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Until recently, there were essntidly two schools of thought regarding East ASan economic
success. Under thefirg schoal, the Asan mirade illudrated the virtues of the capitdist system.
According to the second sthoal, East ASais different from western capitdism, and its differences are
the key to itsuccess. Now, after a continent-full of disgppointments, we areled to athird hypothesis
Therules of economics after dl gpply to East Adasmilarly to dsewhere, whether for better or worse

| would like to addressin my remarks the policy response to the East ASan crigs on the part of
the Internationd Mongtary Fund and G-7 governments, induding anumber of critidams of thet
reoonse. But | will begin by reviewing the origins of the criss

Originsof thecrigs

Macroeconomics played somerdlein the crigs but not the leed role. Some mistakes of macro
policy were mede in 1997 in Thaland for example. Excessve expandon led to excessve indebtedness
When current account deficit turned to overdl baance of payments defidt, the government wastoo
dow to fallow the IMF s advice of dlowing more exchange rate flexibility. Asaresult, much of
Thalland' sresarves werelogt, and the crash was worse then it otherwise would have been, onceit
occurred. In this respect, the episode resembled the Mexican peso criss of 1994. It gppearsthet
current account deficitsin excess of 4% of GDP are asgn of possible trouble ahead.

But large-scale borrowing by itsdf need not leed to acriss Statidical evidence suggeststhat a
large current account deficit or high leve of debt are nat highly sgnificant predictors of crisess More
important then the magnitude of the current account defiat ishow it is financed, and how the funds are
used. The compodtion of the capitd inflow metters Eagt ASan countriesin 1997 rdied too much on
short-term foragn-currency-denominated debt (again asin Mexico in 1994). Although securities were
supposad to have achieved anew importance in these countries in the 1990s -- indeed thiswas the
origin of the phrase “emerging markets’ -- the banking sector turned out to be centrd. Therewasa
mismeatch between the banks' liabilities and their assets, with much of the money going to Speculaive
red estate deds’

1 In Frankel and Rose (1996), high short-term bank debt is shown to be a statistically significant
positive predictor of the probability of currency crash, while high reserves and FDI have the opposite
effect. Thisisresearch | undertook before coming to the Council of Economic Advisers.



The man problem in Eagt ASawas not macroeconomic, but sructurd. Deep flaws eflicted the
finandd sysem. They indude excessve leverage, and a banking sysem based excessvey on directed
lending, connected lending and other callusive persond rdaionships. Ten years ago, finance expearts
cdled it rdaionship banking, and thought it might help to minimize “problems of asymmetric informetion
and incentive incompetibility;”  today we cdl it “crony capitdism.”

The U.S finendd modd -- shared with the U.K. and so sometimes cdled the Anglo-American
modd -- isdifferent. 1t emphagzes amslength market rdationships. For example, firmsrdy heavily
on securities markets to finance invesment. To be sure, banks play an important role. But even bank
loans tend to be made on amslength teems. Certainly the government hasllittle to say about where
bank credit isdlocated. Onelesson now widdy drawn from the crigs-- and | believe correctly so --
isthet the Anglo-American dylefinandd dructure gpparently works better after dl, as compared to the
Japanese-Adan modd (a therisk of overgenerdizing across a heterogeneous set of countries).

The muchrvaunted Jgpanese finandd system islooking tamished. Precisdly the attribute of the
sysdem thet previoudy gppeared to be avirtue, the willingness of banksto go on lending to firmsin
digtress (because the banks had “longer horizons’ then impatient American invegtors), now turns out to
have led to serious problems. Borrowers who should have been cut off were nat, with the result thet
further billionswerelog.

The Adan Syle of corporate governance tends in the direction of empire-building, thet is,
maximizing cgpedty, sales or market share, rather than what neodassical economic theory saysfirms
should maximize, namely profitability or the price of the company’ssock. Asaresult, shareholdersand
consumers havelogt out. For awhileit looked like this was an arcane theoretica point, of interest to
economigts but not to red-world firm-owners or workers:  How could there ever be too much
investment or too much growth? Now we see thet ASan firms made precisdy thismistake. They
deve oped excess capadity in such sectors as sed and dectronics, and are now paying the price. Thisis
whet | had in mind when | said thet the rules of economicsturn out to goply to Eagt Asasmilarly to
dsawhere,

Dangersof “analyss by hindsght”
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In pronouncing this verdict, one must acknowledge the dangers of andlyds by hindsght, dangers
of American triumphaism, and dangers of excessive swings of the pendulum known as* conventiond
wisdom”. The dangers of 20-20 hinddght are dear. Until recently everyone thought thet these
countries had good fundamentds -- as indeed they did, rdaively spesking. Many of uswarned of the
drawbacks of thefinancid system.? But few thought it would leed to avery sharp owdown, and
nobody thought the criss would be this big.

