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Let me begin by recalling briefly the chronol ogy of the
financial crises. It has been nearly two years since Thail and
unexpectedly withdrewits support fromthe forei gn exchange mar ket ,
on July 2, 1997, and the baht dropped dramatically in price
relative to other currencies. Soon thereafter Ml aysia nade the
sane nove. Indonesia relaxed its support for the rupiah and then
decided it could not even hold the relaxed version, so it
effectively withdrew fromthe foreign exchange market in Cctober
bef ore exhausting its reserves. By |ate Novenber it becane clear
that Korea was in difficulty, and the crisis energed fully in
Decenber .

In August 1998 Russia, in a partly expected and partly
extrenely unexpected nove, withdrew its support for the ruble and
ceased paynent on sonme of its governnment obligations. Brazil cane
under very strong pressure in QOctober, but the break was post poned
until January 1999 by the prom se of a substantial international
package of financial support in exchange for strong fiscal actions
by Brazil.

Those are the main events. One reason for recounting
themis that in the history of this period all these events will be
snudged together and will undoubtedly be tal ked and witten about
as the financial crisis of 1997-98.

Those of us who lived through the events appreciate that



inreal tinme anonthis along tine. Three nonths or six nonths is
a very long period of tine. | prefer to call these the "financi al
crises," plural, of 1997-98 because while there are inportant
simlarities anmong them there are also critically inportant
differences. | still consider the |inkages anong these various
events an open question.

In the history of nonetary affairs, these have been very

dramatic events. W have never before seen changes in what
econoni sts call "real exchange rates" -- that is to say, exchange
rates corrected for relative price differences -- of the magnitude
that we saw in the Asian countries in 1997. Large changes in

exchange rates have hitherto been associated with very high
inflation rates, as in Argentina and Brazil in the 1980s. But the
Asian countries all had nodest rates of inflation. So if you
correct for the inflation differentials, these were dramatic
changes in real exchange rates.

The decline in output, particularly relative to the
recent experience of the countries in question, was al so dramati c.
Compari sons have even been made with the G eat Depression of the
1930s. Those conparisons are usually nade by people who do not
know the nmagnitude of the Geat Depression in Germany and the
United States. Nonet hel ess, in post-war experience the drop in

output was dramatic -- Milaysia' s first recession since 1985,



Korea's since 1980. I ndonesia's |l ast recession was 1965. And
Thai l and has not had a recession in the |last 40 years. On the
contrary, all had becone accustoned to rapid econom c growth

So these were dramatic events in the experience of the
people directly affected. There are few Thais that renenber the
| ast econom c disaster in Thailand, which goes back to the Second
World War. The declines in output were not |like the G eat
Depr essi on. But by post-Wrld War |1 standards they were deep
recessions, especially in Indonesia, at m nus 14 percent.

These events are the nore dramatic because the behavi or
of the Asian countries had been, by the standards of the so-called
Washi ngt on consensus, exenplary. These countries had had rapid
econonmic growh for many years. They were all well disciplined in
fiscal terns. All had noderate inflation rates -- |low, by
st andards of devel opi ng countri es.

So these countries becane the darlings of the financial
comunity around the world. W now understand that was part of the
problem But it nade the turn of events since July 1997 all the
nore dramati c.

Fortunately, from a global perspective these countries
are small. |f you add up the Sout heast Asian countries altogether,
t hey are about the size of Spain, using GDP at market prices. That

is the nost rel evant single neasure of econom c significance. One



coul d I ook at exports, in which case they are smaller than Spain.
South Korea alone is slightly smaller than the Southeast Asian
countries altogether. Adding Korea to the Southeast Asian
countries achieves roughly the size of Italy.

The financial disasters becane econom c disasters in the
countries concerned. But fortunately froma gl obal point of view
they were like a big recessioninltaly, difficult but manageabl e.

Japan is altogether different. Japan is a very |arge
econony, five tines the size of these countries taken together.
That is why we are worried about the softness of the Japanese
econony. It is a major conplicating factor inhibiting recovery
fromthe Asian financial crises.

| have been charged with indicating the causes of these

crises. "Cause" is actually a conpl ex concept when you thi nk about
it. It involves inplicitly getting into hypotheticals, what
econom sts call "counterfactuals.” Wat the world would have been

like if A, B, or Cdid not occur? |If A had not occurred, but D
woul d have happened anyway, we cannot very persuasively say that A
had caused D.

