liberalization and reform. The partial reforms had led to increasingly fragile
financial systems, characterized by growing short-term foreign debt,
rapidly expanding bank credit, and inadequate regulation and supervision of financial institutions. These weaknesses, in turn, left the Asian
economies vulnerable to a rapid reversal of capital flows.
Once the capital withdrawals were underway, mistakes by both Asian
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governments and the IMF contributed to the panic and unnecessarily
deepened the crisis. Thailand and Korea, in particular, failed to take
appropriate actions in late 1996 and early 1997 that could have headed
off the crisis. At a later stage, the IMF's exclusive focus on "fixing"
Asia, without proper regard to the root problems of international financial market instability, imposed excessive costs on the East Asian
economies.

Finally, we consider strategies to avoid future financial crises in
emerging markets. We examine several options that would allow
emerging markets to slow, but not eliminate, short-term capital inflows
and reduce the vulnerability of financial institutions to rapid reversals
of capital. We also discuss the possibility of a new international strategy
for dealing with incipient financial crises.

Emerging Market Crises
In an emergingmarketfinancialcrisis, an economy thathas been the
recipient of large-scale capital inflows stops receiving such inflows and
instead faces sudden demands for the repayment of outstanding loans.
This abrupt reversal of flows leads to financial embarrassment, as loans
fall into default or at least are pushed to the brink of default. The
outcome of the reversal of capital flows may be a period of outright
default, a rescheduling of debt payments, or rescue by a lender who
provides a new loan to finance the repayments of past loans that are
falling due.
In the twentieth century there have been several dramatic international financial crises involving developing countries. In fall 1929, the
flow of bond financing from the United States to Latin America suddenly dried up, leading to widespread defaults by Latin American sovereign borrowers that took nearly a generation to resolve. In August
1982, Mexico was pushed to the brink of default when it was unable to
roll over short-term debts that were falling due. The Mexican crisis was
soon followed by a generalized withdrawal of credits from developing
countries, which, in turn, led to debt reschedulings, defaults, and renegotiations in a dozen debtor countries. Chile, Uruguay, and Argentina also experienced financial crises in the early 1980s, following
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financial deregulation in the late 1970s.3 More recently, there have been
several dramatic reversals in large-scale lending to emerging markets:
Mexico, Turkey, and Venezuela in 1994; Argentina in early 1995; and
the East Asian countries in 1997. In five of these recent cases-Mexico,
internaArgentina, Indonesia, Korea, and Thailand-extraordinary
tional loans were arranged to forestall defaults on debt servicing.
These episodes shared certain characteristics: they were marked by
sudden shifts in financial flows; they were to some extent unanticipated;
and they provoked deep economic contractions within the debtor countries, as well as losses to some of the foreign investors, especially equity
investors. Most analysts have tried to explain these crises in terms of
two categories of "fundamental" factors: (1) abrupt changes in international market conditions that affect the ability of debtors to repay
outstanding loans, such as shifts in interest rates, commodity prices, or
trade conditions; and (2) abrupt shifts in the debtor country that cause
creditors to reassess that country's ability or willingness to service the
foreign debt, including changes in political leadership or economic
policy, or in the burden of the debt (for example, because of new
information about the overall size of external debt obligations).
In the 1929 crisis, the main factor behind the cessation of bond
finance is alleged to have been the boom conditions in U.S. financial
markets, which tightened the terms for new international bond issuances. In addition, falling international commodity prices called into
question the ability of commodity-exporting countries in Latin America
to service their debts. Soon after the lending stopped, global economic
conditions grew markedly worse, with the onset of the Great Depression
and the rise of protectionism in countries throughout the world. In the
1982 debt crisis in Mexico, the most important shifts were the very steep
rise in interest rates in the United States and the accompanying steep
appreciation of the U.S. dollar. In turn, dollar appreciation and high
interest rates caused the dollar prices of internationally traded commodities, including oil, to fall. This combination of soaring interest rates and
falling commodities prices caused international investors to reassess the
debt-servicing capacity of borrower countries, such as Mexico.
One striking feature of the recent crises in emerging markets is that
the typical international factors have not been present. In the crises of
3. Edwards(1996); Diaz-Alejandro(1988).
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1994 and 1995 (in Argentina, Mexico, Turkey, and Venezuela), international financial conditions were stable, U.S. interest rates were moderate, and the global trading system was open. Indeed, Mexico had just
entered the North American Free Trade Agreement (NAFTA) with
Canada and the United States. Ahd economic reforms in Mexico and
Argentina had generally led to widespread enthusiasm for these economies. Rudiger Dornbusch, Ilan Goldfajn, and Rodrigo Valdes assign
heavy responsibility for the Mexican crisis to poor macroeconomic
management within the country. In their view, the Achilles's heel of
the Mexican and Argentine economies in 1994-95 was an overvalued
exchange rate, a legacy of anti-inflation programs that had been centered on nominal exchange rate stability. In an alternative interpretation, Sachs, Aaron Tornell, and Andres Velasco argue that the overvaluation of the exchange rate played only an indirect role; more
important was creditor panic.4
The East Asian crises of 1997 are even more remarkable. Not only
were the international factors seemingly absent-with benign conditions in international financial markets, commodity markets, and the
trading system-but the domestic factors that contributed to the crises
in Mexico and Argentina did not apply either. None of the East Asian
countries was in the aftermath of an anti-inflation program. Their real
exchange rates were only mildly overvalued. Their overall debt carrying
capacities did not seem to present imminent risks of default. Yet the
crises hit with a vengeance.
Self-Fulfilling Crises
A closer look at the recent crises suggests a third category of explanation: intrinsic instability in international lending.5 Many observers
have recently reached a similar conclusion regarding the Mexican episode and several other emerging markets crises that occurred before
1997.6 The basic notion is that international loan markets are prone to
self-fulfilling crises, in which although individual creditors may act
4. Dornbusch,Goldfajn, and Vald6s (1995); Sachs, Tornell, and Velasco (1996a,
1996b).
5. It should be noted that financialmarketinstabilityalso played a critical role in
both the 1929 and 1982 crises.
6. See, for example, Calvo and Mendoza(1996); Eichengreen,Rose, and Wyplosz
(1995); Kaminskyand Reinhart(1996).
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rationally, market outcomes produce sharp, costly, and fundamentally
unnecessary panicked reversals in capital flows.
In this context, our preferred explanation turns on the critical distinction between illiquidity and insolvency. An insolvent borrower lacks
the net worth to repay outstanding debts out of future earnings. An
illiquid borrower lacks the ready cash to repay current debt-servicing
obligations, even though this borrower has the net worth to repay the
debts in the long term. A liquidity crisis occurs if a solvent but illiquid
borrower is unable to borrow fresh funds from capital markets in order
to remain current on debt-servicing obligations. Because the borrower
is solvent, capital markets could, in principle, provide new loans to
repay existing debts, with the expectation that both old and new loans
would be fully serviced. The unwillingness or inability of the capital
market to provide fresh loans to the illiquid borrower is the nub of the
matter.
The primary reason why markets might fail in this way is a problem
of collective action. Suppose that each individual creditor is too small
to provide all of the loans needed by an illiquid debtor. When these
creditors as a group would be willing to make a new loan, but no
individual creditor is willing to make a loan if the other creditors do
not lend as well, a liquidity crisis results. One possible market equilibrium is that no individual creditor is willing to make a loan to an illiquid
borrower precisely because each creditor (rationally) expects that no
other creditor is ready to make such a loan.
Consider a simple illustration. Suppose that a borrower owes debt D
to a large number of existing creditors. The debt requires debt service
of OD in period one and debt service of (1 + r)(1 - O)D in period two.
The debtor owns an investment project that will pay off Q2in the second
period, where Q2/(1 + r) is greater than the present value of debt
service payments OD + [(1 + r)(1 - O)D]/(1 + r) = D. The debtor
lacks the cash flow to repay OD, since the investment project only pays
off in the second period. Moreover, if the debtor defaults, the loans
repayments are accelerated (that is, demanded at once by each individual creditor). Therefore the investment project is scrapped, with a salvage value of Q1 < D. In that case, the repayment of the outstanding
loan is shared among the existing creditors on a pro rata basis.
Typically, this solvent but illiquid borrower would borrow a fresh
loan, L, in the first period, use it to repay OD, and service (1 - O)D
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+ L in the second period. Thus, with L = OD, the total repayment due
in the second period is (1 + r)OD + (1 + r)(1 - O)D = (1 + r)D,
which, by assumption, is less than Q2. Suppose, however, that the most
that each individual creditor can lend is X, where A << D. This restriction might result from prudential standards imposed on individual bank
lenders, which limit their exposure to particular debtors. If only one
lender is prepared to lend in the first period, the borrower will be forced
to default, since it will not be able to service its debts in that period.
The new creditor lending A in the first period would then suffer an
immediate loss on its loans (indeed, it might receive nothing if repayments are ordered such that all of the preceding creditors have priority
on repayment). A first period loan will require at least n, new lenders,
where n, = ODIX.

There are clearly multiple rational equilibria in this situation. In the
normal case, n1 lenders routinely step forward, the existing debts are
serviced, and future debts are also serviced. The investment project is
carried to fruition. In the case of a financial crisis, each individual
creditor decides not to lend, on the grounds that no other creditor is
making loans. The debtor is pushed to default. The debt repayments
are accelerated, the investment project is scrapped with sharp economic
losses, since the salvage value Q1 is less than Q2/(1 + r). And each
individual creditor thus feels vindicated in its decision not to lend; after
all, the debtor immediately defaults.
In the aftermath of the debt crisis among developing countries in
1982, Sachs and Richard Cooper sketched a simple model of this sort.7
Douglas Diamond and Philip Dybvig have offered a much more complete theory along these lines in the context of banking institutions.8
These authors seek to explain bank runs, in which depositors en masse
suddenly demand withdrawals of their sight deposits and thereby push
the bank into insolvency. In the model, the bank receives deposits in
period zero from a large number of small depositors. The bank then
lends the money for a long-term project coming due in period two. If
all of the depositors demand immediate withdrawals of bank deposits
in period one, the bank must call in the loan on the long-term investment. The investment project must then be terminated and sold for its
7. Sachs (1984); Cooperand Sachs (1985).
8. Diamondand Dybvig (1983).
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salvage value in period one. The bank, moreover, is presumably forced
into liquidation if the salvage value of the investment is insufficient to
cover the withdrawals.
A panic among depositors is therefore one rational equilibrium. If
the depositors run, thereby bringing down the bank, they will lose part
of the value of their deposits-and thus confirm their initial motivation
to run from the bank. The run occurs not when depositors fear that the
bank has made a bad investment decision, but when individual depositors fear that other depositors are withdrawing their money from the
bank, thereby driving the bank into illiquidity and eventual liquidation.
If depositors must get their money out of the bank on a first come, first
served basis, each will have an incentive to be first in the queue for
early withdrawals in the event of a generalized panic.
Diamond and Dybvig's paper is particularly insightful because it also
addresses the question of why, if banks are such fragile institutions,
they exist at all. The authors' answer is that a bank transforms maturities
(that is, borrows short and lends long) in order to provide liquidity
services for its depositors, who, individually, are not sure whether they
will need to withdraw funds in the first period or the second period to
meet their idiosyncratic consumption needs. If there is individual uncertainty over the timing of withdrawals but low aggregate uncertainty
(that is, the bank can generally forecast the overall demand for withdrawals in the first period), then the bank can provide liquidity services
by taking on short-term deposits and lending them long term. The only
problem arises in the unlikely case that depositors panic, not because
they need the money in the first period, but because the other depositors
are also panicking.
The illiquidity-insolvency model is one of two main approaches to
explaining herd behavior in financial markets-that is, cases where
creditors act on the basis of the actions of other creditors, not on the
basis of the debtor's fundamentals, as perceived by the individual investor. Alternatively, Abhijit Banerjee, Frederic Mishkin, Joseph Stiglitz
and Andrew Weiss, and others have explored in detail the possible role
of asymmetric information among creditors as a cause of market instability.9 One basic implication of the assumption of asymmetric information is that each individual creditor may rationally respond more to
9. Banerjee(1992); Mishkin(1991); Stiglitz and Weiss (1981).
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the actions of other creditors-now taken as signals-than to private
information. Banerjee, for example, gives an example in which it is
rational, but socially inefficient, for each decisionmaker to discard private information and base actions purely on the actions of earlier movers
in a queue. The result is socially inefficient in the sense that it would
be Pareto improving for each investor to ignore the actions of the others
when making an individual decision.
Mexico and Argentina, 1994-95
In the light of the above discussion we turn briefly to the Mexican
and Argentine crises, since they provide an invaluable backdrop for the
Asian crises. The Mexican crisis actually proceeded in two stages.'0 In
early 1994 foreign investors became wary, as a result of election-year
instability. Capital inflows into Mexico dropped sharply in the second
quarter of 1994, raising the threat of currency depreciation and slower
growth. Probably because this was an election year, the Bank of Mexico
expanded domestic credit in response. It also continued to peg the
exchange rate, after an initial modest depreciation. The result was a
steady decline in reserves, from around $28 billion in February 1994
to only $10 billion in early December 1994. After the change of government in early December, rumors of a devaluation started to fly.
Reserves plummeted further in mid-December, reaching around $6 billion at their nadir. The currency was devalued over December 19 to 22,
and then allowed to float.
The second stage of the Mexican crisis began immediately after the
devaluation. International and domestic creditors started to realize that
the Mexican government was due to repay around $28 billion of shortterm dollar-denominated debts (tesobonos) within the following few
months, but had only around $6 billion of reserves. Suddenly, Mexico
was unable to borrow fresh funds to service this debt. The government
found itself solvent but illiquid. Its solvency was reflected by the fact
that $28 billion represented only around 10 percent of Mexico's precrisis GDP, and therefore was not a crushing debt burden. Moreover,
the budget was roughly in balance.
Thus the Mexican government was pushed to the edge of default in
10. For a more complete discussion, see Sachs, Tornell, and Velasco (1996a); Edwards(1998).
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Figure 1. Real GDP Growth Rates, Argentinaand Mexico, 1991-97
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early 1995. In the event, the United States and the IMF led an emergency internationalloan to Mexico; althoughno individualprivatesector creditor could provide the amount of refinancingneeded, official
creditorscould providesuch large sums. The Mexican governmentused
the loan to retire tesobonos and was able to repay the loan ahead of
schedule, in 1996.
The patternsof macroeconomicadjustmentin Mexico between 1993
and 1997 are telling. As shown in figure 1, Mexican GDP growth
collapsed in 1995 but recovered strongly in 1996 and 1997. Figure 2
plots stock prices in Mexico over 1990-97. (Both figures also show
data for Argentina, which is discussed below.) Table 2 shows that
portfolio and other private investmentflows also tumbledin 1994 and
1995 but quickly recovered in 1996 and 1997. Notably, foreign direct

BrookingsPapers on Economic Activity, 1:1998

12

Figure 2. Quarterly Stock Prices in Dollars, Argentina and Mexico, 199097a
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investmentwas much more stable than portfolio investments. The real
exchange rate depreciatedsharplyin late 1994 and furtherin 1995, but
appreciatedin 1996 and 1997. The stock marketcollapsed in the fourth
quarterof 1994, but recovered sharply in 1996 and 1997. In short,
Mexico suffered a deep, sharp shock without lasting effects. The episode has the hallmarksof a crisis that did not need to happen, in that it
does not appearto have been justified by fundamentalfactors.
The Argentine crisis followed in the wake of the Mexican crisis.
Even though the economy was performingstrongly in 1994 and early
1995, domestic andforeign investorsbecame skittishaboutArgentina's
commitmentto a pegged exchange rate and began to withdrawfunds
from its banks in the aftermathof the Mexican collapse and in anticipation of the May 1995 elections in Argentina.The withdrawalsturned
into a panic: there was a mass exodus of depositorsand creditorsfrom
Argentine commercial banks. The banks were pushed to the brink of
illiquidity and default. Argentina escaped full-fledged collapse by
means of an emergency internationalbailout loan that combined funds
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fromthe IMF, the WorldBank, the Inter-AmericanDevelopmentBank,
andsome privatecreditors.As shownin figure1, Argentina,like Mexico,
sufferedan abruptcollapse of GDP in 1995, followed by a ratherswift
recoveryin 1996 and 1997. Also like Mexico, capitaloutflows in 1995
turnedinto net capital inflows in 1996-97. Once again, foreign direct
investmentwas muchmore stablethanotherkinds of capitalflows.
Mexico and Argentinawere vulnerableto crisis because both were
illiquid, in the sense that short-termliabilities to foreigners exceeded
short-termassets. As a simple measureof illiquidity, for several emerging marketswe compare short-termdebts owed to internationalbanks
with foreign exchange reserves held by the central bank. The results
are presentedin table 3. The table illustratesclearly thatfor both Mexico and Argentina, this ratio had reached a vulnerablerange in 1994.
Interestingly,the natureof the debts differedmarkedlyin the two countries, though the economic outcomes were similar. In the case of Mexico, the total debts owed to internationalbankswere divided amongthe
majordomestic sectors as follows: government,41 percent;banks, 20
percent; and nonbankprivate sector, 39 percent. The tesobono crisis,
in particular,was a crisis of public sector indebtedness.In Argentina,
the breakdownof debts owed to internationalbankswas quite different:
government,26 percent;banks, 22 percent;andnonbankprivatesector,
52 percent. In essence, in Mexico the creditorrun was on the government; in Argentina,it was on the bankingsystem. We show below that
there has been similar variety in the recent Asian crises. In Indonesia,
the internationalbank debts are mainly owed by the nonfinancialcorporate sector; in Korea and Thailand, they are owed mainly by the
financialsector.
Why Domestic Capital Markets Are Less Prone to Panic

