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The end comes unexpectedly. The president makes a simple, low-key announce-
ment in May, that after thirty-three years as undisputed head of his nation, he is
stepping down and handing power to his designated successor. His country has
been in turmoil the previous three months, with widespread rioting throughout
the country, and with widespread discontent at a continuing pattern of crony-
ism, nepotism, and political dominance of the military and local elites. The
regime has gained what legitimacy it has from a growing economy and gener-
ally rising standards of living, and the political stability of the nation depends on
suppression of ethnic conflict. With the sudden onset of the financial crisis in
1997, what little legitimacy is left has evaporated. First; the nation is unable to
pay its foreign obligations, threatening business and throwing thousands out of
work. Then, to make matters worse, an austerity program ordered by the Inter-
national Monetary Fund (IMF) and supported by the U.S. as a condition for
bailing out the country makes living costs unbearable for millions, as the gov-
ernment cuts subsidies for key services and commodities. The final straw is a
considerable hike in fuel and electricity charges. Massive demonstrations
planned at the national legislature loom, with the military determined to prevent
them; the aura of China’s Tiananmen hangs in the air. Only the president’s
shocking last-minute decision to stand down prevents a bloodbath.!

The resignation of President Suharto of Indonesia in 1998 was merely the last
of the major dominos that tumbled in the wake of the 1997-1998 Asian finan-
cial crisis. The calamity that began with an ill-considered attempt by the Thai
government to defend the value of its currency, the baht, in July 1997 had
caused social upheaval and sweeping economic and political change in every
country it touched, including Russia and Brazil. This was not merely an eco-
nomic crisis, but a political earthquake that also swallowed up Prime Minister
Chevalit of Thailand and President Kim Young Sam of South Korea, constituted
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a key element in the retirement of Fidel Ramos and election of Jose Estrada as
president of the Philippines, and played a major role in the ouster of Deputy
Prime Minister Anwar Ibrahim by the ruling party in Malaysia. The parallel soft-
ening of the Japanese economy led to disastrous Diet upper house election losses
in Japan, and the subsequent resignation of Prime Minister Ryutaro Hashimoto.
In supposedly rock-solid China, rising unemployment and falling growth indi-
cators helped fuel rumors that Premier Zhu Rongji would be replaced in 1998.
Even in the booming U.S., concerns about the stability of the global economy
contributed to the lackluster performance of the Republicans in the 1998 mid-
term elections.

As the major event in East Asia during the 1990s, the crisis is a watershed in
Asia’s economic and political development, as well as the U.S.-led postwar
international financial system. Before 1997, the region’s rapid development was
held up as a model for the rest of the world; afterward, that model was widely
ridiculed, if not condemned, for creating the conditions that fostered the finan-
cial meltdown. Currently, conditions are perceived to have returned to normal in
most of the affected countries, save Indonesia, and so a curious complacency
has returned to the region. What in late 1997 appeared to be the mother of all
financial disasters now seems to many as just a kind of pothole in the highway to
prosperity. Is Asia out of the woods yet, and is the nightmare over?

A useful counter to this postcrisis euphoria is a meditation on perhaps the
most overworked metaphor of the twentieth century, the ill-fated ocean liner
Titanic. As it lay stricken in the North Atlantic, shortly after sideswiping an ice-
berg on a calm, frigid night in April 1912, there was a growing sense of unease.
But surely nothing is wrong, thought many of the passengers. The ship is solid,
has made no violent movements since it stopped, and the ship’s crew has assured
us that nothing is fundamentally wrong. Some passengers even went back to
sleep after a short time; the fates of some of them are unknown. Unfortunately
for the confident-appearing crew and trusting passengers, the ship sank in less
than three hours. Is the world now making the same mistake as those sleepy pas-
sengers, or is the ship safe? This paper contends that the ship of Asian finance is
anything but safe, and though the bulkheads have been temporarily shored up,
the bumping of even a small iceberg could cause them to give way again. The
next few years will determine whether the good ship Asian Economy—along
with the American and Japanese ships that depend on it—makes it safely to port.

The American and Japanese responses to the crisis, along with the efforts of
the American-dominated IMF, were perhaps the most disappointing features of
the crisis. Partly in pursuit of its liberal free-market program (commonly called
the “Washington Consensus”), the U.S. shifted from active intervention to pas-
sivity in international finance. At the same time, the Clinton administration pres-
sured Asian states to give up their hitherto relatively effective financial
management, and liberalize financial markets; this led directly to the combina-
tion of long-term domestic lending and short-term international borrowing that
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proved so deadly across East Asia in 1997. When the disaster hit, Washington’s
reaction was both halting and limited. Much more financially exposed than the
Americans in Asia, Japan attempted to keep its neighbors liquid throughout the
crisis, but its failure to deal forthrightly and fully with its own economic and
financial difficulties meant it was continually undermining the very confidence
in the region’s economy it was trying to rebuild. The U.S. and Japanese failures
left the IMF to carry out most of the cleanup. Largely relying on its Latin Amer-
ican experience, the Fund probably overreacted to the events of 1997, and so
needlessly delayed the recovery.

U.S.-centered scholarship points out the general causes of the crisis and out-
lines the basic course of events in 1997-1998, but disagrees about whether the
IMF’s bailout and mandated reforms were the proper response to the crisis,
whether things have changed fundamentally since then, and whether the world is
in danger of another monetary calamity. The Asian financial crisis was a body
blow to the putative postwar Asian model of development, centered on the
developmental state, export-oriented industrialization, and tight connections
between state and business. During the crisis, popular desperation and political
expediency led to serious talk about reform of the political-economic nexus in
many East Asian countries. However, the postcrisis climate has turned distinctly
cautious, if not conservative, and much of the reform has been incomplete (if
not stillborn). This article examines the varying policy responses to the Asian
financial crisis, focusing on the countries hit hardest by the crisis, Thailand,
Indonesia, and South Korea. It finds that while Thailand attempted the most
thoroughgoing economic restructuring, and Indonesia carried out the most
sweeping political reforms, all of the major East Asian economies are still in
serious danger of another financial crisis. The paper also examines the efforts of
Japan, Taiwan, and China—major players who were not directly hit by the crisis,
but who nonetheless face major economic transitions—to come to grips with the
effects of the crisis.

