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The Sout heast  Asian count ries

o f  Th ai l an d ,  In d o n e s ia ,

Malaysia, t he Philippines, and

Singapore have been at  t he

epicent er of  t he Asian eco-

nomic crisis. On July  2  last

year Thailand f loat ed it s baht

af t er  m o nt hs o f  t r y ing  t o

def end it  against  market  pres-

sures. The baht  sank immedi-

at ely  by  about  a t hird, f ol-

lowed wit h surprising speed by

sim ilar  devaluat ions by  t he

Ph i l ip p i n es ,  Malay s ia ,  an d

Indonesia. Even t he Singapore

dollar soon fell, t hough consid-

erably  less t han t he ot her cur-

rencies, and pressure on cur-

r en c y  v a l u es  sp r ead  t o

Nort heast  Asia, event ually t o

Out
of  t he
Ashes?
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wreak havoc in Sout h Korea by

December. 

What  st art ed as a seemingly
innocuous balance-of -payment s
problem degenerat ed int o a full-
scale economic, polit ical, and
social  cr is is t hat  cont inues
t oday. The breadt h and dept h
of impact  has surprised analyst s
through each st age of  t he crisis. 

In it s wake has come polit ical
change, economic recession,
unprecedent ed unemployment ,
surging inf lat ion, and collapsing
import s t hroughout  Sout heast
Asia. To regain st abilit y and
conf idence, Thailand’s democra-
cy changed government  leader-
ship in November and short ly
af t er  rewrote t he const it ut ion
t o  in c r ease g o v er n m en t
account abilit y and t ransparen-
cy. Alt hough t he Thai baht  has
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st rengt hened in recent  mont hs, t he realizat ion of
t he ext ent  of  t he economic downt urn becomes
more sobering wit h each government  report , t he
lat est  predict ing a recession wit h output  falling
about  6 percent  for 1998 . 

As of  t his writ ing, Indonesia st ands on t he brink
of  syst emat ic collapse, wit h t he resignat ion of
President  Suharto af t er 32 years of  leadership of
t he New Order Regime and t he prospect  of
declines in output  of  20–30  percent . The nat ion is
caught  in a vicious cycle—wit h polit ical t ransit ion
requiring t ime but  wit h economic collapse adding
inst abilit y.

The  e co no m ic  f a l lo u t  on  Malay s ia,  t h e
Philippines, and Singapore has been less severe,
largely because of  t heir more limit ed foreign debt
exposure. For t hese count ries, economic growt h is
expected t o decline by at  least  half , t o 0–4 per-
cent . Nevert heless, Malaysian Prime Minist er
Mahat hir has agreed t o dismant le t he long-t ime
core of  his polit ical st rat egy, t he New Economic
Policy, t hat  provided preferences f or Malay nat ion-
als relat ive t o et hnic-Chinese nat ionals. The
Philippines, in many ways t he least  af fect ed coun-
t ry in Sout heast  Asia, faces concerns about  pop-
ulist  President -elect  Est rada’s commit ment  t o
cont inue t he successful economic reforms of  t he
Ramos administ rat ion. Even Singapore, t he most
economically developed Southeast  Asian count ry,
wit h respect ed market  and commercial law inst it u-
t ions, is st ruggling wit h lower growt h and heavy
f inancial exposure t o t he Indonesian debacle.

Out  of  t his t urmoil, however, one cat ches
glimpses of  a rejuvenat ed Sout heast  Asia wit h
st rengt hened polit ical and economic inst it ut ions.
Alt hough t he current  unraveling in Indonesia (and a
weak Japanese economy) cast s a pall of  concern
over t he region, many economic forecast s expect
t he Southeast  Asian economies t o bot t om out  over
t he next  six t o nine mont hs and t o resume moder-
at e economic growth in 1999. Aft er a damaging
period of  ret icence by government s early in t he cur-
rency crisis, Thailand, Indonesia, Malaysia, and t he
Philippines are all now implement ing a wide range of
economic, regulat ory, and legal policy reforms.
Rat her t han reversing course and t urning inward by
increasing prot ect ion and foment ing nat ionalism, all
have reconf irmed t heir commitment  t o out ward-
looking development  st rat egies.

