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1
Introduction

What caused the Asian economic, currency and financial crisis? There are two main hypotheses and interpretations that have emerged in the aftermath of the crisis. According to one view, sudden shifts in market expectations and confidence were the initial causes. The extent and depth of the crisis can be attributed to panic on the part of domestic and international investors. In the lead up to the crisis, the “crisis-economies” though deteriorating had shown subtle if not no signs of a breakdown, which was preceded by three decades of strong economic growth.

The other view suggests that the crisis brought into perspective the structural and policy distortions in the countries of the region. Again, the market overreaction and the herding effect caused the plunge of exchange rates, asset prices and economic activity to a level unforeseen in the initial weak economic conditions. 

I have organized my paper into different sections. The Section 2 gives an overview of the Asian crisis. Sections 3-4 present an assessment of the sources of economic tension in the region. Analysis of each of the following Macroeconomic imbalances (based on collected data from various sources): current account deficits and foreign indebtedness, growth and inflation rates, savings and investment ratios, budget deficits, real exchange rates, foreign reserves and other such macroeconomic tools. Section 5 gives a follow up of the crisis, i.e. the period leading to the crisis in 1997. Section 6 debates about the role of IMF and the other international lending agencies. 

2 Overview of the Asian Crisis – Moral Hazard


The incentives under which the private and public sectors operate in the region, underlines the moral hazard. The problem exhibited at three levels is at the root of a complete understanding of the build up to the crisis. 
At the corporate level, the political favoritism and the pressure to maintain a high rate of growth led to a long tradition of the public guarantee to private projects. Thus, the corporate sector largely overlooked costs and riskiness of the underlying investments. With the governments appearing willing to “bail-out” the troubled firms, the firms operated under an impression of assured return to investment.
Evidence for the Asian countries in the mid 90’s shows a declining level of profitability on new investments. In Korea for instance, 20 of the largest 30 conglomerates displayed in 1996 a rate of return on investments below the cost of capital. Also from data collected, investment rates and capital flows are evident to have remained high in spite of the negative profitability levels. Caused due to lowering of interest rates in Japan and other industrial countries, is highlighted the financial side of moral hazard, when leading national banks borrowed from international banks and lent excessively at home. The problem was aggravated due to the inadequacies in the banking sector, some of which were: weak regulations, distorted selection of investment projects and others. The most visible sign of weakness in the countries was the growing nonperforming loans to GDP ratio.  The situation further deteriorated with a rapid rate of financial liberalization. 

Similarly, the International dimension to the moral hazard, as has been already mentioned, prevailed due to lending out of large amounts of funds in the region without any prior risk evaluation. The ratio of short-term external liabilities to foreign reserves was in vicinity of over 100% in Korea, Indonesia and Thailand by 1996.
 By, “To play a game, of heads I win, tails the taxpayer loses,” Krugman, sums up the core implication of moral hazard. The risk of unprofitable investment does not drive the lenders away, especially in the context of East Asian countries which had seen phenomenal growth in the past three decades. So high was the speculative lending that the short term liabilities in the region exceeded 50% of the total liabilities in 1996 just before the onset of the crisis. 
In the face of these moral hazards, “shocks”, be those country specific (stagnation of Japanese economy) or sector specific (decline in the demand of semi-conductors) severely added fuel to the already deteriorating economic conditions in the region. Further shocks came from the sharp appreciation of US and European currencies relative to the Asian countries in the second half of 1995, thus with most of the affected countries’ currencies pegged against the dollar, reduced their cost effectiveness to say China with a more stable exchange rate. Also, in 1997, with the real estate and stock market bubbles bursting in Thailand and Philippines, there were immediate defaults in the corporate and financial sectors. Thus from 1997 onwards, there was a similar herding effect as in the preceding years, although in the opposite direction. The rapid reversal in the flow of capital led to a collapse of currencies, first in Thailand and followed by the other countries soon.
3 Macroeconomic Fundamentals

