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THE NEW ECONOMY and the Asian Crisis of 1997/98

The world has entered, or is entering, a new economic paradigm, a post-industrial and very
libertarian system defined by words or phrases like “globalization,” “free trade,” “international finance,”
“services,” “portfolio investors,” and “information technology.” As is the case with most such
developments, this one was not planned. Instead it unfolded in unexpected ways from circumstances that
rested on a very different reality described by words like “industrialization,” “manufacturing,” “goods,”
“tariffs,” “banks,” and “national economies.” The new economy, because it is new and because it evolved
naturally and at first,almost invisibly, is not well understood, but economists and financiers generally agree
that we are in the midst of a breakdown of this new system. In this study I intend first to sketch and
describe this breakdown, and second to offer an analysis of what happened. I also offer this prediction:
although to date economies in the West have proved largely resistant to the economic recession in Asia,
1999 will see a recession in North American and European economies, a recession that will be long-term
and fraught with grave political risks in these parts of the world. Because the outlines of the new economic
model have become increasingly clear since the fall of the Soviet Union, the discrediting of socialist ideas,
and the dismantling of socialist economies, this crisis will imperil the newly dominate libertarian capitalists.
What we risk is nothing less than the resurrection of some kind of socialist pattern over much of the world,
particularly among the emerging economies.
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The Roots of the New Order

World War II exploded in the midst of a global depression that had been accentuated though not
caused by the collapse of the Wall Street stock market in 1929. Because it occurred in the midst of a severe
depression, and because it left the economies of Asia and Europe shattered, many expected the post-war
years to find both victors and vanquished returning home to hard times. That this did not happen was due in
part to a program of monetary regulation devised at Bretton Woods in 1944, in part to the General
Agreement of Tariffs and Trade (GATT) signed in Geneva in 1947, and in part to the Marshall Plan which
went into effect in 1948. Taken together these strategies were to lay the foundations and define the
parameters of a period of unparalleled prosperity that was dominated by the United States, that saw the
organization of the European Common Market, that restructured West Germany and Japan into economic
giants with controlling interests around the world, and that lasted into the early 1970s. In other words, the
prosperity of the post-World War II decades was planned.

The first of these programs was created by the United Nations. In July 1944 the United Nations
Mounetary and Financial Conference met at Bretton Woods, New Hampshire, in the United States. Known
as the Bretton Woods Conference or simply as Bretton Woods, the meeting resulted in the birth of the
International Monetary Fund (IMF) to promote monetary cooperation, and the establishment of the
International Bank of Reconstruction and Development (the World Bank) which opened its headquarters in
Washington, DC, in 1945. The purpose of the IMF was to secure currency stability and convertibility by
seeking to control international exchange rates and by assisting countries which had balance-of-payment
difficulties. A nation which wanted to draw on the fund could sell an equivalent amount of its own currency
to the IMF in exchange for foreign reserve currency or for gold.' This formalized a practice that had
become common after World War 1. Subsequent to that conflict, foreign central banks began to accept
some foreign currencies — primarily US dollars and British sterling — instead of gold.” Bretton Woods
representatives had hoped to re-establish the gold standard that prevailed prior to World War I but in the
end settled for a modified version of the post-World War I situation. Foreign currencies were to be valued
against a gold standard fixed at US $35 an ounce.’
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This mixed system was the child of Harry Dexter White of the US Treasury Department and was
intended to secure some level of order in the international money markets.* However, because no free
market in gold existed, the US Federal Reserve was not required to adjust its currency to fluctuating gold
supplies. This meant that the dollar was not moored to gold even though the dollar was to be Bretton
Woods’ reserve currency. Wayne Angell, Federal Reserve governor from 1986 to 1994, has argued that
this divorce between the dollar and gold was the flaw that eventually led to the collapse of Bretton Woods
in August 1971 5 The collapse of the gold exchange standard enforced under the Bretton Woods agreement
has put the world under a regime of “fiat currencies™ managed by central banks and subject to the caprice of
political systems,® and this, as we shall see, increased the power of politicians who could use economic
issues to leverage other policy concerns.

Its planners hoped that the IMF, imperfect as it was, would nevertheless provide a means for
curbing inflationary pressures, but in the post-World War II era, in part because of the vast social welfare
systems put into place by Western governments at the close of the war, and in part because military
spending remained high throughout the Cold War, those pressures were intense. A. J. Brown points out that
the global inflationary rate between 1953 and the 1970s was the highest peace-time rate in history.” Rising
al an average annual rate of 3.2%, consumer prices more than doubled between 1944 and 1971 ¥ The
collapse of the Bretton Woods system in the summer of that year forced the United States to devalue its
dollar throughout the 1970s and again in the 1980s’ under the pressure as its role as reserve currency.
Between 1971 and 1993, the dollar lost 60% to 70% of its value against the German mark and the Japanese
yen.'” And because the dollar was the international reserve currency, such devaluation fueled the global
inflationary surge. However, there is little doubt that Bretton Woods during the 1950s and 1960s was an
effective vehicle for slowing inflation and that it did heip nations, particularly the British after 1956,
overcome currency crises.