The IMF Rescue Packages

Even in Asia in the pre-1997 boom, economic and political development were
not easy tasks. A developing nation’s people are relatively poor, and tend to have
large families. To stay ahead of population growth, countries must achieve
heady economic growth, but often the only thing that can generate that kind of
growth is exporting. To build up export industries, countries have to import cap-
ital equipment and raw materials, and often have to rely on foreign capital. So,
the path to development is ever dangerous: economic growth and exports must
surpass population and imports, or the country risks a current account deficit and
difficulties meeting international obligations. In recent years, developing coun-
tries have been urged to liberalize their economies, in order to take advantage of
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global production and services, and most Latin American and Asian countries
have felt they had no choice but to follow the advice. But it sometimes seems to
be a global case of “damned if you do, damned if you don’t.” A case in point is
Mexico, which completely liberalized its economy and opened its borders to the
U.S. via the North American Free Trade Agreement (NAFTA), yet still faced a
serious financial crisis in December 1994, caused by a combination of “local
capital flight” and pulling of funds by “disenchanted American investors.”
Though largely forgotten in the wake of the Asian crisis, that Yuletide season
the world financial system briefly faced a meltdown that was only averted when
the Clinton administration cobbled together a $50 billion rescue fund.2

American analysis of the IMF role in containing the crisis of 1997-1998 has
few nuances: observers either strongly support or oppose the IMF packages
arranged to help the various financially distressed countries in 1997 and 1998.
The official IMF account of its actions defends the Fund’s forcing of compre-
hensive reforms on the Asian economies as necessary to remove conditions that
could cause recurrence of their financial problems, and suggests that a financial
crisis is perhaps the only time to accomplish meaningful economic policy
change. It stresses that poor governance was the critical variable leading to the
crisis, and the need for an “immediate effort to reestablish confidence” involving
four elements: (1) “temporary tightening of monetary policy” to deal with cur-
rency depreciation; (2) dealing with weaknesses in the financial system; (3)
structural reforms of “features of the economy that had become impediments to
growth,” which included monopolies, trade restrictions, and nontransparent
business practices; and (4) control of fiscal spending, yet providing sufficient
money for financial restructuring and provision of social safety nets. The IMF
adds that the structural reforms were “at the heart” of all its bailout programs,
and the reform of financial systems was a key feature of all the programs; they
involved closing nonviable financial institutions, injecting capital into troubled
banks, “close supervision” of problem institutions, and increased opportunities
for foreign participation in financial sectors.3

IMF critics assert that the bailout packages caused as much harm as they did
good. First, various critics see IMF rescues of tottering economies as a kind of
global moral hazard, since the countries got off with only relatively light eco-
nomic punishment for their financial sins.4 Such treatment eventually might
effectively encourage them to revert to the very practices that brought on their
difficulties in 1997. Second, the massive scale of the IMF bailouts, with several
countries being helped at the same time, meant that the organization had stepped
far beyond its original postwar role of being a lender of last resort to countries
with short-term balance of payments difficulties. Third, the stringent conditions
attached to the bailout packages were more relevant to the state-run develop-
mental cases of Latin American and Africa than the largely privately held
economies of Asia, and so nearly strangled Asian recovery in its crib. Specifi-
cally, the sudden spike in interest rates caused severe problems for businesses
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and helped push many small and medium enterprises (SMEs) into bankruptcy,
especially in Thailand and Indonesia, but also in South Korea. This, in turn, con-
tributed to the sharp rise in unemployment across East Asia during the crisis
period. Moreover, the structural reforms mandated by the rescue packages often
addressed parts of the economy or economic policies that had not been directly
responsible for bringing on the crisis. Fourth are critiques centered on the sup-
posedly secretive nature of IMF decision making, the Fund’s frequent missteps,
and its invasion of areas that are more properly the province of state policymakers.’

Sachs and Woo go further than most critics, suggesting that “draconian” IMF
programs helped create the contagion that dragged most of Asia under. The
cause of the crisis was neither bad government policies nor depreciation of the
currency, they assert. Instead, it was the ill-considered efforts of the govern-
ments to deplete their foreign reserves in an attempt to defend the value of the
currencies. This combined with fear engendered by the largely irrelevant IMF
reform programs to effect a “full-fledged financial panic.”¢

The argument over the IMF’s role is actually fairly easy to sort out. First, the
rescue of the Asian economies was completely necessary, and, moral hazard or
not, defaulting on their debts in 1997 would have had incalculable effects on the
world economy. After all, the East Asian economy now accounts for perhaps
about a quarter of world trade, and South Korea (recipient of the largest bailout)
has become the eleventh largest economy. Second, the IMF has definitely
become more important than ever, and that role will not lessen in the coming
years. Nonetheless, a more open, democratic, accountable organization would
increase its legitimacy. If the IMF focused on its original mandate of helping
countries with short-term balance of payments problems, and thus avoided
imposition of sweeping reforms, the pain of coping with a financial panic could
be greatly mitigated. Third, the creation of regional mini-IMFs, as proposed by
Japan’s government, would allow Asians, Latin Americans, or Russians to solve
many of their own problems before they grab international headlines, and free
the Fund to concentrate on the most important situations. Such mini-IMFs could
work toward greater openness and reform of all economies in their regions, but
would be able do so in a more long-term, proactive, cooperative manner. More
on recommendations can be found in a later section of this article.

The conditions imposed on East Asia were definitely too strict, and probably
made the region’s recoveries much slower and more painful than demanded by
the situation in mid-1997. Many of the mandated reforms may have appeared to
be necessary from a long-term perspective, but ended up being quite harmful
from a short-term view (e.g., use of high interest rates at the height of the crisis).
In future, the IMF must try to avoid one-size-fits-all solutions that it believes
have worked in Latin America, but do not necessarily apply elsewhere. Even in
Latin America, the drastic nature of mandated reforms contributed to the roller-
coaster economic pattern of the 1970s and 1980s. IMF and World Bank condi-
tionality is responsible for a large share of the economic hardship facing
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contemporary Africa, and it would be a tragedy of immense proportions if the
Bretton Woods institutions’ mistakes were repeated elsewhere.

American and Japanese Policy Responses

Western Europe’s immediate postwar experience shows a better way to eco-
nomic development and cooperation. After World War II, most European
economies were functioning at prewar levels, and the task of reconstruction
turned out to be much larger than originally envisioned. Britain and France were
both exhausted from the war, and neither could exert effective leadership over
the continent. Western Germany was under military occupation, and her econ-
omy was barely functioning. By 1947, American policymakers reached a bipar-
tisan consensus on the need for Western European economic integration and
massive aid to the continent. Thus was born the Marshall Plan (amounting to
about $60 billion in current money), perhaps one of the most successful foreign
economic initiatives undertaken by the U.S. government, and a program credited
with jump-starting the recovery of the region and launching a two-decade period
of strong growth.”

The Marshall Plan was an American recognition of the importance of a pro-
active, internationalist foreign policy, and the need to recycle gold and dollars
that flowed to the U.S. It was also the first major step in U.S. postwar hegemonic
leadership. Subsequently, America was called upon to take the lead in handling
various economic crises during the Cold War era. For the developed economies,
the U.S. acted as an economic locomotive, several times lifting the world out of
recessions. For developing nations, the U.S. orchestrated various rescue pack-
ages, most notably the IMF programs in Latin America during the early 1980s
and the Brady bonds that helped those same Latin countries eliminate much of
that debt and restructure in the late 1980s.8

Curiously, America has become relatively passive in the 1990s, less willing to
shoulder the burden for economic adjustment. The U.S. Federal Reserve kept
interest rates fairly high to fight inflation in the midst of the world recession of
1991-1992, and so, partly as a result, the U.S. did not provide its usual locomo-
tive function. When the Asian financial crisis hit, U.S. policymakers appeared
oddly detached during much of the early going. Eventually, the Treasury Depart-
ment and Federal Reserve turned their full attention to Asia, and worked behind
the scenes to put the various IMF packages together, while U.S. officials and
President Clinton put pressure on the Suharto regime to accept the Fund’s con-
ditions for supplying the bailouts. The U.S. government also took various uni-
lateral measures to help its Asian friends. These included $1 billion in short-term
financing from the Export-Import Bank for both Indonesia and Thailand, $70
million in humanitarian assistance to Indonesia, temporary assistance of various
kinds for Asian students studying in the U.S., $400 million for two Thai electric
power projects, $435 million in humanitarian and recovery assistance from
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USAID, and a comprehensive information program on the financial crisis by the
Commerce Department.?