3.1 Current Account Imbalances

The role of current account deficits in distorting the financial markets is agreed upon by most experts and as I will show in the later sub sections. In an article in The Economist, Lawrence Summers, US Deputy Treasury Secretary wrote: “… close attention should be paid to any current account deficit in excess of 5% of GDP, particularly if it is financed in a way that could lead to rapid reversals.” He wrote the article on the anniversary of the Mexican economic crisis. 
Thailand and Malaysia, the two countries with the largest and most persistent deficits for over a decade were the first ones where currencies collapsed. As evident from Table A, the countries with much smaller deficits, like China, were the ones to escape the crisis. On the contrary, countries with much larger deficits in the 1990’s were the ones to be deeply hit in 1997. In that year, the US appreciation to the currencies of Thailand, Malaysia, Philippines, Korea and Indonesia reached 78%, 52%, 52%, 107% and 151% respectively. Besides the correlation between high current account deficit and currency depreciation, it does not imply causation.
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           Table A.       Current Account, BOP definition (%GDP)
3.2 Solvency : Assessing current account imbalances

How large is the current account imbalance bad enough? The question does not have an easy answer; i.e., it is not easy to foretell a level a current account imbalance which might trigger currency devaluation, speculative outflows, and financial crises. Thus, the macro tool used to measure the deficit level is solvency: a country is solvent to an extent that the discount value of the expected stock of its foreign debt in the infinitely distant future is non-positive. 

Non-increasing foreign debt to GDP ratio is the most commonly used test of solvency. Based on the assumption that interest rates rise more than the rate of output in the long run, a stable debt-to-GDP ratio gives a good measure of solvency, which is calculated by the resource balance gap. In a country where the debt-to-GDP ratio is growing, this gap shows the difference between the current trade balance and the trade surplus required to stabilize the ratio in the long run. Data collected in 1996 shows already high resource gaps in the crisis ridden countries; Korea – 4.4%, Thailand – 6.9%, Indonesia – 3.3%, Philippines – 6.5%, Malaysia – 2.3% (of respective GDPs). See Table B.
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                      Table B.              Trade Balance, BOP definition (%of GDP)                                            
3.3 Productivity Growth
The foreign currency crises of the 1980’s show that the current balance imbalances are sustainable through high growth rates. From this perspective, there was no foreseeable danger because most of the East Asian countries to be affected by the crisis had shown high GDP growth rates for three decades and even in the months before the onset of the crisis. A high GDP rate also shows slower dynamics in the foreign debt to GDP ratio, thus implying greater ability to service the external debt. Higher growth may also cause great current account deficit instigated by a lower savings rate, which also means a higher investment rate caused by the anticipation of higher future returns. The traditional view of the situation is that the deficit driven by a temporary fall in private savings is not as much of a concern because of expected future returns. Table C attached below shows the GDP rates for the countries in the 1990’s.
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Table C.
GDP Growth rates
From the table above, it is clear that most countries enjoyed high growth rates for the most of 90’s and even in 1997 (barring Thailand, which was the first one to the struck by currency crisis). Thus, sustainability, as had been discussed above, was not an issue in these countries. The only plausible indication for the diagnosis of the crisis seems to be the high growth rate during the time before the crisis; a paradox, some may say. The physical concept of inertia briefs up the whole situation. Optimism led investors to believe that the current phase of economic expansion would continue unabated in the future. Such expectations drove in the speculative investors, as well as the consumers, backed by easy financing to meet the growing demands. But undone by the non-profitable ventures and the external shocks mentioned earlier, the investments soon turned into non-performing loans. There are views held by leading economists such as Paul Krugman, that the contribution of Total Factor Productivity (TFP) in the output growth was lesser than commonly believed. Thus, there was bound to be a slowdown in the long run of employment growth and investments. Extrapolating the high rate of growth in the 1990’s may have contributed to downplaying riskiness and costs of new investments, which were based on unrealistic expectations of long run output.       
3.4 Investment rates and profitability

