
Ec onom i s t s  and pol i t i c al  s c i ent i s t s
spent  consi der abl e ener gy i n t he past
decade expl ai ni ng t he Asi an economi c
mi r acl e—t he abi l i t y of  so many Asi an
count r i es t o sust ai n hi gh gr ow t h and
i ndus t r i al  t r ans f or mat i on. Unt i l  l as t
year  f ew  gave much t hought  t o pr obl ems
or  di s t or t i ons i n Asi a’ s  devel opment
pr ocess.

Last  summer, t he problems began burst ing to t he
fore, st art ing wit h Thailand and reverberat ing across
large port ions of Asia. Now the need is t o explain
what  went  wrong and t o analyze t he many possible

implicat ions of t he Asian financial crisis. This issue of
t he Brookings Review brings t oget her a wide range
of views on t he causes, implicat ions, and possible
cures for Asian problems.

Much U.S. press comment ary on t he crisis in
Asia has been t inged wit h relief ; Asia t urned out  t o
be less of  a challenge t o West ern neoclassical eco-
nomic concept s t han had been feared. But  any
analysis of  Asia should begin wit h t he recognit ion
t hat  t he miracle was real. Over t he past  t hree
decades,  econom ic  g r owt h in  m any  Asian
economies has been high on a sust ained basis,
average standards of  living have increased great ly,
and t he incidence of  abject  povert y has fallen
rapidly. Heavy government  int ervent ion in market s
t hrough st at e-direct ed financial credit  and regula-
t ion may have had flaws, but  it  produced an
incredible period of  sustained economic growt h
and indust rial t ransformat ion. Now t hose societ ies
must  grapple wit h dif f icult  quest ions of  how much
reform t hey must  undert ake t o rest ore t heir
nat ions t o healt hy economic growt h and how
much reform they can t olerat e while remaining
t rue t o t heir broader social ideals. As Ambassador
Walt er Mondale eloquent ly point s out , Asia mat -
t ers great ly t o us, and t he nat ions of  t he region
deserve our at t ent ion and assist ance in t heir
st ruggle t o ret urn t o economic healt h.

Press coverage also t ends t o speak broadly
about  t he Asian crisis, as t hough it  were a single
phenomenon. In realit y , problems vary widely
across t he region. If  a common t hread weaves
t hrough most  of  Asia, it  is a combinat ion of  weak-
ly developed domest ic banking syst ems exposed
t o deregulat ion of  int ernat ional capit al flows. Many
Asian count ries have relied much more heavily on
banking t han on bond and st ock market s t o medi-
at e t he flow of  financial resources. They have also
lagged in developing credit  risk analysis, eit her
because of  st rong st at e guidance over commercial
bank lending or because of  a reliance on personal
relat ionships rat her t han analysis. Permit t ing weak
banking systems t o borrow int ernat ionally in t he
19 90s—from sources not  well informed about
local problems—turned out  t o be a fat al flaw, as
Brookings’s Barry Boswort h explains.
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These problems were par t icular ly  acut e in
Sout heast  Asia, as det ailed by St ephen Parker,
ch ief  eco nom ist  f o r  t he  A sia Foun dat ion.
Economies t hat  were t ending t o overheat  and lose
int ernat ional export  compet it iveness began bor-
rowing heavily abroad. Most  of  t he borrowing was
privat e rat her t han government , and much was in
t he form of  short -t erm bank borrowings, creat ing
a volat ile sit uat ion. Sout heast  Asian count ries had
only weakly developed cont rol of  private-sector
banking syst ems, and government s proved poorly
equipped t o deal wit h t he result . Thailand and
Indonesia have t urned t o  t he Int ernat ional
Monet ary Fund because of  t he result ing acut e
int ernat ional deb t  prob lem s, but  Malaysia,
Singapore, and t he Philippines have experienced
some problems as well.

Sout h Korea also had t o t urn t o t he IMF f or
aid. Problems t here st emmed mainly f rom unre-
al i st i c  exp ec t at io ns  ab ou t  m anu f ac t ur ing
export  growt h—expect at ions t hat  were shat -
t ered when depreciat ion of  t he Japanese yen
af t er early 1 9 95  made Japanese product s more
price compet it ive wit h Korean export s. Korea’ s
int er nat ional l iqu id i t y  prob lem peaked last
December, and newly  elect ed President  Kim
Dae Jung now f aces t he problem of  carrying
out  ext ensive economic ref orm.Yung Chul Park,
of  Korea Universit y and t he Korean Inst it ut e of
Finance, analyzes t he sit uat ion in Korea.

Some in Asia hope t hat  Japan can help lead t he
region t o recovery. But  Japan has it s own prob-
lems. Ever since t he dramat ic collapse of  real
est at e and st ock prices af t er 1990, it  has st rug-
gled wit h economic st agnat ion, large amounts of
bad debt , and a polit ical syst em that  seems unable
t o cope wit h t he economic t roubles. Japan, like
ot her nat ions in t he region, suf fered f rom exces-
sive reliance on a poorly developed banking sys-
t em—t hough rat her t han borrowing f rom abroad,
t he banking syst em compounded it s problems by
lending abroad as unwisely as at  home, becoming a
major lender t o ot her Asian count ries. Japan’s
cont inued economic st agnat ion coupled wit h it s
own currency depreciat ion implies t hat  it  will not
absorb rising import s f rom t he rest  of  t he region
t o underwrit e t heir recovery st rat egies. Robert
Feldman, chief  economist  for Morgan St anley in
Tokyo, discusses Japan’s dist ressing long-t erm
malaise. 