Advanced economies have introducedmechanisms and institutions
that limit the onset of self-fulfilling panics within the domestic economy. These lessons offer insights for understandingthe natureof international crises.
The United States, for example, was long prone to banking crises
that were heavily domestic in origin. Such crises occurred in 1873,
1893, and 1907. The last of these helped to bring about in 1913 the
Federal Reserve Act, which established the Federal Reserve System,
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with the Federal Reserve as lender of last resort to member banking
institutionsin the event of creditorruns. The lenderof last resortmechanism short-circuitsa Diamond-Dybvigpanic by providingthe necessary funds, L = OD,to preserveshort-termliquidity. The centralbank,
the ultimate issuer of high-poweredmoney, is ostensibly free to issue
credits as needed to illiquid but solvent financialinstitutions, in order
to overcome such panics. The lender of last resortmechanismhas two
aspects. Most directly, it preventsoutrightdefaultby providingliquidity on an elastic basis. More subtly, but perhapsmore important,it can
eliminate a self-fulfilling panic if depositors and creditorsbelieve that
the lenderof last resortwill providethe credits, L, as neededto forestall
a bankingcollapse. Armedwith that knowledge, there is no reason for
an individualdepositorto panic, even if others do so.
This mechanismhas been used several times in recent years to ward
off panic in the United States. When the stock marketcrashed in October 1987, the FederalReserve Board respondedby lowering interest
rates and flooding the financialmarketswith increasedliquidity to ensure the continuedoperationof the settlements. Duringthe savings and
loans crisis of the mid-1980s, when the government began to close
down insolvent institutions, the Fed-with strong support from the
White House-established a $100 billion line of credit that would be
made available to supportthe remaininginstitutions, thus limiting the
potentialfor a bank run. And in 1991, when several majorbanks were
probably insolvent, in that their liabilities exceeded their assets (if
assets were markedto market),the Bush administrationandthe Federal
Reserve Board took steps to keep them liquid until they had a chance
to recapitalize.
The lender of last resort mechanism depends on the ability of this
lender to issue sufficient credit to cover the liquidity needs of the cashstrappedborrowers-usually banks, but sometimes other financial institutions. II When the loans are in domestic currency, the lender of last

resort in principle is assured of the means to provide the necessary
credits. When the loans are in foreign currency, however, the central
bank may be unable to fulfill its role as lender of last resort due to a
lack of adequateforeign exchange reserves. Thus in Mexico there was
11. For example, the Fed providedcreditto severalbrokeragefirmsin the aftermath
of the October1987 stock marketcrash, in orderto preventa meltdownof the settlements
system.
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no threat of outright default on peso-denominated Treasury bills, only
on tesobonos. The lender of last resort function can also be frustrated
by the assignment of monetary policy to goals other than the provision
of liquidity. If the central bank is pegging the exchange rate or maintaining a gold standard, for example, it may be unwilling or unable by
law to act as a lender of last resort, even though in principle it could
issue the needed credits. Milton Friedman and Anna Schwartz and
Barrie Wigmore argue convincingly that during the Great Depression,
the Fed refused its role as lender of last resort in part for fear of pushing
the United States off the Gold Standard, an eventuality which in fact
transpired in 1934.12 And Argentina's vulnerability to financial panic
in 1995 in part came from the widely recognized fact that the government was limited in its capacity to act as a lender of last resort because
of the currency board arrangements, under which the Argentine peso is
fixed at one to one with the U. S. dollar and the currency board has
limited ability to issue credits that are not backed by dollar reserves.
In addition to the lender of last resort facility, domestic financial
markets tend to have other bulwarks against self-fulfilling panics that
are not available in the international context. Deposit insurance, backed
ultimately by the central bank, is a crucial instrument for preventing
bank runs by domestic depositors. Notably, the panic of 1933, which
prompted the adoption of the Federal Deposit Insurance Act of 1934
and the creation of the Federal Deposit Insurance Corporation, was the
last major banking panic in the United States. The effective functioning
of deposit insurance, like the lender of last resort mechanism, depends
on deposits being in domestic currency; countries with dollarized banking systems are often exposed to creditor runs even if some deposit
insurance arrangements are in place, because such insurance tends to
lacks adequate reserve funds, and therefore credibility.
Another bulwark against panic is a well-defined and relatively transparent system for managing bankruptcies, liquidations, and other forms
of debt workouts. These types of institutional and legal mechanism do
not exist in some countries, and they are often unworkable when creditors and debtors are residents of different countries. As noted above,
part of the reason for a financial panic is the creditor grab-race, in which
creditors flee from an illiquid or insolvent debtor, each trying to be the
12. Friedmanand Schwartz(1963); Wigmore(1987).
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first one out of the door. This has very high costs: solvent and fundamentally healthy firms may be driven to default and eventual liquidation, debtors are unable to attract working capital, and so forth. Bankruptcy laws can forestall such adverse outcomes by bringing creditors
and debtors together for orderly negotiations, rather than disorderly
panics. They may also ensure adequate interim financing of illiquid
enterprises in the process.
Many emerging markets lack the regulatory and legal infrastructure
to support highly liberalized banking transactions, and they almost
invariably lack the lender of last resort capacity to handle sudden shifts
in depositor confidence. Trenchant observers, therefore, have long
warned about the dangers of premature financial liberalization in such
markets. Notably, Ronald McKinnon and Huw Pill stress the need to
"restrain short-term capital flows, particularly those intermediated
through the domestic banking system." 13 We reach very similar conclusions below.

East Asia's Growth Strategy: Was the Miracle a Mirage?
One reason why the East Asian crisis came as such a surprise was
the region's long track record of economic success. The broad outlines
of that success are well-known. Figure 3 shows that in each of Malaysia,
Indonesia, and Thailand, per capita income more than quadrupled between 1965 and 1996, and in Korea income rose seven-fold. Average
incomes in these four countries have climbed from 10 percent of the
U.S. average in 1965 to around 27 percent in the late 1990s. Table 4
shows that in Indonesia, Korea, Malaysia, and Thailand average life
expectancy at birth rose from fifty-seven years in 1970 to sixty-eight
years in 1995, and the adult literacy rate jumped from 73 percent to 91
percent. Notably, the benefits of economic growth were widely shared
throughout the population. Incomes of the poorest fifth of the population
grew just as fast as average incomes, and poverty rates fell substantially
in each country. In Indonesia, for example, the share of the population
living below the poverty line fell from 60 percent in the 1960s to under
15 percent in 1996.
13. McKinnonand Pill (1996, p. 35). Anothernotable example is Diaz-Alejandro
(1988).
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Figure 3. GDP per Capita, Selected Asian Countries, 1965-96
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The origins of Asia's rapid growth have been hotly debated, and the
discussion has taken on new energy with the onset of the financial crisis.
Some observers now suggest that Asia's recent development is somehow a mirage-that it never really happened-or has been completely
wiped out by the crisis. These views are obviously mistaken. There
have been enormous gains in income levels, health, education, and
general welfare in Asia during the last three decades, and these will not
be dissipated by an extended recession. Even if the crisis is followed
by several years of zero growth, standards of living will still be four
times higher than they were one generation ago, and 50 percent higher
than they were just one decade ago.
Others argue, more reasonably, that there may have been something
in Asia's growth strategy that made the financial crash inevitable. As
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Table4. Human DevelopmentIndicators, Selected DevelopingCountries,
1970 and 1995
Units as indicated
Indicator Indonesia Korea Malaysia Philippines Thailand

Otherdeveloping
countriesa

Life expectancyb
1970
48
1995
64

60
72

62
72

57
66

58
69

56
63

Literacyratec
54
1970
84
1995

88
98

60
85

83
95

79
94

43
64

Incomeof poorestfifthd
303
1970c
392
1990,

908

2071

431

218

361

731

1070

435

726

892

Source: Authors' calculations. Data on life expectancy and literacy are from World Bank, WorldDevelopmenitIndicators,
available on CD-ROM. Data on income shares are from Deininger and Squire (1996); PPP income levels are from the Penn
World Tables, mark 5.6, available on the worldwide web page of the National Bureau of Economic Research.
a. Average across countries. Set of countries and observation year vary, based on data availability. Averages for life
expectancy includes 141 countries in 1970 and 131 in 1995; for literacy, 86 in 1970 and 108 in 1990; and for income. 20
countries in both 1970 and 1990.
b. Life expectancy at birth.
c. Percent of population fifteen years and older.
d. Mean of poorest fifth, 1985 dollars, converted at PPP exchange rates.
e. 1976 for Indonesia, 1965 for Korea and the Philippines, and 1969 for Thailand.
f. 1988 for Korea and the Philippines, 1989 for Malaysia, and 1992 for Thailand.

we document elsewhere and summarize below, problems that began to
emerge in the 1990s in both macroeconomic developments (capital
inflows, real exchange rate appreciation) and microeconomic fundamentals (credit expansion, financial regulation and supervision) did
contribute to the onset of the crisis. 14 The argument that the crash was
destined might be compelling if it were in fact true that the Asian
"miracle" was the result of strong authoritarian government, a closeknit relationship between governments and corporate leaders in fostering heavy industry, or large state subsidies that helped exporters to gain
market share. Although this view of the "Asian model of development"
has gained widespread popularity during the past decade, it generally
fails to hold up under close scrutiny. Such interpretations draw heavily
on the distinctive experiences of Japan, Korea, and Taiwan, where
governments did intervene heavily for a period, with directed credit,
subsidies, and tariff protection to promote specific strategic industries.'5
14. Radeletand Sachs (1998).
15. Amsden (1989); Wade (1990).

Steven Radelet and Jeffrey D. Sachs

21

But these kinds of interventionist policies clearly were not central to
the successes of Hong Kong, Singapore, Thailand, China, Malaysia,
or Indonesia. Hong Kong is probably the most open and least interventionist economy in the world; Singapore's interventions were very different from those in Northeast Asia; and industrial interventions in
Southeast Asia and China have clearly hindered rather than helped
growth.16 Even in Korea, where such industrial policies were most
extensive, there is plenty of evidence that deeper strength came from
the general orientation toward export-led growth.
We argue elsewhere that the core strategy in East Asia's industrial
success was to integrate national with international production, not
merely through export orientation, but also through specific institutions
such as technology licensing, original equipment manufacturing, and
export processing zones, which helped to attract export-oriented foreign
investment. 17 This strategy enabled economies to begin with lowtechnology manufactured export activities (for example, apparel, footwear, electronics assembly) and gradually upgrade to high-technology
products, such as consumer electronics design and production. This
outward-oriented industrialization strategy also depended fundamentally on four core macroeconomic policies that were pursued throughout
the region: high rates of government and private saving; reliance on
private ownership in the industrial sector; low inflation rates and restrained domestic credit policies; and convertible currencies, with low or
zero black market premiums on foreign exchange. During the period of
rapid foreign borrowing in the 1990s, the vast proportion of new lending
supported increased investment spending rather than consumption.
One part of the process of long-term development is to strengthen
financial institutions. As production processes become more complex
and more deeply integrated with the world economy, a greater range of
sophisticated and well-regulated financial services becomes important.
Changes in firm ownership structure and financing arrangements require
deeper capital markets for equities, bonds, bank loans, and other forms
of financial intermediation. More capital-intensive production processes require low-cost long-run financing in order to be competitive,
and a range of hedging instruments to protect against a variety of market
risks.
16. Perkins(1994); Hill (1996); Asian DevelopmentBank (1997).
17. Radelet, Sachs, and Lee (1997); Radeletand Sachs (1997).
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At least in part, the East Asian financial crisis has its roots in attempts
at financial reform in the early 1990s that were aimed at upgrading
financial institutions but in fact left individual economies exposed to
the instabilities of international financial markets. For example, in Indonesia a series of financial deregulation packages led to tremendous
expansion in the banking sector: the number of private banks (including
foreign and joint venture banks) nearly tripled from seventy-four in
1988 to 206 six years later.'8 The centerpiece of Thailand's effort to
compete with Singapore and Hong Kong as a regional financial center
was the now notorious Bangkok International Banking Facility (BIBF),
introduced in 1992. The BIBF allowed for very rapid growth in the
number of financial institutions that could borrow and lend in foreign
currencies, both on- and offshore. In Korea, financial market reforms
in the mid- l990s similarly opened the door to greatly expanded banking
activity and increased the access of domestic banks to short-term international loans.19
In general, the rapid expansion in financial services was not matched
by careful regulation and supervision. Regulatory reforms tended to be
partial and incomplete. As a result of this piecemeal approach, reforms
in one area often opened up loopholes in other areas, which firms were
quick to exploit.20 Moreover, the huge expansion in banking activity
would have made supervision much more difficult, even under the best
of circumstances-and they were not the best. State-owned banks in
Indonesia and Korea were regularly allowed to break many prudential
regulations without penalty. As in numerous countries around the
world, many banks were owned by politically well-connected individuals who used them to finance the operations of affiliated companies.
In Indonesia, for example, almost every major corporations had its own
bank, and the line between the two entities was often blurred.
Ironically, East Asia became vulnerable to external financial shocks
in part because it attempted to reform its financial markets in a marketoriented manner. Those countries hit hardest by the crisis-like Mexico
and Argentina in the early 1990s and Chile in the early 1980s-had all
started, but had not completed, the process of financial market liberalization and reform. The reforms led to dramatic growth in the number
18. Cole and Slade (1996).
19. See Park(1998).
20. Cole and Slade (1996).
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of banks and their linkages to the international economy, which, in
turn, increased the exposure of these economies to international financial shocks, mainly through the remarkable buildup of short-term debts.
Countries with stronger financial systems (for example, Singapore and
Hong Kong) had taken steps to redress inadequate regulations and poor
supervision, and thus were less prone to a crisis. At the other end of
the spectrum, countries that had not undertaken significant financial
sector reforms (for example, China and Vietnam) were shielded by the
fact that they had received much less short-term capital inflow in the
early 1990s. Seen in this light, the crisis was not the inevitable result
of an Asian capitalist model, but rather, an accident of partial financial
reforms that exposed these economies more directly to the instability
of international financial markets.

The Onset of the Crisis
In related work, we describe the onset of the East Asian crisis in
detail.21 We point out that while the East Asian economies continued
to achieve rapid economic growth in the 1990s, there were growing
imbalances and weaknesses at both the microeconomic and macroeconomic levels. Most important, there was a rapid buildup of short-term
external debt into weak financial systems-made possible both because
East Asia's successful track record attracted foreign credits, and because partial financial market liberalization in the region opened new
channels for the entry of foreign capital. The inflows led to appreciating
real exchange rates, to a rapid expansion of bank lending, and in particular, to increasing vulnerability to a reversal in capital flows. When
capital inflows did wane in late 1996 and early 1997, a series of missteps
by Asian governments, market participants, the IMF, and the international community resulted in a financial panic. The crisis was much
deeper than was either necessary or inevitable.
Several aspects of the buildup to the crisis are worth highlighting.
First, annual capital inflows into the five crisis economies-Indonesia,
Korea, Malaysia, the Philippines, and Thailand-averaged over 6 percent of GDP between 1990 and 1996. Capital inflows into Thailand
21. Radeletand Sachs (1998).
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averaged over 10 percent of GDP during the 1990s and reached a
remarkable 13 percent of GDP in 1995 alone. In Malaysia, inflows
averaged 9 percent of GDP between 1990 and 1996, jumping to over
15 percent of GDP for both 1992 and 1993 and then tapering off. While
Thailand's inflows predominately represented borrowing by banks and
financial institutions, the bulk of Malaysia's inflows were in the form
of foreign direct investment, which is less prone to quick reversal. In
Indonesia, inflows averaged a more modest 4 percent of GDP, mostly
in the form of borrowing by private corporations.
Second. the East Asian governments maintained exchange rates with
either very little variation (for example, Malaysia, Thailand, and the
Philippines) or small, predictable changes (for example, Indonesia and
Korea). In effect, the central banks absorbed the risks of exchange rate
movements on behalf of investors, which helped to encourage capital
inflows, especially with short maturity structures.
Third, exchange rates appreciated in real terms, as the capital inflows
put upward pressure on the prices of nontradables. Real effective exchange rates appreciated by more than 25 percent in Indonesia, Malaysia, the Philippines, and Thailand between 1990 and early 1997; in
Korea, the appreciation was about 12 percent. Note, however, that the
real appreciations in Asia during the 1990s were relatively modest
compared with those seen in other developing countries. Brazil and
Argentina, for example, have had real exchange rate appreciations of
more than 40 percent since 1990.
Fourth, export growth, measured in current U.S. dollars, began to
slow in the mid-1990s and then dropped sharply in 1996 in every country. In Thailand, exports actually fell in nominal dollar terms in 1996,
while in Korea exports increased by only 3.7 percent. Several factors
probably contributed to this pattern: the increasing overvaluation of the
exchange rates, the appreciation of the Japanese yen against the dollar
after 1994, the devaluation of the Chinese yuan in January 1994, the
competitive effects of Mexico's participation in NAFTA and the devaluation of the Mexican peso, and the worldwide glut in semiconductor
production.
Fifth, domestic bank lending expanded rapidly throughout the region.222 In Thailand, Korea, and Malaysia, banking claims on the private
22. See McKinnon and Pill (1996) for a formal analysis of the "overborrowing
syndrome" in emergingmarkets.
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sector increased by more than 50 percent relative to GDP in seven years,
reaching 140 percent of GDP in 1996. The Philippines, starting from a
much lower base, recorded private credit growth of over 40 percent per
year between 1993 and 1996. Only in Indonesia did credit growth
remain at more modest levels-but in this case, private corporations
were borrowing directly offshore. Much of the new lending was financed by the banks borrowing offshore. In Korea, the foreign liabilities of the banking system more than doubled from 4.5 percent of GDP
in 1993 to 9.5 percent of GDP in mid-1997. In the Philippines, equivalent liabilities soared from 8.8 percent of GDP at the end of 1995 to
an astonishing 21 percent of GDP just eighteen months later, in mid1997. The most extreme case was Thailand, where, after the introduction of the BIBF, the foreign liabilities of banks and financial institutions increased rapidly to over 28 percent of GDP by 1995.
Sixth, a modestly increasing share of domestic bank lending was
apparently used for real estate, property, and the purchase of equity
funds. Official data on lending by sector show a small increase in loans
for real estate, but nearly all market observers suggest that they understate the magnitude of these activities.
Finally, a rising share of foreign borrowing was in the form of shortterm debt. In particular, table 5 shows that by the end of 1996 shortterm debts to offshore banks in Korea, Thailand, and Indonesia had
reached $68 billion, $46 billion, and $34 billion, respectively. Indeed,
these numbers understate total short-term liabilities, since nonbank finance (for example, bonds) is not included. The ratio of short-term debt
to foreign exchange reserves in each of these three countries exceeded
one after 1994. A ratio greater than one is not by itself sufficient to
spark a crisis, as long as foreign creditors are willing to roll over their
loans. However, it does indicate vulnerability to a crisis: once something sparks a withdrawal of foreign capital, each foreign creditor has
an incentive to demand repayment quickly, since each one knows that
there is not enough foreign exchange to repay them all.
It should be emphasized that these imbalances were centered in the
private sector rather than in the government. Throughout the early
1990s, East Asian governments kept their budgets in surplus, maintained prudent levels of overall money growth, and kept inflation rates
below 10 percent. In each country, government foreign debt actually
declined (as a share of GDP) during the 1990s.

BrookingsPapers on EconomicActivity, 1:1998

26

Table 5. Debt to Foreign Banks and Foreign Exchange Reserves, Selected Crisis
Countries, 1995-97
Billions of dollars
Debt by sector
Nonbank Short-term

Year

Ratio: short-term

and country

Total Banks Public private

debt

End 1995
Indonesia
Malaysia
Philippies
Thailand
Korea
Total

44.5
16.8
8.3
62.8
77.5
209.9

8.9
4.4
2.2
25.8
50.0
91.3

6.7
2.1
2.7
2.3
6.2
20.0

28.8
10.1
3.4
34.7
21.4
98.4

27.6
7.9
4.1
43.6
54.3
137.5

14.7
23.9
7.8
37.0
32.7
. ..

