
THE ASIAN FINANCIAL CRISIS

WHAT HAPPENED AND WHAT WE CAN LEARN FROM IT

By  Bar r y  Bo sw or t h

LAST YEAR’S DRAMATIC ASIAN EXCHANGE RATE COLLAPSES have int ensified
ef f ort s t o underst and and cont rol t he f orces behind such cr ises. Unt il
recent ly  economist s blamed currency crises on dist ort ed domest ic macroeco-
nomic condit ions. But  t he Asian cr ises grew out  of  quit e dif f erent  economic
subsoil—namely, microeconomic weaknesses in domest ic banking syst ems
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an d  u n p r ec ed en t ed  e x p o sur e  t o
exchange rat e r isk by  t hose who bor-
rowed in f oreign market s.

Currency cr ises are not  uncommon. Bar ry
Eichengreen, Andrew Rose, and Charles Wyplosz
ident ified 78 such crises in advanced count ries dur-
ing 1959–93, while Jef f rey Frankel and Rose found
117 crises in 105 developing count ries between
1971 and 1992. Most  were minor, especially by
t he standard of  recent  event s in Asia, and many
were act ually good news in t hat  out put  grew
rapidly in t he year af t er t he crisis. The Asian crisis,
like t he 1995 currency crisis in Mexico, has been
far more cost ly. The t wo dif fer f rom earlier crises in
at  least  two ot her ways: t hey reflect  problems of
liquidit y rather t han solvency, and t hey involve
severe dist ort ions in t he domest ic financial syst em.
Both show how t he combinat ion of  open capit al
market s, wit h t heir potent ial for large cross-border
capit al flows, and t he liberalizat ion of  previously
repressed financial inst it ut ions creates a pot ent
brew for a currency crisis.
S O L V E N C Y  V E R S U S  L I Q U I D I T Y
In t he wake of  World War II, t he world economy
grew t hrough expanded t rade in goods and ser-
vices. Capit al t ransact ions bet ween nat ional mar-
ket s were st rict ly cont rolled and limit ed t o direct
invest ment  and a lit t le bank lending, generally t o
government s. Exchange rat e crises involved a sim-
ple flow disequilibrium. A count ry’s spending would
gradually exceed it s income, a current  account
deficit  would result , and at  some point  lenders
would doubt  t he sust ainabilit y of  it s borrowing. The
count ry was living beyond it s means in ways t hat
raised basic quest ions of  solvency—the abilit y t o
pay it s bills.

The Int ernat ional Monet ary Fund became adept
at  dealing wit h t hese flow-driven currency crises.
It  provided short -t erm loans t o cover current
account  deficit s and helped count ries rest ore bal-
ance, usually t hrough devaluing t he currency and
realigning fiscal and monet ary policies t o scale
back domest ic demand. Financing cost s were
small, and t he adjust ment  of t en t ranslat ed int o
growt h in real out put  and employment .

The Asian crisis, however, unfolded in a world of
increasing capit al mobilit y. In t he early 1970s, t he
Unit ed St at es dropped it s cont rols on capit al
movement s, and most  ot her indust rial count ries
followed suit  wit hin a decade. Today developing
count ries are under increasing pressure t o allow
t he f ree flow of  financial capit al across t heir bor-
ders. Investors are seeking t o allocat e a st ock of
wealt h globally among nat ional asset s t hat  are
increasingly subst it ut able wit h one anot her. When
news or t he pressure of  event s causes invest ors

t o reallocate t heir asset s, t he result ing short -t erm
demands on a count ry’s foreign exchange reserves
far exceed anyt hing envisioned in t he old regime
of  limit ed capit al mobilit y. The problem is not  just
t he reversibilit y of  past  foreign capit al inflows, but
t he pot ent ial for capit al fl ight  as domest ic wealt h
holders and foreign short -t erm credit ors suddenly
seek t o convert  t heir asset s t o foreign currencies.
The issue is not  solvency but  liquidit y—indeed,
Asia’s crisis resembled an old-fashioned bank run.

Before 1995, t he largest  IMF st and-by credit
arrangement  was a $4  billion agreement  wit h t he
Unit ed Kingdom in 1977 . The 1995 agreement
wit h Mexico was far larger—IMF funds of  $17.7  bil-
lion were just  one part  of  a $52  billion mult ilat eral
package. Last  year’s t hree Asian agreement s—
wit h Sout h Korea, Indonesia, and Thailand—have
drawn $35  billion f rom t he IMF and some $60 bil-
lion f rom ot her sources. The unprecedent ed short -
falls in foreign exchange reserves meant  t hat  t he
rescues had t o be scaled in t erms of  t he st ock of
privat e asset s t hat  might  be moved, not  annual
flows.