FHnandd crisssare inherently hard to predict, and one should not after the fact enter into
contortions to explain why this one should have been dbvious aheed of time. Statidticd results produce
warning factors that are Sgnificant, but dill do not tdl us that the probability of acrissis greeter than 50
percant. Indead, if there exigted techniques thet could predict finandd criseswith high rdighility, the
market would quickly invaidate them the dever people on Wal Street would adopt the techniques,
would sl the assats of any country that was entering the danger zone, and would thereoy prevent the
crigs Stuation from developing in thefirg place. Obvioudy this mechaniam does not dways work.

What are the dangers of excessve swings of pendulum and (now) of American triumphdiam?
Not everything about Eagt Asan economies was wonderful before 1997, contrary to the drift of much
that was sad in the 1980s; and conversdy not everything about them is bad now.

2 My own record can be checked: Franke (1996, 1997). In my view, the only commentator
who can be truly proud of what he wrote about Asia beforehand is Krugman (1994, 1995).
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On the negative 9de, | have dreedy mentioned the sructure of the finendd system. One should
indude onthelig of Adan economic flaws: indudtrid palicy and other excessive government
interference in the economy, and corruption.® 1 will even venture to crass over from economicsto
palitics, & therisk of tregpassing (Whether on the sovereignty of the countries or the turf of political
sdentigs-- | am not sure which isthe gregter danger). Weweretold in the past that Adan vauesdid
not place as high weight as did Westerners on democracy, free speech and other civil freedoms. | think
many Adans may have conduded recently -- even leaving asde the non-economic benefits of such
rights -- thet there are financial advantagesto the rule of law, trangparency, freedom of expresson, and
clearly-established procedures for government succession.

Jugt as not everything about the East Asanswasin fact admirable before 1997, so not
everything about them isbad now. Therewasindeed an Asan economic mirade Thirty yearsago it
seemed thet indudtridization was a privilege resarved de facto for only the European-sattled regions of
the world, with the sole exception of Jepan.  The Eagt Adansdigoroved thisin afew short decades. In
the origind Indudtrid Revolution, it took the United Kingdom 58 years to double itsincome (darting
from 1780). It took the United States dmost aslong (47 years, arting from 1839; and Jgpan 35
years, from 1885). Koreaaccomplished thefeat in 11 years, from 1966, and then Chinajust 10 years
(counting from 1977).  Among the factors behind the East Adan accomplishment were high saving
rates, hard work, a rong emphasis on basic education and outward orientation (participation in
internationd trade and invesment). These are dl important determinants of growth, thet work in other
countriesaswell.

A full acknowledgement of the dangers of andyssby hindaght leaves onewithasmple
quedion: if the origins of the arigsliein the sructurd flawsin the Adan finandd system, then why did it
occur when it did? Whet in economic structure or fundamental's changed between the Mirade and the
Crids?

Perhgpsthere exig naturd stages of deve opment, and the financid sysem associated with
relationship-banking was not poorly suited to countries & early Sages of devdopment. After dl, when
the dternative for afirm isfinendng dl invesments out of family savings or retained earnings from earlier
invesments, finendd intermediation by banksis atremendoudy important innovation. And aslong as
growth israpid, high leverage (thet is ahigh ratio of debt to equity) is sustainable, maybe even
desrable. But when growth dows down, the finandd system needsto adapt. FHirms need to reduce
leverage.