The second program, the GATT, was concerned to reduce the high tariffs which resulted from the
passage of the Smoot-Hawley Tariff by the US Congress in 1930 and Britain’s decision a year later to
abandon its own free trade policy. Originally signed by twenty-three countries, the GATT by the end of its
eighth round of negotiations completed in Punto del Este, Uruguay, in December 1993 represented the
trading interests of one hundred-and-fifteen nations. Under its provisions world trade boomed. Even the
Untied States, which in the 1950s had conducted relatively little international trade, had by 1990 seen
exports rise to make up 10% of its gross national product.'’ The GATT itself was superseded when an
agreement of its own making was signed in Marrakech, Morocco, on April 15, 1995, to create the World
Trade Organization.

The third factor, the Marshall Plan, was revealed by President Truman’s Secretary of State George
C. Marshall at Harvard’s graduation ceremony in 1947. Its goal when it began to function in 1948 was to
capitalize the rebuilding of Europe and to foster that continent’s integration into a single trading bloc that
could act as a rampart against Soviet expansion. When recovering Europe through the Treaty of Rome
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formed the Common Market in 1957, the Marshall Plan could count itself one of the most successful
exercises of US economic power in history.

As we have suggested, however, this system, as most systems do, contained the seeds of its own
demise. Within two-and-a-half decades the circumstances it helped to create overran its ability to cope with
them, and its failure became evident on August 15, 1971, when President Nixon, under intense pressure
from financial speculators, refused to continue to defend the Bretton Woods US $35 an ounce price for
gold. From then to the present the world economy has operated under a system of floating exchange rates,
and, as Paul Volcker pointed out at the 50" annual Stamp lecture at the University of London, floating
exchange rates work poorly and are subject to precipitous and unpredictable fluctuations.'? They tend to
undermine the credibility of currencies and create what Judy Shelton, professor of international finance at
DUXX Gracli;late School of Business Leadership in Monterrey, Mexico, has called “a foundation of
quicksand.”

Nobel laureate Milton Friedman has argued that with Nixon’s decision the IMF lost the only
function it had and should have been discontinued. But instead of disbanding, the IMF, in the manner of
bureaucracies, perpetrated itself by redefining its purpose. It sought to transform itself into an economic
consultant, lending money and giving advice to troubled nations."* Michael M. Phillips described it this
way:

The IMF works much like a bank. In simple terms, member nations deposit
money with the institution, which lends it to members who need help supporting
their currencies or paying their debts. In exchange, the IMF demands deep
economic reforms intended to keep countries from getting into trouble again."

Time described the IMF as “both a bank of last resort and a fiscal reform schoo! for wayward
economies.”' In this sense “the IMF is a house of pain...because it tends to countries that are so deep in
crisis that the only options are ones that hurt.""7

And Prof. Friedman contends, the 1994/95 Mexican economic crisis was the catalyst that gave
immense credibility to the IMF it its new role.'®

The Mexican Economic Crisis ‘ Dé ,
1998 was a watershed year for the international financial system. ;‘éy mid-August on 1998, David
_Hale, chief economist of the Zurich Group.in Chicago, the crisis in East Asia “the most severe shock to the
global economy since the end of the Cold War.”'> On Monday, September 14, {998, President Clinton
called the current global economic crisis the “biggest financial challenge facing the world in half a
century.™® The next day, The Wall Street Journal published an adapted version of George Soros’
testimony to the House Committee on Banking and Firancial Services. In this article Soros worried that the
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system of global capitalism “is coming apart at the seams.” Financial markets, he wrote, “are inherently
unstable,” and that inherent instability was now spiraling out of control. Although “the meltdown of
Russia” was his immediate primary concern, the Asian economies provided the backdrop for that concern.
Soros wrote that some Asian stock markets had suffered worse declines than Wall Street in 1929 and that
these declines had been followed by economic collapse in those countries.”’ The Asian crisis was triggered
in the summer of 1997 when Thailand devalued the baht,? but as Milton Friedman argues, it had its roots in
the Mexican bailout of 1995.% Therefore, if we would understand what is happening today, we must begin
with the Mexican economic crisis of 1994/95.