1.9
0.3
0.5
1.2
1.7
...

End 1996
Indonesia
Malaysia
Philippines
Thailand
Korea
Total

55.5
11.7
22.2
6.5
13.3
5.2
70.2
25.9
100.0 65.9
261.2 115.2

6.9
2.0
2.7
2.3
5.7
19.6

36.8
13.7
5.3
41.9
28.3
126.0

34.2
11.2
7.7
45.7
67.5
166.3

19.3
27.1
11.7
38.7
34.1
. ..

1.8
0.4
0.7
1.2
2.0
...

Mid- 1997
Indonesia
Malaysia
Philippines
Thailand
Korea
Total

12.4
58.7
28.8
10.5
14.1
5.5
69.4 26.1
103.4 67.3
274.4 121.8

6.5
1.9
1.9
2.0
4.4
16.7

39.7
16.5
6.8
41.3
31.7
136.0

34.7
16.3
8.3
45.6
70.2
175.1

20.3
26.6
9.8
31.4
34.1
. ..

1.7
0.6
0.8
1.5
2.1
...

24.9
23.5

22.8
22.3

33.2
26.0

6.4
17.1

5.2
1.5

Addendum
Mexico
End 1994
End 1995

64.6
57.3

16.7
11.5

Reserves debt-to-reserves

Source: Authors' calculations. Data on debt are from Bank for International Settlements (1998); and on reserves, from
IMF, InternatiotnalFinatncial Statistics, various issues.

Withdrawal of Capital and the Financial Panic
In early 1997 pressure began to mount in both Korea and Thailand.
In Korea, Hanbo steel declared bankruptcy in January, leaving $5.8
billion in debts. In the next few months, both Sammi Steel and Kia
Motors faced similar difficulties. These problems put increasing pressures on merchant banks, which had borrowed offshore to lend to these
chaebol (conglomerates), and began to raise concerns about the finan-
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cial strength of other chaebol. In Thailand, property prices fell in late
1996, and a major property developer, Somprasong Land, was unable
to meet a foreign debt payment due on February 5, 1997. These developments provided the first clear indication that financing companies
heavily exposed to the Bangkok property market were in trouble. The
baht came under attack in late 1996, and twice again in the early months
of 1997. In March the Thai government promised to buy $3.9 billion
in bad property debt from finance companies, but quickly reneged. As
evidence grew of the fragile condition of the property sector and financial institutions, speculation mounted that foreign exchange reserves
were dwindling and that the government would have to float the baht.
The government protested that it would neither allow Finance One, the
largest financial institution, to go under nor float the baht, but to no
avail. By late June, Thailand had sharply reduced its liquid foreign
exchange reserves, and the baht was cut loose on July 2.
Foreign creditors reacted by withdrawing capital from countries
around the region, and exchange rates came under intense pressure. By
early September, the currencies of Indonesia, Malaysia, the Philippines, and Thailand had each fallen by 20 percent or more. As the
currencies fell and capital flows reversed, several forces came into play
to create a self-reinforcing spiral into panic. First, creditors made little
effort to distinguish among these Southeast Asian countries in the early
stages; they assumed that if Thailand was in trouble, the others could
not be too far behind. Second, as exchange rates depreciated and the
domestic currency costs of servicing foreign debts rose, foreign creditors became more reluctant to extend new loans and roll over existing
loans. Domestic debtors had to buy foreign exchange to retire these
debts, putting more pressure on exchange rates, which, in turn, further
encouraged creditors not to roll over loans. Third, domestic debtors,
many of whom had not hedged their foreign exchange exposures, began
to purchase foreign exchange to try to close their positions. Fourth, the
major ratings agencies belatedly downgraded countries in the region,
triggering further withdrawals by creditors. Fifth, as we discuss in more
detail below, the initial responses of governments in the region as well
as the international community added fuel to the fire. As international
confidence in their initial strategies waned and it became clear that the
economic contractions in the region would be much larger than originally thought, creditors withdrew even more funds.
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Initial Responses
It is likely that had the Thai government reacted differently to the
fall in land and stock prices and the growing fragility of the financial
institutions in late 1996 and early 1997, that country would have escaped a serious crisis. Contagion to the rest of the region would also
have been avoided. Despite the fall in property prices, the warnings of
investment analysts, and the large infusions of money to ailing banking
institutions, the government staunchly maintained the exchange rate
peg of the baht to the U.S. dollar, thereby leading to a massive loss of
reserves. By the time the central bank floated the baht, it had spent
considerable foreign exchange reserves in defense of the currency and
had committed large amounts of foreign exchange to forward purchases
of baht.23 Moreover, it had spent billions of dollars in baht to prop up
failed banking institutions, without taking fundamental steps toward
their closure, merger, or rehabilitation.24 As a result, the country became extremely vulnerable to investor panic, because investors recognized that Thailand's available foreign exchange reserves had fallen far
below the outstanding short-term debts owed to international banks.
Once the crisis began to spread, other countries also made mistakes
that accelerated the capital withdrawals. Malaysian prime minister
Mohamed Mahathir's harsh comments about foreign investors and his
threats of banning foreign currency trading are prime examples. Thailand and Malaysia imposed mild capital controls. Malaysia announced
it would establish a fund to support stock prices, but abandoned the
plan a few days later. Korea seemed to be boldly facing some of its
problems by allowing some chaebol to go bankrupt, but it inexplicably
spent down its reserves in a desperate attempt to defend the Korean
won in October and November.
23. The Thai governmentreportedlyspent $16 billion in defense of the baht in late
1996 and early 1997, and by June had an additional $23 billion in forward swaps
outstanding. It did not stand to lose all of the $23 billion, but rather, the difference
betweenthe forwardratesandthe futurespot ratesat the time when the forwardpositions
would be liquidated.Moreover, some of the forwardcontractswere dated as much as
one year ahead, so that the losses would not be realized immediately.
24. The governmentreportedlyinjected between $3 billion and $4 billion into the
Bangkok Bank of Commerceafter seizing it in 1996. The Bank of Thailandalso announced that it spent 500 billion baht (about $19.3 billion) to keep ninety-one finance
companies afloat in 1996 and early 1997, of which it expected to recover 100 billion
baht at most.
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Ironically, Indonesia initially was widely praised for its handling of
the crisis, as it first widened the trading band on the rupiah and then
floated the currency in August.25 It resisted the temptation to spend
reserves, eased rules governing foreign ownership of stocks, and announced that it would postpone over one hundred investment projects.
It retracted that decision for several large projects, however, and then
later postponed them again. These on-again and off-again pronouncements, and the requirement that state enterprises pull their large deposits
out of the banking system, which sharply increased interest rates, frayed
nerves and encouraged further withdrawals of foreign funding.
The IMF programs, rather than inspiring confidence, seem to have
accelerated the flight of currency from the region, despite pledges of
more than $100 billion in emergency funds to Thailand, Indonesia, and
Korea. The initial programs focused on fiscal deficits, high interest
rates, restrictive money growth, and the immediate closures of insolvent
financial institutions. But these programs in Thailand, Indonesia, and
Korea were discarded within months-three weeks, in the case of Korea. In each country, although the signing of the IMF agreement was
greeted by brief enthusiasm, it was followed by the continued depreciation of the exchange rate and declining stock prices. The first sign
of an end to the currency free-falls came only on December 24, 1997,
when the international community initiated a different approach to the
problem based on debt restructuring, accelerated disbursements of international funding, and more comprehensive and rational restructuring
of the financial sector.

Alternative Approaches to Explaining the Crisis
We discussed above three broad categories of explanations for the
East Asian crisis: shifts in international market conditions; growing
weaknesses and mismanagement in the Asian economies; and instabilities intrinsic to the international capital markets. In this section we
apply this tripartite framework, with an eye toward proper policy responses and guidelines for preventing or containing future crises. There
25. See, for example, Douglas Appell, "In Battle for Investors,This Is No Contest:
Amid a Crisis, IndonesiaOpens Up and Thrives as Malaysia Stumbles," Asian Wall
Street Journal, September 5, 1997, p. 5.
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are certainly candidate explanations in each category; the question is
one of degree. While we believe that shifts in international conditions
and mismanagement (and corruption) played some role, there is also
clear evidence that intrinsic capital market instability is a key factor in
the depth, severity, extent, and simultaneity of the region's problems.
Shifts in International Market Conditions
On the most general level, international market conditions were benign or favorable before the onset of the East Asian crisis. U. S. interest
rates remained low. World commodity markets were relatively stable.
Risk premiums on loans to emerging markets were falling. The growth
in total volume of international trade was strong, if a little bit slower
in the aggregate in 1996 and 1997 compared with 1993-95. World
export volumes grew by 6 percent in 1996, down slightly from the 9
percent recorded in 1994 and 1995 but still above the world average for
the early 1990s.26
Despite this favorable environment, several hypotheses about the
crisis center around unexpected international shocks to the Asian economy. On closer inspection, however, it appears that these shocks made
at best a modest contribution. Specifically, such arguments focus on
the collapse of export growth in 1996 in Thailand and Korea, as well
as slowing export growth in Malaysia and Indonesia. Table 6 shows
change in exports and imports in 1995 and 1996 for selected countries.
The most extreme case was Thailand, where the dollar value of exports
actually fell 1 percent in 1996, after two years of growth in excess of
20 percent. Korea's exports grew by just 4 percent in 1996, down from
30 percent in 1995; and Malaysia's grew by only 6 percent in 1996,
down from 26 percent the previous year. Indonesia's situation was a
little different: in 1996 it registered 10 percent export growth, about
the same as in the previous three years-but well below the 1990-92
average. Only the Philippines registered substantial export growth in
1996, at 17 percent.
From table 6 it can be seen that the division of the fall in dollar
export earnings between volume and unit value differs widely across
countries (although the usual strong caveats about the poor quality of
26. In value terms, world exports grew just 4 percentin 1996, afterjumping by an
averageof 17 percentin 1994 and 1995; InternationalMonetaryFund (1997c).
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Table 6. Export and Import Growth Rates, Selected Countries, 1995-96a
Percent
Value growth
Country

1995

1996

Volume growth
1995

1996

Unit value change
1995

1996

Exports
China
India
Hong Kong
Korea
Singapore
Indonesia
Malaysia
Philippines
Thailand
Argentina
Mexico
Poland

22.9
22.7
14.8
30.3
22.1
13.4
26.0
31.6
25.1
33.9
40.3
34.3

1.6
7.4
4.0
3.7
5.7
9.7
5.8
16.7
- 1.3
13.6
22.6
6.8

15.3
22.4
1.9
24.0
15.7
10.3
15.6
17.0
14.2
17.8
24.5
30.8

8.3
16.9
-8.6
19.1
6.3
4.8
13.6
18.8
-0.7
3.2
14.7
6.9

6.6
0.2
12.6
5.0
5.6
2.8
9.0
12.4
9.5
13.7
12.7
2.7

- 6.2
-8.1
13.8
-12.9
-0.6
4.7
-6.9
- 1.8
-0.6
10.0
6.9
- 0.1

Imports
China
India
Hong Kong
Korea
Singapore
Indonesia
Malaysia
Philippines
Thailand
Argentina
Mexico
Poland

11.6
28.6
19.2
32.0
21.3
27.0
30.5
25.7
30.0
-6.5
-23.1
35.9

7.6
8.3
3.0
11.3
5.5
5.7
0.9
20.4
3.8
18.1
30.4
27.8

15.1
23.6
13.6
21.2
13.0
17.4
23.4
14.6
15.9
-17.5
-14.9
24.5

16.4
18.9
4.0
11.9
6.4
10.7
17.7
24.2
- 3.6
25.2
20.8
28.9

- 3.0
4.0
4.9
8.9
7.3
8.2
5.8
9.7
12.1
13.3
-9.6
9.1

- 7.5
-8.9
- 1.0
-0.6
-0.9
-4.6
- 14.3
-3.0
7.7
-5.7
8.0
-0.8

Source: Authors' calculations. Data on values are from IMF, Itntertnatiotnal
FiniatncialStatistics, various issues; and on
volumes, from Bank for International Settlements (1997).
a. Table uses dollar values of exports and imports.

trade volume and unit value data apply). In Korea and Malaysia, export
volumes apparently continued to grow rapidly-at 19 percent and
14 percent, respectively-but unit values fell sharply. In Thailand, by
contrast, the volume of exports stagnated in 1996, and there was little
change in unit values. Indonesia is an intermediate case, with much
slower volume growth than in Korea or Malaysia, but greater than in
Thailand.
One hypothesis holds that there is a new global glut in labor-intensive
manufactured exports, precisely the kind of exports that fueled East
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Asia's growth in the past generation.27 Such a glut would be reflected
in slower export earnings in countries with labor-intensive manufacturing and declining terms of trade for labor-intensive products, such as
apparel, footwear, and consumer electronics. World prices for manufactured exports fell about 2 percent in 1996.28 Semiconductors were
hit especially hard, with prices estimated to have fallen by as much as
80 percent in 1996, before they began to rebound.29 The rapid growth
in electronics production in East Asia, coupled with the addition of
China and Mexico to these markets (see below), probably created excess productive capacity and contributed to the decline in prices. This
provides a plausible explanation for the fall in unit values of Korean
and Malaysian exports, which are substantially composed of electronics
products.
A second, closely related, argument suggests that the economic
growth of China may have dramatically shifted export-oriented production away from Southeast Asia-as India's growth might perhaps do in
the future. From a mere $20 billion twenty years ago, China's exports
had grown to $150 billion in 1996, making it the eleventh largest
exporter in the world. Manufactured exports grew by more than 22
percent per year, in nominal dollar terms, between 1990 and 1995. As
Park and others point out, competition from China could be expected
to exert downward pressure on both wages and export growth in the
rest of the region.30 Indeed, some observers have directly linked the
1996 decline in Southeast Asian exports to China's effective 50 percent
devaluation of the yuan in 1994.
Chinese firms compete directly against other firms in the region in
textiles, apparel, and electronics, and in some products they are clearly
gaining market share. Consider the group of six countries comprising
Korea, Malaysia, the
China and the five crisis economies-Indonesia,
Philippines, and Thailand. Of total exports from this group, China's
share of garment exports surged from 37 percent in 1990 to 60 percent
in 1996, and its share of electronics exports jumped from 12 percent to
18 percent over the same period. Nevertheless, its overall role in the
1996 slowdown in Southeast Asian exports was probably modest at
27.
28.
29.
30.

See, for example, Radelet, Sachs, and Lee (1997).
InternationalMonetaryFund (1997c).
Bank for InternationalSettlements(1997).
Park(1996).
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best. China's export growth also plunged in 1996, registering a rather
anemic rate of just 1.6 percent. Its textile exports fell 12 percent, and
its garment exports grew by only 4 percent. China's share of total
manufactured exports from this group of countries was 32 percent in
1996, down 2 percentage points from 1994 and exactly the same as in
1992. In other words, the emergence of China did little to displace
overall manufactured exports from the rest of the region between 1992
and 1996. The impact of the 1994 devaluation of the yuan was probably
also relatively limited, since its real effect was substantially eroded
through the gradual nominal appreciation of the yuan and two years of
inflation averaging 20 percent, compared with an average of 6 percent
in the five crisis countries.
We suggest a third hypothesis, relating to the United States, which
remains the single most important market for the crisis countries of
Asia. The passage of NAFTA and the dramatic surge of Mexico's
exports, especially in the wake of the 1994 peso devaluation, may have
resulted in intense new competition for East Asia. Mexico's total exports soared from $52 billion in 1993 to $96 billion in 1996, with gains
in several areas that directly compete with East Asian exports, including
electronic machinery, apparel, and automotive components. As with
China, however, while the effect was probably important in certain
sectors, the overall impact on Asian exports was moderate.
Table 7 shows export growth rates and shares of total exports for the
five Asian crisis economies, China, and Mexico. Between 1990 and
1996, China's share of total exports from these countries grew slightly,
from 25.8 percent to 27.8 percent, whereas Mexico's share fell slightly,
from 11.3 percent to 10.9 percent. (Mexico's fall is partly due to its
high share in 1990, as a result of high oil prices during the Gulf War.)
Relative to 1992, China's share of the total in 1996 was about the
same-that is, China's export growth rate was equal to the weighted
Mexico's share had inaverage for the other six countries-while
creased. Of the Asian countries, Indonesia's and Korea's shares of total
exports from the group fell, whereas the shares of Malaysia and the
Philippines rose. Thailand's share rose from 9.6 percent in 1990 to 11.0
percent in 1994, and then fell slightly, to 10.2 percent in 1996. On the
whole, therefore, the Asian countries were not losing major market
shares to China and Mexico.
The sharp real appreciation of the U.S. dollar relative to European
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Table7. Export Growth and Export Shares, Selected Countries, 1990-96a
Percent

Itemand
year

China Indonesia Korea Malaysia Philippines Thailand Mexico

Growthrate of exports
1990
1991
1992
1993
1994
1995
1996

18.2
15.8
18.1
7.1
33.1
22.9
1.6

15.9
13.5
16.6
8.4
8.8
13.4
9.7

4.2
10.5
6.6
7.3
16.8
30.3
3.7

17.4
16.8
18.5
15.7
24.7
26.0
5.8

4.0
8.7
11.2
13.7
20.0
31.6
16.7

14.9
23.2
14.2
13.3
22.7
25.1
- 1.3

17.7
0.7
1.4
9.2
14.2
40.3
22.6

27.0
26.4
25.0
24.5
23.5
24.3
23.8

12.2
12.6
13.3
14.1
14.4
14.4
14.4

3.4
3.2
3.2
3.3
3.3
3.4
3.7

9.6
10.5
10.6
11.0
11.0
10.9
10.2

11.3
10.1
9.0
9.0
8.4
9.4
10.9

Shareof exportsin totalb
1990
1991
1992
1993
1994
1995
1996

25.8
26.5
27.7
27.1
29.6
28.9
27.8

10.7
10.7
11.1
11.0
9.8
8.8
9.1

Source: IMF, Itnternzationial
Financial Statistics, various issues.
a. Numbers refer to nominal exports valued in U.S. dollars.
b. Exports of a given country as a percentage of total exports from all seven countries.