Some dowdown in Eagt Adan growth was inevitable after the breskneck pace of the preceding

% Economists do not have as much to be embarrassed about, in their 1980s writings on the
Japanese financia system, as many political scientists and journdists do, in their writings on Japan's
indugtrid policy.
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three decades. But the dowdown interacted badly with the highly-leveraged finendd sysem. The
reult wasthe crigs

Why do | say that adowdown wasinevitable? On theligt of causes of rgpid Eagt Asan growth
wasasmple prindple thet economids cdl convergence. (Thisisin addition to such gandard
fundamentas as the accumulation of physica and humean cgpita and the outward orientation of the
economies,) A country that sarts out behind the leadersin per capitaincome, will tend to dose part of
the gap over time by growing more rgpidly, conditiond on those good fundamentas. Theressonsare
the high rate of return on capital, and the opportunity to emulate frontier technology and management
practices of the leeder countries. But to the extent thet the gap has been closad after afew decades,
this source of growth isno longer there. Countries run into diminishing return to cgpitdl and condraints
on infragtructure [induding roads, water and ar]. Asthey draw doser to the frontier, they no longer
have more to learn from those that have gone before than vice versa. Japan had achieved convergence
by the 1980s, and Hong Kong and Singapore by the 1990s. Korea and the others ill hed awaysto -
- avay long way in some cases. Neverthdess, the badc principle remains, that the smdler the
remaning gap, the smdler isthis particular source of growth.

There were other reesons aswdl for theinitid dowdown in output growth in Eagt ASa,
besides the inevitable convergence. One was the bursting of Japan’s pre-1990 asset-market bubble?
Ancther was the 1996 dowdown in world dectronics market, which sharply reduced the rate of growth
of exportsin these countries before any dgnsof finendd crigs

Whatever its origins, the dowdown that had dready begun collided in mid-1997 with the
longgtanding limitations of the financid system.

“The bubble and its collapse were exogenous from the viewpoint of the rest of East Asia, but
were in themsaves an example of the interaction which | am identifying. | might even go so far asto
venture the hypothesis that asset-market bubbles are arite of passage marking the arrival of anew
economic power on the globa stage: Holland in the 17th century (Dutch tulip mania), England in the
18th (South Seas bubble), Americain the 1920s (stock market and Floridarea estate) and Japan in the
late 1980s (stock and land markets).



Our drategy for dealing with the crigs

| will now turn to the subject of the drategy that we have usad to ded withthe crigs. It has
three parts.

supporting reform programsin individud afflicted countries

providing temporary finandng where needed, conditiond on those reforms, and

encouraging action by our mgor trading partners [epecidly Jepan] to promote globd growth

The second of these requires abit of daboration.

Providing temporary financing

Public funds are not a subgtitute for private funds, but rather only acatdys or complement to
private funds Another way of saying thisisthat we are “balling invesorsin,” not bailing them out. The
amisto redoreinvestor confidence. This ssemsto beworking: eg., Korea has recently been very
successtul a securing longer-term private finance, returning to the private marketsin just 4 months By
way of comaprions it took Mexico 7 monthsin 1995, and 7 yearsin the 1980s.

The centrd provider of public fundsin crises, and monitor of conditiondity, isthe Internationa
Monetary Fund [with secondary rolesfor the World Bank and Asan Devdlopment Bank]. The
Internationd Finandd Indtitutions dlow usto intermnetiondize the finanda burden, which the United
Sates and other mgor countries would otherwise have to bear individudly. Conditiondity is better
admingered multilaterdly aswdl. [Conditiondity isthe part of the program that spdls out and then
enforces requirements regarding country policies on which the finencing is conditioned.) The IMF isthe
right inditution for thejob. It was origindly established & USinitictive, it hasthe requiste technicd
expatise, and it dlows usto exerdse our influencein ahighly leveraged way. | bdieveit is ariticd that
the Congress gpprove the Adminigration’s requests for IMF funding, both the New Arrangementsto
Borrow ($3 %2b) and the regular capitd increase ($14 Y2 b). These are not budget expenditures. They
are more akin to invesments, which will not -- and historicaly have not -- cost taxpayers one dime.

* k%

Critiques of the management of the crigs

| have heerd anumber of critiques of the rategy that we and the IMF arefollowing. They fall
into three areas those concerning the effidiency of finendd markets, those concerning the amount of
finanding, and those concerning palicy conditiondity. Many of the critiques contradict each other. One
might dmog say thet for every aritique, thereis an equa an oppasite critique coming from the other
direction. One cannot daim thet they necessrily cancd eech other out. But when amember of the
public reads so many attacks on the Fund, he or she might be tempted to condude thet where thereis
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anoketherésfire Thusit isimportant to redlize that the critiques come from different directions, and
to congder carefully the spedifics of eech one

Reparding efficiency of financial mar kets

Critique 1: Financial markets work best with no government interference. Thereisno need for
government action inthiscrigs.