To do that in a systematic way would take far too nuch
tinme. But for concreteness let ne focus on Thailand, partly
because that is where the dramatic events started, to identify the

problens in Thailand that gave rise to its crisis. As | have said,



I nportant details differ from country to country. Focussing on
Thailand wll give sone flavor of what was happening, with sone
simlarities with other countries.

The banks of Thail and had borrowed exceptionally heavily
in the world interbank market by June 1997, $69 billion as reported
by the Bank for International Settlenents, nostly in US dollars and
Japanese yen. O this, $46 billion, two-thirds, were under one
year in maturity, sonetinmes under 30 days in maturity. Thi s
conpared with reported official foreign exchange reserves of $31
billion, of which, we now know, a substantial fraction had al ready
been conmitted to the forward narket. So very heavy short-term
forei gn currency indebtedness.

Thail and had a large inflow of capital of all kinds in
1994 and 1995. It responded the way econonists predict that
countries should respond to | arge and sustai ned i nfl ows of capital,
wth a rise in the current account deficit, the deficit of
pur chases of goods and services abroad -- which rose to degree,
reachi ng 8 percent of GDP, and shoul d have set off alarns. In md-
1996 the | M- warned the Thai governnment about the vulnerability of
its large current account deficit, particularly after a flattening
of export growt h. Export performance had been strikingly good
t hrough 1995, but took a turn for the worse in 1996. Thail and was

in the process of reducing its current account deficit, but not, as



It turned out, rapidly enough.

A country with a current account deficit can manage as
|l ong as capital inflows cover the current account deficit. But if
peopl e, residents as well as non-residents, collectively decide to
invest less financially in the country, a drop in the net capital
infloww || put downward pressure on the country's forei gn exchange
rate. Foreigners do not have to withdraw their funds. They just
have to cease investing at the sane rate that they did before.
That is what happened in Thail and.

Si gns of a weakeni ng Thai econony were al ready evi dent.
Thai |l and had a real estate bust in early 1997. Net Anmerican equity
i nvestnments in Thailand began to decline in 1996. Exposure to
foreign banks did not grow after m d-1996. So there was already
some downward pressure on the exchange market com ng from those
sources. Instead of recognizing it and accomodating it the Thais
chose to continue to support the dollar value of the baht by
drawi ng down Central Bank reserves fromlate 1996.

So the market effect of a change in market sentinment was
obscured by the fact that the Thais were drawing down their
reserves. And the Thai authorities were not exactly
straightforward with the world or indeed with their own senior
officials about how rapidly the reserves were being drawn down.

They were being drawn down partly through conmtnments in the



forward market, so the full drawdown di d not show up on t he bal ance
sheet. It is said that only two Thai officials actually knew the
true state of affairs, that reserves were virtually exhausted by
June of 1997.

The question has been asked, where was the internationa
comunity during all of this? W have an answer. In its annua
article 1V consultations in July 1996, one full year before the
crisis broke, the M- officially warned Thail and of the magnitude
and the short maturity of its external debt, of the weakness of its
bank supervi sion, of the dangerously | arge nagnitude of its current
account deficit, and of the relative inflexibility of its exchange
rate policy. All of these warnings were actually given to the Thai
authorities. For whatever reason, the Thais chose to ignhore the
war ni ngs. They who sow the wind may reap a whirl w nd.

Most econom sts woul d agree, | think, that Thail and nade
several serious policy mstakes. But the international community,
especially the banks, were inplicit acconplices because they |ent
heavily w thout paying adequate attention to the evolving
ci rcunstances -- although total bank |oans ceased to rise after
m d- 1996.

Il will not recount the story in other countries. To
repeat, the details differ in inportant ways. But the Asian

countries all had substantial current account deficits, although



the others were not as large relative to GDP as Thailand's.
(Mal aysia's deficit had been larger in 1996 but was on its way
down.) They shared the characteristic of |large external debt,
tilted heavily toward short maturities, much of it in the interbank
mar ket -- although in Indonesia nuch foreign bank |ending was
directly to I ndonesian corporations.