currencies and the yen after 1994 also may have played some role in
the Asian financial crisis. Since all of the Southeast Asian currencies
were effectively pegged to the dollar, they appreciatedsignificantly
against the yen as the yen per dollar rate moved from Y /$85 in June
1995 to Y/$127 in April 1997. For example, each 100 yen of Thai
exports to Japanbroughtin 29 baht in early 1995, but only 20 baht in
early 1997. Pricesof importsfromJapanfell commensurably,providing
some benefit to manufacturersthat importedraw materials and intermediate goods from Japan. But since the unit values of both exports
and imports fell for a wide variety of countries in 1996 (table 6), one
can reasonablyconclude thatthe appreciationof the dollarpusheddown
dollarprices on world marketsfor a wide varietyof goods and services,
including East Asian exports to Japanand Europe. Given that the bulk
of East Asia's foreign debt is denominatedin dollars, the appreciation
of the dollarprobablymodestly increasedthe real debt servicingburden
in these countries.
Each of the factors discussed above no doubt contributedto the
export slowdown in 1996, which, in turn, probably raised concerns
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amongcreditorsaboutthe ability of SoutheastAsian firmsto repaytheir
debts. But in the aggregate, the effect appearsto have been modest. In
contrastwith the LatinAmericandebt crises of the 1980s, it is difficult
to attributemuch weight to the contributionof internationalshocks to
the East Asian financialcrisis.
Economic Management and Asian Capitalism

The second majorapproachto explaining the East Asian crisis holds
that it was broughton by weaknesses in Asian economic management.
This type of hypothesis requires some amplification. As we have argued, there clearly were growing weaknesses in the Asian economies
in the early 1990s, increasingtheir economic vulnerability.Haphazard
andpartialfinancialliberalization,coupledwith pegged exchangerates,
seem to have made the allocation of investment funds within these
economies even worse. New banksandfinancecompanieswere allowed
to operate without supervision or adequatecapitalization. At issue is
the extent to which these problems were responsible for the capital
withdrawals,panic, anddeep economic contractionthatfollowed. Even
if Asian "fundamentalweaknesses" are fully to blame, one must still
account for the fact that the crisis apparentlywas unanticipated;and,
related, the continuedhigh levels of capital inflow into East Asia up to
the brinkof the crisis.
One ingenious attemptto reconcile these factors within an overall
critique of "Asian capitalism" is the argumentput forward by Paul
KrugmanandMichaelDooley, thatforeign investorsexpected thatthey
would be bailed out as necessary.31Assume that foreign creditorslent
to Asian banks in the expectation that the central banks and the IMF
would provide the Asian banks with funds to preventtheir collapse in
the event of a funding crisis. In that case, such foreign credits would
be safe up to the amountof the expected bailout, which might (crudely)
equal the foreign exchange reserves of a given central bank plus an
anticipatedsum from the IMF. Thus foreign creditorswould have little
need for due diligence on the repaymentpotentialof the debtorfinancial
institutions.
To examine this theory, one must check whetherpatternsof lending
31. Krugman(1998); Dooley (1997). McKinnonand Pill (1996) also use this framework.
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within the Asian economies did in fact deterioratesharplyin the 1990s
(in view of the fact thatinvestmentallocations were quite successful in
promoting growth and debt servicing in the 1970s and 1980s) and
explore patternsof stock and land prices priorto the crisis. One should
also look very closely at whether foreign investors operated on the
expectationthat they would receive bailouts as necessary, or rather,on
the expectationof continuedsuccess in the Asian economies, andtherefore little need for bailouts. Finally, one should examine whetherthis
kind of theory helps to accountfor the closely relatedcrises in Mexico
and Argentina.
Table 8 shows shares of commercial bank and financial institution
lending by sector for the five Asian crisis economies in 1990 and 1996.
These data show some signs of a modest shift in lending away from
manufacturingactivities and towardconstruction,finance, real estate,
and services. The extent of the shift differs across countries. In Indonesia the shift is fairly large, in Malaysiait is tiny, andin the Philippines
it is moderate. In Korea and Thailand there is a very small shift in
lending by the commercial banks, but a moderate shift for the other
financial institutions. In aggregate, the data do indicate a modest shift
in lending, but not a dramaticsurgeinto real estate. These dataprobably
do not accuratelyreflectloan composition, since a customercould claim
that a loan will used to expandmanufacturingcapacitybut actuallyuse
it to buy propertyor equity shares. Moreover, the shift in annual(new)
net lending would be more pronouncedthan is indicatedby this table,
since these data are averages of all outstandingloans, including older
loans.
One indicatorof growingpressurein real estatemarketsis the priceof
property.If the crisis countrieshad indeedbeen in the midst of a speculative frenzy, one would expect to see real estate prices growingrapidly
in the runupto the crisis, andthencrashing.Forexample,Krugmanargues
that "in all of the afflictedcountriestherewas a boom-bustcycle in the
asset marketsthat preceded the currencycrisis: stock and land prices
soared, then plunged."32However, the actualdata (which he does not
report),give at best mixed supportto this hypothesis.
Table 9 shows stock and land prices indexes for both Thailandand
Indonesia up to the crisis. In Thailand, stock prices rose very sharply
32. Krugman(1998, p. 2).
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Table9. Stock and Land Prices, Thailand and Indonesia, 1990-97
Units as indicated
Thailand
Yearand
quarter

Stockprice
indexa

Indonesia

Landpriceb

Stockprice
indexa

Landpricec

1990:2
1990:4

439
308

60.0
66.0

92
56

2,525
3,019

1991:2
1991:4

406
392

70.5
67.0

45
33

2,911
2,788

1992:2
1992:4

449
529

63.5
60.0

41
33

2,482
2,327

1993:2
1993:4

554
1,103

59.5
59.5

44
67

2,279
2,402

1994:2
1994:4

878
981

59.8
60.5

54
55

2,358
2,358

1995:2
1995:4

1,038
963

60.5
60.5

61
64

2,200
2,179

1996:2
1996:4

940
610

60.7
60.4

72
75

2,136
2,250

1997:2

391

43.0

80

2,267

Source: Data on stock prices are from Datastream's online service. Data on land prices are provided by Jones Lang
Wooton.
a. Main index, in local currency.
b. Thousands of baht per square meter for "grade A" office space in Bangkok.
c. Dollars per square meter for "grade A" office space in Jakarta.

in the early 1990s, fell after 1995, and droppedsharply in the second
half of 1996. Propertyprices (indicated by the sale prices of "grade
A" office space in Bangkok, as ratedby Jones Lang Wooton) showed
almost no change between 1992 and the end of 1996, but fell sharply
in early 1997, helping to set off the crisis. What is interesting is the
apparentlack of increase in propertyprices between 1992 and 1996.
There is even less evidence of a boom-bustpatternin Indonesia. Stock
prices rose steadily by about 6 percent annuallyin real terms between
1992 and mid-1997, and did not decline until afterthe bahtwas floated.
Land prices were almost exactly the same in June 1997 as they had
been in June 1993, with no evidence of either a sharprise or fall. The
boom-bustcycle seems to have been a featureof the crisis in Thailandand perhaps, to a lesser degree, in Korea as well-but it was not so in
Indonesia, which ultimately was the hardesthit.
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Table 10. NonperformingLoans, Selected Crisis Countries, 1990-96a
Percent of total loans

Country

1990

1994

1995

1996

Indonesia
Korea
Malaysia
Thailand

4.5
2.1
20.4
9.7

12.0
1.0
8.1
7.5

10.4
0.9
5.5
7.7

8.8
0.8
3.9

Mexico
Argentina

2.3
16.0

10.5
8.6

14.4
12.3

12.5
9.4

Source: Bank for International Settlements (1997).
a. Equivalent data for the Philippines are not available.

Anotherpossible indicatorof loan qualityis the shareof nonperforming loans (NPLs) in total loans. Table 10 shows the share of NPLs for
Indonesia, Korea, Malaysia, and Thailand, as well as Mexico and Argentina. As with the data on lending by sector, these data should be
viewed with extreme caution. The numbers are undoubtedly lower
bounds, since banks probably underreportNPLs. In any event, bad
loans generally do not show up during periods of easy credit, but are
only uncovered when credit conditions tighten. In fact, in each of the
Asian countries in the table, reportedNPLs fell duringthe years preceding the crisis. In Indonesia, the volume of NPLs peaked in 1993,
two years after a dramaticmonetarytighteningput bankbalance sheets
undersevere pressure.As banksbeganto be moreprofitablefrom 1994,
many loans were written off. Indonesia's NPL ratio was also helped
when Bank Dagang Negara, a large state-ownedbank, cleaned up its
balancesheet preparatoryto listing its sharespublicly. The WorldBank,
in a countryreporton Indonesia written in May 1997, just before the
crisis, noted the decline in NPLs with cautionbut statedthatthe "quality of commercial bank portfolios continued to improve during 1996,
albeit

slowly.
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In Malaysia, the dramaticdrop in NPLs is probablydue to the combination of a rapid increase in bank lending and a concerted effort to
clean up balancesheets in the early 1990s. Nevertheless, it seems likely
that loan quality deterioratedas lending expanded in the 1990s, especially in certainareas, such as real estate. And in Thailand,NPLs rose
sharplyfor those financialinstitutionswith heavy exposureto property
33. WorldBank (1997, p. 128).
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Table 11. IncrementalCapital-to-OutputRatios, Selected Countries, 1987-95a
Ratio
Country
Indonesia
Korea
Malaysia
Philippines
Thailand
Chile
Colombia
India
Mexico
Pakistan
Turkey

1987-89

1990-92

1993-95

4.0
3.5
3.6
3.3
2.9
2.9
4.3
3.2
8.9
2.8
6.8

3.9
5.1
4.4
22.8
4.6
3.3
4.7
6.0
6.5
2.9
5.4

4.4
5.1
5.0
6.0
5.2
4.4
4.1
4.7
11.7
4.9
9.2

Source: Authors' calculations based on data from World Bank, World DeveloptnenitIndicators, available on CD-ROM.
a. Ratio calculated as investment over a given three-year period divided by the change in real GDP during the same
period, [(1, + 1,+ I + I, + 2) / (Y,+ 2 - yt - l )

marketswhen Bangkokpropertyprices fell in early 1997, andthe costs
of those bad debts mountedrapidlyin early 1997. However, a dramatic
deteriorationin loan quality duringthe early 1990s throughoutthe region, as some have suggested, does not show up in the data.
A crude macroeconomicindicatorof the quality of investmentis the
incremental capital-to-outputratio (ICOR)-that is, the ratio of the
value of new investment to the change in output in a given year.
Table 11 shows ICORs for selected emerging marketsover the period
1987-96. This measure has to be viewed with some caution, since it
does not provide for necessarylags between investmentand changes in
output. Generally speaking, when investmentquality deteriorates,the
ICOR increases, as more investment spending is needed to supporta
given increase in GDP. Investmentrates rose in the five Asian crisis
economies in the early 1990s, as the increasedcapital inflows addedto
already high saving to create a large pool of investment funds. Economic growth continued to be brisk, but did not rise commensurably
with the increase in investment. As can be seen from table 11, ICORs
accordinglyrose in every countryin the region except the Philippines,
where economic growth was very slow through 1992. These data can
be interpretedto suggest either a decline in investmentquality, diminishing returnsto new investmentduringthe process of capital deepening, or a lag between the heavy investmentspending in the 1990s and
an increase in growth. However, similar increases in the ICOR are

Steven Radelet and Jeffrey D. Sachs

41

recordedfor emerging marketsthat did not experience crises, such as
Chile, and much largerincreases are recordedfor Turkeyand Mexico,
which experiencedcrises in 1994 and 1995, respectively.
How can one reconcile these data with the popularperceptionsthat
banks were lending recklessly, especially for real estate, in East Asia,
and that investment quality had sharply deterioratedduring the early
1990s? We believe that it is a matterof degree. While we have shown
that bank lending was increasingrapidly, and lending activities almost
certainlyexceeded prudentiallimits in some cases, it is much too easy
in hindsight to overstate the extent of bad loans. Clearly there were
many profitableongoing investments in manufacturingactivities that
were earning a solid rate of return. A substantial share of lending
supportedlabor-intensive manufacturedexports, which one does not
normallyassociate with irrationalboom-bustcycles or gambling.
Did foreign lendersbelieve thatAsia's financialsituationwas unsustainable, but continueto lend in the expectationof an eventualbailout?
It is hard to find any generalized perception of an impending major
problem, either in the available data or in statementsand reportsmade
before the crisis. If lenders had perceived a growing risk, for example,
spreadson Asian bonds shouldhave increased.However, WilliamCline
andKevin Barnesshow thatspreadsof both bonds andsyndicatedloans
actually fell in emerging markets, including SoutheastAsia, between
mid-1995 and mid-1997, and the Bank for InternationalSettlements
also reportsdeclining spreads.34Following the Mexican crisis, it was
widely believed in Asia that a similar crisis could not happenthere.
Alternatively, if internationalmarketsperceived growing risks of a
crisis and bailout in Asia, ratings of long-term governmentbonds by
Moody's, Standardand Poor's, and Euromoneywould have declined.
In fact, these ratingswere either stable or improvingin each of the five
Asian crisis economies between 1995 and 1997, and did not fall until
after the onset of the crisis. Even in Thailand, where private investors
began to be concernedin late 1996 andearly 1997 when propertyprices
fell, sovereign bond ratings remainedhigh right up to the float of the
baht. Indeed, contemporaryreportsandnewslettersof investmentbanking firms gave a nuanced picture. They often pointed out weaknesses
in the Asian economies (for example, slower export growth, rapidloan
34. Cline and Barnes(1997); Bank for InternationalSettlements(1997).
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growth, booming propertymarkets), but did not give any sense of a
bubble waiting to burst. Most investment analysts displayed guarded
confidencein the prospectsof SoutheastAsia, in both the shortand the
long runs.
As to whether investors expected to be bailed out if there were a
crisis, there is no question that many banks and firms across Asia had
close governmentconnections that supportedtheir profitability.Stateowned banks obviously could expect to be bailed out if there were a
crisis. In Korea, none of the chaebol had been allowed to fail for a
decade before Hanbo steel collapsed in early 1997. In Indonesia, firms
closely connected with the first family or the armedforces have long
been given special privileges. And across Asia, infrastructureprojects
under build-own-operateor build-own-transferrelationships, such as
electric utilities, are generally guaranteeda revenue streamfrom governmentagencies.
It is hard to make the case, however, that foreign investors felt
themselves in a general way to be indemnifiedagainstrisk throughthe
prospect of generous bailouts. A substantial share of funds went to
equity markets,where price fluctuationswere indeed risky. Even bank
loans were heavily concentratedin the nonfinancialcorporatesector,
often with little prospect of a direct governmentbailout. Moreover,
creditorshave long complainedthatweak bankruptcylaws and ineffectual judicial systems in Asian countries reduce their ability to collect
on collateral in the event of nonperformingloans-that is, they worry
that they will not be compensatedif loans go bad. Thus it is probably
fairerto say that foreign investors thoughttoo little aboutrisk because
they expected rapid growth and high profitabilityto continue, rather
than because they expected a bailout.
To summarize,the combinationof rapid inflows of foreign capital,
appreciatingreal exchange rates, and rapid growth in bank lending
undoubtedlyled to some deteriorationin the quality of investmentsin
Asia. Lenders to some well-connected firms and to majorcommercial
banks no doubt felt secure in their positions, confidentthat they would
make a good profitand that the odds of default were slim. Some-but
relatively few-observers saw a majorfinancialcrisis on the horizon.
Speculatorscertainlydid not smell a kill in Asia in the aftermathof the
Mexican peso crisis. There was almost no expectationof a widespread
financialcrash and a subsequentbailout.
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Financial Market Instability

The third approachto explaining the East Asian crisis holds that it
was triggeredby dramaticswings in creditors' expectations about the
behaviorof othercreditors,therebycreatinga self-fulfilling-although
possibly individually rational-financial panic. This hypothesis depends on several underlyingassumptions:(1) that fundamentalconditions, though not perfect, were strong enough to sustain reliable debt
servicing; (2) that needed adjustmentsin exchange rates could have
been carried out in mid-1997 without financial collapse; and (3) that
foreign exchange and financialmarketsin fact overshot in their initial
reactions to the panic at the end of 1997. It is consistent with several
major facts: the role of short-termdebt in the onset of the crisis, the
unexpected nature of the crisis, the continued rapid lending to Asia
until the brink of the crisis, and the initial overshooting, as indicated
by the reversal of exchange rate and stock indexes from January1998.
We have elaboratedthe theoryunderlyingthis view at some length. We
now show that it is the most successful at accountingfor which emerging marketshave succumbedto financialcrises in recent years.
To test the relativestrengthof alternativerisk indicatorsin predicting
the onset of a financialcrisis in the emergingmarketsduringthe period
1994-97, we estimate a simple probit model in which the onset of a
financialcrisis depends on a vector of economic and institutionalvariables, including the variables suggested in the discussion above. We
use a panel of data for the years 1994-97 for twenty-two emerging
markets. Our left-hand-side variable is a 0-1 indicator, equal to 1 if
the countryfell into a financialcrisis duringthe year andto 0 otherwise.
For these purposes, we define financial crisis as a sharp shift from
capital inflow to capital outflow from year t- 1 to year t. Nine cases are
set equal to 1: Turkey and Venezuela in 1994; Argentinaand Mexico
in 1995; andIndonesia, Korea, Malaysia, the Philippines, andThailand
in 1997. Note that after a crisis has occurred, we drop the subsequent
observationsof the country(since we suppose that a true reversalfrom
inflow to outflow can occur only once in the interval). Thus we do not
include observationsfor Turkey and Venezuela over 1995-97, or observationsfor Argentinaand Mexico over 1996-97. In total, we have
seventy-eight observations(22 x 4 - 10 excluded observations).
According to the central hypothesis of financial marketinstability,
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one would predictthat countrieswith a high ratio of short-termdebt to
short-termassets (measuredas the ratio of short-termdebt, reportedby
the Bankfor InternationalSettlements,to the foreign exchangereserves
of the centralbank) would be more vulnerableto crisis. A high ratio of
short-termdebt to reserveswill not necessarilyinduce a crisis in a given
year, but it is likely to make foreign creditorsrealize that there is not
enough foreign exchange availableto pay off all short-termcreditorsin
the case of a panic. Alternatively, if one believes that the crisis is a
matterof fundamentalsolvency, one might expect that total debt outstanding,regardlessof its maturity,would mattermore thanshort-term
debt. Therefore we include as a second possible explanatoryvariable
the ratio of total foreign debt to reserves.
Our discussion also suggests that countries with a rapidbuild-up in
bankcreditwould have morefragilebankingsystems, a greaterquantity
of badloans, andthereforegreatervulnerabilityto a crisis. Specifically,
we measurethe ratio of the claims of the financialsector on the private
sector relative to GDP, and then calculate the change in that ratio over
the precedingthreeyears. Countrieswith sharplyrising financialsector
claims relative to GDP are expected to be more vulnerableto financial
crisis. As an alternative measure (available for only a subset of the
sample), we use an index of bank strengthbased on 1996 ratings of
commercial banks in each country by Moody's Investors Service, as
reportedby BarryBosworth.3s
In addition, since some observers claim that large currentaccount
deficits lead to crisis, we test the explanatorypower of the ratio of the
currentaccount to GDP. The currentaccount, per se, may not be as
importantas the capital account, given our focus on capital inflows as
a key component of the crisis. In each episode, the capital account
surpluswas even larger than the currentaccount deficit. Thereforewe
also examine the ratio of the capital account to GDP.
We also examine severalothervariables.Forexample, real exchange
rateappreciationcould signal a crisis. We thereforetest the explanatory
power of an index of the percentagechange in the real exchange rate
in the previous three years. A rise in the real exchange rate indicates a
real depreciation. Further,in the aftermathof the Asian crisis, many
observers have decried widespreadcorruptionand crony capitalism as
35. Bosworth(1998). We are gratefulto BarryBosworthfor supplyingthese data.
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Table 12. Probit Results Predicting the Onset of Financial Crisesa
Independentvariable
Currentyear
Short-termforeigndebt/reserves