Curiously, the most active component of the American response to the crisis
came not from the Treasury Department or the Clinton White House but from
the Federal Reserve Board (FRB) under Chairman Alan Greenspan. To bolster
worried financial markets, America’s quasi-central bank lowered interest rates as
the crisis deepened, and kept them relatively stable during the recovery.
Greenspan also helped arrange the private rescue of one of the largest U.S.
hedge funds. As the world’s de facto financial manager, Greenspan probably did
more than anyone to restore confidence in the world economy. However, the
FRB is not really in any position to act as a central bank for the world, and will
only be able to play a helpful role in future crises if economic conditions are
favorable within the U.S.

Analyses of U.S. and Japanese official responses to the crisis also differ
markedly. Much media and think tank commentary, while noting early U.S.
detachment from the developing catastrophe, has praised U.S. employment of
just the right balance of economic support and prodding for reform needed to
allow the world to scrape by and avoid a financial meltdown. They have also
lauded the Americans for helping to organize all of the IMF packages that saved
the Asian, Russian, and Brazilian economies in 1997-1998. Krause, for
instance, criticizes U.S. slowness to act in the early stages of the crisis, but com-
mends later U.S. efforts, especially in South Korea.

Other commentators lay much of the blame for the crisis, or at least for the
severity of it, at Washington’s doorstep. First, they castigate successive U.S.
administrations for helping foster the tight state-business relationships and
authoritarian capitalist systems that created the atmosphere of moral hazard,
nontransparency, and lax oversight surrounding the crisis. Second, by pushing
the “Washington Consensus” (liberation of trade and finance, cracking down on
“overleveraged” businesses and banks, and avoidance of capital controls), the
U.S. directly abetted the swift, massive flows of money into the region that
proved so injurious. Sharrock suggests that the U.S. is responsible for difficult
economic conditions in the region. Successive administrations helped create the
strong state-business linkages known as the Asian Model, he says; then the Clin-
ton administration branded them as the chief cause of the crisis, and pushed the
Washington Consensus as the only path to development. Sharrock suggests that
these paradoxical policy stances have isolated America politically and econom-
ically, and have heightened the impact of the crisis on the U.S., as they have
made it more difficult for Asians to buy American goods and services, thus
increasing American trade deficits.!0 Galbraith agrees that the Washington Con-
sensus has “undermined economic prospects for many millions of the world’s
poorest people” and argues that the state-led alternative approaches used in
Korea and China are more appropriate for the developing world.!!

These latter criticisms partially dovetail with more radical attacks on the U.S.-
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led international trade regime centering on the World Trade Organization
(WTO). The large public demonstrations against the WTO in Seattle in 1999 and
against the IMF and World Bank in Washington in 2000 did not directly relate to
the financial crises of 1997-1998, yet were reminders of widespread unease
about economic globalization—and trade liberalization and financial instability
are two key facets of globalization. Critiques of both the WTO and IMF focus
on supposedly closed, nondemocratic decision making, and destruction of local
economies and cultures for the benefit of large corporate interests. Actually, nei-
ther of these aspects of globalization has been handled well by the U.S. or the
major international organizations, and this has contributed greatly to the current
unease.

Japan’s role in the crisis was both more limited and more roundly criticized.
Like the U.S., Japan took some time to react to the crisis, probably more because
of its own chronic economic stagnation and political sclerosis than any desire to
avoid involvement. Unlike the U.S., Japanese investors and producers were
greatly exposed in Asia and so could not avoid involvement in the crisis. Various
commentators partly blamed the East Asian economic slowdown that preceded
the crisis on the sluggish Japanese economy, which formerly had absorbed a
large amount of Asian exports. However, Japan did provide various funds to
help ease the crisis, continued efforts—though only partly successfully—to
stimulate its own economy, and most famously proposed creation of an Asian
regional IMF-style organization. The latter proposal, while attracting much
attention, was quickly shot down by the U.S. .

However, much more attention was paid to the state of Japan’s economy,
which accounts for about two-thirds of the total East Asian economy. The chief
problem of the 1990s was a classic Keynesian liquidity trap, played out in slow
motion. No matter how much money the government spent to boost the econ-
omy, mainly through construction-related pump-priming, there has been little
direct economic benefit, and consumers have refused to increase spending due to
basic insecurity. For instance, in March 1998 Japan announced a $127 billion
infrastructure stimulus package. Like several packages before and after, it had
only a marginal effect on growth (perhaps one percent or so), while helping bal-
loon the nation’s fiscal debt.!2

While it is true that actions by the U.S. and Japan proved instrumental in
arresting the Asian financial crisis, neither nation’s leadership felt called upon to
do more than a bare minimum to address the disaster, and both countries could
have made greater efforts. Japan could have given much more direct assistance
to its Asian neighbors, beginning with complete liberalization and promotion of
imports from Asian countries. The U.S. could have used its dominant voice in
the IMF to argue for looser initial conditions attached to the bailout packages,
and this could have helped countries such as Thailand and Indonesia recover
much faster. It could also have eased up on its insistence on greater liberaliza-
tion, which created conditions that encouraged overborrowing in the run-up to
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1997. More careful joint monitoring of financial liberalization in the years pre-
ceding the crisis could have prevented much of the short-term international bor-
rowing/long-term domestic lending syndrome that magnified the dimensions of
the disaster. An early coordinated Nichibei response, and perhaps American con-
cession to the Japanese idea of the regional “AMF,” could have done much to
halt the contagion effects of the crisis. A thoroughly thought out joint strategy
for handling the political-cum-economic meltdown in Indonesia could have
eased the post-Suharto transition.

As long as successive U.S. administrations remain wedded to the Washington
Consensus, and Japanese politicians remain frozen in an early postwar domestic-
oriented, Keynesian mode, both nations will have great difficulty formulating or
adopting new global financial policy approaches. It is time for a major rethink of
relations between Japan and America, and of their international financial poli-
cies. Short of a catalyst similar to the Great Depression or the early postwar
readjustment, however, one cannot expect either side to take the initiative.