The Mexican economic crisis in 1994 was Mexico’s fourth in less than twenty years. The other
three occurred in 1976, 1982, and 1987.2* The 1994 crisis began innocuously enough with President Carlos
Salinas’ decision to stabilize the peso and bring public spending under control.* For six years, between
1988 and 1994, the Mexican government anchored its economic policy on its strategy to stabilize the peso.
Both labor and business supported the policy by agreeing to limit wage and price increases, expecting that a
sound peso would pay off in the long run through higher growth and lower inflation.® As an example of
such cooperation consider the following: President Salinas’ approach disproportionately benefited
Mexico’s wealthiest citizens. Between 1987 and early 1994 the value of the Mexican stock market
increased by $191 billion. About three quarters of that equity was held by Mexicans. Indeed, the number
of Mexican billionaires rose from two in 1991 to 13 in 1993. Nevertheless, by the end of 1992 less that
0.2% of Mexicans had stock investments. After adjusting for inflation, the minimum wage in Mexico
dropped 24% between 1988 and early 1994, and between 1989 and 1994 40% of Mexicans saw their total
share of the nation’s wealth fall from 15% to 12%.2” Yet, though Mexico’s growing economy did not
benefit everyone, the economy was growing and many Mexicans hope that eventually they would profit
from that growth. Salinas’ approach seemed to be working. This in turn attracted a large amount of toreign

investment. 4 fa s

Between 1990 and the end of 1994 foreign buyers purchased $55 billion worth of shares on the
Bolsa, Mexico’s stock exchange.?® In 1993 alone, 30% of the $47 billion that foreign investors poured into
developing economies flowed to Mexico.” “Tesobonos,” or short-term debt securities, were one of
attractions Mexico offered. The US Federal Reserve had raised the federal fund rate to 3% between 1992
and 1994, a move that was intended to off-set the economic effects of the increase in marginal tax rates
under Bush in 1989 and Clinton in 1993,** and to help US banks recover from the 1990-91 recession,”' but
which also had a short-term stimulating effect on the Mexican economy. Because “tesobonos” were linked
to the dollar and produced yields of 4% to 7%, foreign investors found them an attractive substitute for US
Treasury bills. They were more lucrative and seemed only slightly riskier. This proved to be a massive
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miscalculation. When Mexico devalued the peso, the return of “tesobonos” soared as high as 25%, forcing
the Mexican government to quit issuing them.”? But the decision of the Fed to increase the dollar supply in
the early 1990s not only impacted the Mexican economy, it jolted the larger global economy as well. It
created tension with Germany which was concerned that interest on the mark should remain high and
contributed to the fracturing of the European Monetary System. It sent the yen soaring against the
weakened dollar. And it encouraged the flow of dollars into Asian markets, contributing to conditions
which would consummate in the Asian crash.”

By the end of 1993 it was clear that some corrections in the Mexican economy were needed. In
1994 Mexico’s current-account deficit reached $28 billion, that is 8% of its gross domestic product. Two
factors contributed to this problem: Mexico’s rapid domestic economic growth and the inflation associated
with it. Together those factors led to an overvaluation of the peso,** which prior to de-valuation was pegged
at 3.5 pesos to the doltar.*® In other words, despite the combined efforts of the government, labor, and
business, inflation, fed in part by Mexico’s rapid growth and the foreign investment associated with it, was
by 1994 beginning to de-stabilize Mexico’s currency. Mexicans themselves had ceased buying government
securities by February 1994, but foreigners that year increased their holding of Mexican securities by
50%.*® The inflation was made worse when the PRI, President Salinas’ party, broke with labor and
business and, in a successful effort to secure the election of Ernesto Zedillo, President Salinas’ successor,
fueled more pesos into the nation’s money supply.37 Indeed, Reuven Brenner of McGill University’s
School of Management in Montreal has argued that the central bank’s secret decision to loosen its monetary
controls prior to the election, along with the Mexican government’s reluctance to cut taxes and reduce
economic regulation between 1992 and 1994, precipitated the crisis.”®

All thistook place in a world economy which was become increasingly dependent on debt
financing®® as well as private investment. During the five years between 1989 and 1993 private investors
poured more into developing countries than did the IMF. According to Janet Guyon, 50% of the $70 billion
going into developing countries in 1989 came from the IMF. But by 1993 $220 billion was finding its way
into emerging markets, and 70% of that came from private investors.*® By 1994 private investors were
capitalizing these emerging economies to the tune of $173 billion.*! Much of this money came from
portfolio investors. In the current global economy, large banks are no longer significant sources of
developmental capital.*
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This is not to say that banks are unable to prosper in the new economy. Stung by massive losses in
the 1980s in real estate and Latin American loans, US banks took significant steps to improve their credit
quality. In 1990 the average American bank received a 10% return on its equity. By the end of the decade,
that had doubled. Nonperforming assets, which in 1991 stood at 4.5% of the average bank’s worth, had
fallen by 1998 to 0.5%. Loosened regulations, new technology, downsizing, mergers, and a management
increasingly interested in efficiency worked together to make US banks tougher and more savvy. They
were strong and well capitalized,43 but they had become relatively small players in the new economy.