The complex, syst emat ic nature of  t he crisis has
revealed st rengt hs and weaknesses—bot h eco-
nomic and polit ical— in Sout heast  Asia’s develop-
ment  process. Each count ry, of  course, is dif ferent
in many ways, but  each faces t he challenge of
adapt ing it s dist inct ive domest ic polit ical and eco-

nomic systems t o t he homogenizing forces of
globalizat ion. The rapid spread of  t he crisis f rom
it s core in Sout heast  Asia t o t he rest  of  East  Asia
and t hen t o world market s emphasizes t he world-
wide int egrat ion of  f inancial market s. It  also
ref lect s t he inabilit y of  int ernat ional and regional
mechanisms t o monit or and contain t he cont agion
ef fect s of  mistakes by government s and t he pri-
vat e sect or.

What  were t he main causes of t his crisis? What
lessons does it  of fer? What  are t he implicat ions for
U.S. int erest s? A closer look at  t he evolut ion of  t he
crisis yields some int erest ing insight s.

A NA TOMY OF THE CRISIS IN SOUTHEA ST
A SIA

Almost  universally, Sout heast  Asians and t he
int ernat ional communit y t rumpet ed t he region’s
st rong economic fundamentals and st able polit ical
systems leading up t o, and even int o, t he init ial
st ages of  t he crisis. Af t er all, t he Sout heast  Asian
economies had grown in mass by close t o 8 per-
cent  f or decades, lif t ing t ens of  millions out  of
povert y and creat ing vibrant  middle and upper
classes. Southeast  Asian government s and busi-
nesses had gained conf idence and inf luence in
regional and int ernat ional af fairs. In fact , however,
t he economic fundament als were not  as st rong as
project ed in mid-1997, and t hey are not  as weak
now as t hey are presumed.

The region as a whole had been f ight ing a t en-
dency t o overheat  since 1993–95 . Charact erist ics
of  bubble economies were becoming increasingly
apparent —prices on asset s such as real est at e and
st ock had skyrocket ed; import s were growing
rapidly while export  growt h lagged, result ing in
subst ant ial current  account  def icit s. These def icit s
were f inanced by large inf lows of  foreign capit al,
which in t urn exert ed pressure t o keep currency
values high. Nominal currency values in t he region
had remained relat ively st able for years, while real
rat es had appreciat ed signif icant ly against  t he U.S.
dollar (and even more so against  t he Japanese
yen), lending a sense of  securit y t o invest ors t hat
led many t o  resist  spending t he addit ional
amount s needed t o hedge t heir invest ment s as a
precaut ion against  currency devaluat ion. Rapid
growt h and wealt h generat ion created polit ical
environment s where vest ed int erest s became
increasingly virile, while East  Asia’s vaunt ed capac-
it y t o grow and t o improve income dist ribut ion
came int o increasing quest ion. Inf lat ion, on t he
ot her hand, had generally declined in 1995 and
1996, ref lect ing  conservat ive monet ary and f iscal
policies and t he st rong currency values.
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SIGNS OF
TROUBLE

Four under st at ed weak-
nesses in t he Sout heast  Asian
econom ies st and out .  First ,
alt hough poorly researched even
now, t hese economies (as did
East  Asia as a whole)  appear t o
have been losing global compet i-
t iveness for at  least  t he past  several
years. Their dramat ic decades-long
g r ow t h had depended on expo r t
growt h t ypically in t he 20–40  percent
range. Most  t elling was t he collapse in
export  growth bet ween t he summer of
1995  and t he summer of  1996 in China,
Korea, and Japan, as well as Thailand,
Singapore, and t he rest  of  Sout heast  Asia.
Alt hough export s rebounded a bit  in 1997 ,
t hey had not  regained t heir earlier st rengt h.