(12-1)
0.57
(2.50)t

(12-2)
0.65
(2.41)t

(12-3)
0.75
(2.36)t

Total foreigndebt/reserves

Capitalinflow/GDP

2.41
(2.11)t
-0.99
(- 1.49)

-0.36
(-1.14)

Freedomfromcorruptionb
Laggedone year
Privatecreditbuildupc

(12-4)

3.22
(2.31)t

2.48
(2.34)t

3.79
(1.85)*

4.03
(2.09)t

-0.39
(-1.24)
3.46
(1.87)*

-0.36
(-1.04)
4.05
(2.38)t
2.69
(0.97)

- 14.63

Currentaccountsurplus/GDP

(- 1.55)
Real exchange

-0.00

-0.00

-0.01

(-0.26)

(-0.14)

(-0.59)

-2.44
(-4.91)t

-1.42
(-1.20)

-1.73
(-1.38)

1.56
(-1.17)

0.24
78

0.28
78

0.33
78

0.37
78

rate changed

Constant
Summarystatistic
PseudoR2
N

Source: Authors' regressions. Data on short-term debt are from Bank for InternationalSettlements (1998); on total debt,
from World Bank, WorldDeveloptnent Indicators, available on CD-ROM; on reserves, private credit, GDP, exchange rates,
and capital inflow, from IMF, InternatiotnalFitnatncialStatistics, various issues; and on corruption, from Political Risk
Services (various issues).
a. Dependent variable is a dummy, set equal to I for a given country in year t if that country experiences a sharp switch
from capital inflow (in year t- l) to capital outflow (in year t). The panel comprises the twenty-two emerging markets listed
in table 14 over 1994-97; but once a country experiences a crisis, it is excluded from the panel in all subsequent years. z
statistics are in parentheses. Significance at the 10 percent level is denoted by *; at the 5 percent level, by t.
b. Index of corruption ranges from I to 6, where a lower score indicates greater corruption.
c. Three-year change (t-4 to t-l) in the ratio of financial system claims on the private sector to GDP.
d. Three-year percent change (t-4 to t- l). An increase represents a depreciation. For details of calculation, see table 2,
note c.

an underlying cause. To test this idea, we include a cross-country
comparative index of corruption, as judged by a leading political risk
advisory service. The corruption index is measured on a scale from
1 to 6, with 1 indicating the most corruption.
Regression results are shown in table 12. As expected, a higher ratio
of short-term debt to reserves is strongly associated with the onset of a
crisis. The estimated coefficient is positive and significant at the 5
percent level in each specification. Table 13, which gives the means of
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Table 13. Means and Standard Deviationsof VariablesUsed in Probit Regressionsa
Unitsas indicated
Subsamplea

Variable
Currentyear
Short-termforeigndebt/reserves

Crisis observations

Noncrisisobservations

1.82
(1.40)

0.99
(1.01)

Totalforeigndebt/reserves

2.31
(0.78)

2.17
(3.06)

Freedomfromcorruptionb

3.22
(0.67)

3.60
(0.91)

0.17
(0.21)

0.04
(0.20)

0.07
(0.02)

0.03
(0.18)

-0.05
(0.02)

-0.02
(0.07)

- 15.82
(8.42)

- 15.92
(27.21)

Laggedone year
Privatecreditbuildupc
Capitalinflow/GDP
Currentaccountsurplus/GDP
Real exchangeratechanged

Source: see table 12.
a. Panel of country years is partioned according to whether the crisis dummy is equal to 0 or 1; for details, see table 12,
note a. Standarddeviations are in parentheses.
b. Index of corruption ranges from 1 to 6, where a lower score indicates greater corruption.
c. Three-year change (t-4 to t-l) in the ratio of financial system claims on the private sector to GDP.
d. Three-year percent change (t-4 to t-l). An increase represents a depreciation. For details of calculation, see table 2,
note c.

the regressors, shows that the debt-to-reserves ratio averages 1.82 in
the nine crisis episodes and 0.99 in the noncrisis episodes. Table 14
gives the values of the regressors by country. Note that in eight of the
nine crisis episodes, the ratio of debt to reserves exceeded 0.8 (the only
exception is Malaysia, with a ratio of 0.61). This value is exceeded by
only three of the thirteen noncrisis economies: Russia, South Africa,
and Zimbabwe. It is possible to have a high level of short-term debt
without entering a crisis-the Asian countries generally escaped contagion from Mexico in 1995-but it does seem to indicate vulnerability
to a crisis.
The ratio of total debt to reserves, by contrast, is not statistically
associated with a crisis (equation 12-4); this result holds up even when
the short-term debt variable is excluded. The average ratio of total debt
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to reserves is slightly larger in the crisis countries (2.3) than in the
noncrisis countries (2.2), but the difference is small. This evidence
strongly suggests that these are indeed crises of liquidity, not solvency.
A rapid buildup in the claims of the financial sector on the private
sector is also associated with crises. The estimated coefficient is positive and significant at the 5 percent level in three of the four specifications. The ratio of claims to GDP increased by 17 percentage points in
the crisis economies in the three years prior to the observation, but by
only 4 percentage points in the noncrisis countries. Thus there is some
evidence to support the notion that it is the buildup of bank claims that
leaves the financial system weakened and vulnerable to attack. Nevertheless, one should remember that in Mexico in 1994 and in Indonesia
in 1997, the short-term debt problems lay mostly outside the banking
systems: with the government in the former case, and with the nonfinancial corporate sector in the latter.
A larger current account deficit is only weakly associated with the
onset of a crisis. In equation 12-3, the estimated coefficient on the
current account is of the correct sign but is insignificant at the 10 percent
level. As can be seen from table 13, current account deficits averaged
5 percent of GDP in the crisis episodes, compared with 2 percent in the
noncrisis episodes. But the stronger relationship between crises and the
capital account ratio is shown in equations 12-1, 12-2, and 12-4. This
seems reasonable, since the pressures are created by capital inflows,
rather than the trade and current account deficits per se. However, the
relationship is not as strong as with short-term debt or the increase in
banking sector claims.
Somewhat surprisingly, our measure of real exchange rate overvaluation does not seem to be associated with financial crisis. In each
specification, the estimated coefficient on the change in the real exchange rate is close to zero and is insignificant. There is almost no
difference in the average change in the real exchange rate in the previous three years between the crisis (- 15.8 percent) and noncrisis
(- 15.9 percent) episodes. Finally, the level of corruption is not significantly associated with financial crises, even after controlling for the
level of short-term debt, bank credit, and other variables. While the
estimated coefficient is of the correct sign, it is not significant at conventional levels. There is little difference in the level of perceived
corruption in the crisis and noncrisis economies: the corruption indexes
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average 3.2 and 3.6, respectively. To put it another way, there is
extensive corruption in East Asia, but so too in other emerging markets
that did not fall prey to financial crisis; corruption does not seem to
have been the driving force of the East Asian crisis.
Our simple probit technique is obviously limited. The variables are
no doubt measured with significant error. Not all emerging markets
crises can be lumped into a single model. And yet, the cross-country
evidence is highly suggestive: the defining element of such crises has
been the vulnerability to panic, as measured by high ratios of shortterm debt to reserves. A rapid buildup of bank claims is also predictive.
Measures of foreign borrowing per se-whether the total stock of debt
or the flow current account deficit-are less important. Corruption is
rife in emerging markets, but corruption does not necessarily signal the
demise of an economy.

The IMF Response to the East Asian Crisis
The official international response to the East Asian financial crisis,
led primarily by the IMF, has evolved over time. A dividing line was
reached at the end of December 1997, when the mechanisms and goals
originally envisioned by the IMF were altered in view of rapid change
in market outcomes. Thus our analysis distinguishes two phases in crisis
management: August 1997 to December 24, 1997, and December 24,
1997 to the present (April 1998).
Phase One
The International Monetary Fund signed three emergency lending
agreements with Thailand in August 1997, Indonesia in November
1997, and Korea in December 1997. These three programs established
an unprecedented sum of international financial support: $17 billion for
Thailand, $35 billion for Indonesia, and $57 billion for Korea. The
financing commitments under these agreements are detailed in table
15.36 However, these figures overstate the amount of funding that was
actually made available. In both Indonesian and Korean packages, $22
36. Note thatalthoughthe Indonesianprogramwas officially countedas $40 billion,
$5 billion of this sum representedIndonesia'sown money.
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billion were "second line of defense" funds from individual donor
governments(mainly the United States, Japan, Singapore, and the Europe countries), with relatively little likelihood of being availableearly
in the program.The rest of the money was to be disbursedover a threeyear period, accordingto a preestablishedschedule, so that only some
of these funds could be made availableearly in the adjustmentprogram.
The three loan agreements were similar in basic design. Each involved the following elements:
-a package of loans to the centralbank and governmentthat could
be drawnon, directly or indirectly, to supportthe repaymentof debts
falling due to internationalcreditorsand to stabilize exchange rates;
-a macroeconomicframeworkbased on budgetbalanceor surplus,
and high nominal interestrates and restrictivedomestic credit targeted
at exchange rate stability;
-a programof drastic financial sector restructuring,based on immediate closure or suspension of several financialinstitutionsand significantintensificationof financialsector supervisionin various forms;
-other ''good governance" and "structural" measures aimed at
increasing the transparency and competitiveness of the economic
system, including accelerated trade reform, demonopolization, and
privatization.

The IMF's immediateobjective was to reestablish financial market
confidence, in particular,by stabilizing the exchange rate. Exchange
rate stabilizationwas to be based on a combinationof macroeconomic
discipline (fiscal balance, high interest rates, tight credit), increased
availability of foreign exchange reserves, and confidence that fundamental economic reforms were moving forward. Such reforms would
be signaled by decisive actions at the start of the programto close or
suspendloss-makingfinancialinstitutions,as well as the announcement
of a strict timetable of longer term measures regardingfinancial markets, corporategovernance, and increased marketcompetition in various areas.

The mechanics of the IMF loans merit special attention. The three
packagesdiffered somewhat, both in the letter and in the applicationof
the agreements.As noted above, in all cases, the loan packageshad the
direct function of providing the central bank with reserves to support
the repaymentof debts falling due, while limiting the adverse effects
of such repaymentson the exchange rate. In the case of Korea, the
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linkage between the loan package and the repaymentof foreign debts
was direct and fairly automatic. In early December the commercial
banks simply notified the Bank of Korea of the daily foreign creditor
demands for foreign exchange loan repayments. The Bank of Korea
then creditedthese banks with the necessary foreign exchange. In this
way, the foreign creditorswere repaidout of the IMF loan package;the
Bank of Korea became the creditor of the Korean commercial banks
and the debtorof the IMF. The upside of this arrangementwas that the
originalloans were repaidand defaultwas avoided. The downsidewas
that the original privateloans were in effect socialized. If the original
loans hadbeen allowedto default,the foreigncreditorsandthe ownersof
the Koreanbankswould have sharedthe bulkof the losses.37Instead,the
foreigncreditorswere allowedto escapeandthe Koreangovernmenttook
over the burdenof repayingthe foreigndebts-now owed to the IMF.
Thailand presents a case similar to Korea. The central bank made
credits available to financial institutions to supportthe repaymentof
foreign debts. Moreover,in January1998 the governmentmadeexplicit
its guaranteeson all bank liabilities, including debts owed to foreign
creditors,therebyeffectively pledging foreign exchange reservesto the
servicing of bank debts.
In Indonesia, by contrast, most of the short-termdebts were owed
by nonfinancialcorporations,which were not entitled to direct credit
lines from Bank Indonesia. The IMF loans thereforecould only support
repaymentsindirectly, by allowing Bank Indonesiato intervene in the
foreign exchange marketto providedollarsat a cheaperratethanwould
otherwise have been available, thus reducing the rupiahcost of servicing the debts.
The IMF has emphasizedthat the lending packageswere intendedto
support stabilization, not merely to bail out foreign financial institutions. It hoped that its role as a quasi lender of last resort would sufficiently restoremarketconfidencethatthe Asian governmentswould not
need to draw down the full package of loans. If exchange rates could
be stabilized and default avoided, the thinkingpresumablyran, private
lending would revive. In addition, the IMF clearly feared that outright
default in Asia would trigger a massive upheaval in other emerging
37. The Koreangovernmentmight still have bornesome of the losses if the Korean
banks had become fully insolvent, since the repaymentof the domestic deposits in the
insolvent banks would probablyhave requiredpublic rescue funds.
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Figure 4. Korea: Policy Events and the Exchange Rate, July 1997 to March 1998a
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markets.Therefore,even if the loan packagesdid little more thanrepay
creditorsand forestall default in Asia, they might have importantsalutaryeffects in other emerging markets.
Duringthe periodAugust 1997 to December 1997, the IMFprograms
failed dramaticallyto restore marketconfidence. Figures 4 to 9 show
the movements of exchange rates and stock marketsin Indonesia, Korea, and Thailandin the aftermathof the IMF agreements.In all three
countries,the exchangeratewas expectedto stabilizebut in fact quickly
depreciated far below the targets set in the program, despite a very
sharpincreasein interestrates. Foreigninvestorsremainedunconvinced
about the debt servicing capacity of the private debtors and continued
to demandthe repaymentof short-termloans as they fell due. Official
reserves fell more rapidly than the IMF had predicted. In the case of
Korea, the withdrawalof short-termdebts was so much more intense
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Figure 5. Thailand:Policy Events and the ExchangeRate, July 1997 to March 1998a
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than allowed for in the programimplementedon December 3 that the
countryfaced imminentdefaultby December24. Indeed, on December
22 Moody's downgradedthe sovereign debts of all three countries to
junk bond status.
The basic goals of IMF programs, enunciated in article 1 of its
Articles of Agreement, include "to give confidence to members by
makingthe generalresourcesof the Fundtemporarilyavailableto them
under adequate safeguards, thus providing them with opportunityto
correct maladjustmentsin their balance of paymentswithout resorting
to measures destructive of national or internationalprosperity." The
most importantmeasureof the failureof the IMF programsin East Asia
thus lies in the outcomes on economic growth shown in table 16. Since
the launch of these programs, actual outcomes in each country have
been far worse than projected. The IMF has repeatedlybeen forced to
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Figure6. Indonesia:PolicyEventsandthe ExchangeRate,July 1997to March1998a
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reduce its growth forecasts for 1998. And the much lower revised
forecasts are still much more optimistic than those of private forecasters. Whenpressedon this point, IMF officials answerthattheiroriginal
forecasts were built on best case assumptions.But there is much more
to it than that: as discussed below, the IMF's own responses added to
the risks of a sharplycontractionaryoutcome.
Phase Two

The managementof the East Asian financial crisis entered a new
phase on December 24, 1997. With Korea on the brinkof default, the
U.S. government(led by the FederalReserveBoardandthe U.S. Treasury) decided to press foreign commercialbanksto roll over their shortterm credits to that country on an enforced basis, ratherthan waiting
for marketconfidence to be restored. The banks and the Korean governmentinitially announceda standstill on debt servicing, pending a
formal agreement. On January 16, 1998, they agreed to a complete
rollover of all short-termdebts falling due in the first quarterof 1998.
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Figure7. Korea:PolicyEventsand StockPrices,July 1997to March1998a
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On January 28, an agreement was reached to convert $24 billion in
short-term debt to claims with maturities of between one and three
years. The IMF, with the backing of the United States, insisted on the
comprehensive debt rollover as a condition for further disbursements
under the IMF lending package-in fact, those disbursements were
accelerated as part of the new arrangement. In one sense, the new
arrangement represented the failure of the conception embodied in the
original loan programs for the Asian crisis economies. Rather than using
a loan package in combination with economic reforms to restore market
confidence, the new arrangement meant a nonmarket postponement of
debts falling due, albeit ratified by market participants in a collective
undertaking.
The new arrangements put a brake on the fall of the Korean won,
and also on the decline in stock markets of all three crisis countries.
The currencies of Thailand and Indonesia, however, continued to depreciate for several more weeks. The depreciation of the Thai baht
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Figure8. Thailand:PolicyEventsand StockPrices,July1997to March1998a
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seems to have ended around January 21, 1998, when the government
formalized its guarantee of all liabilities owed by Thai commercial
banks, including those to foreign creditors. The clarification of such
state guarantees on what had been private sector debts, in combination
with other policy actions and the improvements in Korea, initiated a
period of currency appreciation. In the meantime, Thai corporate debts
owed to foreign creditors fell into partial suspension, although systematic data on the extent of debt servicing by nonfinancial corporate borrowers are not available.
In Indonesia the situation became more chaotic, rather than less, in
the early weeks of January 1998. The critical turning point was January
6, when the government announced its proposed budget for the new
fiscal year (that is, starting April 1). The budget called for a 32 percent
increase in spending, in nominal rupiah terms. The proposal immediately was strongly denounced by the U.S. Treasury and the IMF as
being inconsistent with the loan program, signaling that Indonesia was
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Figure 9. Indonesia: Policy Events and Stock Prices, July 1997 to March 1998a
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not serious in implementing that program. Since the IMF loan program
was confidential, these claims could not be independently verified by
outsiders and the markets plummeted. In the event, the statements from
Washington turned out to have been too hasty. The increased spending
was entirely due to pass through effects of the depreciation; in real
terms, the budget represented a reduction in spending. Several days
later, Stanley Fischer from the IMF was quoted as saying that the new
budget was "not as bad as it was portrayed," and within a few weeks
the IMF had approved a budget with a 46 percent increase in spending.38
By that time, however, the damage had been done.
On January 15 the Indonesian government and the IMF signed a new
agreement, revising that of November 1, 1997. In this case, the new
agreement did not reflect a new strategy-there was neither a consoli38. "IMF's Fischer Says IndonesiaBudget Not as Bad as Portrayed,"worldwide
web page of Bloomberg,January8, 1998.
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Table 16. IMF and Market GDP Growth Rate Forecastsfor Indonesia, Korea,
and Thailand
Percent

Growthforecast
Date

1997

1998

Indonesia
IMF, firstprogram
IMF, secondprogram
IMF, thirdprogram
IMF, WorldEconomicOutlook
Marketforecast