Al of these countries were supporting their exchange
rates in one way or another. And all of them wth Ml aysia being
a partial exception, had poor banking regul ati on and supervi si on by
Angl o- Saxon st andards. In Thailand and Indonesia the banking
supervi sion was poor by any standards. Korea had quite tight
supervision, but with different objectives fromthose that govern
banki ng regulation and supervision in the United States or in
Britain and other countries which enulated British standards.

There has been a | ot of tal k about contagi on, a netaphor
drawn frominfectious di sease. That metaphor is perhaps apt if one
t hi nks about Sout heast Asi a. The crisis broke in Thailand and
spread very quickly to Ml aysia, which to avoid running out of
reserves as Thail and had done m st akenly announced that the centra
bank was wi thdrawi ng fromthe forei gn exchange market altogether.
The announcenent precipitated a sharp depreciation of the currency.
Wth slightly slower burn the financial crisis noved to both

Si ngapore, which weathered it, and to Indonesia. But it was five
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to six nonths before it hit Korea seriously and over a year |ater
for Russia.

Wiile it has becone the conventional w sdom | have
serious doubts whether we can neani ngfully speak of contagion in
| inking Korea and Russia directly to Southeast Asia. There are
| i nkages, of course, but none are conpelling. Korea had its own
probl ens. Russia had its own problens. And Brazil had its own
probl ens. Russia's behavior strongly affected Brazil, through
frightened market reaction, but these remarks focus on Asia.

The forces of <contagion can be divided into two
categories. One is what | call the organic or econom c effects,
what the IM-is calling spill-over effects, the other concerns the
response of financial markets. Organic effects arise fromdirect
trade |inkages -- as a country's inports fall, the exports of its
trading partners fall --, and the fact that country A nay be in
direct conpetition in third markets with country B, so that when
its exchange rate depreciates that weakens dermand for the exports
of country B.

If we | eave asi de Mal aysia and Singapore, there is very
little direct trade anobng these countries. Most of them are
oriented towards the najor markets of Japan, USA, and Europe.
There is sone conpetition anong them to be sure. But not a |ot of

direct conpetition. Malaysia and Thailand are in sonewhat cl oser
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conpetition than, say, those two and | ndonesia or those three and
Kor ea. It is difficult to explain what happened by | ooking at
t hese organi c econom c | inkages.

Wth respect to financial effects, Mirris Goldstein has
correctly observed that the Thai events were a wake-up call for
I nvest nent nanagers around the world. Here was an exenplary
country, Thailand, and all of a sudden things went badly wong.
I nvestors around the world, in London, New York, Zurich, Hong Kong,
asked "If Thailand can go wong, what about Korea, |ndonesia, et
cetera, et cetera?" So equity and bank portfolios in all emerging
mar ket s were probably re-exam ned.

Sonme peopl e have made sonmething of a possible liquidity
squeeze. |If sone stocks in a mutual fund go bad but they becone
illiquid, the fund will have to sell its good stocks to neet
redenptions, e.g. a seizing up of Russian equities | ead to sal es of
Chilean equities. That is a fertile field for research; | do not
know how i nportant it has been.

As tinme goes on nore data becone available. They are
still inconplete, so the full story cannot yet be told. But what
we discover is a little surprising. In spite of all of the talk
about reversals of capital flows into the Asian countries, the
figures suggest that the actual runoff of bank |oans was not

consequential in the second half of 1997. True, and significantly,
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bank | oans stopped flow ng in. Banks | oans to Thail and dropped
$8.7 billion in the second half of 1997, significant but easily
covered if reserves had been adequate. Korea al so experienced a
run-off, no doubt contributing to the crisis. But the declines in
bank | oans to Mal aysi a and | ndonesia were negligibly small; that is
a big surprise.

We do not yet have conprehensive figures on equity funds.
But net purchases or sales of equities by Anericans again tells a
surprising story. A sell-off already started in Thailand and
Mal aysia in late 1996/ early 1997. But in the second half of 1997
there were actually net purchases in Thailand; the picture for
Mal aysia was nore mxed, but no great rush to the door. Net
purchases of Korean equities occurred throughout the crisis,
al though the rate dimnished in the fourth quarter. Per haps
Eur opeans, for which data are not yet avail able, were selling. And
as | have said, even a drop in the rate of inflow can be inportant
if for a country with a current account deficit.