In addit ion, much of  t he region’s rapid export
growt h in t he 1990s was due t o declining t rade
and invest ment  barriers t hat  encouraged great er
t rade in int ermediat e input s among mult inat ional
product ion networks t hat  now f lourish in Asian
economies. Alt hough t his encouraged ef f iciencies
in product ion, it  probably overst at ed growt h in
regional export  value added. Sout heast  Asian f irms
had saturat ed many of  t heir t radit ional export  sec-
t ors such as clot hing, f oot wear, and household
elect ronics. They were facing increasing compet i-
t ion f rom other low-wage producers, while f inding
it  hard t o expand int o new, more sophist icat ed
export  sect ors. At  t he same t ime, t rade liberaliza-
t ion, st rong currencies, and r ising domest ic
demand spurred growt h in import s, which com-
bined wit h weaker export  growt h t o generat e t he
high current  account  def icit s. 

The second weakness involved anot her of  what
many considered t o be a Southeast  Asian st rength—
t he rapid inf low of foreign funds. A common view
was t hat  since t he private sect or was more t han
willing t o invest  ( loan)  funds t o cover t he current
account  def icit s, t hen t hese economies must  be
well-managed, leveraged economies. But  t wo
t rends were underappreciat ed. First , t he composi-
t ion of  longer-t erm foreign direct  invest ment  was
increasingly shif t ing away from export  sect ors and
more t oward nont radable sect ors t hat  generally
earned revenue in local currencies and t hat
depended on domest ic market  condit ions for suc-
cess. Second, t he composit ion of  f inancial inf lows
was shif t ing away f rom more st able foreign direct
invest ment  t oward port folio invest ment , and an

increasingly
large share of  t he

f inancial inf lows was in
t he form of  privat e debt . For

example, in June 1997 foreign
deb t  t o t aled  $ 6 9  b i l l io n in
Th ai land  and  $ 5 9  b il l i o n  in
Indonesia. It  was also on t he rise,

t hough at  lower levels, in Malaysia
and t he Phi lipp ines,  where i t

reached $29  billion and $14 billion,
respect ively.

Wit h int erest  rat es on local debt
about  t wice t hose on foreign debt ,

local banks borrowed overseas t o cover
lending t o local business, and corpora-

t ions borrowed direct ly f rom overseas
sources. And, as has always been t he case

in Asia, most  of  t his privat e debt  was rela-
t ively short -t erm, predominant ly less t han

18 mont hs, t hough it  was of t en used t o
f inance long-t erm project s t hat  would require

several rollovers t o complet e t he f inancing
cycle. Short -t erm privat e debt  t hus mount ed

wit hout  government  authorit ies or private mar-
ket s knowing it s full ext ent . The region, especially
Indonesia and Thailand, grew increasingly vulnera-
ble t o a shock t o exchange rates since more and
more overseas debt  was used t o earn revenue in
local currency, but  had t o be paid back in foreign
currency.

Third, t he ef f icient  use of  privat e debt  depends
great ly on t he ef f ect iveness of  an economy’s
f inan c ial  in t e r m ed iat io n sy st em ,  w h ic h  in
Sout heast  Asia is concent rated in bank operat ions.
Bubble economies place considerable st ress on
banking syst ems even in developed economies, as
t he cost ly U.S. savings and loan crisis did in t he
1980s and as t he ongoing and even more cost ly
Japanese banking debacle is doing t oday. The sit u-
at ion is of t en even worse in developing economies,
where regulat ory environment s are less st rict ly
enforced, vest ed int erest s somet imes use prefer-
ent ial access t o fund risky invest ment s, and banks
are not  as skilled at  dif ferent iat ing t he risk of
investment s. Worse st ill, some Asian banks t end
t o lend funds based on t he asset  values of  t heir
cust omers rat her t han on careful analysis of  t he
cash f low ret urns of  a part icular investment . Thus
t he Asian banks increased t heir invest ment  while
asset  values were high, and t hen, when asset  val-
ues collapsed, drew back t heir loans more t han
necessary. The general lack of  t ransparency of
business operat ions in Asia, relat ively unnot iced
during t he good t imes ( in t he case of  Sout heast



Asia, for decades), exacerbat ed t he downt urn.
Sout heast  Asia’s banking syst em was not  well pre-
pared t o absorb t he shocks of  an economic down-
t urn or a plunge in currency value. 