Oct. 31, 1997
Jan. 15, 1998
Apr. 10, 1998
Apr. 1998
Feb. 1998

5.0

3.0
0.0
-5.0
-5.0
-8.8

Korea
IMF, firstprogram
IMF, thirdprogram
IMF, WorldEconomicOutlook
Marketforecast

Dec. 4, 1997
Feb. 7, 1998
Apr. 1998
Feb. 1998

6.0

2.5
1.0
-0.8
-2.5

Thailand
IMF, firstprogram
IMF, secondprogram
IMF, thirdprogram
IMF, WorldEconomicOutlook
Marketforecast

Aug. 20, 1997
Nov. 25, 1997
Feb. 24, 1998
Apr. 1998
Feb. 1998

2.5
0.6

3.5
0.0 to 1.0
-3.0 to - 3.5
-3.1
-6.0

Countryandforecast source

Source: International Monetary Fund forecasts are from various IMF press releases and IMF (1998c). Market forecast is
a simple average of forecasts by Goldman Sachs and two other investment banks operating in the region.

dated rollover of private sector debts, as in Korea, nor a public guarantee of bank liabilities, as in Thailand. It simply intensified the previously agreedstrategy,based on the IMFloan packageand accelerated
structuralreforms. Once again, the strategy failed to revive market
confidence. The marketsin fact reactednegatively to the new package,
with furtherdeclines in the exchange rate.
The turn toward a modicum of financial marketstabilizationin Indonesia came two weeks later, with two policy announcementsby the
government:first, a de facto suspensionof paymentson short-termdebt;
and second, the guaranteeof all commercial bank liabilities, both to
foreign and domestic depositorsand other creditors.Despite considerable other turmoil duringthe following weeks-including the government's flirtation with a currency board, the reelection of President
Suharto, and the replacementof the cabinet-the steep decline of the
rupiahwas halted. The announcedsuspensionof debt payments, in one
sense, merely confirmedthe actualstate of affairs, since most corporate
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debts were not being repaid. Nonetheless, the recognition that debt
paymentscould in fact be delayed withouta punitiveresponsefrom the
IMF calmed the markets. The Indonesiangovernmentannouncedthat
it would establish a frameworkfor the orderly negotiation of debt restructuring,but such a frameworkhas yet to be implemented.
On Friday, April 10, 1998, Indonesiasigned its thirdagreementwith
the IMF in six months. This agreementdid include provisions on restructuringprivatesector foreign debt and a more comprehensivestrategy for reorganizingthe commericalbanks. It also eased requirements
on fiscal stringencyandthe timetablefor removingsubsidies. The initial
marketreactionwas favorable, andthe rupiahhad appreciated6 percent
by the following Monday.
It is importantto note that the achievementof currencymarketstability across the region during the first quarterof 1998 (and nominal
appreciation,in the cases of Korea and Thailand)came in conjunction
with the relaxation of IMF fiscal targets. The IMF has relented on its
goal of fiscal surplusesin 1998, and underthe revised programs,each
country will aim for modest fiscal deficits. The currencymarketshave
demonstratedthat exchange rate movements are not closely linked to
the realizationof budget surpluses.
While the IMF did not formally articulatea change of strategyafter
December 1997, certainnew principlesin its managementof the crisis
are clear:
-partial suspension of foreign debt payments, based on collective
agreementsbetween creditors and debtors (as in Korea) or unilateral
actions to be followed by creditor-debtornegotiations(as in Indonesia);
-government guarantees of all bank liabilities-in contrast, for
example, to the original programfor Indonesia, which protectedonly
small depositorsin the banks that were closed;
-reduced focus on bank closures in the short term and more focus
on longerrunrestructuringandbankrecapitalization-for example, the
IMF dropped a demand for furtherbank closures in Indonesia that it
had tabled in discussions in early January;and,
-the abandonmentof fiscal surplustargets.
Some principles, though, remain unchanged, in particular,the targeting of exchange rate stability throughhigh interestrates and restrictive domestic credit policies; and the implementationof a wide range
of structuralmeasuresin finance, trade, and corporategovernance.
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Why Did the Original IMF Programs Fail?

The Asian countries were suffering an extreme contractionof economic activity in early 1998, despite the commitmentof $1 10 billion
in emergencyinternationalsupport.The IMFprogramsfailed to achieve
theirgoal of maintainingmoderateeconomic growthin these countries.
They also failed in several intermediategoals, including the preservation of creditworthiness,the continuationof debt payments, and the
stabilizationof exchangerates at the levels prevailingwhen the original
lending agreementswere signed. It is crucial to understandwhat went
wrong in orderboth to redesign these programsmost effectively and to
preparefor future internationalsupportefforts in other countries.
In the simplest terms, the IMF was not able to reestablish market
confidence in time to preventthe collapse of debt servicing or achieve
the early stabilization of exchange rates. In our view, there are five
reasons for that failure. First, the IMF is ratherpoorly placed to rally
marketconfidencein the shortterm, underany circumstances.Its arrival
gives all the confidence of seeing an ambulanceoutside one's door.
Second, the IMF greatly amplifiedthe jitters thatit naturallycreatesby
declaring-both for the purposeof negotiation and in reflectionof the
substantivebeliefs of the institution-that the EastAsian financialcrisis
was mainly the result of deep fundamentalweaknesses, ratherthan a
self-fulfilling panic among creditors. In regardto Korea, for example,
the IMF argues that "while the contagion effects of developments in
Southeast Asia contributedto the current crisis, the magnitude and
speed of deteriorationin the financialsituationowed much to the fundamentalweaknesses in Korea's financialand corporatesectors."39
Third, the IMF's approachto restoringmarketconfidencewas based
on a very peculiarhypothesis:that tough action on restructuringfinancial markets-including closing financialinstitutions, tighteningregulatory standards,and the like-would reassurecreditorsso much that
they would roll over theirshort-termclaims as they fell due. The official
press release from the IMF announcingthe first programfor Thailand
declared:"At the heartof the strategyhas been the up-frontseparation,
suspension, and restructuringof unviable institutions, immediatesteps
to instill confidence in the rest of the financialsystem, strict conditionality on the extension of FIDF [Financial Institutions Development
39. InternationalMonetaryFund(1997b, annex 1, p. 38)
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Fund] resources, and the phased implementation of broader structural
reforms to restore a healthy financial sector. Recognizing that the financial system will face deteriorating conditions for some time, the
authorities will require all remaining financial institutions to strengthen
their capital base expeditiously."40 We have discussed at length the
problems that existed in many banks and financial institutions across
the region and the consequent need for reform. The key issues are how
to introduce such reforms and over what time frame, especially in the
midst of an incipient creditor panic.
There is no reason to believe that closing banks and finance companies and tightening supervisory standards would in fact restore market
confidence in the middle of a panic, in the sense of stemming demands
for the repayment of short-term debts. Indeed, the logic of creditor
panics is the opposite: the sudden realization that a bank will not be
bailed out by a lender of last resort can easily incite a panic that would
not have arisen. Charles Kindleberger points out that decisive regulatory actions have often triggered panics rather than calm:
Apart from lags and mistakes of discount policy, the authoritiesmay
precipitatepanic by brusque action in early stages of distress. In the
summerof 1836, with creditextendedin acceptancesdrawnby American
houses on British joint-stock banks, the Bank of England refused to
discountany bills bearingthe name of a joint-stockbankand specifically
instructedits Liverpoolagent not to rediscountany paperof the three socalled "W banks" (Wiggins, Wildes, and Wilson) among the seven
Americanbanks in Britain, an action that "seemed vindictive" and led
immediately to panic. As it turned out, the Bank of England had to
reverse its policies. It had long conferences with the "W banks" in
October, extendedthem lines of discountin the firstquarterof 1837, but
failed to prevent their failure in June of that year. The Bank's instinct
was right: to frustratethe extension of dangerouscredit. But credit is a
delicate thing. Expectationscan quickly be altered. Something, sometimes almost nothing, causes a shadowto fall on credit, reversingexpectations-and the rush for liquidity is on.41
The IMF's actions in Indonesia were particularly egregious. Under
the program of November 1, 1997, sixteen commercial banks were
40. "IMF Approves Stand-By Creditfor Thailand," InternationalMonetaryFund
Press Release 97/37, August 20, 1997, p. 3.
41. Kindleberger(1996, p. 96).
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suddenly closed with the explicit proviso that deposits over 20 million
rupiah (the equivalent of approximately $5,000 at the time) would be
unprotected. The IMF does seem to have been aware of the risk of the
policies: "During this process of financial sector restructuring, a key
objective will be to ensure that confidence in the remainder of the
banking system is maintained. The authorities are mindful of the risk
that bank closures could induce a run on other healthy institutions. "42
In the event, the bank closures provoked a financial panic and a run on
the entire private sector banking system other than foreign-owned institutions. As the IMF dryly observed in January 1998:
Following the closure of 16 insolvent banks in November last year,
customersconcernedaboutthe safety of privatebankshave been shifting
sizeable amountsof deposits to state and foreignbanks, while some have
been withdrawingfunds from the banking system entirely. . . . These
movements in deposits have greatly complicated the task of monetary
policy, because they have led to a bifurcationof the bankingsystem. By
mid-November,a large numberof banks were facing growing liquidity
shortages, and were unable to obtain sufficient funds in the interbank
marketto cover this gap, even after paying interestrates rangingup to
75 percent. At the same time, anothersmaller group of banks [that is,
the state and foreignbanks]were becomingincreasinglyliquid, and were
tradingamong themselves at a relatively low JIBOR(JakartaInterbank
Offer Rate) of about 15 percent. As this segmentationcontinuedto increase, while the stresson the bankingsystem intensified,BankIndonesia
was compelledto act. It providedbanksin distresswith liquiditysupport,
while withdrawingfunds from banks with excess liquidity, therebyraising JIBOR to over 30 percent in early December, where it has since
remained. . . Nevertheless, despite this increase in interest rates-to
levels higher than in any other countryin the region-the problemsof
the rupiahhave only intensified.43
Across the region, even relatively strong banks came under intense
pressure as foreign creditors refused to roll over loans and depositors
fled to state and foreign owned banks. By January 1998, the banking
systems of Indonesia, Korea, and Thailand had nearly ground to a halt.
Foreign banks stopped accepting letters of credit written by banks in
these countries, and firms had difficulty in finding new banks to service
42. InternationalMonetaryFund(1997a, p. 18).
43. InternationalMonetaryFund(1998b, p. 4-5).
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their needs. Ironically, even exporterswere badly affected, despite the
potential for increased profitabilityfrom the exchange rate depreciations. Therewere widespreadreportsof exporterswith confirmedorders
being unable to obtain needed trade credits because banks were not
makingnew loans. In Thailand,exportsin January1998 were 8 percent
below the level of January1997. PrimeMinisterChuanLeekpai attributed the problemto the bankingsector, noting that "the majorproblem
we are facing with regardto exports is that of liquidity. The banks are
charging high interest rates, and some banks do not have the funds to
make loans."44 For similar reasons, Indonesian shoe manufacturers
appealed to their governmentfor emergency credits. Despite an estimated $1 billion in confirmedexport orders for the first six months of
1998, these firmswere unableto arrangefor the workingcapitalcredits
to importthe inputs-representing roughly60 percentof the final price
of exports-needed to producethe shoes.
The fourth reason why the IMF failed to achieve confidence and
exchange rate stability in East Asia involves its approachto fiscal and
monetarypolicy. The IMF put great emphasis on the need for strong
fiscal contractionin orderto ensurea fiscal surplusin 1998, even though
the crisis countrieswere alreadyhit hardby the contractionaryforce of
the withdrawalof foreign credits. We have noted that Thailand was
asked to take fiscal contractionaryadjustmentsequal to approximately
2.6 percentof GDP (from a deficit of 1.6 percentof GDP in fiscal year
1996-97 to a surplus of 1 percent of GDP in fiscal year 1997-98);
Indonesia was requiredto take fiscal contractionaryactions equal to 1
percent of GDP in fiscal year 1997-98 and 2 percentof GDP in fiscal
year 1998-99; and Koreawas asked to take adjustmentmeasuresequal
to 1.5 percentof GDP in 1998-99. The IMF assertedthat such adjustments were a core component of the confidence-buildingmeasures
needed for currency stabilization. Yet there is no evidence that the
currencymarketsreacted at all favorably to the fiscal surplus targets.
They certainly did not react adversely when the IMF eased the fiscal
targets in early 1998.
The monetarytargets are a more conventional approachto financial
stabilization. The IMF used interest rates both as instrumentsand as
44. Quoted in Peter Montagnon,"Export Slowdown Hits Thai Recovery," Financial Times, April 3, 1998, p. 6.
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intermediatetargets.Most macroeconomistssharethe view thatincreasing interest rates will help to supportcurrency stabilization, but this
basic propositionbecomes problematical-even doubtful-in the context of an extremecreditorpanic. Kindleberger'ssurvey of past manias
and crashes makes clear that interest rate increases can actually work
againstcurrencystabilizationunderthese circumstances:"Tight money
in a given financial center can serve either to attractfunds or to repel
them, dependingon the expectationsthat a rise in interestrates generates. With inelastic expectations-no fear of crisis or of currencydepreciation-an increase in the discount rate attractsfunds from abroad
and helps to provide the cash needed to ensure liquidity; with elastic
expectations of change-of falling prices, bankruptcies,or exchange
depreciation-raising the discount rate may suggest to foreigners the
need to take more funds out ratherthan bring new funds in."45 The
point is not just a theoretical curiosity: the experience of the Asian
currenciesin the second half of 1997 gives direct empirical support.
Considerthe case of Indonesia in the lead-up to its initial IMF program of November 1, 1997. At the time, the IMF noted that "the
downwardpressureon the rupiahhas persisteddespite policy measures
that, by and large, have been timely and broadly appropriate.[In August] liquidity conditions in domestic money marketswere tightened
significantlywith one month interest rates on central bank certificates
. . . being increased from 1 1/2 percent to 30 percenton August 19."
Fiscal policy was also tightened.The IMFwent on to observe, however,
that "this policy responseinitially had a salutaryeffect on the exchange
rate, but this respite did not last long. The tightening of monetary
conditions transferredmarketpressuresto the domestic economy, putting heavy strains on the already-weakfinancial sector. As a consequence, a significantnumberof banks found themselves without sufficient resources to meet their payment obligations . . . . The authorities,

and marketparticipants,soon realized that the banking system could
not bear this stress for long." Eventually, the central bank had to
provide emergency liquidity financing, and the rupiahhad again fallen
undersignificantpressureby the end of September.The idea that high
interestratescould stop the panicessentially hadbeen tested andproved
incorrectbefore the startup of the IMF program.46
45. Kindleberger(1996, p. 8).
46. InternationalMonetaryFund(1997a, pp. 8, 9).
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Yet the same strategy was pursued in the formal IMF program
launched on November 1. It was alleged that the combinationof tight
monetary policy and "decisive actions to address the fundamental
weaknesses of the economy" would solve the problem. Once again,
the higher interestrates had little positive effect, however. Indonesia's
second letter of intent, quoted above, notes that although interbank
rates were raised to over 30 percent in early December, the problems
with the rupiahintensified.
A fifth importantreason for the failure of the IMF programsis that
the loan packages provided only a weak shadow of a lender of last
resort facility. While we are not enthusiasticabout casting the IMF as
a true internationallender of last resort (see below), we would emphasize that announcinglarge sums of money that are not readily available
for short-termsupportis unlikely to stop a creditorrun.
Under the IMF programs in East Asia, it is not clear how much
money is actually available to each country:substantialsums are announced as contingencyfundingfrom bilateralsupporters,but the conditions for their use are not defined and are subject to futureIMF staff
appraisalsand negotiationswith the bilateralcreditors.Turningback to
table 15, we try to assess the money thatis really in hand. Commitments
were made as first and second lines of defense. The firstline of defense
consisted of funding from the IMF, the World Bank, the Asian DevelopmentBank(ADB), andin the case of Thailand,frombilateraldonors.
The loan packages commit to provide funding for three years, and the
money is tranched-that is, availableonly in "slices" over the program
period. Moreover, funding from the World Bank and the ADB is predicated on the negotiation of separate agreements related to financial
markets, social policy, and other substantiveareas. By the end of December 1997, in Thailand, $7.3 billion of the original $17.2 billion in
commitmentshad been disbursed.In Korea, $13.2 billion of the $57.0
billion committedhad been disbursed, largely as a result of the emergency acceleration of disbursementson December 24. None of the
second line funding had been disbursedin Korea by the end of March
1998. In Indonesia, only $3 billion of the promised $40 billion had
been disbursedby the end of March 1998, and this did not include any
money from the World Bank, the ADB, or the bilateral second line
donors. The amountsof money that were disbursedin each countryare
very small, comparedwith the short-termdebts falling due. Unlike a
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true lender of last resort, which provides the full amount (L = OD)
needed for debt servicing, the IMF put only a small proportionof that
funding directly on offer throughits loan packages.
When one examines the IMF programswith care, one can see that
they were predicatedon the very optimistic assumptionthat short-term
debt would be rolled over. For Indonesia, for example, the baseline
programprojected the voluntary rollover of short-termdebt at twothirdsof the amountfalling due.47The baseline assumptionsfor Korea
and Thailandwere even more optimistic. The Thai programassumed
that "short-termlines to Thai banks ($11 billion, much of which have
been undertakenby the five largest)will also be broadlymaintained."48
In the case of Korea, the IMF's working assumptionwas "that, on the
basis of the beneficial effects on marketconfidence of the announced
programand the large financing package, the bulk of the short-term
debt [would] be rolled over."49While these programsdid include provisions for contingencies, these could only be triggeredas extraordinary
events. And in fact on December 24, 1997, after considerable public
hand-wringingby U.S. and Koreanofficials, $10 billion of the second
line of defense funding was activated in Korea. Under such circumstances, the lender of last resort effect is not really secured. Creditors
essentially still face a one-way bet: either to leave their money in the
country, with a real risk of imminentdefaultor forced rollover-which
is whathappenedin Korea-or to take it out at little cost, to see whether
enough contingentfunds will indeed be made available.
In two other regards, the IMF programsin East Asia are far from
optimal for restoring financial market confidence in the short term.
First, they have covered a very wide range of policies beyond the
immediatefinancialcrisis, including tradeliberalization,demonopolization, privatization,and so forth. Such reformsmay well be desirable,
and some-for example, eliminating monopolies that effectively have
open lines of credit with the commercial banks-may be germane to
strengtheningthe weak bankingsector. Most of the structuralreforms,
however, simply distractattentionfrom the financialcrisis. They have
taken government expertise, negotiating time, and political capital
47. InternationalMonetaryFund(1997a, p. 22).
48. InternationalMonetaryFund(1997d, p. 12).
49. InternationalMonetaryFund(1997b, p. 12).
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away from the core issues of financialmarkets, exchange rate policy,
and the like.S?