Not only were banks becoming a less significant source of developmental capital, they were losing
depositors to mutual funds. This loss of money forced the banks to seek higher risk investments as a means
of earning profits, investments like currency trading and arbitrage. To make matters worse, money that
could have been used productively was instead diverted to support Europe’s vast welfare systems or to
finance the US federal deficit.* This meant that the developing world was being forced to support the
welfare policies of the developed world. The earth’s poorest paid for the political stability of the earth’s
richest.

President Zedillo won the 1994 election and assumed office on December 1. On December 20,
despite assurances to international investors and to Mexico’s labor and business communities, the newly
elected president devalued the peso by 15%.** On December 21 he was forced to let the peso float.*®
Wilhinﬁtwo weeks the peso plunged 30% in value.*’ In another week it lost 40% of its value against the US
dollar.

Convinced that President Zedillo had misled them, foreign investors began pulling their funds out
of the Bolsa,*” and by February 1995 were divesting themselves of large chunks of their Mexican
holdings.”® American investors began pulling their money out of other foreign markets as well.>' Much of
this money was reinvested in the US to take advantage of Alan Greenspan’s decision in February 1994 to
raise US interest rates.’® As a result stock markets in Latin America lost $150 billion in capitalization.*®
But President Zedillo’s move not only undermined the confidence of foreign investors, it ruptured the trust
that President Salinas had forged between government, and business and labor.>* The devaluation meant
that Mexicans were facing a 30% pay cut, the level playing field between Mexico and the US which the
NAFTA treaty had assumed was destroyed, and the cost of capital in developing countries worldwide went
up.” As The Wall Street Journal Europe put the issue in a January 25, 1995, editorial “Guaranteeing
Mexico” pointed out, the devaluation reduced the value of the average Mexican’s savings by 40%.
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Interestingly enough experts at the World Economic Conference which met at Davos, Switzerland,
over the weekend of January 28 - 29, 1995, were generally agreed that the Mexican crisis coupled with a
growing wariness toward China and the effects of the earthquake in Japan, would slow growth across Asia
and Latin America®® In fact, 1995 and 1996 proved to be years of significant economic growth. There was
simply far more capital in the world than the experts realized, and those who had it were eager to invest it
for two primary reasons: a desire for diversification and the potential for generous returns. As The Wall
Street Journal pointed out, for eight of the years between 1982 when the bull market in the US began and
1996, Morgan Stanley’s European Far East Index showed higher growth than Standard & Poor’s 500 stock
index.”” For example, between 1991 and 1996 Indonesia’s stock market returned 19.4% and Brazil’s
returned 29.7%.>® Between the mid-1980s and 1993 direct foreign investment in developing Asia, East
Europe, and Latin America rose from $11.9 billion to $48.8 billion. By the end of 1996 it had soared to
more than $100 billion.”® In 1996 $164 billion in foreign capital flowed into Southeast Asia.*® Not only
was there enough to fund the wave of privatizations that swept across Central Europe, there was enough to
feed the continuing boom in Asia and to recapitalize Mexico. While its crisis in 1982 left Mexico in the
doldrums for much of that decade, the Mexican recession in 1995 lasted only four months. In July of that
year Mexico again began selling bonds on the international markets.®' By January 29, 1996, Mexico had
repaid the US $1.3 billion from the $20 billion loan package made available to it by the US and the
International Monetary Fund.®

Besides the huge number of investors supporting the world markets, there were two other reasons
for Mexico’s rebound: the Mexican government’s decision to send its economy into recession rather than
default on its debt, a decision that was intended to assure international investors that Mexico was serious
about its financial obligations, and the decision of the Clinton administration to provide Mexico with an
extensive amount of aid.®