Fourt h, government s proved less able t han t hey
had been in t he past  t o manage t he relat ively
moderat e economic shocks at  t he beginning of  t he
crisis. Many see Thailand’s weak response t o
numerous economic warnings as early as 1995
and 1996  as t he incubat or of  t he crisis. Moody’s
rat ing agency had in fact  downgraded Thai bonds
as early as t he summer of  1996 . 

In t his sense, t he longst anding cronyism, and
of t en corrupt ion, t hat  accompanied decades of
rapid growt h in t he region were part icularly decisive.
The bubble-enhanced f inancial int erest s t ied up
government  responsiveness as t hey had not  earlier.
In 1985 , for example, Indonesia had informally
rest ruct ured it s foreign of f icial debt  port folio almost
seamlessly following t he collapse in oil prices.
Technocrat ic reformers in Thailand and Indonesia,
who had t radit ionally been called in t o resolve eco-
nomic diff icult ies, actually favored bringing in t he
IMF t o count erbalance t he domest ic polit ical int er-
est s of  t he stat us quo who were blocking reform. 

One reason for t he limit ed success of  t he f irst
IMF agreements in Indonesia and Thailand was t he
IMF’s presumpt ion t hat  t he t echnocrat s would be
given polit ical aut horit y, as t hey had been in t he
past , t o implement  t he relat ively  mild policy
changes init ially required and t o manage t he f inan-
cial rest ruct uring t o deal wit h t he st ill underest i-
mat ed privat e debt  exposure.
When polit ical forces did not
pass t he t orch t o t he t ech-
nocrat s and inst ead blocked
meaningf ul change, govern-
ment s and t he IMF lost  crit ical
credibilit y in bot h domest ic and
int ernat ional m arket s. As a
result , t hey also lost  t he oppor-
t unit y t o buy t ime for serious
f inancial rest ruct uring and for
dist ribut ing t he cost s of  suc-
cessfully rescheduling t he pre-
dominant ly short -t erm privat e
foreign debt . 

G L O B A L I S M  V E RS U S
P O L I T I C A L  T RA D I T I O N

At  t he heart  of  t he crisis is a
fundament al t ension over how

government s harness t he commercial windfall of
globalism while managing t he domest ic economic,
polit ical, and social st resses caused by increased
inf luences f rom abroad. As Sout heast  Asia moved
t oward modern, liberalized f inancial syst ems and
open int ernat ional capit al market s, it s domest ic
polit ical and economic environment  remained char-
act erized by government  preferences and by weak
government  regulat ion of  banks and privat e for-
eign borrowing. The combinat ion made t he region
far more vulnerable t o exchange rat e risk and bal-
ance-of -payment s pressures. 

The crisis sneaked up on t he region in t he guise
of  seemingly benign increases in privat e capit al
f lows, furt her disguised by poorly report ed st at is-
t ics. In t he end, however, it  exposed t he weakness-
es, in a globalizing market  environment , of  domes-
t ic polit ical syst ems t hat  depend on t radit ional,
personalized cont rol and manipulat ion of  powerful
elit e groups rat her t han on st rong, independent
inst it ut ions and legal syst ems.

L ES S O N S  A N D  I M P L I C A T I O N S  O F
T H E C RI S I S

The cr isis in Sout heast  Asia proved much more
serious t han anyone would have imagined, bot h
because of  it s syst emat ic economic and polit ical
nat ure and because of  t he unforgiving makeup
and magnit ude of  short -t erm, pr ivat e f oreign
debt . Lessons abound.

Gov er nm ent s and  t he p r iv at e sec t o r  in
Sout heast  Asia must  develop economic and

polit ical environment s t o regain capit al, bot h
domest ic and foreign. The sit u-
at ion, however, is much dif fer-
ent  t han it  was during t he capi-
t al booms of  t he 19 8 0s and
ear ly 19 90s, when int ra-Asian
capit al f lows were dominant .
Wit h t he economic downt urns in
Japan, Korea, Hong Kong and
Singapore,  Asian sources o f
capit al are limit ed. U.S. f unds
are t hus likely  t o become more
prominent  in t he region, even
t hough t hey t end t o have more
st r ings at t ac hed ,  espec ial ly
regarding demands for great er
c o r p o r a t e  an d  g o v er nm e n t
t ransparency and more reliable
legal syst ems. Market  forces in
t his environment , t herefore, are
likely t o reinforce IMF require-
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ment s t o pressure for furt her reform.
As f oreign f irms move t o merge and acquire