Second, the initial loan programswere not released to the public.
This secrecy, a traditionalfeature of IMF loan agreements, proved a
majorliability in the Asian context, since the programsaimed in large
part to restore public confidence in the short term. Fortunately, the
second roundof programshave been madepublic;since February1998,
they have even been posted at the IMF's worldwide web site.
An Evolving Framework for 1998

The East Asian financial crisis will take a very serious toll on the
region's economies in 1998. The depth of the crisis, however, is still
to be determined.ThoughAsian financialmarketshave begun to regain
strengthin early 1998, the real effects of the reversal of credit flows
have yet to be felt. The effective time-outs on debt servicing in Korea
and Indonesia-the formerby negotiation, the latterby default-have
given some breathingspace for longer term solutions. Several urgent
issues remainto be addressed.
The overhang of short-termdebt will continue to plague all three
majorcrisis economies. Korea's time-out lasts until the end of the first
quarterof 1998, and considerable amountsof short-termdebt remain
to be paid duringthe remainderof the year. In April, however, Korea
was able to returnto the marketsand effectively refinancesome debt
payments with a new bond issue of $4 billion.5' Indonesia has yet to
negotiate a formal rollover or standstillon debt payments, and a large
proportionof its corporateexternaldebt is now in outrightdefault. The
experiences of Mexico and Argentinasuggest that bank creditors are
likely to continue to demandrepaymentof short-termdebts as they fall
due, even if new foreign investors begin to enter these economies.
There is a reasonable chance that all three economies will need a
furtherstretching out of debt payments for the remainderof 1998. If
there is a renewed significant net outflow of funds, debt restructuring
50. See Feldstein (1998) for a critiqueof IMF programsalong these lines.
51. On April 8, 1998, Korea sold $1 billion in five-yeargovernmentnotes (at 335
basis points over the London interbankoffer rate [LIBOR])and $3 billion in ten-year
notes (at 345 basis points over LIBOR).The issue was reportedlysubstantiallyoversubscribed, and the governmentimmediatelyinitiatedplans for anotheroffering, pending
an expected ratingsupgrade.

Steven Radelet and Jeffrey D. Sachs

69

should be carriedout in an orderlymanner,withoutdesperatemeasures
to avoid another round of negotiation. There is no justification, for
example, for boosting interestrates yet again in orderto forestall concerted rollovers of short-termdebts. Furthermore,the IMF and the
Asian countries should insist on restructuringthe debt, rather than
drawingdown IMFfunds. Not only do concertedworkoutarrangements
introducemuch less moral hazardin rescue operations, but as we discuss below, thereare far moreeffective ways to use IMFprogramfunds
than simply to recycle them to internationalcreditors.
The bankingsector remainsilliquid and heavily undercapitalizedin
each of the crisis countries. Given that the banks are net borrowers
from abroad, the sharp real depreciationsof these currencies almost
surely has meant that a large proportionof net worth has been wiped
out. On paper, the banks have generally tried to hedge their positions,
keeping dollar-denominatedlending roughly in balance with dollardenominatedborrowing. Since much of that dollar lending has been to
domestic investors that will face bankruptcyin the wake of the sharp
exchange rate depreciations,however, even banks that are hedged on
paper will suffer a large loss of net worth. Not surprisingly,the early
evidence suggests that rates of nonperformingloans are soaring. Even
more dangerous,almost all nonforeigncommercialbanksin Indonesia,
and many in Thailandand Korea, have been so sharplydowngradedas
credit risks that they are no longer able to open letters of credit recognized by internationalbanks. As noted above, Asian exporters have
consequently been facing a sharp credit squeeze, which is preventing
many of them from respondingto the huge rise in profitableopportunities following the currencydepreciations.
In the short term, a portion of the emergency IMF loans could be
used to creatededicatedpools of workingcapitalto help financecredits
for exporters;for example, by guaranteeingletters of credit opened by
commercial banks. In the medium term, the commercial banks will
have to be recapitalizedand floated again to private investors. There
are many possible models for bank rehabilitation.Typically, they require an infusion of public funds to reestablishthe positive net worth
of insolvent banks; temporarytransferof ownership of the insolvent
banksto a public intermediary;andthe resale of the banksto the private
sector, with bothforeign anddomesticinvestorsinvitedto providefresh
capital. There is also an importantneed to mobilize public funds to
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back the recent public guaranteesof bank deposits and liabilities. Part
of the IMF loan programcould usefully be dedicatedto establishing a
rudimentarydeposit insurancefund, as a way to strengthenpublic confidence in the bankingsector.
In parallel with bank restructuringand capitalization,enterpriserestructuringand capitalizationmust take place in the nonfinancialcorporate sector. Each of the three crisis countries is in the process of
establishing new bankruptcymechanismsto facilitate financialreconstructionin the corporatesector. This will include the widespreadconversion of debt to equity, and the transferof equity in insolvent enterprises from existing shareholdersto creditors.
Anotherportionof the IMF funds should provide the gross reserves
needed to back more appreciatedexchange rates in these countries.
Exchange rate targets failed in the second half of 1997 because they
were overwhelmed by panicked withdrawalsof loans. New exchange
rate targets will be viable if accompaniedby realistic reschedulingof
the foreign debt obligations falling due in the year. There is little case
for a returnto pegged exchangerates, andstill less for the establishment
of currency boards. Nonetheless, the availability of adequate gross
reserves will surely help to establish greater market confidence, and
thus might make it possible to nudge the real exchange rates of the
Asian countries towardmore realistic postpaniclevels.

Preventing or Managing Future Crises
Current arrangementsfor integrating emerging markets into the
global financial system are clearly defective. Capital marketliberalizations in LatinAmerica, easternEurope, andAsia have been followed
by extreme macroeconomiccrises. The IMF's responsesto those crises
have not preventeddeep dislocations in the emergingmarketcountries.
Moreover, the emergencyIMF bailoutpackagesin Mexico, Argentina,
and East Asia have arguablycontributedto significantnew moral hazardsin internationallending. The IMF has shown itself to be extremely
fearful of a defaultin any majoremergingmarket,and in fact, prepared
to devote large sums of money to bailing out foreign credits. Deputy
TreasurySecretaryLawrenceSummershas describedthe currentsystem
as one in which policymakersoften "confront the choice between un-
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controlled chaos and confusion on the one hand and large bailouts on
the other."'52
We argue that international financial markets are inherently unstable,
at least for countries borrowing heavily from abroad at short maturities
and in foreign currency. It may be true that better banking supervision
would solve the problem of unstable capital markets, although many
advanced economies have suffered enormous banking crises following
financial market liberalization, as did Sweden in the early 1990s. Thus
the rapid push toward fully open capital markets among the developing
countries would seem to be misguided. There is certainly no strong
empirical evidence that economic growth in middle-income developing
countries depends on unfettered access to short-term capital flows from
abroad. Such short-term financing is useful for trade flows, but not for
longer term investments. And short-term inflows have still less use in
financing long-term on-lending by highly leveraged financial institutions. The notion that improved supervision will quickly render shortterm capital flows benign is unproven-and unlikely, in our opinion.
The policy goal should be to support long-term capital flowsespecially foreign direct investment-and equity portfolio flows, but
mainly to limit short-term international flows to the financing of shortterm trade transactions. Banks and nonfinancial corporations could be
discouraged from short-term international financing (with maturities of
under six months, for example), except to finance documented trade
transactions. One could approach such limits through taxation-as does
Chile, which imposes a 30 percent reserve requirement on dollar deposits in the banking system-or through outright supervisory limits.
Practical enforcement considerations, such as administration and monitoring, would probably push toward outright quantitative limits on
short-term flows, even though economic arguments would generally
favor taxation. The argument that short-term flows essentially cannot
be controlled, because of poor monitoring or access to financial derivatives that allow controls to be circumvented, is not convincing. The
huge buildup of short-term debts in Asia in the 1990s followed hard on
the heels of a specific set of financial liberalization actions. It is fair to
contend that without institutional innovations such as the Bangkok Inter52. LawrenceSummers, "Go with the Flow," Financial Times, March 11, 1998,
p. 14.
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nationalBankingFacility, the Thai buildupof debt could well have been
contained.Similarly,the buildupof short-termdebt in Koreawas a consequence of the regulatorytreatmentof Koreanmerchantbanks in the
mid-1990s. Some short-termcapital will always evade any taxationor
quantitativecontrols,but the evidence from Chile andMalaysiasuggests
thatsuch tools can be effective at slowing such inflows on the margin.
Ironically, the IMF has been pushing the Asian countries toward
acceleratedcapital marketliberalizationin the wake of the crisis. For
example, the December 3, 1997, programfor Korea announces that
"the governmentplans to accelerate substantiallyits ongoing capital
account liberalization.

. .

. In order to instill market discipline a time-

table will be set by end-February1998 to eliminate restrictions on
foreign borrowingby corporations," amongothermeasures. According to our analysis, such a push toward furtherliberalizationof longtermcapital flows, includingforeign directinvestment,has little riskand probably significant long-term economic benefit. The problems
arise mainly from the lack of any distinction between short-termand
long-term capital flows.
While the liberalizationof short-termcapital movements should be
undertakenonly graduallyandwith extremecaution, openingthe financial sector to foreign direct investment should probablybe much more
rapid and forthright.When the crisis erupted, Indonesia, Korea, Malaysia, and Thailandwere all characterizedby the limited presence of
foreign bank branchesand subsidiaries.Despite their significantinterest, foreign banks were generally unable to obtain general banking
licenses, due to protectionismin supportof domestic banks. The presence of more foreign banks would almost surely have helped to calm
the Asian financialcrisis, for several reasons. First, branchesof major
internationalbanks would have been much less subject to depositor
panics than were domestic banks;indeed, in Indonesia, depositorsfled
from the national banks to the few foreign banks, and also to stateowned banks. Second, foreign banks would have been less likely to
withdraw their own loans to local customers than to withdraw their
cross-bordercredits to Asian banks. Third, they would have raised the
general level of competitionin the bankingsystem andmight well have
helped to limit the politicization of bank ownershipand bank lending.
53. InternationalMonetaryFund(1997b, p. 10).
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We also argue that the IMF's bailout lending has been ineffective,
probablyintrinsicallyso. The IMF is unable to be a true lender of last
resort. Its loans will always be sufficientlyrestrictive, conditional, and
tranchedto leave lingering doubts in the markets, and thereforeleave
room for "rational" panics. With the announcementof an IMF loan
package, short-termclaimants still have the preferredoption of withdrawingtheir loans and waiting to see what will happenin the future.
The provision of IMF loans is thereforeunlikely to stauncha panicked
outflow of loan capital. The result may be the worst of both worlds. On
the one hand, the panic continues, with adverse macroeconomicconsequences. On the other hand, the foreign lending is socialized (thatis,
repaid by the public sector), with objectionable distributionalconsequences, since the foreign banks get bailed out at the expense of the
taxpayersof the emergingmarkets,and deep problemsof moralhazard.
The Korean episode points to a better approach:orderly workout
arrangementsthat rely on private sector funds ratherthan on bailout
loans from the IMF.54 The analyticalstartingpoint for this approachis
the recognition that chapter 11-style bankruptciesin the United States
(or chapter9, in the case of municipalities)create a negotiatingframework for creditors and debtors that overcomes many of the collective
action problemsinherentin financialcrises. A bankruptcyarrangement
typically involves a standstill on debt servicing, such as that in Korea
in the first quarterof 1998; an arrangementfor tappingprivate capital
marketsfor interim financing-so-called debtor-in-possessionfinancing, undersection 364 of the U.S. BankruptcyCode; and a system for
debt reductionand debt-to-equityconversion that overcomes the inevitable free-ridingamong creditorsin the course of debt restructurings.
The provision for debtor-in-possessionfinancing is critical. Under
bankruptcylaw, the generalidea is thatthe bankruptcycourtcan enable
the bankruptdebtorto tap the privatecapitalmarketsby grantingpriority
in the repaymentqueueto the new loans. In ourcontext, it wouldbe as if
Koreacould have gone to the Eurobondmarketsin December1997 with
the enforceablelegal right to borrowfresh loans that would be repaid
aheadof all of the existing credits. In this way, the bankruptcycourt is
able to get workingcapitalto the bankruptdebtor,despitethe fact thatthe
court(in contrastto the IMF)cannottap official fundingsources.
54. See Sachs (1995).
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International workout arrangements could be modeled on the chapter
11 process. When a sovereign borrower faced imminent default, a
standstill on debt servicing would be triggered (and perhaps officially
approved by the IMF's Executive Board). The debtor country would
fall under the protection of the IMF, which would facilitate negotiations
between the debtor and private sector creditors to restructure the repayment program. The plan would be conditioned on economic reform
measures agreed by the debtor country. The IMF would also facilitate
interim financing, not by directly making available official funds, but
rather by overseeing new priority borrowing by the debtor country. In
this way, the debtor country would be able to tap the capital markets
despite the standstill on repayments of the earlier debt. A candidate for
this type of arrangement would have been Mexico in 1995.
When there is a mass exodus from private sector debtors, as in the
East Asian crisis countries, the situation is much more complex. Under
those circumstances, the individual bankruptcy model applied on a
case-by-case basis will not resolve a financial panic in a timely and
efficient way. It may still be necessary to impose a generalized standstill
on debt servicing, followed by a mechanism to bring the various international creditors and national debtors under one roof for a collective
renegotiation and rollover of debts-just as occurred in Korea in late
December 1997 and early January 1998. Thus designers of orderly
workout mechanisms might have to contemplate provisions for acrossthe-board standstills and rollovers of debts at the country level, even
though the debts are in fact owed by individual private sector entities.
The IMF's Interim Committee acknowledged the need to "involve private creditors at an early stage, in order to achieve equitable burden
sharing vis-'a-vis the official sector and to limit moral hazard."55
The Korean negotiations demonstrated that such a mechanism can
work in practice. Now, we suppose, economists will have to discover
whether it can work in theory-and thereby be pursued more systematically in future cases. The better hope remains that prudential restrictions on short-term capital flows and greater market sensitivity to the
risk of panic will render the need for such extraordinary interventions
much less likely, by limiting the buildup of unstable short-term debts
before a crisis occurs.
55. InternationalMonetaryFund(1998a, sect. 3[e]).

Comments
and Discussion

Richard N. Cooper: This paper offers a useful, comprehensive discussion of the East Asian financial crises. I emphasize the plural because, in my judgment, what occurred in the second half of 1997 was
not a single crisis; it was a series of crises, not completely unrelated to
one another. But if one looks under the rug, the details differ in important ways from one country to another.
Stephen Radelet and Jeffrey Sachs emphasize that, among the various types of crisis, these were overwhelmingly financial panics calling
for remedies very different from those for a normal financial crisis.
They consequently blame the International Monetary Fund for not helping, and in some respects actually aggravating, the crises. The authors
have the advantage of hindsight: they are in the luxurious position of
engaging in Monday morning quarterbacking. The relevant question is
not whether the IMF made mistakes-it surely did-but whether it
made mistakes ex ante, given what it could have known at the time.
Indeed, the authors emphasize how little these crises were actually
forecast. The following assessment appeared in a highly reputable financial newsletter published by the Chase Manhattan Bank on October
1, 1997, three months after the crisis in Thailand had erupted and in
the face of substantial declines in stock prices as well as currency
depreciation:
The weakening of the other Asian currenciesis less a result of "contagion" than a reaction by investors-and policymakers-to new facts.
That said, economic fundamentalsand policy managementare stronger
in the other SoutheastAsian nations, which will experienceboth a more
75
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moderate decline in growth this year and a more rapid rebound than
Thailandnext year. As the foreign exchange marketbegins to stabilize,
these differences in performanceand policy will be reflected in each
country'scurrency.I
That is a relatively complacent, but fairly typical, statement. It continues: "growth [in Korea] will slow in any case because of the restructuring of major industrial conglomerates (chaebol), weak domestic demand, and problems in the banking system. Overall, Asian growth is
expected to decline by about two percentage points next year, to 61/2
percent." The sharp declines experienced after mid-October were not
foreseen by mainline financial analysts.
Radelet and Sachs identify four key elements of the IMF programs:
fiscal policy, monetary policy, bank closings, and the rebuilding and
recapitalization of banks. They argue that all were misguided. Here, I
discuss these elements in an ex ante sense rather than in an ex post
sense. I disagree with the authors on the first two but I agree with them
on the last two.
Let me address fiscal policy. I focus on Thailand, because that was
the first crisis and called for the largest fiscal contraction. In its support
program of August 1997, the IMF required a country that had nearly
balanced fiscal accounts to achieve a surplus of 3 percent of GDP. Some
observers thought that the IMF was applying its usual prescription
inappropriately.

