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A. Introduction

So much has been written and revealed since July 1997 on the causes of the Adan crigsthat
it should now be possible to produce a final synthes's and reach a consensus. However, economics
would become aboring subject if economists ever discovered the truth and reached agreement. Thus,
| do not want to pretend that my account of the criss condtitutes the ultimate truth with which
economigts of different conviction must readily agree. Thisaccount derivesin large part from that given
in, TDR 1998 drafted amost two yearsago. What has been written and revea ed since then does not
warrant afundamenta revision of the substance of the explanation givenin TDR 1998. Thus, | will stick

mainly to it, while covering afew additiond issues.

Our analysis seeksto explainthe Adan financid crissin the context of theincreasein systemic
global financid ingtability that has become visible after the collapse of the Bretton Woods arrangements
and theincreased liberdization and mobility of internationa capitd flows. Thesystemic nature of globd
financd ingtability was discussed in TDR 1990, well before the surge in private capitd flows to
developing countries, with awarning thet the internationd financid system was sructurdly vulnerable
and that, unless action was taken for more collective control over internationa finance, the potentia for
an extremely codtly crisswould remain. Since then the world economy has witnessed further bouts of
financid ingtability at lessthan two-yearly intervas. Firg, there was debt deflation in the United States,
followed by the EMS crissin Europe in 1992—-1993; that criss was followed by the Mexican crigs of
19941995, by the East Adan crisis beginning in 1997, and more recently by the crisesin Brazil and

the Russan Federation.
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With few exceptions, the recent financid crises in emerging markets have combined currency
ingtability with banking crises. While each episode has its own characteristics, a number of common
featureshave marked the history of the post-Bretton Woods crises. Many of them have been preceded
by liberaization of the economy, notably thefinancid sector. Almost al episodesof currency ingtability
have been sarted by asharp increasein capitd inflowsfollowed by an equdly sharp reversal. Insuch
boom-bust cycles, internationa investors and creditors manifest herd-like behaviour in exiting as well
asininvesing or lending. Surgesin capita inflowsare usudly associated with internd or externd policy
changes that produce divergences in domestic financid conditions relative to those of the rest of the
world, often reflected in interest-rate differentials and prospects of capita gains. Reversds of capita
flows are frequently associated with a deterioration in the macroeconomic conditions of the recipient
country. This deterioration often results from the effects of capitd inflows themsdves and includes
currency appreciation, current account deterioration, rapid domestic credit expansion, and speculative
bubbles in asset markets.

However, itisalso notablethat financia crisesin emerging marketshave occurred under varying
macroeconomic conditions. They have occurred when current-account deficits were large and
unsustainable (Mexico and Thailand), but dso when such deficitswererdatively smal (Indonesiaand
the Russian Federation). Although significant overvauation has often been characterigtic of countries
experiencing currency turmoil (Brazil, Mexico and the Russian Federation, al of which used the
exchange rate as anomina anchor to bring down inflation), this has not aways been the case; in most
East Asan countries the gppreciation of the currency was moderate or negligible. Smilarly, whilein
some cases crises were associated with large budget deficits (Brazil and the Russan Federation), in
others the budget was balanced or in surplus (Mexico and East Asa). Findly, crises occurred when
externa debt was owed primarily by the public sector (Brazil and the Russian Federation) or primarily
by the private sector (East Asa).

Of these various episodes, the Adan criss was generdly more difficult to predict than the
Mexican, Russan or Brazilian crises. Thisisin part because these economies had been held up as
examplesof prudent and sustainable economic policies, and in part because of the orthodox faithinthe



infdlibility of markets and the undisputable benefits of free capitd movements. However, there were
exceptions. TheBISReport 1996 warned about the exposure in East Asa. Smilarly, the1996 TDR
sounded a clear warning on South-East Asia, noting that growth in the region relied excessvely on
foreign resources, and that these economies could suffer from loss of competitiveness and were highly

vulnerable to interruptions of capita inflows.