Foreign direct investnent, FDI, continued in all of these
countries during this period, albeit at a sonmewhat reduced rate.

These prelimnary figures are somewhat surprising. Wat
was happeni ng? Partly on anecdotal evidence, | believe the nain
pressure on foreign exchange rates in these countries, especially

Sout heast Asia, cane from resident capital. It was not the
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wi t hdrawal of foreign capital so nuch as the purchases of foreign
exchange by residents that put such strong pressure on foreign
exchange rates. Residents had directly or indirectly borrowed very
heavily in foreign currencies -- directly in the case of |Indonesi an
corporations, indirectly in the case of Korea and Thail and t hrough
t he banking system-- on the inplicit assunption that exchange rate
policy would continue in the future as it had in the past.

That assunption turned out to be incorrect, and resident
debtors had exposures directly proportional to the extent of
currency depreciation. So residents rushed to the door, not to
speculate in the sense in which that term is used loosely in
journalistic conversation, but to protect their asset positions, by
trying to cover their foreign currency liabilities.

Si nce the central banks were now out of the market, there
was no strength on the other side. So currency val ues dropped
preci pitously, which in turn threw heavy foreign currency debtors
i nto insolvency.

In his latest book George Soros offers a fascinating
account both of the Russian events in sumer 1998 and of Sout heast
Asi a. Soros was personally taken to task by Prine Mnister
Mahat hir of Mal aysia for providing the om nous squeeze behind this
whol e crisis, not just trying to nake noney, which everyone takes

for granted, but trying to bring down the mxed but successful
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econom c system of Milaysia -- an allegation of politically-
notivated short-selling of Malaysia's currency, the ringgit.

Soros tells us in his book, and | see no reason to
di sbelieve him that his fund was short on Indonesian rupiah in
| ate 1996 and early 1997. But during the crisis in the fall of
1997 he covered his short positions, so he was a net purchaser of
rupi ah during the fourth quarter of 1997, thus providing sone
support to the market. He avers that the rupiah was the only
Sout heast Asian currency he was in.

The whol e dynam ¢ of the situation suggests that nost of
the pressure was resident noney responding to the revel ation that
a key assunption, nanely that tonorrow s exchange rate would be
approximately the same as today's, turned out to be wong.

Since generalizations fromthese episodes will be nade
for along tine to conme, it is worth noting where the contagion did
not hit. Singapore felt some pressure but held. Hong Kong felt
sonme acute pressure fromtine to tine, as France did in the 1992-93
Eur opean crisis, but held. China felt a dimnution in foreign
capital inflow and a flattening of export growh, |eading to sone
decline in the growh rate, but held. Tai wan hel d. I ndia and
ot her countries in South Asia held.

These countries have structural characteristics that are

rather different from the countries that were subject to the
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crisis. Si ngapore, Taiwan, and China had current account
surpluses; Hong Kong had a relatively small deficit; all four had
very | arge foreign exchange reserves.

China, India, and Taiwan had relatively little short-term
external debt. Hong Kong and Singapore had huge short-term
I nt erbank debt but as international banking centers they al so had
huge short-termexternal clains, so there are |large gross figures
on both sides of the balance sheet. And unlike the other borrowers
the funds were not generally used for domestic |oans.

China and India had gone nmuch less far in liberalizing
i nternational capital novenents.

| said earlier that cause is a conplex concept. | have
described the synptons and sone proxi nate causes. But of course
t he deeper question is why did the Thais, the Indonesians, and the
Koreans do sonething so stupid as to borrow at 30 days in dollars
in order to make 10- or 15- or 30-year investnents in |ocal
currency? Wy did bank regul ati on and supervi sion not prevent the
tremendous transformati ons of both currency and maturity? Wy were
the ultimate borrowers willing to take such risks, if they were
formal |y passed to them (as at | east the currency risk often was)?
Wiy did the regulators not step in and prevent that? A whole
series of whys cone to m nd. | have given only a superficial