Thisisthe view of the“no balout” crowd. But | disagree that governments and the IMF
have no roleto play inacrigssuch asthis.

There are three reesons why we need to be involved, and should not Smply try to dlow the
mearket to solve the problem on itsown.

Hrg, thereistherisk of finendd contagion. Much asthe criss soread from Thailand to other
Eagt Asan devdoping countries, it could soreed further, and not ways to countries thet
deserveit. [ The wesk Jgpanese finandid sysem is one possible channd of transmisson.)

Second, there will be alarge negative effect on our net exportsto East ASathisyear. | would
not say that thisis tremendous concern [to CEA] as regards impacts on aggregate US growth
or employment. Our economy had so much momentum going into this arigs -- and ill has --
that we can withstand the loss of net exports (without necessarily losng much output and
employment rdative to what otherwise would have happened). But there isadanger thet the
fdl inthe trade bdance, particulaly the bilaterd balances vis-avis Eagt Ada, will leed to an
isolationigt or protectionist palitica backlash within the United Sates, which would in itsdf be
harmful.

Third isthe geopadlitics We have astake in East ASan economic success, both as a source of
gability and progressin the region itsdf (Koreaand Thailand have been and are millitary dlies
and Indonesaisapotentid gte of sodd ingahility) and as an example to other developing
countries (as developing countries around the world have opted for capitdiam over date
planning, they have been insoired by the example of Eagt A9an success).

So we can't wak away from Eagt Asa

Critique 2. Thiscriss showsthat financial markets work badly; the countries shouldn’t have
opened up to international investorsin thefirst place, and we shouldn’t press themto continue

to do so now.
This aritique tekes the diametricaly opposad view of the efficdency of finenad markets from

Critique 1.
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| would not daim that modern finandd marketlswork perfectly. Even though some of the
contagion in this case can be explained by cydes of competitive devauation, it istruethat it ishard to
explandl the contagion inthisway. Investors gopear to have had excessve optimiam up to ledt year,
and to suffer from excessive pessmism now. But we are better off with modern finendd markets then
without them.

Thereisausgful andogy from Robert Merton [recent Nobd Prize winner], which | will
embdlish. Today'sfinendd markets are like superhignways.  They get you where you warnt to go fadt.
By this| mean that they are ussful: they hdp countries finance invesment and therefore growth, and
they smooth and diversfy away fluctuations. But accidents do occur, and they tend to be big ones --
bigger then they used to be when people were not dileto drive so fast. The lessonisnot thet
superhighways are bad. But drivers need to drive carefully, sodety needs speed limits or speed bumps,
and carsneed air bags

Repar ding finanang

Critique 3: Too much public finance in response to the crisis ( vs. Critique 4: Not enough)

There are two versons of the complaint thet too much money is being channded to the crigs
countries. Thefird isthe question “Why should we ball out countries that are such tough competitors
for our own firms on world markets?”  The second variety of the aritique has to do with mord hazard.
Both rase important questions. But bath have answvers.

Inthe years prior to 1996, US exportsto East ASagrew very rgpidly. Wewould like to return
to thet peth. The crigs srategy ultimatdy hdpsour firms sdl to Eagt Adain three ways short-term,
medium-term, and long-term.

providing finance, so that the countries can continue to buy our goodsthisyear (eveniif a

reduced levels).

helping to restore growth, so that they can buy more next year, and

pursLing fundamenta market-opening, so thet buy gill morein the long term.

Everyone has now learned about mord hezard, the principle that bailing out investors and
borrowers reduces thar incentive to be more careful next time. The mord hezard point is a correct
one, and it entersin to the Eagt Asa developmentsin anumber of ways. But thereisadanger of
exaggerding it. It isagandard princple of economicsthat actionsin one area can generdte partly
offsdtting reectionsin ancther. That isnot in itsdf areason not to teke action. 1N our highway example,
thereis research demondrating that drivers react to seet belts and arbags by driving faster and less
sy then they used to. But thet isnot areason to dipensewith ar bags. If it were, that logic would
say that to discourage dangerous driving, we should put aspike in the geering whed (as Michad Mussa
of theIMF says).