Like elsawhere, the crisis in East Asabroke out with asudden loss of confidence and massive
withdrawal of capita by both domestic and foreign investors aswell as unhedged debtors. The course
of eventsiswel known and needs no repetition here. What | propose to do ingead isto andyse the
crisis by distinguishing between the build-up of externd vulnerability and the factors that triggered the
loss of confidence and exit. In both respects, externa as well as internd factors, including domestic

policies, appear to have played a crucia role.

B. Build-up of external vulnerability

The crisisin East Adg, like crises dmost everywhere else, was preceded by a sharp increase
in capita flows to the region. Starting in the early 1990s, there was a rapid increase in short-term
lending by commercia banks to both banks and firms in the region. Most bank lending was
non-syndicated and directed to non-financia privatefirms, but in the Republic of Korea, and to alesser
extent esewhere, the financial sector was dso an important recipient of funds. Clearly, such
transactions must have been perceived to be profitable by both international lenders and the Asian
borrowers. However, it turned out that more capital flowed into these economies than could be
profitably used at modest risk; i.e. there was amigudgement of return and risks by both lenders and

borrowers.

Thereareanumber of reasonsfor thisincreasein short-term bank lending to East Asia, on both

the supply and the demand sdes:



1 Why did the lenders lend?

On the supply side an important reason for the surge in internationa lending in East ASawas
clearly the response of devel oped-country investorsto “yield famine’ resulting from falling interest rates
and liquidity expanson in their domestic markets. In the early 1990s, the mgor industrid countries
adopted low interest rates in response to the recesson. Interest rates in Japan were reduced
dramétically after the failure of itseconomy to recover from the collapse of property and stock market
bubbles in 1989-1990, while in the United States officid rates were cut drasticdly in an effort to
overcome debt deflation. Therdatively higher returnsin high-growth, low-risk Asan economieswith
arecord of relatively stable exchange rates made them dtractive investment locations. By 1994 an
increasing volume of thisinvestment conssted of short-term arbitrage funds seeking to profit from the
interest rate differentids, rather than funds seeking long-term returns on productive invesment. The
Mexican crigs reinforced this, triggering flight to qudity as the Adan emerging markets looked sdfer.

It is adso suggested that mora hazard played an important role in internationd lending. First,
the Mexican bailout may have encouraged imprudent lending. Second, many governmentsin East Asa
may have been expected to stand ready to bail out private debtors— something that has a so been seen
as an even greater source of mora hazard for the Asian borrowers. It isdifficult to know precisely the
role of mora hazard in imprudent lending. However, it is notable thet in the event the internationa
intervention in East Ada was designed primarily to guarantee repayment to foreign lenders. Again,
negotiated settlements resulted in the socidization of private externa debt when the governmentswere
forced to assume loan losses, particularly in the Republic of Korea.

Further, it is often suggested that lenders and investors did not have aclear, transparent picture
of thereal Stuation of the borrowers, and hence were unable to assessthe true risk; in other words, the
borrowers chested the lenders. Inadequate information is also seen asthe mgor reason for thefailure
of multilatera financia indtitutions and rating agencies to forecast the East ASan criss. However, this
isgrosdy exaggerated. Although there were some important gaps in information, detawere generdly

available concerning key variablesin the countries concerned, such as balance of payments, short- and



longer-termexterna debt and external assets (in particular inthe periodic reports of the BIS concerning
internationa bank lending), capita inflows, the exposure of banks and other financid firmsto different
sectorsor categories of economic activity, and the problems of the property sector. What wasmissing
was adequate evaluation by both multilateral financia inditutions and market participants of available
information. Such argumentsindeed lost credibility after the Russan criss. Much of theincreeseinthe
externd financia exposure to the Russian Federation took place during a period when information was
widdly available concerning the shortcomings of Russian macroeconomic policy, thewesknessesof the
country’ s banks, and the underdevel oped state of the country’s legal and regulatory framework and
of its system of corporate governance. Moreover, most of the capita inflows into the Russan
Federationtook placewhen the country was carrying out | M F stabili zation programmes. A few months
before the outbreak of the Russian cris's, there was over-subscription to Russian bondsin Wall Street.
This was known as moral hazard play, on the assumption that if the Russan Federation did not pay,

someone e e in the West would.