However, both of these factors proved controversial. For example, Frank Del Olmo, columnist for
The Los Angeles Times, hailed Clinton’s decision to aid Mexico as a success. Not only did it benefit
Mexico, he argued, it benefited the US as well. And, as he pointed out, Mexico had proved a reliable
debtor. By August of 1996 Mexico had paid back most of the $13.5 billion it borrowed from the US plus
$1.2 billion in interest. It was the decision of the US Treasury and the International Monetary Fund to
shore up the peso that attracted investors back to Mexico.* Harvard’s Martin Feldstein agreed, pointing
out that the total $50 billion package offered Mexico ($20 billion from the US and $30 billion from the IMF
and other central and commercial banks around the world) was sufficient to allow Mexico to recover. He
also pointed out that Clinton had acted with bipartisan support, and that in his determination to combine the
resources of the US Exchange Stabilization Fund with those of international agencies, Clinton had followed
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a precedent set by Ronald Reagan.”® Even The Wall Street Journal, one of Clinton’s most vociferous
critics, was willing to give him credit for the decision, pointing out that they had never opposed the aid
package in theory. But one of the things that had concerned the Journal was Mexico’s decision to devalue,
a decision they believed cost Mexico a great deal of its credibility and that was made simply because the
Mexican government believed devaluation was its easiest option.°® Steven H. Hanke, professor of applied
economics at John Hopkins University in Baltimore, was more blunt. He wrote that Clinton’s bailout
package would “send the Mexican economy into a tailspin.”®’

Events in Mexico in 1995 seemed to vindicate Prof. Hanke rather than Prof. Feldstein. Reuven
Brenner pointed out that by mid-November of that year Mexico’s currency was still loosing value and
although in peso terms prices on the Bolsa were rising, in dollar terims they were still appraised at less than
half of their pre-devaluation worth.® The IMF and US government loans to Mexico, as Prof. Allan Melizer
pointed out, did nothing to help the average Mexican. Instead most of the money was used to repay
speculators who had invested in Mexican government bonds.* During 1995 Mexico’s peso lost 52% of its
value while its gross domestic product, measured in US dollars, dropped 31.8%. Mexico’s gross domestic
product reached its nadir at the beginning of 1995, then began to rise but the damage caused by its
devaluation was not easily undone. Throughout most of 1997 the peso traded at approximately 7.8 to the
dollar, a 129% loss of its 1994 value. And between December 1995 and November 1997 Mexico’s price
index rose 122%. By the beginning of 1998, Mexico’s gross domestic product was still 4% below what it
had been at the beginning of 1994,” and in mid-1998 The Wall Street Journal worried that although “Wall
Street lenders and Mexican billionaires did just fine,” Mexican workers, victims of the deflation caused by
devaluation, had not yet recovered from the devaluation.”’ By October 1998 they had yet to regain the
economic position they held in 1994.7

Joseph Stiglitz, senior vice president and chief economist of the World Bank, noted as a principle
of recoveries following financial crises:

Financial crises typically bring large increases in unemployment, which often
lingers well after the initial crisis has passed. The devastating consequences for
the poor can persist long after capital flows and economic growth resume.”

Devaluation is intended to stimulate exports by making a nation’s commodities more competitive
abroad. However, devaluation, precisely because it lowers the value of a currency, is inflationary, and, as a
general rule, the greater the devaluation, the greater the resulting inflation. What is more, high inflation
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tends to cause economies to contract.” Thus, while Mexican exports in 1995 rose 33%, creating the
impression that deflation as a strategy worked for Mexico, deflation also fueled inflation which soared by
51.9% that year. This leap in inflation coupled with a 6.9% drop in Mexico’s economic output (the worst
such drop in Mexico since the Great Depression) meant that Mexico’s overall competitiveness declined.
While the World Economic Forum in its reports from 1991 to 1993 had classified Mexico as seventh in
competitiveness among the 27 OECD countries, in its 1995 report it classified Mexico as last among OECD
countries, and as 44" opthe 48 nations it surveyed.75 A weakened currency causes a nation’s
competitiveness to decline.”® What is more, the decision to devalue hurt Mexican workers not only because
it caused prices in Mexico to rise but also because it kept wages in Mexico low. The cost of devaluation
was born by Mexico’s workers.”” As Robert Bartley argued, Mexico is only as wealthy as the total
command its citizens exercise over the world’s resources, and because devaluation erodes wages for the
benefit of exporters, it actually impoverishes a nation. The Mexican economy was growing in 1996, but it
would be many years before the average Mexican would be able to regain the ground lost when Mexico
made the decision to devalue its peso in 1994, In other words, Mexico impoverished its own citizens in
order to reimburse the lenders.”™

But Mexican workers were not the only ones subsidizing the profits of international investors. Tax
payers, too, because they funded the bailout, also shared the burden.®® This was welfare for the rich on an
international scale, and it introduced what came to be called “moral hazard.” Indeed, The Wall Sireet
Journal insisted that “the tesobono bailout infused the financial system with a hugof moral hazard.”*'