Debate on the Causes of the Crisis

The East Asian crisis of 1997-1998 was by no means the world’s first major
financial disaster. Unfortunately, such crises are a “hardy perennial” of the mod-
ern world economy and have been a feature of capitalist economies since the
late Middle Ages. National financial breakdowns began occurring with increas-
ing frequency in the nineteenth century, and the crisis of 1929 led to the Great
Depression, the greatest economic upheaval of the twentieth century. Kindle-
berger, using a model formulated by Minsky, suggests that there is a common
“anatomy” to such crises: an external shock of some kind leads to “overtrading”
and various financial scams, and government may contribute to general over-
heating through monetary expansion. During the “critical stage,” states can
either tamp down speculative fires or inadvertently encourage them to rage.
Runaway speculative bubbles can be either domestic or internationally centered,
but at some point they usually burst and subsequently can be either managed or
left to “burn out.” If conditions threaten worldwide depression, a “lender of last
resort” may step in to stabilize conditions.!3

Kindleberger and other (mainly American) chroniclers of financial panics
remind us that there was really not much that was unique about the Asian crisis.
Even in the slower-paced nineteenth century, large sums of money could be
transferred across borders quickly, and fortunes could be made or nations ruined
overnight. What is perhaps unique about the Asian crisis is, first, that it began in
a relatively small country thought to have had a fairly sound economy and
quickly spread to larger neighboring countries. Second, the degree of state
involvement in private financial decision making, coupled with the sudden state-
imposed liberalization of financial sectors throughout the region, undoubtedly

NANZAN REVIEW OF AMERICAN STUDIES 22 /2000 63



amplified the crisis and created a public-private symbiosis that made solution of
the crisis more difficult (previous crises in Latin America primarily concerned
bad governmental decision making related to state-controlled banks and state-
owned enterprises).

There is growing general agreement among scholars on the major causes of
the Asian financial crisis. At first, much blame was placed on the operations of
international financial markets, which seemingly exacerbated the crisis by facil-
itating massive shifts of capital out of troubled countries. There was widespread
agreement with—or at least grudging acceptance of-—Malaysian Prime Minister
Mabhathir Mohammed’s attacks on international speculators and hedge funds for
ruining the Asian economies in pursuit of speculative gains, though economic
liberals mounted a strong counterattack. Many of the more sensational press
accounts of the crisis focused on the massive flows of capital into the region
leading up to July 1997, and the cataclysmic reverse flow out of East Asia as the
“Asian flu” spread from country to country.!* Henderson’s journalistic tour of
the crisis as it developed, for instance, concentrates primarily on the drama of
international currency trade’s impacts on the region.!s

As the initial crisis panic died down, though, the focus of discussion gradually
shifted to domestic roots of the crisis. While many recognize that post-Bretton
Woods changes in international finance and foreign exchange have created a
fundamentally altered environment that should be scrutinized—and perhaps
reformed—both international and local commentators now generally place the
lion’s share of both blame for the contagion and onus for change on local actors.
These supposed domestic causes center on governance issues; tight connections
between budding industrial, construction, and real estate businesses; poor super-
vision of loan practices of banks and other financial institutions; the moral haz-
ard created by government guarantees for borrowing by state-favored export-oriented
or crony capitalist firms; and, perhaps most importantly, the unwise use of short-
term foreign borrowing to support long-term domestic lending.!6

Various scholars have provided comprehensive midcrisis or postcrisis guides
to the primarily domestic economic policy—related factors that triggered the
tumult. Krause, for example, suggests that, while “it is hard to trigger a financial
debacle,” analysis should focus on four general causes of the Asian crisis: (1) a
“significantly overvalued” currency (the “technical condition™); (2) a rapid accu-
mulation of short-term debt; (3) simultaneous “disarray of public finances” and
“fragile private domestic financial institutions”; and (4) “political uncertainty,”
that is, economic policies becoming unpredictable for economic actors.!” Simi-
larly, Goldstein selects three outstanding factors in development of the crisis:
(1) “financial sector weaknesses cum easy global liquidity conditions”; (2) large
and growing current account deficits in the years leading up to the crisis; and (3)
the contagion effect, unusual to this crisis, as the problems of one small country
(Thailand) spread to surrounding nations and eventually affected South Korea.!8
Cronin finds six causes for the crisis: (1) “excessive reliance” on short-term for-
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eign borrowing by businesses and banks; (2) “overinvestment in real estate”; (3)
“inadequate supervision” of financial operations; (4) “politically influenced allo-
cations” of loans; (5) “overly expansive” fiscal and macroeconomic policymak-
ing; and (6) “declining terms of trade” for countries that tied their currencies to
the U.S. dollar.!® Lane reduces these domestic causes to “financial fragility,”
centering on excessive borrowing of short-term foreign capital, often for dubi-
ous “equity and real estate” ventures, and poor allocative decision making.20

The crisis also provided fertile ground for those seeking to make a political or
ideological point about the nature of Asia’s economic development. Written as
the crisis was beginning and published in the midst of it, for instance, Lingle’s
The Rise and Decline of the Asian Century uses perceived weaknesses in the
Asian Model as points of departure for a vigorous economic liberal manifesto.
Lingle views East Asia’s economies as inherently fragile and in need of exten-
sive political and economic liberalization.2!

The sudden scholarly 20/20 economic hindsight should give pause. In light of
this growing causal consensus, it is amazing that more observers did not see the
crisis coming in 1997. Only a few observers seriously questioned the Asian
development path prior to 1997, most notably Young and Krugman, though var-
ious media stories in late 1996 and early 1997 raised warning flags.?? The near
unanimity with which the supposedly state-led Asian Model of development
was praised prior to 1997—by both economic liberals and economic national-
ists—and then questioned or condemned thereafter, should make anyone cau-
tious about predicting regional economic development. In truth, there never was
a clear Asian model, and what existed was never universally successful. Factors
behind high growth differed from country to country and always depended on
favorable international markets and/or good relations with the U.S. and Japan.
One wonders whether the same scholarly blindness could become manifest the
next time an international financial crisis looms. While the exact conditions that
fostered the crisis in 1997 are now absent from the region, the speed with which
international lending to the region resumed, and the unevenness of reforms,
show that dangers arising from volatile international financial markets and local
govemance failures still abound.

Two things are often forgotten in this blizzard of analysis. First is the key role
of the state in fostering economic development in East Asia. The typical East
Asian capitalist development state of the 1960s to 1980s was neither a rentier
nor populist state, as in much of the rest of the developing world. Instead,
through relatively careful control and management of national finances, manip-
ulation of foreign exchange and access to technology, selective use of protec-
tionist measures, and industrial targeting, states were able to forge strong
export-oriented growth. With variations, this path was successfully followed by
South Korea, Taiwan, Malaysia, and Thailand, and elements of it adapted in
China. Where these states (minus China) got into trouble was in following U.S.
advice and gradually downplaying these roles as they liberalized financial sec-
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tors in the 1990s. In fact, the shifting role of the state may have been the key
domestic variable in each country strongly impacted by the crisis.