What  happens in Asia has serious implicat ions
for t he Unit ed St at es. On t he one hand, t he decline
in Asian currencies has helped curb U.S. inflat ion at
a t ime when a prolonged economic expansion and
low unemployment  would normally unleash it . On

t he ot her hand, weakness across Asia depresses
American export s while t he fallen exchange rates
are increasing American import s. But  so far t he
int erplay of  t hese fact ors has not  seriously af fect -
ed U.S. economic growt h, and even t he widening
t rade def icit  has as it s f lip side an increased inf low
of  capit al t hat  f uels invest ment  and growt h
(explored furt her lat er in t he issue by Robert
Lawrence). If  t he Unit ed St at es has a problem, it  is
one of  polit ical leadership, evidenced in t he debat e
in Congress over addit ional funding for t he IMF.
David Hale of  t he Zurich Group explores t he
ef fect s, economic and polit ical, of  t he Asian crisis
on t he Unit ed St at es.

One rat her neglect ed issue is direct  invest ment .
Developing count ries in Asia at t ract ed foreign
direct  invest ment  as part  of  t heir growt h st rat e-
gies. And t hough a key element  in t he Asian crisis
was t he flight  of  foreign capit al, direct  invest ment
remains st rong. Cert ainly foreign investors who
entered t o produce for t he local market  have been
hurt  by t he economic downt urn. But  Asian coun-
t ries are now even more act ively compet ing t o
at t ract  foreign investment  in manufact uring t o
boost  export s. Wit h weak exchange rat es, some
Asian count ries have become more at t ract ive t o
mult inat ionals seeking low-cost  product ion bases.
Dennis Encarnat ion of  Harvard looks at  direct
investment  across t he region.

How does t he plunge, in much of  Asia, f rom
st unning economic growt h t o st agnat ion or con-
t ract ion af fect  regional securit y relat ions? Int ernal
t urmoil, especially in Indonesia, is one concern.
Internat ionally, economic crisis increases t he flow
of  migrant  workers—pushing more workers t o
seek jobs abroad while simult aneously lowering
government  t olerance for an inflow of  workers.
Meanwhile, t he crisis af fect s st ill-t ense relat ions
on t he Korean peninsula and could af f ect  great -
power relat ions. Brookings’s Mike Mochizuki con-
siders t his t hicket  of  securit y issues.

Many Americans also worry about  t he rising U.S.
deficit  wit h Asia. High or rising bilat eral or global
t rade and current  account  deficit s have of t en been
a hot  polit ical issue in t he Unit ed States, and a
possible det eriorat ion of  t he U.S. current  account
deficit  by $100 billion t his year could reignit e it .
But  Robert  Lawrence, of  Harvard and Brookings,
argues t hat  so long as t he rising current  account
deficit  (and reciprocal increase in net  capit al inflow
from t he rest  of  t he world) finances increased
investment  in a growing U.S. economy, t he rising
deficit  should not  be a mat t er of  concern.

Finally, t he Asian financial crisis has spawned a
vigorous debat e in Washingt on over t he role of



t he IMF. At  t he ext remes, some conservat ives
oppose t he IMF out  of  a generalized ant ipat hy t o
all mult ilat eral inst it ut ions, and some liberals
want  t o encumber it  wit h a st rong social agenda.
In t he middle ground, debat e focuses on appro-
priat e policy  responses t o int ernat ional financial
crises. Some argue t hat  t he unant icipat ed polit i-
cal and economic cost s arising f rom such crises
make t he IMF necessary in devising bailout  plans
t o keep t he pain in af fect ed count ries wit hin t ol-
erable bounds. Ot hers argue t hat  in an Asian-
st yle cr isis, in which most  of  t he indebt edness
was incurred by t he privat e sect or rat her t han by
government s, any bailout  raises serious moral
hazard problems since risk and t he accept ance of
risky out comes must  be a cent ral feat ure of  cap-
it alist  market s. Represent ing t his debat e here are
Robert  Hormat s, of  Goldman, Sachs, and Co.,
Lawrence Lindsey, of  t he American Ent erprise
Inst it ut e, and Barry Boswort h of  Brookings. The
larger debat e will go on for some t ime, but  t he
likely out come will be reform of  t he IMF, at  least
redefining it s procedures ( t o make t hem more
t ransparent )  and possibly redefining it s overall
role.

As is obvious f rom t his lineup of  art icles, t he
Asian financial crisis is a broad phenomenon. The
most  acut e phase of  currency crisis appears t o
have passed, but  now t he nat ions of  t he region
must  deal wit h t he real economic consequences of
what  happened in 1997. The region will recover,
but  how rapidly remains unknown—and ent ails t he
many issues raised in t his Brookings Review. ■
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