0 €

Moral hazard

Competition maximizes the generation of wealth, but competition, to be most effective, must take
place within an established set of clearly understood rules.** When those rules are violated, competitive
efficiency is harmed and wealth generation suffers. Governments can work to enforce the rules by
punishing predatory pricing, by requiring that contracts be honored, by protecting private property, by
prosecuting fraud, and so forth. But governments can undermine the rules when they intervene to secure the
cconomic advantage of one group or another as happened in Mexico. Such government intervention creates
“moral hazard” because it rewards cheating, or because it protects individuals from the consequences of
irresponsible decisions, or because it does both. In Mexico capitalists were encouraged to believe that no
matter how risky their investments, they would be protected because, in aggregate, they were simply too
important to be allowed to fail. Certainly huge funds were in the hands of these investors. Barton Biggs,
chairman of Morgan Stanley Asset Management, worried that “macro traders (hedge funds’ proprietary
traders), ...today almost rule the world.” But did they rule it well? Steve Forbes fretted, “By bailing out
investors and speculators, Mr. Clinton [and the IMF] unwittingly encouraged speculative money flows
elsewhere.”® David Sacks, a research fellow at the independent Institute in Oakland, California, and Peter

™ Ibid., “Inflation Steals the Benefits of Devaluation” by David Ranson, Vol. CI, No. 82, Tuesday, April
28,1998, p. A18

S 1bid., “Mexico’s Export-Led Economic Decline” by Roberto Salinas-Leon, Vol. XCVII, No. 103, Friday,
May 24, 1996, p. Al

" Ibid., “Break the IMF Shackles” by David Malpass, Vol. C, No. 62, Friday, September 26, 1997, p. A22
" 1bid., “Mexico’s Export-Led Economic Decline” by Roberto Salinas-Leon, Vol. XCVII, No. 103, Friday,
May 24, 1996, p. A1l

™ Ibid., “Mexico’s Money theorists need a Tip From Hong Kong” by Robert L. Bartley, Vol. XCVIII, No.
122, Friday, December 20, 1996, p. A17

™ Ibid., “Who Needs the IMF?” by George P. Shultz, William Simon, and Walter B. Wriston, Vol. IC, No.
23, Tuesday, February 3, 1998, op-ed page

%0 Ibid., “Markets to the Rescue” by Milton Friedman, Vol. CII, No. 73, Tuesday, October 13, 1998, p. A22
8! 1bid., “Review & Outlook: The Clinton Economy,” Vol. ClI, No. 85, Thursday, October 29, 1998, p. A22
%2 The Wall Street Journal Europe, “The Pursuit of Poverty” by Reuven Brenner, Vol. X111, No. 202,
Wednesday, November 15, 1995, p. 10

 The Wall Street Journal, “Can the US Weather Asia’s Storm?”, Vol. CI, No. 2, Monday, January 5, 1998,
p. A22



Thiel, head of a hedge fund, Theil Capital International, based in Palo Alto, California, were very specific
in their diagnosis. “The debacle in Asia,” they wrote, “was caused by ‘crony capitalism,’ an oxymoron
describing the way in which politicians infect markets by distorting prices and artificially creating winners
and losers.”® George Soros in his testimony on Tuesday, September 15, 1998, before the House
Committee on Banking and Finance Services agreed, “Bailouts did encourage foolish behavior by banks
and other lenders, which could count on the IMF when a country got into difficulties.”® Robert Rubin,
Treasury Secretary, wondered if bailouts like the one in Mexico meant that international investors did not
have to suffer the consequences of their misjudgments.®®

The Asian Crisis 1997

The Asian crisis had been brewing for years and in the minds of many was associated with the high
cost of Asian real estate. Anthony Downs, a senior fellow at the Brookings Institution in Washington, DC,
argued in mid-November, 1995, that “a colossal crash in commercial real estate values is imminent in many
large Asian metropolitan areas.” “Billions of dollars in capital values,” he said, “are about to be wiped
out.” He described much of the building as unneeded, unprofitable, inadequately serviced, extensively
overbuilt, but kept afloat by vast hordes of private capital. The pinch was already being felt in the early
1990s, he said, and was quickly becoming critical.®” Much of this over building was the result of massive
amounts of foreign capital that had poured into East Asia.*® By 1997 Korea, China, and Japan together
were silting on hundreds of billions of dollars of bad debts, much traceable to the overbuilt real estate
sector. Further complicating this picture, many bank officials lent money to their friends, meaning that the
loans would never be repaid.” This reckless lending distorted the structure of the Asian economy and tied
the lenders’ assets to unproductive investments.® Richard Hornik, Time’s European business editor, argued
that the problem could be summed up as a combination of cheap capital coupled with the top-down nature
of the Asian economic model. This bred “complacency, cronyism and corruption.”"