2. Why did the borrowers borrow?

There can be little doubt that alarge part of the inflows was due to the attempt of domestic
financid and non-financia firms to reduce their financing costs by borrowing from cheaper foreign
markets, thus accumulating foreign-currency liabilities that were not balanced by foreign-currency
assets. However, firms were dso driven by reduced earnings resulting from a series of externa and
internd factorsto seek lower financing costs. For anumber of reasons, the growth of export earnings
dropped markedly after the mid-1990s throughout the region. While the 1990-1991 recession in
indudtrid countries hed little impact on Asian export growth, paradoxically trade started to ow when
recovery started in those countries in 1994-1995, because of a decline in their import propengties.
For many countries it was aso becoming increasingly difficult to maintain competitiveness in
labour-intensive manufactures because of the entry of low-cost producers. This was reflected in the
emergence of the globa excess supply and rapidly falling prices of many of the manufactured products
exported from East Asa Dallar pricesof semiconductors, which accounted for more than 40 per cent
of exports of some countriesin theregion, fell by 80 per cent in 1996. Many East Asan firmsreacted



to loss of comptitiveness by augmenting invesment in productive cgpacity in the hope of increasing
productivity and market shares, and by expanding into new areas of production, but added in the
process to globa excess supply. In a sense the process was smilar to the post-Plaza response of
Japanesefirmsto loss of competitiveness, there, too, rapid expans on of production capacity wasakey
factor in the subsequent financid difficulties.

These dructurd difficulties were aggravated by adverse movements in exchange rates
originaing from swings in the dollar-yen rate. Stable exchange rates were an important ingredient of
the export-oriented devel opment strategy of the East Asian countriesand theregiond divison of [abour.
Because of the concentration of Asan exports in dollar-denominated markets, exchange rates in the
region, athough not fixed, had been generdly stable within aband of around 10 per cent in relation to
the dollar sncethe late 1980s. The yen-dollar rate was extremdy volaile in the 1990s. Initidly the
yen gppreciated sgnificantly, reaching 80 yen per dollar in the spring of 1995, then fell back to around
130 yen per dollar by the end of 1997 — a depreciation of over 50 per cent. While the earlier
appreciation of the yen againg the dollar brought an increase in the burden of yen-denominated debt,
this was accompanied by lower interest rates and increased Japanese investment in East Asa. By
contrast, yen depreciation reduced not only the incentive of Japanese firmsto invest in East Ada, but
a so the competitiveness of those East Asian producersthat maintained stable exchangeratesvis-avis
the dollar. Moreover, inthe same period Chinatook stepsthat resulted in an adjustment of the external
vaue of its currency, thusincreasing the competitive challenge to East Asan exporters.

However, given that there are many ways of measuring exchangerate misdignments, the extent
of gppreciation of the currenciesin the region is highly contentious. On most counts, it appears that
while Thailand and Madaysiahad moderate appreciationsin the order of some 10 per cent, thiswas not
case in Indonesia or the Republic of Korea. On the other hand, appreciation was greater in the

Philippines than in any of the crisis countries.! Thus, as noted by a Brookings study: “... if redl

1 See UNCTAD, TDR 1998, box 2. According to arecent report of the Council on Foreign Relations, relative
to the 19871997 average, the trade-weighted effective exchange rate went up by 9 per centin Malaysia, 7 per cent
in Thailand, 4 per cent in Indonesia and 12 per cent in the Philippines. See Safeguarding Prosperity in a Global
Financial System, The Future International Financial Architecture Report of an I ndependent Task Force, Council
on Foreign Relations, November 1999: 32-33.



exchange rate gppreciation is defined as the critical variable affecting the likelihood of a crigs, the
countries that actually experienced crises would seem not to have been the most vulnerable” .2