The crigs countries dreedy pay large pendties under the current system. Standards of living
were saverdy reduced in Lain Americadter the 1982 aridsand in Mexico after the 194 criss, and
incomes will aso be sharply depressad in East ASan countries as a consequence of the 1997 ariss
The countrieswould not willingly choose to repet the experience.

On the creditor Sde, the securitiesinvestors are auffering large losses aswel (dedinesin prices
of currencies, bonds, and stocks).

There has been alot of concern that banks in creditor countries aren't teking enough of ahit.
Hrg, many banks are taking large hits. JP. Morgan, Chase, and Citibank have reported
adverse effects on profits

Second, it may not be dtogether inappropriate that banks make out better than securities
investors when times are bad -- thisis compensation for the fact thet they do not make out as
wdl when timesaregood. °

Thisisnat to deny thet the effort to contain the ariss may have an dement of mord hezard vis:
avisthebanks. If anyone has suggestions how to make the banks (who arein astrong
bargaining posgtion, because they don't have as much to lose asin the 19809) teke alarger loss,

® Spreads earned by banks were quite low before the crisis (Cline and Barnes, 1997). The
usud interpretation isthat this was entirdly a supply phenomenon: evidence that bankers did not
sufficiently incorporate the risks of crissinto their behavior. But it is conceivable that therewas dso a
demand aspect to it: that developing countries, observing the effects of earlier crisesin Latin America,
had become somewhat more reluctant to borrow than in the past.
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without unraveing the whole package thet is holding the line againgt defaullt, | think Secretary

Rubin would like to heer them.

Beyond that, as we consider what if anything should be done to modify the internationd finandia
systemn 0 as to reduce the frequency and severity of accidentsin the future, perhaps we should consider
that bank |oans gppear to be one of the more danger-prone modes of internationd capitd flows
Foreign Direct Investment has the advantage of gregter Sability. Securitiesinvesment hasthe
advantege that risk iseffidently shared: in the event of trouble, market prices automaticaly dedline
[Perhaps securities invetors are less prone to panic in an atack than are bankers. They have anilluson
of contral -- they can form amenta picture of themsdves sdling just before acrash -- much like
people seem to be more araid of plane crashes than car crashes, because as driversthey have the
illuson of contral.] Statidica tests show that the percentage of capitd inflows thet are bank loans,
espedidly short-term or floeting rete loans denominated in foreign currency, has agdigticaly sgnificant
effect on the probahility of acurrency crids, while FDI has asgnificant beneficd effect.

Regar ding policy conditionality

Too much exchange rate flexibility, vs. Not enough.

The exchange rate palicy debate in the current context has some of the flavor of the smilar
debate after the Mexican peso crids. At that time you could read in any newspaper that afodlish
mistake had been made regarding the currency; you hed to reed more carefully to figure out thet half the
commentators were saying thet the mistake was not to have deva ued the peso earlier and the other hdlf
thet the midake wasto have devaued & dl.

Inthe Eagt Adan gpisode, thereisjudice in the gatement thet Thailand should have dlowed its
currency to deprediate erlier. But here as dsewhere, there is danger of exaggeraing in hindsight how
obviousthiswas Mod of the Eagt Adans hed long been described as successtully preventing their
currendies from becoming overvaued in the way thet Laiin Americans have higtoricaly done Many
westernersin fact hed urged them to appreciatether currendies, in reoonse to baance of payments
surpluses and condgent with the Balassa-Samud son argument thet rgpidly-growing countries should
expearience increasesin the relaive price of nonHtraded goods, and therefore redl gppreciation of ther
curendes. Themain point | wish to make with regard to exchange rate policy isthet neither currency
boards on the one hand nor pure floaing on the ather isapanacea. Following good palidesisa
complicated matter, with lots of piecesto the puzze one cannat solve dl problems with asnglewave
of the currency wand.  And it isimportant to redize thet afervent bdief in the virtue of free markets
does nat help settle the debate. Free-market monetarigs are judt as passonaein their belief thet
currendies should floet, on the grounds that centrd banks have no business buying and sdling foraeign
exchange, as are free-market supply-ddersin their belief thet exchange rates should be fixed, on the
grounds that central banks have no business exerdsing independent monetary palicy.