Others argued that Asia, which had based much of its economic miracle on low wages, was
becoming too expensive. As prosperity in Asian resulted in rising wages, Asia’s deficiencies, its lack of
developed infrastructure, its high rents, its shortage of competent managers, its lack of natural resources,
and its rampant corruption (called “crony capitalism”), were beginning to undercut its growth,”? a growth
that had concealed sloppy banking practices, covered for massive waste, and increased the instability of
already fragile societies by accentuating the disparities between the rich and poor.”

Some contended that the problem lay in the export-oriented strategies pioneered by Japan and
Taiwan in the 1950s and adopted by many east Asian nations. Such strategies, these critics argued, relying
as they did on government planning and high levels of domestic saving, were no longer effective in a world
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increasingly defined by consumer spending and free markets crowded with exporters,” and were further
compromised by excess capacity which others saw as the root cause of the Asian crisis.>®

Others even doubted that the Asian Miracle existed. Paul Krugman, as the best known example of
these debunkers, that for decades Asia had relied on growth not by becoming more efficient, that is by ‘
improving the organization of its labor force or improving existing technologies and developing new ones,
but by employing more people and investing more money. Though he predicted that Asia would continue
to grow (Asians, he noted, were frugal and well educated, both important factors for encouraging growth),
he expected that growth to slow considerably.”® George Hicks, an Australian economist, was anther
debunker of the Asian miracle. He argued that Asian growth is not a harbinger of the future dominance of
the East, but reflects instead a catching-uip process that began from such low levels of development that
rapid growth was almost inevitable. Most of this expansion has occurred post-World War 1l and was fueled
by the liberal access Asian enjoyed to Western technology, huge world markets Asia was not slow in
exploiting, cheap Asian labor, and massive influxes of foreign capital. But, he pointed out, once Asian
nations began to approach equality with Western nations, the rules of the game would change dramatically
because the character of “catch-up growth” and the character of “technological frontier growth" is quite
different. Indeed, he suggested that one of the reason for slowing Japanese growth was Japan’s having
reached parity with the West.”’

Whatever one’s analysis, everyone agrees that Asian growth was export led and fueled by foreign
investment. This created two interrelated problems. First, many foreign investors were short-term investors
or, more accurately, speculators, and, as Jathon Sapsford pointed out, while direct investment is a good
thing, short term loans can be very destabilizing.98 Short term investments disappear as quickly as they
materialize, and thus set the stage for recession by forcing interest rates up (money that can be lent becomes
scarcer) and pushing exchange rates down (reflecting the sell-off of local currency).”® Second, because
Asian growth had been so strong for so long, many of these investors had developed unrealistic expectations
for the return their investments would earn and, encouraged by Asian banks, had borrowed recklessly. This
reckless borrowing encouraged a bubble economy, massive overcapacity in automobiles, semiconductars,
petrochemicals, and dozens of other industries across the region, and left the borrowers deeply exposed
when Asian economies began to unravel.'” Much of the foreign investment keeping Asia afloat is direct
investment, and by the mid-1990s 40% of that was interregional. About three-quarters of this interregional
investment originated among a diaspora of some 50 million ethnic Chinese living across East Asia. In 1994
alone Chinese diaspora generated a gross domestic product of $450 billion, almost equal to the $500 billion
GDP of China itself."”" This meant that domestic exporters and foreign investors could exercise tremendous
influence on the economic policy of Asian nations. So when those exporters and speculators began to
pressure Asian governments to float their currencies rather than leave them pegged to the US dollar, arguing
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that the resulting devaluation would make their exports more competitive, many of the those governments
listened.