Animportant question iswhy the borrowersdid not hedge againgt the currency risk. Certainly,
the history of stable exchangerateswasamgor factor. Moreimportantly, an export-oriented firm that
borrowsinforeign currency implicitly hedgesagaing foreign exchangerisk with export earnings. Inthis
respect, the East Asan firmswere in a better position than those in Mexico, where 60 per cent of the
lighilities of large firmswasin foreign currency, compared with 10 per cent of their total sdes® In East
Asatherapid growth in exports was expected to continue, and hence provide continued protection
againg currency devauations. Thus, againg the background of a decade of relatively stable exchange
rates and sustained high export growth, little of the currency risk in foreign loans needed to be explicitly
hedged. The same factors dso led creditors of exporting firmsto congder it unnecessary to explicitly
hedge credit risk due to currency fluctuations. However, as export growth decderated, the implicit
hedging decreased, and firms were left with increasing foreign exchange risk exposures.  While
continued short-term foreign borrowing provided some cushion againg their financid difficulties, it dso

rendered firms extremely vulnerable to changes in exchange rates and internationa interest rates.

However, not dl internationa borrowers were firms engaged in export activity. Therewasa
Speculaive surge in the property market supported by borrowing abroad, notably in Thailand.
Smilaly, some private firms invested heavily in other non-traded activities, notably in physica
infrastructure with the funds borrowed abroad. Thelr exposureto currency risk wasthus even gredter.

3. Policy errors

Domedtic policy errors have certainly played arolein the build-up of externa vulnerability and
the eventua outbreak of the crisis. Exchange rate policiesin the region have been widely criticised for

2 J. Furman and J. Stiglitz, Economic Crises: Evidence and Insights from East Asia, Brookings Papers on
Economic Activity, 1998, 2: 38-39.

3 See Council on Foreign Relations, op. cit.: 31.



encouraging excessive borrowing abroad and for giving one way bets to speculators. However, it
should be remembered that the question of appropriate exchange rate management under free capita
mohbility remains unresolved. Under free capital mobility, no regime of exchange rates will guarantee
gtable and competitiverates. Evidence provided by the World Bank and others suggeststhat currency
crises are as likely to occur under flexible exchange rates as under fixed exchange rates, and that
flexible exchangerates provide no more guarantee against real appreciation than fixed or pegged rates.*
Differences among pegged, floating and fixed exchangerateslie not so much in the extent to which they
canprevent volatility of capital flowsor contain their damageto the red economy asin how the damage
isinflicted. The damage can only be prevented by effective regulation and control of destabilizing
capitd flows.

It isprobablethat if currenciesin East Asahad been dlowed to float in the early 1990s, when
inflows were in excess of what was needed for current account financing and there was rapid
accumulation of reserves, the result could have been further appreciations. Nor is it clear that
abandoning the pegs would have reduced the incentives for lending or unhedged borrowing; avicious
crcle could have emerged between capital inflows and currency appreciation. Indeed, counterfactua
amulations over the pre-crisis period in East Asa show that dternative currency arrangements would

not have reduced the risk of overvauation and currency attacks.®

Thus, the main policy error relates to financia deregulaion and capitd account liberdization.
Certanly, financid policies in debtor countries have condderable influence on how much the private
sector can borrow, at what terms, and what they do with the money. Indeed, the developments
described above were accompanied by fundamenta changesin thefinancid sysemintheregion. The
East Asan economies were being urged to follow Jgpan on a path of financid liberdization, granting
finencid inditutions more freedom in ther borrowing and lending decisons, and introducing
market-based monetary policy by loosening regulatory controls. In the Republic of Korea the

departure from the post-war practice of control over private externa borrowing coincided with the

4 See UNCTAD, TDR 1999 : 129,

5 See UNCTAD, ibid.
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country’s bid for membership of OECD. However, financid liberdization went further among the
second-tier NIEs. Thailand created the Bangkok Internationa Banking Facility to intermediate foreign
investment expected to be directed to the next tier of Asan NIEs, which might otherwise have gone
to Singapore or Hong Kong (China). In redlity, it served instead as a conduit for short-term foreign
lending to the liberdized Tha banks and finance houses. Offshore borrowing was al so encouraged by
tax breaks.