Once a count ry has been hit  by a currency crisis,
any decent  economist  can find f ault  wit h it s
domest ic economic policies. But  any errors in
Asian economic policy pale beside t he magnit ude
of  t he currency collapse. The Asian count ries all
had relat ively st rong fiscal posit ions, low inflat ion,
and high growt h rat es. Several had surprisingly
large current  account  deficit s, but  such deficit s
are usually regarded as t olerable if  t he funds flow
t hrough t o capit al format ion (as in Asia)  rat her
t han consumpt ion (as in Mexico) . Nor were real
exchange rat es seriously overvalued on a t rade-
weight ed basis. In  most  cases, t he cur rent
account  deficit s were “ caused”  by a surge of  for-
eign capit al infl ows rat her t han by excessive
domest ic spending drawing in capit al. Overall
indebt edness was moderate relat ive t o bot h GDP
and export s; and concerns over basic solvency
seemed t o play no major role in t he crisis.

The fundament al issue in Asia was liquidit y, not
solvency. Asia’s problem was twofold: it s debt  was
concent rat ed in short -t erm liabilit ies and it s
reserve asset s were low. In Korea, for example,
foreign indebt edness was relat ively moderat e, but
large port ions of  t he privat e debt  were short -t erm
loans. At  t he beginning of  1997, Korea’s reserves
were less t han half  it s short -t erm liabilit ies, and a
large port ion of  apparent  reserves was commit t ed
to ot her purposes.

Baar r y  Bosw or t h is a senior  f el low  in t he Br ookings 
Econ omic St udies pr ogr am.
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T H E  R O L E  O F  F I N A N C E
The emerging Asian economies have f avored
banks over securit y market s for financial int erme-
diat ion. Lit t le or no public debt  exist s t o be t raded,
and businesses rely on bank loans rat her t han
bond or equit y issues for new capit al.

The disrupt ion of  Asian currency market s was
not  preceded by widespread bank runs, but  t he
economies hurt  most  by t he crisis had long hist o-
ries of  problems wit h t heir banking syst ems and
were in t he midst  of  financial reform and liberaliza-
t ion as part  of  t he move t o full capit al mobilit y.
But  liberalizat ion also creat es opportunit ies for
excessive risk t aking by inexperienced bankers
supervised by inexperienced regulators. Even in
t he absence of  crisis, a weak banking syst em is
likely t o limit  t he cent ral bank’s abilit y t o raise
int erest  rat es t o defend t he currency. And Asian
int erest  rat e increases were surprisingly modest
compared wit h earlier crises in ot her count ries:
cent ral bankers put  up only a limit ed bat t le before
allowing t heir currencies t o depreciat e.

But  t he crises cannot  be blamed on weak Asian
banks. Many ot her count ries wit h equally weak
syst ems had no crisis. And t he long-st anding flaws
in Asia’s banking syst ems had not  impeded devel-
opment  of  it s economies. In fact , Asia’s system of
financial int ermediat ion was seen as one cause of
it s rapid economic growt h.

Generat ing a crisis as dramat ic as Asia’s requires
combining weaknesses in t he domest ic financial
system wit h an ef fort  t o open it  t o int ernat ional
capit al. In recent  years, financial capit al has been
pouring int o Asia. Foreign direct  invest ment  was
heavily allocated t o China, but  much of  t he inflow
elsewhere was in port folio capit al and bank loans.
Before 1990, flows of  port folio capit al were t rivial,
but  by 1996 t hey exceeded $30 billion a year, wit h
half  going t o Korea. Outst anding bank loans t o Asia
increased from $110  billion at  t he end of  1990 t o
$367 billion at  t he end of  1996. When t otal loans
peaked at  $390 billion in mid-1997, t wo-t hirds had
a mat urit y of  a year or less.

L E S S O N S  F R O M  T H E  P A S T
Asian count ries are not  t he first  t o liberalize t heir
financial syst ems and link t hem t o world market s.
Many ot hers have t ried it  and failed—an experience
that  of fers several lessons. First , pursuing capit al
mobilit y before est ablishing a sound domest ic
financial syst em is dangerous. That  is part icularly
t rue if  domest ic int erest  rat es far exceed t hose in
global market s, t empt ing domest ic banks t o bor-
row abroad and lend at  home wit hout  t he requisit e

skills and market s t o manage currency risks. It  is
even more t rue if  government  commit ment s t o
fixed exchange rat es lead part icipant s t o underest i-
mat e t he currency risks.