The second forgotten fact is that the Asian crisis was but the latest in a series
of international financial ups-and-downs in the post-Bretton Woods era. Much of
the turbulence since 1973 has been caused by the instability of the U.S. dollar,
which had been the bedrock of stability in the earlier period. During the 1970s,
the dollar generally declined in value, in large part due to growing budget and
trade deficits and the energy crises of 1973—-1974 and 1979. It then rose dramat-
ically in the early 1980s because of overspending during the Reagan adminis-
tration, as U.S. trade deficits ballooned. Joint G-7 efforts talked down the dollar
after the Plaza Agreement in 19835, and this helped much of Asia because their
currencies’ links to the dollar made their exporters competitive vis-a-vis high-
yen Japanese companies. The Clinton administration at first pushed the dollar
down even lower, then reversed itself and let it rise by half against the yen. The
Asian countries could have saved themselves a lot of anguish by devaluing their
currencies as the dollar rose, but stayed with the greenback for reasons of stabil-
ity and prestige. All this occurred in conjunction with financial liberalization and
the massive flow of foreign funds to “emerging markets,” especially in Asia.23
Accordingly, U.S. international financial policy and Asian domestic factors can
be held jointly responsible for the crisis.

Asian Reform Efforts

With the U.S. and Japan taking a relatively passive role in the crisis and its after-
math, the affected Asian states have had to confront their problems alone. The
three countries hit worst by the crisis, Thailand, Indonesia, and South Korea,
have received the most journalistic and scholarly attention. States in all three
countries have made strenuous efforts to reform their political economic sys-
tems, either in line with IMF recommendations or on their own initiative.
Because of differing regime capacities and economic conditions at the time the
crisis hit, the efforts of each have varied enormously. This section considers
actions of these and other key Asian nations affected by the crisis.

Indonesia. Indonesia’s crisis started as a small run on the rupiah, and ended as
a depression caused jointly by local mismanagement and inept IMF programs.
Its problems were as much political as economic, and the general weakness of
the Suharto, Habibie, and Wahid governments made the task of economic man-
agement all that more difficult. Conservative state fiscal and monetary policies
up to mid-1997 were generally praised, but the confused response of the gov-
ernment to the crisis added to the severity of its impact. The first IMF package in
the fall of 1997 did little to halt the slide of the rupiah, which the Fund consid-
ered more important than keeping the economy going, and the mandated fiscal
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and monetary contraction probably accelerated the country’s fall into recession.
Worries about Suharto’s health and the deterioration of the political situation
probably intensified the currency’s fall. A second package in January 1998
called for more sweeping reforms of trade and governance. The government did
not see a real need for many of the reforms, and many remain unimplemented.
The economy had basically stabilized by 1999 but has yet to fully recover 24
Since Suharto’s downfall in 1998, the nation has been gradually coming apart.
Always little more than a fragile confederation of disparate ethnic communities,
the sprawling island nation was only held together by the successive Sukarno
and Suharto authoritarian regimes. Bank reforms have been slow, and the gov-
ernment has been reluctant to liquidate failing financial institutions. Recent
scandals have touched current president Wahid directly and, combined with con-
tinued weakness of the economy (not to mention the rupiah), call into question
his leadership and political longevity.2s Wahid has also shown a curious passiv-
ity in the face of mounting violence across the country. To avert resignation or
removal from office, the president felt compelled to apologize publicly for his
poor performance and to delegate much of his power to Vice President
Megawati.?6 Given ongoing ethnic and separatist struggles in various parts of
the nation, it is difficult to be sanguine about the nation’s future. Perhaps the
best the country can hope for, in order to retain its national integrity, is some sort
of loosely organized federation with increased political autonomy, but degrading
of central power would probably not bode well for long-term economic growth.

Thailand. Thailand is a middling case, between sick man Indonesia and the fast-
recovering Korea. It was the first major country to succumb to the crisis, and its
symptoms were archetypal: holding on to the U.S. dollar peg too long, unwisely
defending its currency’s value, pumping up real estate and local development
projects with easy credit, along with declining competence of, and respect for,
bureaucratic controls. The country began a democratic transition in 1992, but
politicians made the mid-1990s Thai bubble worse through ill-considered local
pork barrel projects in electoral constituencies. Thus, while failure of gover-
nance has never been as great a problem as in Indonesia, state industrial policy
centered on leveraged development greatly contributed to the nation’s growing
problems. _

An IMF rescue package of $16.7 billion called for higher interest rates, brakes
on the central bank’s power to pump money into the economy, higher taxes,
bank holidays for various financial institutions, and stricter terms for bad loans.
Unlike Indonesia, the government cooperated fully with the IMF, and the pack-
age was fairly popular, since much confidence had been lost in the government.
The Thai government has made extensive efforts to improve its economic man-
agement, but the government has struggled to pass legislation liberalizing bank-
ruptcies and foreclosures.?” While the Thai economy has been recovering since
1998, largely due to increased exports, poverty has soared, along with fiscal debt
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needed to maintain the social safety net. Full recovery of the banks depends on
whether the economy can continue growing.2® The political climate has
remained murky, as the Chuan government could maintain only a shaky six-
party coalition. Recent elections have resulted in a landslide victory by the
untested Tai Rak Tai Party. Party leader Thaksin Shinawatra, a wealthy busi-
nessman closely allied with the large companies that became heavily leveraged
prior to 1997, won with extravagant populist promises of loans for small busi-
nesses and debt forgiveness for farmers. With unresolved ethics charges against
him, Thaksin may not be able to lead the nation for long. Unconnected with the
difficult decisions of post-1997 crisis management, the new government may
now feel free to return to many of the pork barrel and free lending policies that
got Thailand in trouble in the first place.?

South Korea. South Korea has been an international developmental star, so its
seemingly sudden difficulties in 1997 came as a shock to many observers. There
were two connected causal problems, and a third one caused by a monumental
policy blunder. First, the chaebol conglomerates had overexpanded since the
1980s, and consequently were overleveraged. By 1996 seven of the top corpo-
rate giants were on the verge of bankruptcy, and all of these failed by 1998. Sec-
ond, beginning about 1993, the country went on a short-term borrowing binge,
by 1997 running up nearly $92 billion that would have to be paid off in ninety
days or less. Third, the Bank of Korea failed to learn from Thailand and fool-
ishly defended the won from depreciation in October 199730

Seoul has undertaken perhaps the most sweeping of the region’s economic
and political reforms, yet the reforms have been uneven and much remains to be
done. The government of Kim Dae Jung (DJ) has successfully served as mid-
wife for new “rules of the game” followed by banks and the chaebol conglom-
erates. For the business world, the most notable of such changes have been: (1)
financial transactions are more transparent and companies must reveal much
more information than ever before; (2) the government has made no effort to
rescue ailing corporations, especially large ones like Daewoo; (3) financial mon-
itoring has become more autonomous; and (4) internal corporate governance has
become more democratic, as small groups of company shareholders are now
allowed to bring suits and challenge company actions.3! Major efforts under DJ
include curbs on lifetime employment, closing ailing banks and looking for for-
eign buyers, renegotiating financial arrangements between chaebol and their
banks, and allowing big companies such as Daewoo to fail. Nevertheless, a
sense that the reforms have been slow or have stalled has added to international
worries about Korea’s future. For instance, Moody’s has called attention to huge
losses by the major banks in 1999, and the three largest securities companies are
all in the red, in spite of a large infusion of state funds.32

However, political reform has been distinctly limited, and involves more a
change of attitude toward economic management than any actual change in
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behavior. Most of the ingrained precrisis Korean political patterns remain in
place: excessive parochialism and regionalism; lack of bipartisan trust and
inability of the ruling and opposition parties to compromise on key legislation;
paranoia and use of instruments of power against opponents; and few checks on
the concentration of power in the presidency. Accordingly, Korea’s democrati-
zation and economic reorganization are likely to be extended affairs. Recently,
the DJ government has shifted its attention from economic management to its
efforts to improve relations with North Korea, and by late 2001 all eyes will turn
to the next presidential election. Thus, any additional economic or political
reforms will probably be incremental, at best.