expl anation for the Thai crisis.
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The usual response to the deeper questions typically turns to
things |li ke, pejoratively, the pervasiveness of crony capitalismor
nore favorably, at least in sone views of the world, the presence
of active industrial policy. Banks nmade |oans with the people's
noney under political guidance to firns whose owners supported the
political elite. The Korean governnent for many years pursued an
active role in steering the econony in certain directions, naking
deci si ons designed to achieve nodernity, a path that was |argely
determ ned by emul ati on of Japan, driven by envy and resentnment as
much as by a desire to raise the living standards of Koreans.
Corporations were encouraged to nove into petro-chemcals, into
autos, into sem-conductors, despite low rates of return in
prospect as well as in practice. Banks were encouraged to nake
loans to targeted industries, and favored firns took on
exceptionally high | everage. Hi gh donestic savings were augnent ed
from abroad to nake these heavy investnents.

So uncritical | ending was part of a pattern which was not
nerely tol erated but encouraged. And despite sone rough edges here
and there it had been fabul ously successful not only in generating
rapid growh but also higher standards of Iliving for ordinary
people. But its fundanental weaknesses were reveal ed by the events
of 1997.

What | essons can we draw? The first is ainmed mainly at
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econom sts: the financial systemis part of the "fundanental s" of
any nodern econony. Econom sts have an analytically useful
construct of distinguishing between the real econony and the
nonetary econony. The real econony is the productive apparatus,
the labor force, the plant and equi pnent, and the |and used for
produci ng goods and services that contribute to our standard of
living. Money and the el aborate financial system play no direct
role. This is a powerful analytical device. But economsts fal

too easily into the habit of thinking that the first is inportant
and the second is not. It is a big mstake. Every nodern econony
requires a sophisticated financial systemto support the real side
of econony. Wen things go badly wong on the financial side they
necessarily spill over adversely into the real side of the econony.

That is | esson nunber one.

The second lesson -- really a remnder -- is that
financial systens are intrinsically unstable. 1t would take us too
far afield to develop that thought in detail. Most ultinmate

| enders want |iquid assets. They want sonething they can nobilize
quickly if they have to. That is true of many purchasers of stocks
and bonds as wel |l as depositors; hence the inportance of secondary
markets in securities. Savers |ike their clains to be relatively
l'i quid.

Most borrowers, in contrast, want totie the funds up for
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sonme period of tinme. Apart fromself-liquidating trade finance,

they need at least three years if they are starting a new firm
before there is likely to be positive cash flow and nore or if they
are building a plant with a life of 15 or 30 years. So there is a
maturity discrepancy between the preferences of |enders and the
pref erences of borrowers in every nodern econony. The financia

system bridges that by giving lenders the illusion, which is
| argely correct nost of the tine, preferably all of the tine, that
their assets are liquid, and giving the borrowers the illusion that
t hey can use the noney for 15 years, say, subject to the conditions
of the bond contract. That is what financial systens do.

The financial systemrelies on sonething |like the | aw of
| arge nunbers in order to play that juggling act successfully. It
relies on the fact that not all of the lenders will want their
noney at the sane tine -- that bank depositors will not run on the
bank. In financial markets experience a trenendous |oss of
liquidity if everyone wants to sell their bonds or equities at the
same time.

So we rely on a certain i ndependence of decision-naking
anong the |l enders and the fact that their needs cone at different
times. The financial internediaries can play on that. It usually
works. But as in sailing, every once in awhile we runintoreally

rough weat her. And if the weather is too rough it can end in
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disaster. It can sink the boat. So we have built up regulatory
systens and a support apparatus officially in order to cover those
rough periods. They are called the "regulatory system for banks
or securities markets, on the one hand, and a "lender of |ast
resort” on the other. The lender of last resort's function is to
l'iquify good but illiquid assets in these rough peri ods.

Advanced econom es over the years have built up el aborate
regul atory, supervisory, and support systens for the financial
sector. Since the financial systemis intrinsically unstable, it
needs that kind of support systemto keep it going through rough
peri ods.

The third lesson, which is especially inportant for
devel opi ng countries, is that a well-functioning econony requires
a high degree of public trust to nobilize private savings for
public good. Southeast Asians have | ong been high savers. But
traditionally the savings went into gold leaf, silver coins,
jewelry on wves or daughters. This form of savings may be
privately valuable, but it is not socially useful. It can be
liquidated in a year of a bad crop or in other unfortunate
ci rcunst ance. But it cannot be nobilized for productive
i nvest nment .