Domedtic financid deregulation, together with capita account liberdization, was at the root of
asset bubbles in some countries in the region.  This gave more freedom to financia ingtitutions to
diversfy their portfolios for higher returns. Inview of the high levels of private savings, therewaslittle
possibility of expansion of consumption lending, while returns on manufacturing were believed to beon
the decline. In South-East Asia, with rapid growth and increasing foreign interest, the commercia and
resdentia property sector emerged as an attractive area of high return. Construction and property
development companiesthus gppeared to be good investmentsfrom the point of view of both expected
returns and diversification by banks, just asthey had appeared to be to the newly deregulated savings
and loan associationsin the United States adecade earlier, except that, unlikeinthe United States, they
were funded to an important extent by short-term foreign borrowing. The result was an increase in
leveraged lending, which made the success of these companies and the banks that financed them
dependent on a continuation of the increase in property prices. Banks and property companies were

thus extremely vulnerable to adownturn in prices, arisein interest rates or a depreciationof the baht.

L ack of effective prudentia regul ation and supervision of the banking systemisoften mentioned
among themgjor causesof the East Asan criss. Indeed, despitethefact that the East Asian economies
had started to improve their regulatory and supervisory sysemsfar earlier than most other developing
countries, these were ineffective in checking the excessve build-up of risk and fragility in the financid
sector. However, thisis as much areflection of the well-known limits of prudentia regulations in
preventing red estate bubbles or exposure to market risk as indtitutional shortcomings. As seen in
Europe in the early 1990s, attacks on currencies can come irrespective of the hedlth of the financia
system and the existence of effective prudentid regulaions. Indeed, Maaysahad effective prudentia
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regulations in checking short-term foreign borrowing, but these did not prevent the attack on its
currency and crisis® Moreover, much of the private borrowing from international banks was by
non-bank firms (onethird in the Republic of Korea, around 60 per centin Madaysiaand Thailand, and
even morein Indonesia) which fell outside the scope of banking regulations.

4. | nstitutional weaknesses

A number of indtitutiond features of the East Asan economies have been advanced among the
principa causes of the crigs, including government-business relation, interlocking ownership between
banks and non-bank corporations, and high corporate leverage. These are said to be at the origin of
wesk corporate governance, implicit government guarantee, moral hazard, excessve risk taking and

inefficient and unsound investments.

However, before the outbresk of the criss, these indtitutional festures of the East Asan
economies were often considered among the factors accounting for the Adan miracle. The existence
of a robust network of government and business ingtitutions was seen as the key dement in the
successful management of economic rents and prevention of market failures due to information and
coordination problems. Again, it was generdly held that concentration of ownership in the hands of
inddeinvestors and the internd capita market organized within banks and firms had the advantage of
permitting the enterprise to take along view, ensuring greater efficiency and stability, and reducing the
borrower’ s risk and the cost of investment, compared to the Anglo-American system of fragmented
ownership based on stock markets. Extensive government intervention in such financia sysemswas
seen as another form of interna capital market, leading to amore efficient dlocation of credit. Findly,
high corporate leverage was often cited as an indication of anima spirit and investment drive by the
entrepreneur class. It wasdso thought that in East Adatheway in which public policy wasformulated
and implemented, and government-business relations were conducted prevented the emergence of
corruption, collusivebehaviour and inefficiency observedin most other developing countrieswithsimilar
inditutiona arrangements.