The Philippines and Malaysia. Other countries were differentially affected by
the crisis. While the Philippines suffered a major setback after the attack on the
peso, subsequent economic and political problems were not entirely related to
the crisis. Its political difficulties were rooted in the uneasy transition to democ-
racy since 1986, and its economy began to cool off before the events of 1997.
The Philippine government has had a difficult time squelching Muslim insur-
gents in the south. Malaysia, unlike its hard-hit neighbors, alone managed to
avoid an IMF bailout and its attached conditionality, and so had to make only
minor policy adjustments, such as scaling back its budget and shelving some
grandiose projects. Partially insulated from the problems that beset its neigh-
bors, Malaysia nonetheless has been gripped by Mahathir’s efforts to strengthen
control over his UMNO party and prepare it for his approaching retirement. This
has created major fissures in the UMNO organization and helped the rise of the
Islamic fundamentalist Pas Party 33

China. As a continental economy with huge financial reserves and an isolated
currency, China was never in any serious danger from the contagion. It com-
bined a perceived prudent management of its fiscal, monetary, and foreign
reserve policies with skillful support for international stabilization efforts.
Nonetheless, China’s ongoing difficulties in restructuring its state-owned enter-
prises (SOEs) and related nonperforming loans of its banking sector do not bode
well for the future. China’s heady ten-percent-plus growth has already dipped to
about seven percent, and may well slow to between five and seven percent in
the next two years. The restructuring process will probably entail additional
major layoffs, which will add to the country’s growing unemployment problems
and potential for social unrest.

ASEAN. Finally, ASEAN, the regional grouping that had held much hope to
become an Asian counterpart to the European Union, proved completely ineffec-
tual in the crisis. Its failure to do anything substantial or helpful in Southeast
Asia’s most difficult hour will no doubt delay the organization’s consolidation as a
supranational entity on a par with the European Union, or even NAFTA. In fact,
at this point it would not be a stretch to label ASEAN as essentially moribund.34
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The Future

One cannot easily predict the future political economic course of East Asia. Just
as only a handful of commentators and analysts suspected something was wrong
in the months leading up to the July 1997 reckoning, few today see any major
problems on the horizon. The crisis is over, and Asia has recovered, nearly all
news media accounts indicate. But is this really so? Has Asia resumed its place
as the growth center of the world?

At least three factors should continue to give one pause. First, politics have
become much more unstable throughout the region than at any time since the
1960s. The most worrisome signs of this are in Southeast Asia. Indonesia is in a
state of slow collapse, with the Wahid government unable to assert effective
control over either the economy or its restive regions, and the problem of com-
munal violence becoming increasingly serious. Malaysia’s ruling UMNO coali-
tion has developed major fissures that could threaten its ability to rule the
country when Mahathir retires. Thailand’s fragile coalition government pushed
through various reforms, but it has been replaced by a party dominated by many
of the people who created the conditions underlying the crisis between 1992 and
1997.35 The situation is much better in Northeast Asia, and this regional divi-
sion creates its own worries that the Northeast will recover as the Southeast
lags.3 Taiwan recently carried off its first democratic transition, though Chen
Shui Bian had a rocky first year as president, and South Korea found generally
more competent and confident leadership under Kim Dae Jung than under either
of his two predecessors. However, Japan and China grapple with basically the
same full agenda that they confronted three years ago, and while their states
have not been significantly weakened, neither seems to be able to get a handle
on the difficult challenges they face.

Simultaneous policy sluggishness in Tokyo and Beijing may be the most trou-
bling Asian phenomenon at the dawn of the twenty-first century. Japan and
China are the most important economies of the region; should a more serious
economic crisis infect the region, one wonders if their rulers will be up to the
task of handling it. Both governments used to be viewed as among the most
effective in the world. Tokyo bureaucrats’ ability to stage-manage the remark-
able postwar recovery and catch up with the West from the 1950s to the 1970s
brought Japan unparalleled international respect. Similarly, the ability of Deng
Xiaoping and his colleagues to master the early stages of the difficult transition
from socialist to capitalist markets in the 1970s and 1980s dazzled the world.
When the recent crisis hit, neither government was able to craft a comprehensive
response. To be sure, Japan aided other countries as best it could, and China won
plaudits for not devaluing its currency and maintaining fiscal spending, but it
did little beyond its own borders. Meanwhile, there were widespread worries
that neither country was able to deal well with its major structural problems.

A second factor is the continued fragility of the post-1997 recovery. While
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South Korea’s economy quickly returned to high growth, the other seriously
affected countries did not see positive economic growth until 2000, and by late
in the year recession warnings appeared in Indonesia, Thailand, and the Philip-
pines.3” Business failures, high unemployment, weak banks, and widespread
poverty remain serious problems in Indonesia. Thailand and the Philippines
have yet to return to their former growth levels. .

The third factor is less tangible, but must not be ignored: the acceleration of
social changes accompanying the crisis. Workers and consumers are generally
less likely to buy into the former Asian development model, since its legitimacy
has been seriously questioned. Already more individualistic and less cooperative
before the onset of the crisis, they now have less reason to respond to the exhor-
tations of either large corporations or governments. This may be a good thing if
these societies use these more atomistic tendencies to light the fires of entrepre-
neurial activity and innovation—or it could be a bad thing if it decreases the
sense of cooperation and community that hel'ped build the Asian economies in
the first place.

One may suggest at least five possible scenarios for the next five to ten years:

Clear sailing. Despite various routine political and predictable economic diffi-
culties in the years ahead, the major Asian economies learn important lessons
from the 1997 calamity, and so both governments and private actors become
more prudent, cautious, and professional. As a result, governments from Wash-
ington to Jakarta work hard to avoid a repeat of the previous crisis. For its part,
the U.S. administration drafts an action plan for future crises, to emphasize both
cooperation with Japan and other regional players and maximum flexibility in
international responses to Asian financial problems. The reforms instituted in
the wake of the crisis make the Asian economies more resilient and better able to
cope with globalization, thus helping their companies to become major world
players. Indonesia manages to hold together as a nation, and its economic man-
agement gradually becomes more competent and predictable. Thailand contin-
ues on its slow but steady reform path. The Philippines returns to growth, in part
buoyed by the general regional boom. South Korea slowly transforms its
remaining chaebol from corporate dinosaurs to healthy, focused conglomerates.
China begins to get control of its SOEs and attendant unemployment conun-
drum, and Japan begins the first steps toward restructuring its lumbering postwar
economy.