The social contribution of nodern financial systens is

to nobilize the precautionary savings of households for uses that
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I ncrease productivity in a way that gold jewelry does not. But
such nobilization involves a great anount of trust on the part of
the saving public. Instead of buying bracelets for their w ves,
they put their savings into an institution with a door, a teller-
counter, and (presumably) a vault, in exchange for a witten or
oral promse to pay on demand. They rely on the fact that they
have been told that any tinme they want their noney, they can get it
back.

That trust has been grossly violated in the experiences
recently reveal ed. Public savings have been taken into financi al
institutions and lent in egregiously bad ways, in nonunents to
i ndustrial nodernity Korea, in urban real estate in Thailand, in
subsidies to the president's children in Indonesia, in operating
subsidies to state-owned enterprises in China. China faces a hugh
potential problemif the public were to discover how its savings
have been squandered. Fortunately, unlike the Japanese five years
ago, Chinese |leaders are not in denial about it. They know they
must re-structure the financial system

Fourth, we discovered in 1997 not perhaps a clash of
civilizations, but a clash of cultures played out in the financi al
worl d. Foreign | enders, based in London, New York, and ot her major
financial centers, expect to be kept well inforned about what is

happening in the econonmes to which they |Iend and especially what
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I's happening to the borrowers. I f, unexpectedly, borrowers are
unable to repay on schedule, they expect orderly procedures for
wor ki ng out the situation, preferably procedures that naxim ze the
i kelihood they will be paid without loss. |In short, they expect
transparency and wel | -defi ned processes.

Asian borrowers have a different tradition, one that
enphasi zes personal connections and |oyalties anong the rel evant
parties, including political connections and |oyalties. They
operate on the assunption that problens can be worked out
satisfactorily behind cl osed doors and that what foreign | enders or
domestic depositors do not knoww || not hurt them |ndeed, tinely
and accurate information may unduly harmthem

It should be noted here that the Asian tradition -- or
sonmething resenbling it -- was conmon in many European countries
not I ong ago with di scernable remants even today.

It is difficult to pass definitive judgnment on the
respective nerits of these two quite different traditions. One can
find circunstances in which either is superior, but ny main point
is that they do not mx well.

If foreign lenders in the first tradition suspect that
serious problens are likely to arise with their borrowers, they do
not expect to be told how serious the problens nay be and what the

likely solutions will be. They will sinply withdrawtheir funds as
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rapidly as they can, thus turning a financial problem or even a
suspected financial probleminto a financial rout.

Let nme close by suggesting that we project ourselves
forward to, say, the year 2005. Korea and Thail and and perhaps
Mal aysia wll | ook back on this financial crisis of 1997, which
resulted in a very painful recession in 1998, as adol escent grow ng
pains. |n each case the real side of the econony got out front of
the financial system and the resulting disconnect generated a
financial crisis. But these countries wll learn from this
unpl easant experience nore of what is needed in the way of a
support systemfor the financial system The United States had a
financial crisis roughly once a decade fromthe 1830s to t he 1930s,
the | ast being a conplete calamity. It took Anericans a century --
we're slow learners -- to put in place the highly articul ated and
| argely effective regul atory systemwhi ch many wi t hin the financi al
systemchaf e under today. | do not mean to suggest that everything
is exactly right. But such a system put aside the details, is
necessary. Even that did not save us from the savings and | oan
crisis.

It is a sad commentary on hunan society that we find
great difficultly learning fromthe m stakes of others. W read
about themwi th interest, even with curiosity. But we seemto have

to make our own mstakes in order to really learn fromthem
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Korea and Thail and made sone serious m stakes. There is no doubt
in nmy mnd that they will learn fromthose m stakes, and that in
2005 both economes will be the stronger for this episode.

I ndonesia is nmuch nore conplicated because this crisis
has been confounded with the legitimcy of the governnent itself.
Resolution of the crisis has becone tied up with constitution-
maki ng. Thus the final outcone is | ess predictable, although it is
concei vable that the gains to Indonesians will ultimately exceed

those of others affected by the crises.

* * * * %