Theright answer, fix vs float, degpends on the drcumdances of the country in quesion. To
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eaborate on the currency board: anumber of countries have found it useful. Indonesia probably does
not currently have dl the atributes of a country that would make it best-suited to a currency board. It
does have one -- desperate drcumdiances, which meke it worthwhile to give up some policy
independence for monetary gability. But it lacks others asmdl highly open economy, astrong desire
for economic integration with amgor-currency country or set of countries, and enough reserves and/or
asgrong enough banking sysem to avoid converting whet would otherwise be acurrency arissinto a
banking crids.  Perhaps the mogt important eement in those countries where the currency board has
worked is an explict willingness to give up that palicy independence, aswel asto open the economy
and to be ruled by the market.

But it istrue that the combination of an overvaued currency and alot of debt denominated in
foreign currency (particularly short-term delot) was amgor contributing factor, perhagps the mgor
precipating factor, to the crigsin Thailand, much asit wasin Mexico 3 years earlier.

Too much macro austerity, vs. Not enough

Macroeconomic refrenchment is not the centrd agpect of the country programs. The audterity
and hardship thet the countries are undergoing in these programs is the conseguence of the crigs and the
loss of investor confidence, not of the IMF sresponseto the crigs. It is probably inevitable, in
arcumgtances where the priority isto reverse cgpitd flight and atract wary investors, thet interest rates
berasad. If the programs are successtul, the interest rates can soon be brought back down before they
do ladting damege to the redl economy. Asregardsfiscd audeity, it istrue that theinitial agreements
with the IMF were predicated on hopes regarding economic growth and corresponding budget
surpluses that soon proved abit overoptimidtic; these targets have snce been modified.

Too much required structural reform

The IMF isnat Smply goplying the same cookie-cutter to East ASathat it gpplied in the past to
Latin Americaor other problem debtors. The new country programs do emphasize sructurd reform
more than macrosconomic auderity. Thisisentirdy gopropriate, in that these countries have higoricaly
followed good monetary and fiscd palides.  The Fund has evalved during its higory - shifting from the
ba ance-of -payments problems of indudtridized countriesin the 1950s and 19605, to the currency
problems of developing countries pos-1973 and their debt problems post-1982, and then adding the
broader problems of the trangtion economies post-1989. Better thet it continue to evolve post-1997,
to addressthe finandd and other sructurd problemsin East Ada, then that (like some indtitutions) it fall
to change with thetimes.

Themaos important source of mord hezard is between the Asan governments and their finendd
inditutions and large corporations. Thus we are doing the right thing in pushing them to increese
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trangparency and supervison, improve governance, open thair finandd markets, and loosen banking
relationships (directed lending and connected lending). It isahistoric opportunity to get them to
undertake important structural reforms they would not otherwise have done®

Thisisnat to say that acountry with a primitive domegtic finanda system should necessxily be
opened up to the full force of internationda capitd flows before the gopropriate domestic market reforms
and prudentid finendd regulaions have been put into place. To condude with alagt goplication of the
automobile andogy, if the planned route for a superhighway draws neer to aprimitive village, itisnot a
good ideato design an off-ramp that dumps high-gpead traffic into the center of town before its Sreets
are paved, intersections are regulated, and pedestrians learn the dangers of walking inthe street. But
nather isit practica or desrableto try to insulate the village from the modern world indefinitely.
Emerging-market countries should proceed both with domestic reforms and opening to the outsde
world. They need to accelerate the former, S0 asto keep pace with the latter.

Earlier versons of this speech were ddivered at: the Joint Economic Committee, U.S
Congress, January 29, 1998; National Bureau of Economic Research Conference on Currency
Crises, Cambridge MA, February 7, 1998; Brookings Ingtitution/George Mason Roundtable,
February 12, 1998; Bretton Woods Committee Annual Meeting, February 12, 1998; Lehman
Brothers Investor Meeting, February 25, 1998; Milken Ingtitute Global Conference, Los
Angeles, March 13, 1998; and Congressional Research Service Luncheon SeriesWashington,
DC, March 19, 1998.

® The same applies to opening up their economies to trade.
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