Muddling through. Minor financial crises crop up from time to time, some
worse than others, but the region manages to avoid a replay of the events of
1997-1998. The IMF continues as the lead institution for dealing with the mini-
crises, with the U.S., Japan, and China continuing to play ambiguous and unco-

NANZAN REVIEW OF AMERICAN STUDIES 22 /2000 71



ordinated roles. America proceeds on its own in splendid isolation, while acting
as a vacuum cleaner for much of the world’s excess capital. All the while, U.S.
policymakers continue pushing the Washington Consensus, even when other
policy approaches clearly would better serve Asia’s recovery. South Korea’s
economy continues to grow, but more unevenly and unsteadily than since 1998.
China’s growth continues to slacken, and she is only partially successful dealing
with banking and SOE restructuring; Hong Kong’s economy fluctuates (up sev-
eral months, down several more for the next several years). Japan remains the
growth laggard of the industrial world, its stagnation extending for the better
part of the next decade, and so is only able to extend limited help to its neigh-
bors. Most of Southeast Asia recovers economically by 2002, but in an uneven
and unstable manner. '

Fragmentation. All over Asia, economic lessons are taken from the crisis, and
some countries perform better than others. While growth of the overall Asian
economy is satisfactory, two problems cloud Asia’s future. First is a growing
division between Southeast and Northeast Asia. Most of the capital—and most
of the growth—remain in the latter, while the former languishes. Thailand and
Vietnam manage some growth, but they are exceptions. Southeast Asia’s prob-
lems become increasingly political. Indonesia slowly fragments into several
nations, with the most populous, the Java Confederation, becoming a hellish
maelstrom of short-lived governments, communal violence, endemic poverty,
and economic stagnation. Religious wars unlike any seen since the seventeenth
century tear apart communities throughout the islands. These religious conflicts
spread to Malaysia, the Philippines, and southern Thailand, dragging down gov-
ernments there. Northeast Asia effectively delinks from Southeast Asia, direct-
ing its trade and investment toward North America and Europe. Asia’s economic
problems do not spread to other regions, but neither do Asia’s lackluster indica-
tors assist overall global growth.

The Titanic revisited. The current “recovery” of Asia is actually much like the
first half hour or so after the big ship bumped the iceberg. Outwardly, there does
not seem to be any major problem, and the ship seems strong and safe. Deep in
the bowels of the vessel, however, the seawater is rushing in. Indonesia flies
apart, its government incapable of leadership and its economy collapsing. Thai-
land is fragile and tips into recession, while the Philippines never recovers.
South Korea’s recovery peters out, while most of the major chaebol fail. Chinese
growth slows to a crawl, multiplying her banking and SOE problems. Within
two years, the vaunted Chinese miracle is no more, and there is little chance for
positive growth on the horizon. Japan fails to shake its economic blues, and goes
three years without a single quarter of growth. A severe, prolonged recession
grips the region, turning governments inward and back to state-led economic
development programs. The effect on other regions is fairly mild, as positive
growth continues in the U.S., Western Europe, and Latin America.
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Financial Armageddon. As in 1997, a seemingly minor event triggers falling
dominos throughout the region. This time, the troubles begin in the Philippines
and spread throughout Southeast Asia in six weeks. The IMF quickly exhausts
its funds, and has no effect on the crisis. The Chinese economy falls into an
inflationary recession, and in two months mass rioting in the streets follows.
Within weeks, factional struggles sunder the leadership, the Army goes over to
the demonstrators, and the Communists are replaced by a nonpartisan govern-
ment of national unity. Meanwhile, Japan’s main commercial banks fall one by
one, and the GDP slumps eight percent. In a snap election, the LDP loses over
half of its strength in the lower House of the Diet, and a weak, inexperienced
Democratic Party coalition takes over. Its prospects are not bright. Now the rip-
ples spread rapidly throughout the world. Within two more months, Russia,
Brazil, Argentina, and Mexico default on their international debts, and there is
little the IMF can do. Japan sells a large share of its U.S. Treasury bond hold-
ings, and a panic sell-off in American securities markets precipitates a general
crash throughout the world. In a few days, stock markets around the world have
lost nearly sixty percent of their value. A world depression has begun.

Which scenario is most likely? Scholars often like to pick the “muddling
through” kind of scenarios because they seem to accord best with reality—
neither the millennium in the morning nor doomsday by evening. Given the
roller-coaster ride of international finance in the 1990s, merely muddling
through would be far too safe. More to the point, any of these scenarios is con-
ceivable. While the countries in the region have been working hard to repair
their political economies, much about the way Asians do business has not
changed, and many reforms have been delayed or watered down. In Korea, for
instance, the chaebol that still dominate the economy have done little to slim
down their operations, and several received New Year’s 2001 gifts of fresh gov-
ernment investment funds38 Korean banks are still shaky. Indonesian authorities
have not broken up the big monopolies and conglomerates favored by Suharto,
and much more needs to be done to liquidate bad bank loans. While political
instability remains widespread and economies appear poised to sink again into
recession, another economic calamity is still possible.

Internationally, the IMF maintains its basic, one-size-fits-all approach to
financial problems, may not learn much from the recent crisis, and probably will
deal with the next crisis in much the same way as the 1997-1998 disasters.
America’s free-market-loving Clinton administration and the headless bureau-
cracy that is Japan have given few signs of learning any significant lessons from
the crisis. The new Bush administration intends to shift American policy away
from the China-centered and economic-liberal Clinton approach to a multi-
directional, politics-first attitude. Nonetheless, Bush and his chief advisors are
definitely free traders and are unlikely to consider significant changes in the
management of international finance. Despite much international discussion
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since 1997, as yet there is no consensus for reforming the operations of interna-
tional currency or financial markets. Even small reforms usually attract potent
opposition, especially from the U.S. government and international financial
institutions.

Recommendations

Like most complex problems of the twentieth century, grappling with the issues
surrounding the Asian financial crisis is a bit like untying the fabled Gordian
knot. An impatient Alexander the Great could slash through the knot with his
sword. For national and international financial systems, which are so integral to
economic growth and development, such an approach may not be possible. Each
strand of the knot may have to be untied separately, until the whole mass of rope
can be sorted out.

The central difficulty is that there are several parallel baskets of issues that
must be dealt with simultaneously. A first basket of issues concerns the proper
relationship between the state and business. Dealing with this is critical to sub-
sidiary issues such as domestic moral hazard, bank supervision, transparency,
monopolies, and cronyism. So far, this is where the most reform has occurred.
Many of the needed reforms were contained in the IMF conditions attached to
the bailout packages. Forced on economically besieged, politically panicked
states in 1997, they were not followed through and so are still incomplete. While
inappropriate in the midst of the crisis, they are indispensable today for nations
seeking to avoid a repeat of the recent disaster.

Recommendation #1: East Asian nations, including China and Japan,
should continue to reform their political economic structures. South
Korea needs to concentrate on thoroughly reforming its chaebo! and
banks, Thailand its banks, and Indonesia its economic coordination
mechanisms and banks.