Second, financial liberalizat ion of t en out paces
improvement s in t he domest ic regulat ory syst em.
Financial liberalizat ion requires a profound change
in t he behavior of  bot h banks and regulat ors. In a
repressed market , government  of t en uses banks as
a t ool of  indust rial policy. Af t er liberalizat ion, it
must  develop a supervisory funct ion direct ed more
t oward discouraging excessive risk t aking and rent -
seeking behavior. In t he short  run, financial liberal-
izat ion of t en has t he perverse ef fect  of  raising
domest ic int erest  rat es, and liberalizat ion and
increased compet it ion push some firms and inst it u-
t ions t oward bankrupt cy. Wit hout  st rong regula-
t ory supervision, t roubled banks will raise deposit
rat es and borrow t o bet  on one last  roll of  t he dice.
The deposit  rate compet it ion, in t urn, draws in ot h-
erwise healt hy banks. Once a bank is seriously
impaired by it s cust omers’ losses, it  compounds
the problem by rolling old bad loans over int o new
loans t o hide it s own insolvency. Mat t ers are even
worse in count ries t hat  allow int erlocking ownership
of  banks and business ent erprises.

Third, regulat ors cannot  be t he only  line of
defense. St ronger account ing and public report ing
requirement s, t oget her wit h st andards for int ernal
governance, are also essent ial t o promote ef fect ive
risk evaluat ion and management  cont rol by privat e
individuals and market s.  

Currency crises t ied t o banking failures t ypically
have severe economywide ef fect s. During t he Lat in
A m er ican deb t  c r i s is  o f  t he ear ly  1 9 8 0 s,
Argent ina’s real exchange rate fell 50 percent  and
out put  declined 1 0  percent . In Chile t he real
exchange rat e fell by a fourt h, and out put  shrank
by 15 percent . When Chile assumed private foreign
debt s and recapit alized t he banking syst em, it
raised public debt  by about  30  percent  of  GDP.

In Mexico in 199 4 , t he problems were not
confined t o t he banking syst em. The government
had financed much of  it s public debt  wit h short -
t erm market able securit ies. When domest ic financial
market s were opened t o foreign invest ors, asset
prices surged: inflat ion-adjust ed equit y market
prices rose more t han fivefold between 1988 and
t he end of  1993. Like t he Asian economies, Mexico
was caught  wit h an imbalance of  reserves relat ive
to short -t erm foreign liabilit ies, and t he result ing
currency crisis and high domest ic int erest  rates cre-
ated severe domest ic banking failures. A $29 billion
inflow of  port folio capit al in 1993 reversed t o a $10
billion out flow in 1995. Out put  fell 6 percent  in
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1995, but  growt h recovered t o average 6 percent  a
year in 1996–97. To dat e, Mexico has spent  about
15 percent  of it s GDP recapit alizing t he banking
system.

R E S P O N S E  T O  T H E  A S I A N  C R I S I S
Just  as a healt hy bank needs an immediat e source

of liquidit y t o meet  deposit or demands for currency
in a bank run, t he immediat e challenge for Asia, as
for Mexico, was get t ing t he resources t o prevent  a
liquidit y problem from t urning int o a solvency con-
cern. But , t hough t he response in Mexico eased t he
problem, t he response in Asia exacerbat ed it .

Count ries can respond t o a currency crisis by a
combinat ion of  raising domest ic int erest  rat es, sell-
ing foreign currency reserves, and devaluing t he
currency. Having seriously miscalculat ed t heir
reserve needs relat ive t o t heir short -t erm liabilit ies,
t he Asian economies seemed unwilling t o raise int er-
est  rates for fear of  wreaking havoc on a highly
debt -leveraged financial system. Because of  t he
stage of  t heir liberalizat ion programs, t hey also
lacked t he liquid short -t erm debt  market s t oward
which st abilizing speculat ive inflows could have
been direct ed. Wit h most  foreign liabilit ies denomi-
nated in foreign currencies, devaluat ion great ly
increased t he debt  burden and raised concerns
about  solvency where none had exist ed.

The dist inct ion between liquidit y and solvency is
part icularly important  for t he IMF. In past  debt
crises, IMF involvement  provided a seal of  approval
for debtor programs, assuring t hat  credit ors would
be repaid. Periodic wit hdrawals under a st and-by
credit  agreement  ensured cont inued compliance
wit h IMF condit ions. But  in a liquidit y crisis, when t he
aim is t o eliminate t he rat ionale for a run on a cur-
rency, st aged condit ionalit y can be self -defeat ing.