It should be kept in mind, however, that Thailand had a current
account deficit of 8 percent of GDP in a period when, as the authors
emphasize, private capital inflows were drying up. The Thais did not
disagree that they needed a substantial reduction in their current account
deficit. Economists do not know how to manipulate private saving. The
one way we know of manipulating national saving, more or less reliably, is through the fiscal accounts. The fiscal tightening in Thailand,
following a substantial depreciation of the currency, represents a combination of expenditure switching toward net exports and a necessary
reduction in domestic expenditure. That is standard prescription under
the circumstances and is not obviously inappropriate.
1. "Emerging Markets After Thailand:Guilt by Association or Flatteredby the
Comparison?",The Chase ManhattanBank, October 1, 1997.
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The IMF's fiscal target for Thailand was predicated on a 3 percent
growth rate in 1998. That raises an interesting question about how these
loan programs are put together. The "letter of intent" is technically
written from the country in question to the IMF. To its credit, Thailand
makes its intent public; not all countries do. In August 1997 the Thai
authorities did not want to admit publicly that they foresaw a growth
rate below 3 percent, already a substantial reduction from that of 1996.
What does the IMF do under such circumstances? In this case, it set
the fiscal target in accordance with a projected growth rate which at
least some of its own analysts knew to be wrong.
It is standard procedure for the IMF to review its programs quarterly
to assess progress and make adjustments in light of new circumstances.
At the first quarterly review, and then again at the second, the IMF
essentially held Thailand to the expenditure levels and tax rates of the
original program, recognizing that the country would not achieve a
budgetary surplus exceeding 2 percent of GDP. In other words, it allowed the fiscal stabilizer to work. One may differ in one's judgment
about these matters, but that does not strike me as an obviously wrong
approach, given what the Thai and the IMF authorities knew during
August, when the program was agreed.
In contrast to the issue of fiscal policy, I agree with Radelet and
Sachs on the question of bank closings and bank recapitalization. Both
were clearly required. But it is highly risky to announce in advance that
certain banks are going to be closed, without having in place a program
to reassure depositors about the security of their deposits and of the
survival of the remaining banks. Moreover, high capital requirements
for banks are intended to provide a cushion against unforeseen contingencies, as a shock absorber between assets and liabilities. It gets the
matter backward to require that banks recapitalize as a precondition for
dealing with a financial emergency. While they do have to recapitalize,
to require that they do so in the first months of the program can aggravate rather than mitigate the problem.
The East Asian financial crises are complex, and the lessons that
people draw will depend on what they bring with them. It is not entirely
surprising that Jeffrey Sachs finds the International Monetary Fund
deeply deficient. It will be equally unsurprising if members of the Cato
Institute and many other folks around Washington discern in these crises
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the superiorityof Anglo-Saxon capitalismover Asian capitalism(what
is now loosely called crony capitalism). But that is not the lesson that
will be drawnin Asia.
Officials in China and Vietnam-countries at different stages of
economic reform-will be reinforcedin their caution aboutthe pace of
liberalization. Unhappily, Vietnam may even bring reform to a complete halt for a while. Meanwhile, China has postponed full currency
convertibility, which was originally targetedfor the year 2000, until
well into the next century. In Thailand and Korea, some people will
discover in these crises evidence that democratizationwas a serious
mistake, and they will hankerafter the strong man days of SaritThanaratin Thailandand ParkChung Hee in Korea.
One must be careful about overdrawingconclusions. Having said
that, I believe thatthese crises underscorefour fundamentalpoints. The
first, aimed mainly at economists, is that the financialsystem is a part
of the fundamentalsof every moderneconomy. It is a mistake to draw
a sharp distinction, as economists routinely do, between the real and
the monetaryeconomy. This dichotomy has been so productivepedagogically that we focus too often only on real variablesand neglect the
financial system that lubricatesthem. We simply assume perfect arbitrage and implicitly dismiss the resources requiredto make it work.
This relative neglect is all the more curious, in that in the American
economy the financial sector generates nearly 6 percent of total employment, far more than the agriculturalsector. In focusing on an
economy's fundamentals, therefore, one should recognize that these
include both the magnitudeand the quality of its financialsector.
Second, 1997 revealed perhaps not a clash of civilizations, but a
clash of culturesplayed out in the financialworld. Foreignlendersbased
in London, New York, and other major financial centers expect to be
kept well informedaboutwhat is happeningin the economies to which
they lend, and especially about what is happeningto the borrowers.If
borrowersare unexpectedlyunable to repay on schedule, these lenders
expect orderlyproceduresfor workingout the situation,preferablyones
that maximize the likelihood of being paid without loss. In short, they
expect transparencyand well-defined processes.
Asian borrowershave a different tradition, which emphasizes personal-and political-connections and loyalties. They operate on the
assumptionthatproblemscan be workedout satisfactorilybehindclosed
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doors. What foreign lenders or domestic depositors do not know will
not hurt them; indeed, timely and accurate information may unduly
alarm them. It should be noted that the Asian tradition, or something
resembling it, was common in many European countries not long ago
and its remnants are discernable even today.
It is difficult to pass judgment on the respective merits of these two
quite different traditions. One can find circumstances in which one or
the other is superior, but my main point is that they do not mix well. If
foreign lenders suspect that serious problems are likely to arise with
their Asian borrowers, they do not expect to be told how serious the
problems may become and what the likely solutions will be. But neither
do they expect to be treated equitably in the solutions that may be
worked out behind closed doors. So they will simply withdraw their
funds as rapidly as they can, thus turning a financial problem, or even
a suspected financial problem, into a financial rout.
Third, the high-growth East Asian countries have been widely
praised for their high saving rates, which permit high rates of investment even without the inflow of foreign capital. Household savings in
this part of the world were traditionally held in the form of gold or
silver jewelry, coins, leaves, or bars. During the past two or three
decades, however, ordinary people have increasingly entrusted their
savings to deposit-taking institutions, which, in turn, have been able to
mobilize the savings for investment elsewhere in the economy. But
such deposits involve an act of trust by the public at large. There is a
corresponding obligation on the authorities to ensure that this trust is
warranted and preserved.
The sad fact is that the public's trust has been badly abused in many
Asian countries, including some that have not been caught up in the
crisis, most notably China. Banks have used the deposits of ordinary
people to make loans ranging from unrecoverable operating subsidies
to favored enterprises to high-stakes gambles in urban real estate. One
of the most important tasks of the monetary authorities in Asian countries is to rebuild the trust that has been eroded and to preserve it.
Fourth, the crises serve as a reminder that modern financial systems
are intrinsically unstable. In their normal domestic operations, banks
engage in maturity transformation, borrowing short and lending long.
With the globalization of capital markets, they increasingly engage also
in currency transformation. Such transformations are intrinsically risky,
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and they rely very much on the independence of large numbers of
transactions to reduce the risk through diversification. Some, but not
all, of the risk can be spread through skillful use of financial derivatives,
although new risks, often not so evident, are thereby introduced. But
when the independence of transactions disappears, as it does when the
herd behavior of lenders takes over, possibly leading to stampedes, the
underlying fragility of the financial system is revealed.
These are characteristics of all financial markets. In developed countries, years of often unpleasant experience have led to the construction
of an elaborate structure to bound, bolster, and, if necessary, support
the financial system against the worst consequences of its intrinsic
instability. Elements of this structure include deposit insurance, capital
requirements for deposit-taking banks and brokers, independent auditing, risk limitations (for example, on foreign currency exposure), close
supervision, and a lender of last resort. It takes time, training, and
experience to develop such comprehensive regulatory structures. They
are only nascent in many low-income countries and at the international
level.
Sadly, most societies find it difficult to learn from the experience of
others-they learn mainly from their own mistakes. From this point of
view, the 1997 crises may have been necessary steps in the learning
process of rapidly developing economies. If the lessons are learned
well, these countries will emerge the stronger for them, after a few
years of economic pain. For its part, the international community should
be spurred to work more aggressively toward developing internationally
acceptable banking standards, and to ensure that it can provide financial
support quickly and in sufficient magnitude when the need arises.
Barry P. Bosworth: In this broad-ranging paper, Radelet and Sachs
relate the East Asian financial crisis to a large prior literature on the
causes of such crises and the policy responses. The discussion is structured around three primary issues: the causes of the crisis, the appropriateness of the IMF response, and long-term crisis prevention.
The largest portion of the paper is devoted to the causes of the crisis.
Historically, the debate has been divided between those who see currency crises as the result of deterioration in economic fundamentals
within the affected countries ("it was their fault") and those who blame
inherent instabilities in international capital markets (self-fulfilling
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prophecies). Radelet and Sachs provide a slightly different focus by
distinguishingamong internalfundamentals,externalshocks, and systemic instability. However, the adverse external shocks that they can
identify seem at best minor contributorsto the crises. As they point
out, the loss of tradesharesto Mexico and Chinawas small. And there
is little evidence of seriously overvaluedexchange rates. For example,
the Koreanwon was devalued by 15 percent in nominal terms relative
to the dollar between the end of 1995 and March 1997, and most
measuresof real exchangeratesshow very little appreciationon a tradeweighted basis. The one externalfactor that the authorsdo not emphasize is the role of Japan. Were not the incredible low interest rates in
Japan a contributingfactor? The fact that banks could raise deposit
funds with a 1 percent deposit rate in Japanand lend at 10 percent in
Korea must have been a significant inducement to the expansion of
capital inflows.
Radelet and Sachs argue that the Asian crisis should be interpreted
as an unforeseeablefinancialpanicthatcannotbe tracedto deteriorating
fundamentals. With hindsight, economists can always unearth some
policy errors, but I think that the authorsare on the right side of this
debate. The lack of evidence of significant foresight in marketsor of
strongcontagion effects arguesstronglyfor the self-fulfilling prophesy
interpretation.In fact, most of the macroeconomicfundamentalslooked
quite good: low inflation, fiscal surplusesor small deficits, high rates
of capitalformation,andrapidgrowth. Althoughthe Asian crisis countries had surprisinglylarge currentaccountdeficits, the capital inflows
were associated with high investment, not consumptionas in Mexico.
If the disasterwas due to policy erroreveryone is vulnerable, because
the mistakes were certainly small and within the range of those committed by the industrializedcountries.
The new focus in this paperis on weak banking systems. But these
Asian countries were not unique in the low quality of their banking
systems, at least as measuredby rating services such as Moody's and
Standardand Poor's. It was not so long ago that the development of
extensive financialintermediationwas being cited in the economic literatureas a significantcontributorto Asia's rapidgrowth. It is striking
how quickly one can convert a positive into a negative. Furthermore,a
heavy reliance on debt finance is often associated with high growth,
since internally generated funds can only support slowly expanding
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enterprises. Equity markets are not frequently a significant source of
new funds.
Even if bad banks posed a major problem, something else needs to
be added to the mix in order to induce a crisis-capital convertibility.
Both Thailand and Korea were faced with strong international pressure
to open their financial markets to foreign investors, and in retrospect,
the process was badly mismanaged. The industrial countries and the
international institutions have made capital convertibility a high priority
for many developing economies. However, the process of financial
market reform is difficult, and the introduction of capital account convertibility in the early stages often leads to crisis. Ronald McKinnon
and others have stressed the importance of getting the sequence of
financial reforms right, holding off on capital convertibility until an
open, well-functioning domestic financial system is in place. Those
countries that were moving more slowly to open their financial markets
had far fewer problems; Taiwan, for example, had no capital convertibility and no crisis.
Much of what Radelet and Sachs describe is very reminiscent of
prior liquidity crises in industrialized countries and of old-fashioned
bank runs. In particular, these Asian economies stand out for having
incredibly low reserves relative to short-term liabilities; and in the
empirical analysis, that is the only variable with major predictive
power. Many of the reported reserves were either not available (Korea)
or offset by large net positions in the forward market (Thailand). While
the overall external debt of the Asian crisis countries may not have
been excessive, the proportion in short-term liabilities was certainly
extreme. But not only banks were exposed to currency fluctuations.
Because of a strong government commitment to relatively fixed exchange rates, many traders, including large American export corporations, maintained substantial open positions. The break in the exchange
rate initiated a rush to cover that exposure that greatly added to the
demands for foreign exchange. Thus, while these countries may have
faced some solvency problems in the internal economy, the fundamental
external problem was liquidity.
The authors note the similarities between the recent Asian crises and
the Mexican crisis of 1994-95, but the differences in the international
response are striking. Mexico was provided with $52 billion in loans
with only limited conditions. It drew $32 billion of those funds within
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a few weeks, stopped the crisis, and by the middle of the year had
started repaying the United States and Canada. The United States has
been fully repaid and netted a healthy profit.
In contrast, the funds offered to the Asian countries were highly
conditional, and the amounts actually made available were far less than
the $100 billion prominently reported in the press. From the beginning,
the IMF treated the crisis as involving fundamental issues of solvency,
not liquidity. Moreover, it used the crisis to force these countries to
adopt its own agenda for financial market reform. The IMF may have
been right about the need for the banking reforms, but Radelet and
Sachs are correct in suggesting that these should not have been initiated
in the midst of a financial crisis. In retrospect, it does appear that the
IMF program worsened the situation in Indonesia, and the initial program for Korea failed to deal with the overhang of maturing short-term
foreign currency loans Some of the other reform measures, such as
changes in labor market regulations, seem far removed from a currency
crisis.

The authors are also critical of the IMF's restrictive targets for fiscal
and monetary policy. Certainly, such measures would have never been
adopted in the United States, and they do remind one of the mistaken
response to the Depression of the early 1930s. At least with respect to
monetary policy, though, the affected countries are caught in a difficult
choice. On the one hand, higher interest rates are beneficial because
they attract foreign currency; on the other hand, increased interest payments inflict an added burden on domestic enterprises. The emphasis
on fiscal restraint is more difficult to rationalize. In effect, the IMF
used a liquidity crisis to push an agenda of structural reform, whereas
the first priority should have been to stop the panic. The IMF viewed
the situation of these economies as no different from the traditional
balance of payments crisis, in which a country is living beyond its
means and is faced with the need to cut back domestic demand.
I believe that the authors could have done more to address the longer
term issue of systemic reform. One big lesson for the other developing
countries is that there is not going to be an international lender of last
resort and they must develop a more defensive strategy of their own. I
think that translates into a policy much closer to Chile's restrictions on
short-term liabilities than the open market advice of the IMF and the
United States. The industrialized countries have their own networks for
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providing financial supportfor each other, and they are not interested
in providing additionalresources to bail out developing countries.
I am troubledby the authors'emphasison orderlyworkouts,because
it appearsinconsistent with the emphasis in the first part of the paper
on liquidity as opposed to solvency. Nor do I understandthe focus on
bank lending. To some extent, the banks are simply the investors left
behindwhen everyone else heads for the exits. Supposethatthe Korean
bankshad issued commercialpaperinsteadof borrowingfrom banksin
Japan, Europe, and the United States. The debt would be equally difficult to roll over, but it would have been harderto identify who balked.
All the currenttalk of forcing banks to take a larger hit is simply a
means of discouragingfuture cross-borderbank lending, which Chile
accomplishes with an extra reserve requirement.However, Chile has
concludedthatthe problemlies not in the instrumentbut in the maturity
of the claim. Thus Chile limits short-termcapital inflows, not just bank
loans. There are also majorquestions about the appropriatedegree of
reliance on banks versus financial marketsin a world of international
capital flows. Previously, it was arguedthatbanksprovide more effective means of processing informationaboutborrowers,but marketsare
more effective in spreadingrisks.
Holding larger reserves is not an attractiveoption, because it calls
into question the value of open capital markets. What is the benefit of
capital inflows if the governmentmust set aside a substantialportion
for U.S. Treasurybonds paying 3 percent?With investor expectations
of returns of 10 percent or more, this does not look like a paying
proposition. It is particularlysad in the case of these Asian economies,
because they do not need the funds, given theirown high ratesof saving
and capital formation.
Finally, the East Asian crises seem to provide furtherevidence that
fixed exchange rates are no longer feasible. Governmentsshould not
promise somethingthat they cannot deliver, and the effort to do so just
breedsinstability. Increasingly,the choice is between a single currency
or flexible rates-the middle option is disappearing.
General discussion: ChristopherSims questionedthe authors'distinction between liquidity problems and problems with fundamentals.He
reasoned that a borrowerwho was fundamentallysound but had too
many short-termdebts to roll over should be able to borrow long to
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cover the short-term needs-he cited the historical example of Grover
Cleveland's repeated issuance of long-term debt to defend the gold
value of the dollar. That the Asian nations could not do so is a sign that
their problems were fundamental. Robert Hall concurred and asked
why, if the problem was merely one of liquidity, no private financier
had stepped in to take advantage of the situation by arbitraging between
long- and short-term debt. Sachs responded that the amounts needed
for such an arbitrage operation were too big for a single private institution. The rapid downgrading of debt by international rating agencies
also made it virtually impossible for lenders subject to fiduciary standards to intervene and buy the debt. In the case of Mexico, nobody had
stepped in either. Michael Kremer suggested that if the IMF's purpose
was to allow most of the arbitrage gains to accrue to the borrowing
country, there would not be much room for the private sector to act
ahead of the Fund.
Sims suggested that the correct definition of a fundamentals problem
was the existence of a large number of contracts that could not be
delivered on. That the countries in trouble resisted devaluation for so
long because they feared the consequences for the net worth of borrowers, had to be regarded as a fundamental problem. Sims also commented
on the lack of movement in interest rates before the crisis. He observed
that lenders who were sensitive to borrower-specific risk would not
offer to lend arbitrary amounts at a fixed rate, but rather would quote
schedules of interest rates and quantities to borrowers. The absence of
movements in interest rates does not prove that the crisis was completely unanticipated, as increased risk could also be reflected in a
shortening of maturities. Furthermore, it was not appropriate to use the
amount of short-term borrowing as an exogenous explanatory variable
in regressions, since a shift in the maturity of debt before the crisis was
itself endogenous.
James Duesenberry reasoned that fixed exchange rate regimes were
at the heart of the trouble, because they invited the large capital inflows
that proved destabilizing. The serious problems of bad domestic banking in Korea and Thailand added a vulnerability that created this specific
crisis, and even if there had been no borrowing from abroad, they would
eventually have created a domestic banking crisis. Looking ahead, this
suggested it was important to slow down international capital movements, as well as to improve the banking systems and their supervision.
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BenjaminFriedmanwarnedthateven with betterproceduresfor dealing
with liquidity problems, including a lender of last resort, crises would
occur unless borrowersandlendershad strongincentivesto worryabout
risk management.To provide the proper incentives, it was important
thatcreditorsbe allowed to lose money, as U.S. banksdid in the 1980s.
William Cline arguedthatthe paper'semphasison a short-termcrisis
model downplayeda variety of fundamentalproblemsthat were apparent in the affected countries prior to the crisis. These included excessively rapid credit growth, overvalued fixed exchange rates, highly
leveraged conglomerates, grandioseinvestmentprojects, low levels of
foreign direct investment, and the poor incentives provided by the
Bangkok interbankfacility. He also defendedthe IMF againstmany of
the authors' criticisms. He argued that its insistence on modest fiscal
tighteningand significantlyhigher interestrates in the Asian crisis sent
a strongsignal thatthese governmentswere seriously tacklingthe problems, providing benefits in confidence that could outweigh the direct
contractionaryeffects of fiscal restraint.Furthermore,he believed that
higher interest rates supportedexchange rates, and that the burdenfor
the economy from a lower exchange ratecould be more severe thanthe
burden from higher interest rates. In his view, the most convincing
criticism of the IMF in this episode was the timing of the banking
cleanup, particularlythe closing of banks in Indonesia, which contributed to the bankrunsthere. He questionedwhethermajordebt workouts
would have been possible without the implementation of an IMF
package.
Several participantscommentedon the problemposed by short-term
capital movements. Cline believed there was a growing interestin limiting short-termcapital buildups, but no consensus on whether this
shouldbe done by individualcountriesor throughan internationalmandate. Maurice Obstfeld was skeptical about the authorities' ability to
limit short-termmoney flows, because financialengineeringcould disguise short-termcontractsas long-termcontracts. Sachs thoughtthese
worries exaggerated, observing that all the countries in question had
functioning capital controls until the early 1990s. Cooper noted that
any attempt to limit flows would have to contend with the enormous
growth of world interbankmarketsand the desire of emerging market
banksto participatein it. He noted thatwhen the Asian crisis hit, banks
from that region called in loans to banks in other emerging markets,
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thus creatinga risk thatthe crisis might spread.He addedthatportfolio
equity investmenthas also proven to be highly liquid and mobile, even
though it is conventionally counted as long-termcapital. It adds volatility to stock prices and, if equities areused as collateralfor borrowing,
adds another source of credit risk. Michael Kremer suggested that a
microeconomicexternalitythat could justify governmentregulationof
short-termborrowingarose from the fact that when one firm is called
to pay its externaldebt, it drives down the currency, making it harder
for other firms to fulfill their obligations.
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