A related set of issues confronts democracy in Asia. Kim Dae Jung has
repeatedly said that democratization and economic reform go hand-in-hand, and
economic liberals such as Lingle suggest that politics must be liberalized as
much as economic structures. Most of the countries that got into trouble were
either nondemocratic, especially Indonesia, or had strong elements of nondemo-
cratic decision making. Conservatives stress that it has been those nondemocra-
tic governments that guided Asia through its “miracle” years and that it has been
the tight state-business connections that made possible the industrial economies
of the region.’® Even democratic countries in the region often lack effective eco-
nomic management, partly owing to weak bureaucratic capacity and partly to
endemic corruption, factionalism, and inability to reach consensus. Thailand and
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the Philippines are two of the clearest examples of this. Both countries have
struggled to create democratic processes but still have not fully institutionalized
them.

Recommendation #2: Asia cannot go back to the old, pre-1997 ways of
doing business. Even in China, there is an accepted need for new political
economic approaches. South Korea and Taiwan have shown that democ-
racy can bolster the state’s hand in economic management, while enhanc-
ing its legitimacy. More democratic and open economic structures will
bring Asian countries into line with their Western and Japanese competi-
tors. All nondemocratic or partially democratic countries should draw up
and implement plans for gradual democratization of politics, economic
decision making, and corporate governance. This will not be easy and will
require an extended series of negotiations between governments and
oppositions on the nature of national political economic “pacts,” that is,
agreements that outline the obligations and roles of major players in any
future government. The extensive literature on democratic transitions can
provide useful guides.

The third set of issues concerns how the international community confronts
financial crises. This ostensibly focuses on the way the IMF bails out countries,
especially the conditions it attaches to its assistance programs. It also concerns
the role of the big economies (principally the U.S., Japan, and Western Europe,
and regionally China) and their policymakers in ameliorating financial break-
downs.

Recommendation #3: The IMF is just as much in need of major reform
as the Asian countries. It functions as an undemocratic organization
largely dominated by the U.S. and the other large industrial countries. The
Fund has largely forgotten its original mission of helping countries get
over short-term problems and has become Calvinist preacher to the world,
forcing everyone into drastic reform, whether ready or not. Accordingly,
first, the institutional structure should be reformed to include more open,
transparent decision making. Second, the IMF should study and use alter-
native conditionality that can help countries recover faster. Third, the
U.S., Japan, China, and other Asian countries need to reach agreement—
after careful study—on establishment of an Asian Monetary Fund (AMF).
A reasonable first step is to set it up as a temporary agency with a limited
mandate to help countries through short-term financial crises. If within
five years it is deemed a failure, it can be terminated. If it has helped
regional stability, it can be financially augmented and institutionally
expanded.
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The fourth group of issues centers on the roles of the U.S. and Japan in global
financial crises. These two rich countries are responsible for about half of the
global GDP, and Japan accounts for roughly two-thirds of the East Asian econ-
omy. Given their central position in the world economy and their ostensible sta-
tus as Pacific military allies, their role in any future financial crisis will be
critical. Curiously, considering the political and economic stakes in the
1997-1998 events, both countries showed surprisingly passive, self-interested
responses—as if they could simply withdraw into their domestic economies and
not worry about the crisis. That they did something may have helped avert finan-
cial Armageddon; that they did little or often made the wrong decisions fueled
the crisis and made it worse as it gained momentum.

Recommendation #4: The U.S. and Japan have ample resources for
financial contingency planning. So, first, they should set up working
groups within the American Treasury Department and the Japanese Min-
istry of Finance (with direct lines to the White House and Prime Minis-
ter’s office, respectively), charged with continual consultation and
“war-gaming” for the next financial crisis. They should write up play-
books available for dealing with different kinds of crises, such as Latin
American-style fiscal and macroeconomic management tangles, Russian
failures of governance, and liquidity shortfalls cum dropping currencies in
Mexico or East Asia. Second, the two Pacific partners should reach agree-
ment on establishment of an Asian Monetary Fund. Third, medium term,
they should work to coordinate policies concerning financial and trade
liberalization policy in East Asia. Finally, long term, they should work
closely with economic bureaucrats in East Asian countries to better con-
trol currency levels, amounts of short- and long-term foreign funds flow -
ing into each country, and interest rates.

A final basket of issues involves the operations of international financial mar-
kets and their contribution to the development of economic crises. Virtually
every observer recognizes that the changed nature of global currency and finan-
cial markets since the end of the Bretton Woods system in 1973 has completely
changed the way that states and businesses raise and use money. It also increases
the danger of rapid meltdowns in national markets that can spread like wildfire
to neighboring countries. More than ever, international financial markets cry out
for regulation in times of crisis, yet such regulation is virtually nonexistent.

Recommendation #5: Various good ideas floated in recent years need to
be more carefully studied, such as requirements not to withdraw funds
invested in a country for a certain period of time (e.g., six months); to levy
a global tax (sometimes called a “Tobin tax”) on international financial
transactions; to temporarily suspend international transfers during finan-
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cial crises; and to allow countries to temporarily delink from the interna-
tional financial system to deal with financial crises by using currency con-
trol boards and other ad hoc measures. As with an AMF, it may be
possible to use these mechanisms on a trial basis for three or five years.
Alternatively, these ideas could be used in one region as a sort of pilot
project. Global taxes collected on financial transactions could go directly
to the IMF or future mini-IMFs to supplement their emergency funds.
This would probably be the most responsible use of such a tax.

After careful consideration and pilot studies, the international community needs
to reach a consensus on any new tools to be used. This will not be easy, given the
widespread acceptance of the Washington Consensus and the reluctance of the
G-7 economic powers to consider changes in the operations of the international
financial system. Even a commitment to study these ideas officially will be hard
to achieve. Perhaps a first step could be a round of rigorous private studies of
these proposals, which could constitute a baseline for subsequent official efforts.

Conclusion

The ship of Asian finance nearly sank in 1997. Though the bulkheads have been
patched and the ship continues to float, the ocean is choppy and full of icebergs,
large and small. Will the ship make it safely to port, or sink with all hands? The
current conventional wisdom is that the Asian financial crisis is over, but this
article makes plain that now is not a time for complacency. Asian states may be
muddling through now, but economic and political reform efforts have largely
come to a halt, and disturbing signs of a return to the practices that brought on
the crisis have surfaced in the countries most seriously affected. The key domes-
tic variable in the crisis was the shifting role of the state in the nations impacted
by the crisis, while the most important international variable was the instability
of the U.S. dollar during the years leading up to the crisis.

Beyond reforming domestic economies and political structures, the world
should confront the unstable nature of global financial markets. Aside from
reforming the Bretton Woods institutions and constructing a more flexible inter-
national monetary authority, the U.S. and Japan need to better coordinate their
responses to future financial crises. Washington’s reluctance to confront the cri-
sis aggressively, combined with Tokyo’s inability to get a handle on its chronic
stagnation and tattered financial sector, undermined global confidence and left
the IMF as a perhaps too effective firewall. Moreover, internationalization of
financial markets has brought distinctly mixed blessings, as even staunch
defenders of globalization often note. Various serious proposals have been put
forward to deal with financial market volatility. These proposals need to be seri-
ously examined and debated by the international community. Consensus and
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compromise on them can lead to the creation of a better functioning regime for
handling future international financial crises, both in Asia and around the world.
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