6 Furman and Stiglitz, op. cit.: 29.
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What has changed to ater these features of the East Asian economies? A main reason for the
sharp deterioration in the performance of such inditutiond arrangementsin East Asaisthedismantling
of checks and balances needed for an efficient functioning of such arrangements. The bresk with past
practicesisnotable in two crucid aress. control over externd borrowing and state guidance of private
invesment. For instance, the Republic of Korea had adways tapped externd finance in its post-war
indudridization primarily through borrowing from internationa banks, but this was dmost dways
subject to government gpprova and guarantee. On the other hand, policy dways played amgjor role
in coordinating private investment decisons in order to avoid excessive competition and excess
capacity. Abandoning this coordination seems to be one of the main reasons for misallocation and
overinvestment, whilethefact that the government relinquished control over thefinancid sector explains
why the country became vulnerableto an externa debt run and an attack onitscurrency. Again, there
can be little doubt that high corporate leverage was vulnerable to a dowdown in growth, but it was
already on a declining trend in the Republic of Korea. However, it proved fatd when corporations
were alowed to raise money abroad without the traditiona supervision and contral, treating externa
and domestic debt as perfect subtitutes, even though there was no internationa counterpart to the
domestic lender of last resort to smooth out liquidity problems.

There can be little doubt that in the build-up of externd financid vulnerahility factors such as
overinvestment inmanufacturing, Specul ativeinvestmentin property and excessveshort-termborrowing
abroad played a crucid role. However, the main reason for these was not that there was too much
government intervention and control, but too little. This point was dso meade by Joseph Stiglitz in his
1998 WIDER lecture:

Some ideol ogues have taken advantage of the current problems besetting East Asiato suggest
that the system of active state intervention is the root of the problem ... But ... the heart of the
current problem in most casesis not that government has done too much, but that it hasdonetoo
little ... The fault is not that the government misdirected credit. ... Instead the problem was the
government’s lack of action, the fact that the government underestimated the importance of
financial regulation and corporate governance. ... The East Asian crisis isnot arefutation of the
East Asian miracle. The more dogmatic version of the Washington Consensus does not provide
theright framework for understanding both the success of the East Asian economies and their
current troubles.”

7 J. Stiglitz, “Moreinstruments and broader goals: Moving towardsthe Post-Washington Consensus’, The
1998 WIDER Annual Lecture, Helsinki, January 1998: 3.
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C. The outbreak of the crisisand contagion

Despite the clear evidence of increased externd vulnerability and symptoms of financid
ingability, particularly in Thailand, foreign investors continued to pour funds into the region, and
sovereign credit ratings remained extremdy favourable until early 1997, when pressures mounted and
reserves fdl rapidly as net capital inflows were not sufficient to meet the widening current account
deficits. The crisis broke out in early July 1997, when the Bank of Thailand could no longer maintain
the currency within the fluctuation band in view of massive withdrawa of funds.

One can interpret the Thai criss as a typica baance-of-payments crisis, aggravated by
excessve short-term debt and capita account openness — very much like the Mexican crigs of
19941995 — while the other economiesin the region suffered primarily from contagion. The sudden
loss of confidence in Thailand appearsto have come out of concern about the fundamentals of the Thai
economy, including in particular the current account deficit, which had been rising congtantly from 1993
onwards, to reach 8 per cent of GDP at the end of 1996; huge amounts of short-term and liquid foreign
ligbilities, which exceeded liquid international assets by a large margin; and, to a lesser extent, an
appreciated currency.

The deterioration of the current account and the appreciation of the currency werelargely the
outcome of capital inflowsthemsaves, aswell as of externd trade and exchange rate shocks. Despite
the worsened payments position from 1995 onwards, as hoted above, the region continued to receive
large amounts of foreign money. What, then, caused the sudden and catastrophic change in the
willingness of foreign investors to continue to hold baht-denominated assets? Jugt as in the case of
Mexico, it is difficult to identify a particular cause of the shift in market perceptions. The prevailing
politica uncertainty was clearly important, but externad factors dso played arole. Paradoxicdly, the
most important factor in triggering the criss seemsto have been the sudden reversd of thedollar relaive
to the yenin early May 1997: the dollar fell from around 127 yen at the beginning of May to 114 yen
a the end of June — an over 10 per cent depreciation. This was accompanied by widespread
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expectations of arisein Japanese interest rates, and caused the short-term arbitrage funds from East
Asato flow back to Japan, thereby generating strong sdlling pressure on the baht.