Sout heast  Asian businesses, we already see
clashes of  corporat e cult ure over managerial
cont rol and t he dif f icult y of  complet ing due dili-
gence t o det ermine t he t rue f inancial circum-
st ances of  many Asian companies. These pres-
sures, t raumat ic in nat ure for Asian economies,
are likely t o modernize economic and corporat e
governance and market  inst it ut ions in Sout heast
Asia in ways t hat  will st rengt hen t heir capacit ies
in t he f ut ure.

A key lesson of  t he crisis is t hat  open privat e
capit al market s do indeed place considerable
st ress on domest ic economic management  and
on polit ical arrangement s. Balancing monet ary
and  ex c hang e  r a t e  p o l ic y  in  sm al l ,  op en
economies—no simple t ask at  any t ime—is made
part icu lar ly  precarious if  government s desire
exchange rat e st abilit y and some independence
in monet ary  policy. Similarly , privat e invest ors
do indeed make mist akes, and government s do
need t o monit or and manage carefully private cap-
it al inf lows. And lenders of  last  resort , such as t he
IMF, provide limit ed prot ect ion f rom government
or privat e mistakes. 

The crisis c learly calls int o quest ion what
some Asians have called t he “ Asian Way,”  where
economic development  comes before polit ical
development , where business int eract ions t end
t o be personalized rat her t han support ed by
st rong commercial law inst it ut ions, where busi-
ness and t he st at e operat e in close quart ers
wit h limit ed independent  regulat ory oversight .
Thailand’s mat uring democracy raises hopes t hat
st ronger polit ical and economic inst it ut ions will
emerge. Less polit ically open Singapore, in con-
t rast , remains t he bast ion of  solid market  inst i-
t ut ions and credibilit y . Indonesia’s pat r iarchal
aut ocracy proved incapable of  balancing t he
need f or dist r ibut ing losses among domest ic
vest ed int erest s. The development  of  ef fect ive
regulat ory and commercial law syst ems is funda-
ment ally a polit ical decision, since independent
inst it ut ions limit  execut ive and preferent ial con-
t rol over allocat ion of  f unds and power. There
are real cost s t o maint aining domest ic polit ical
condit ions t hat  limit  t he development  of  ef f ec-
t ive market  inst it ut ions, especially f or count ries
t hat  rely  import ant ly  on foreign capit al inf lows
and t hat  are commit t ed t o global int egrat ion.

Implicat ions for t he Unit ed St at es are less
direct . The crisis in Sout heast  Asia is having a
relat ively  limit ed impact  on U.S. commercial
int erest s. U.S. banks were not  heav ily exposed

t o t he Asian crisis economies, and U.S. t rade
int erest s wit h Sout heast  Asia are signif icant  but
not  subst ant ial. Once it  became clear, wit h t he
successf ul negot iat ion in New York f or  t he
rollover of  Korean debt  in January, t hat  t he Asia
crisis would not  spill over int o Japan and China,
and t hus would not  likely pose a t hreat  t o t he
global economy, t he U.S. st ock market  regained
it s upward moment um. In f act , t he crisis-relat ed
reforms enact ed by t he Sout heast  Asian govern-
ment s should open access t o U.S. invest ment
and t rade, especially  in f inancial services, once
regional economies st abilize and begin t o grow
again.

The decision by  most  of  Sout heast  Asia’ s
government s t o  cont inue on t he t rack of  out -
ward - looking gr owt h def lect ed  what  could
have been t he m ost  ser ious ramif icat ion f or
U.S. policy—a wit hdrawal by  t he region int o
inward, nat ionalist  government s play ing of f  an
ant i-Amer ican backlash. The only  remaining
quest ion mark is Indonesia, where polit ical and
social inst abilit y  remain a major concern f or
U. S.  s t r a t e g i c  a n d  p o l i t i c a l  i n t e r e s t s .
■
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