The data collected for the East Asian countries shows a very high level of investments throughout the 1990’s, which is consistent with the points made about high GDP growth in the previous section. In most countries these rates were well above 30% of GDP. The traditional view has been that borrowing from abroad is less “dangerous” for sustainability if it finances new investments rather than consumption, which is very true in the case of East Asian countries. Thus, to analyze what went wrong, we need to look at the sectors these funds were used to finance. The investment boom leading to the period before the crisis was mostly confined to non-traded sector such as real estate (Thailand). The contribution of these projects to the future trade surpluses is hinged on to the indirect influence on the other traded sectors. The funds, which mostly came as short-term loans with small maturity period were driven by the euphoria created in the wake of high growth rates, as has already been mentioned, minus the obvious advantages associated with FDI’s (infrastructure development, technology import and obviously capital). The rental yields on real estate were as low as 3.5% in Hong Kong and 3.9% in Singapore reflecting very high prices. The rapid rise in the stock prices of the property sector compared to others from 1990-97 confirms the speculative overinvestment in land and real estate; the period of 1990-93 saw Thai stock prices rise 175% (395% for the property sector) with similar trends in the other countries. Some of the biggest banks in the country had between 10% and 35% of their loans committed to bricks and mortars. Table D shows the pre-crisis share of non-performing loans as a proportion of total lending.
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Table D.
Non-performing loans (% of total lending in 1996)
Evidence of the profitability of investment projects is given by ICOR or “incremental capital output ratio.” ICOR is not sector specific and shows the overall efficiency. Table E attached below shows that ICOR went up sharply 1992 onwards, but was pretty stable in the period of 1987-1992.
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Table E
ICOR
By 1997, seven of the leading thirty conglomerates or the “Chaebols” had been declared effectively bankrupt. 
3.5 Savings Rates

Current account imbalances caused to slump in public savings (i.e. budget deficits) rather than by rise in investments is a serious cause of concern. But, in the context of the crisis hit countries there is no evidence to prove the same. On the contrary, most of these countries were characterized by high rates of national savings, above 30% of GDP and in some cases above 40% throughout the 1990’s and even on the eve of the crisis. Table F shows that the fiscal balance in most of these countries was either in surplus or a small deficit. 
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Table F.
Government Fiscal Balances (% of GDP)
3.6 Exchange Rates
The real appreciation of exchange rates in the region hit the cost effectiveness, thus worsening the trade balance and eventually current account balance. Table G shows the data on the real exchange rate in the Asian countries. Evidently, the currencies except for the Korean won, which depreciated, crashed in 1997. Investors were driven in because of the fact that the Southeast Asian currencies had remained stable for years. The currency pegs led to a reduction in the currency risk premium charged by international investors. Also, due to rock bottom interest rates in Japan and US, banks, investment houses and insurers had borrowed money in yen and dollars and put the proceeds into short term notes in the affected countries. Thus the current account imbalances were further raised.   
The trend is consistent with the high investment rates as mentioned above. However, also as I have shown above the investments did not translate into the returns they were expected to. The situation was aggravated in the forms of external shocks, such as the long time stagnation of the Japanese economy, which led to a significant slowdown in the exports of the other Asian economies. Additionally, the increasing weight of China in the regional exports enhanced the competitive pressures. 
Finally, the threat of a Japanese interest rate rise created fears among bankers. That meant they sold their Asian notes for other currencies. As the currency values fell in value, the amount the companies and banks owed in dollars and yen skyrocketed. Speculators played their part too by shorting the currency. To short a currency, an investor borrows local money at Spot rate and converts it into stronger currency, betting that the forward rate will decline and thus can be bought back at a lower price when it comes to pay off the loan. This caused further lowering of the local currencies.  
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Table G.
Real Exchange Rates (to USD)