In Mexico, t he IMF, t he Unit ed St at es, and ot hers
provided t he short -t erm financing required for a liq-
uidit y crisis. Needed funds were made available
quickly and wit hout  significant  condit ions. As a
result , Mexico required only $30 billion of t he $52
billion package t o st em the out flow during t he first
part  of 1995. By mid-year it  had begun repaying t he
U.S. loan, which was paid of f  complet ely early last
year. The IMF loan will largely be repaid by 2000.

In Asia, IMF financing was st ret ched out  over sev-
eral years and st rongly condit ioned on st ructural
reforms. Lacking t he funds t o address t he liquidit y
concerns, t he Asian economies had t o let  exchange
rat es fall t o rest ore a balance of  supply and demand
for t heir currencies—and t hus t urned a liquidit y cri-
sis int o a solvency problem.

The most  immediate impact  of a financial crisis is a
sharp fall in domest ic demand. Yet  the IMF insist ed

that  Asia’s governments t ighten fiscal policy and raise
interest  rates t o at t ract  foreign finance, t hus worsen-
ing the shock t o domest ic demand. A crisis limit ed t o
one count ry, as in Mexico, might  have been amenable
to increased exports and reduced imports t o promote
recovery; but  a regionwide crisis makes such a solu-
t ion next  t o impossible. Asia must  rely more heavily on
expanding domest ic demand.

The Asian currency crisis will have it s most  severe
demand-reducing ef fect s on t he banking system.
But  much of  t he banks’ foreign borrowing was re-
lent  at  home in dollars, and some of t he foreign cur-
rency borrowing was undert aken by nonfinancial
enterprises. Thus, sharply higher debt  cost s are not
rest rict ed t o t he banking syst em, and t he problems
of nonperforming loans and get t ing new loans are
worsening.

Devising policies t o ease t he crisis in loan mar-
ket s is t ricky. Ent erprises will be hard pressed t o
manage t he higher int erest  rat es on t heir exist ing
debt , and insolvent  ent erprises must  be liquidat ed
or merged quickly. But  t he measure of  insolvency
depends great ly on t he presumed fut ure value of
t he exchange rate and int erest  rat es. If  rat es
move back t oward pre-crisis levels, some now-
insolvent  fi rms will be viable. It  is reasonable t o
provide some form of  bridge financing for t hem,
while adhering t o a firm policy of  liquidat ion for
t he deeply insolvent .

Any rest ruct uring program must  also restore
both solvency and profit abilit y t o t he banking sys-
t em—a most  dif f icult  and cost ly t ask of  recovery.
Not  only must  government s int egrat e short -t erm
programs of  fiscal support  and recapit alizat ion, t hey
must  also rest ructure and reform t he financial sys-
t em. Prudent ial st andards must  be t ightened and
great er provisioning made for impaired loans, but
bot h will increase t he apparent  capit al short fall. The
cent ral bank will also come under st rong pressures
t o expand liquidit y t hrough loans and reduced
reserve requirements at  a t ime when it  is hard t o
dist inguish bet ween solvent  and insolvent  banks.
Cost ly as it  is, however, a comprehensive plan t o
resolve t he banking problems must  be put  int o
place quickly. Ot herwise, privat e agent s simply wait
for more favorable t erms from t he government .

H A S T E  M A K E S  W A S T E
The crises in Asia highlight  t he dangers in t he cur-
rent  expansion of t he int ernat ional financial syst em.
Allowing financial capit al t o flow f reely across
nat ional borders exposes count ries t o t he inevit able
risks of  runs against  t heir currencies, just  as individ-
ual banks are t hreatened wit h runs domest ically. Yet
t he int ernat ional communit y does not  appear willing



t o provide t he funds t o support  an ef fect ive global
lender of  last  resort . Developing count ries will have
t o manage t he risks of  capit al market  opening
knowing t hat  t hey will be forced t o rely primarily on
t heir own resources in t he event  of  a crisis.

Emerging market s should st ill aim for int egrat ion
wit h t he global financial system, but  t hey must
give t hemselves t ime t o build t he infrast ruct ure t o
support  t hat  goal. They should give a high priorit y
t o financial system reform, while also act ively dis-
couraging short -t erm capit al inflows and caref ully
monit oring t he f oreign currency exposure of
domest ic economic agent s. Full capit al mobilit y is
t he last  st age in a complex process of  financial lib-
eralizat ion and growt h. ■
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