The ba ance-of -paymentsfundamental swerebetter intheother countriesof theregion, dthough
many of them were financidly vulnerable because of a rgpid accumulation of short-term  foreign
lidbilities Thiswas particularly true for Indonesia, where there waslittle currency appreciation and the
current account deficit as a proportion of GDP was less than half of what it wasin Thaland. At some
4 per cent of GDP, the Republic of Korea s current account deficit was not much above the level sthat
had been sustained in previous decades. Mdaysa had a greater gppreciation and larger current
account deficit, but the latter was on adeclining trend. The baance-of-payments fundamentals of the
Philippines were worse than those of both Indonesia and the Republic of Korea, but its externa
financid vulnerability was much less While dl the currencies in the region came under attack, it was

the extent of externd financid vulnerability that was the determining factor in theincidence of the criss.

The regiond contagion operated through the exchange rate. The decison to float the baht
cdled into question the assumption of exchange rate stability upon which exigting regiond divison of
labour had been built. The Philippine peso and the Mdaysian ringgit came under pressure as soon as
the Thai move was announced. After market intervention supported by increased interest rates, both
currencies were dlowed to float. Because it was generaly accepted that Indonesia had better
underlying fundamentals, particularly regarding its current account, it took some time for the selling
pressure to moveto that country. The Bank of Indonesiaresponded quickly, enlarging the intervention
band in an attempt to stop contagious speculation —amove widdy praised at the time — but soon the
rupiah was aso traded down.

Asthe panic spread to thewhol e region and currencies collapsed, foreign exchangetradersand
speculators sdling domestic currencies were joined by an increasing number of domegtic firms and
financid indtitutions seeking to escape from the squeeze on their balance sheets caused by rising
domestic cash needs to service foreign debt and faling cash flows to meet them. This triggered the
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downward spira characteristic of a debt deflation in which firms' efforts to escape insolvency Smply
worsened their balance sheet positions by driving down exchange rates and asset vaues even further.

The contagion to North-East Asaresulted from the recognition that the extent of the exchange
rate adjustmentsin South-East Asia had reached the point of disturbing relative competitivenesswithin
the entire East Adanregion. First Taiwan Province of Chinaand then Hong Kong (China) came under
pressure. For the same reason, the Korean won aso came under speculative attack.  Although the
Republic of Korea had not experienced a speculative property bubble, it had suffered corporate
bankruptcies. Conditions were not hel ped by the announcement by Taiwan Province of Chinathat it
would not intervene in support of its currency. As exchange rates came under pressure in the rest of
East Asa, markets soon became aware of the amilarities in the financid vulnerability as well as the
inadequate levels of reserves. The South-East Asan scenario was thus repeated in the Republic of
K orea as domestic debtors attempted to hedge or reduce their forelgn exposure, causing adownward
spira of currency values. Thus, the implicit assumption of stable exchange rates that had dominated
financing behaviour was replaced by the expectation of afree fal, and attempts were made to hedge
not only againgt the current declines but dso againg the expected future declines, giving an additiona

impetus to the downward spird.

D. Conclusons

Perhaps it does not make much senseto try to apportion responsibilities between international
investors and the East Asian debtors and governments in the financid crisis. One of the main lessons
drawn from the post-war experience of Japan and the Asian tigers was that successful examples of
modern indudtridization are distinguished by the way integration into the globa economy is managed.
The main lesson of the East A an crissleavesthis conclusion unshaken. There can belittle doubt thet
the internationd financid markets and capitd flows are inherently unstable, capable of creating boom
and bust cycles and gyrations in exchange rates and asset prices, and real economic crises with
far-reaching consequences. This potentid threat is much greater for developing countries for obvious
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reasons. In East Aga, this threat was overlooked and a large part of the problem came from

governments own efforts to attract short-term capitd.

This crigs shows once more that when policies fdter in managing integration and regulating
capitd flows, thereis no limit to the damage that internationd finance can inflict on an economy. It is
true that control and regulations over such flows may reduce some of the benefits of participating in
globa markets. However, until systemic ingtability and risks are adequately dedlt with through globa
action, close integration may cause more harm than good, and the task of preventing such crisesfalls

on governments in developing countries.
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