4 The Financial System – The Role of Banks

The East Asian banks got into a troubled state in large part due to their own undoing. The capital account deficit in the region was financed with the intermediation of the local banks. Taking the stable exchange rate for granted, the domestic banks borrowed from foreign banks and in turn lent on to the domestic firms. Thus, the banks faced non-performing domestic assets and short-term foreign currency liabilities, when the local firms defaulted due to plummeting local currencies. By the end of 1996, foreign currency debt with a maturity of less than two years was about 120% of foreign exchange reserves in Thailand and nearly 200% in both South Korea and Indonesia. In Thailand, banks were allowed to regard a secured loan as performing even if no interest had been paid for a year. In Indonesia, deregulation helped raise the number of banks sharply in the 1990’s. But the country’s central bank was unable to foresee the risks involved. According to central bank statistics, from a total of 240 banks in April 1996, 15 did not meet the required 8% capital adequacy ratio, 41 did not comply with the legal spending limit. Korea’s financial system was pushed to the brink in 1997 when 7 of the 30 leading conglomerates effectively went bankrupt. The private banks in Korea were effectively controlled by the Chaebols giving them a privileged access to credit, bringing to the fore a  Moral hazard.
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Table G.
Banking system exposure to risk (% of assets 1997)
There is evidence to show serious mismatches between foreign liabilities and foreign assets of Asian banks and non-bank firms. High liabilities to assets ratio is generally not a cause of concern, but in the view of currency devaluations, foreign lenders may refuse to roll over short term loans. This is what precisely happened in East Asian in 1997. The ratios of foreign liabilities to foreign assets in 1996 were 213% Thailand, 77% Philippines and 47% Malaysia. Foreign exchange reserves are generally used to service the short term debts as in the above scenarios. However, the reserves in Korea, Indonesia and Thailand were insufficient to cover short term liabilities, let alone service interest payments and to pay the principal on long term debt coming to maturity in the period. 
5 Period leading to the crisis: 1995-97

Thailand, there was large external debt, increase in short term foreign indebtedness. Current accout fell to 8.6% of GDP in 1996. Indonesia, acceleration of growth in 1995 led to rise in inflation, while the country’s trade surplus suffered a sharp drop. Malaysia, current account deficit widened between 1993 and 1995 and reached 8.8% of GDP in 1995. Growth slowed from 8.2% to 8% and there was a marked drop in the export growth, which fell from 20.9% in 1995 to 7.3% in 1996.

The first currency to come under attack was the Thai baht. Once the baht started to depreciate in July 1997, the currencies that came under speculative pressure were those with economic fundamentals similar to those of Thailand. The combined effective devaluation of more than 30% had a strong negative impact on the other currencies in the region. For instance, the Singaporean currency which was formally on a float began to depreciate as well. 
6 The role of IMF

The IMF's immediate effort to reestablish confidence in the affected countries entailed:

· A temporary tightening of monetary policy to stem exchange rate depreciation; 

· Concerted action to correct the weaknesses in the financial system, which contributed significantly to the crisis; 

· Structural reforms to remove features of the economy that had become impediments to growth (such as monopolies, trade barriers, and nontransparent corporate practices) and to improve the efficiency of financial intermediation and the future soundness of financial systems; 

· Efforts to assist in reopening or maintaining lines of external financing.

The critics of the IMF have argued that the East Asian countries were already running low budget deficits or even surpluses and very low inflation levels, thus the requirement of tighter monetary policy was only would raise the interest rates in the countries. However, in support of this policy it is argued that the extra revenue generated would help in servicing the already high external debt. The post crisis fiscal costs of bail outs in the Asian countries are projected to be at 20-30% of GDP. 
To the structural reforms, some have argued that, the IMF was moving beyond its role of macro-adjustment areas such as the monetary and fiscal policy. The main counter-argument is that Asian meltdown was attributable to structural problems rather than traditional macroeconomic imbalances. IMF lending to Asian countries would have made no effect unless these problems were ironed out.
Another major criticism of IMF relates back to the question of moral hazard. I would argue, like most other experts that by raising the stringent conditions on lending, the IMF sent out a strong signal that bail outs from government and external agencies should not be taken for granted. However, there is no evidence to prove that the capital flows into Asia after 1995 were related to expectations of bail outs. Secondly, there is also a question of who bears the cost of crisis. Some have argued that the taxpayer money should not be sent away to distant lands. Leaving aside moral hazard, the risk of countries and their debtors to solve the problem could have potentially created more distortions. The following graphs have been collected from the IMF website in the aftermath of the crisis

With this I end my discussion about the Asian Economic crisis, having learnt a great deal. The readings and the books published on capital controls and foreign liberization were very intuitive and enjoyable. 
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