Thailand

In 1984 Thailand pegged its currency to the US dollar, a move that secured the stability of the baht
and undergirded Thailand’s economic growth. During the first half of the 1990s the Thai economy was
expanding at an average annual rate of 8.4%.'"> In 1990/91 the US experienced a mild recession. Inan
effort to enable US banks to make up their losses from that recession, the Federal Reserve between 1992/93
set US Fed fund rates at an artificially low 3%. As a result nations in Southeast Asia that had their
currencies pegged to the US dollars saw their own interest rates drop as well, some to as low as 6%, well
below the expected rates of return on capital invested there. In response Thai authorities in 1993 opened
the country to offshore currencies thus allowing Thai companies to borrow foreign currency from Thai
banks. Because the baht was pegged to the dollar and because US interest rates were consistently lower
than Thai rates, Thai companies would borrow in dollars, then use the dollars to purchase baht which they
then invested in real estate. Thus Thailand had three problems to solve: an equity bubble, a real estate
bubble, and a booming domestic economy that by 1996 had created a trade deficit equal to 8% of
Thailand’s GDP.'® It is worth pointing out here that trade deficits are not necessarily a bad thing., For
developing economies that attract large amounts of foreign investment, trade deficits are quite normal.
Indeed, as Robert L.. Bartley has pointed out, trade deficits and foreign investment are two sides of the same
coin, A rapidly growing economy attracting more than its share of the world’s investments, and requiring
more than its share of the world’s goods, will necessarily run a trade deficit.'* Trade deficit in developing
nations are often the creation of the investment required for development. ' But trade deficits may be
perceived as a bad thing, particularly among neo-mercantilists who imagine that trade deficits automatically
measure the erosion of a nation’s wealth, and the new economy has made neo-mercantilists increasingly
vocal.

In December 1996 the Thai government announced that in June of 1996 nonperforming bank loans
had increased to 7.7% of all loans, up from 6.9% of all loans at the end of 1995."% By early 1997 foreign
and local investors, concerned specifically about overbuilt Thai real estate began to withdraw funds from
the Thai market. To compensate for this loss, the Bank of Thailand began secretly spending its own
reserves until it had invested some $30 billion in the various currency markets.'”’

The Bank of Thailand, increasingly concerned as it saw its reserves draining away, and believing
that Thai banks could not tolerate the high interest rates needed to absorb excess liquidity, decided to
devalue the baht by taking it off its doliar peg and allowing it to float. Encouraged in this course by Miche!
Camdessus, the Managing Director of the IMF, who from July 1996 to July 1997 visited Thailand four
times urging them to, as he put it, “get rid of this very dangerous peg to the dollar,”'®® Thai authorities
reasoned that not only would the domestic inflation caused by the devalued baht ease the pressure of the
equity and real estate bubbles, it would also make Thai goods more competitive on the world market and
thus help to reverse the couniry’s trade deficit. Therefore Thailand on July 2, 1997, was the first of these
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pressured countries to take their currency off the dollar peg. By July 16™ the Thai discount rate soared from
10.5% to 12.5%. Inflation caused by the devalued baht proved to be the central bank’s way of imposing
indirectly an interest rate premium it was reluctant to impose directly.'®

Devaluing a currency comes with substantial risks. First, because it reduces the worth of a nation’s
money, it is inflationary, and the inflation it stimulates will persist until prices compensate for a currency’s
lost value.'"® Second, because it can have short term benefits for a country’s exports by making a country’s
good temporarily less expensive, it may spark a round of competitive devaluation among that country’s
trading partners, a development that works to undermine the trust necessary to a market economy.'"" Third,
though devaluation may spark a short term export boom, it generally makes an economy less competitive in
the long run because volatile exchange rates discourage foreign investment.'? This is not to say that
devaluing a currency never works. In 1992 Britain’s decision to devalue the pound fueled an export boom
that kept its economy healthier than most others in Europe.'”® But it is important that if a country chooses
to devalue, it must adhere to policies consistent with that decision. '™

In Asia, Thailand’s decision to take its currency off the dollar peg sparked a round of competitive
devaluation. On July 14™ Malaysia devalued the ringgit. On August 14™ Indonesia devalued the rupiah.
On November 20" South Korea devalued the won.'"> By mid-July the baht had lost 18.8% of its value.
The Philippine peso hadidrop!6.1% in value. The Malaysia ringgit had dropped 4.2% and the Indonesia
rupiah dropped 3.1%. Even the Singapore dollar was down 2.4%."'® By mid-September Thai stock had
lost 50% of their January value.”” Meanwhile, Japan announced that, despite massive public spending
financed in part by increasing the Japanese sales tax from 3% to 5%, its Gross Domestic Product had fallen
11.2% during the second quarter of the year, Japan’s worst showing since the “oil shock” 23 years before.'"®
By early October the Indonesia rupiah was worth 37% less than it had been in January.''® The drops
registered in stock markets across Asia. By October 27™ Tokyo share prices had fallen to their Jowest
levels since August 14, 1995. Despite the efforts of major Hong Kong companies to suppor)\ﬁ’ang Seng by
repurchasing their own stocks, sell-offs in that market which had begun the week before resulted in a one-
day loss of 5.8%.'®

In this way Thailand, with an economy smaller than the economy of New York state, sparked a
regional crisis that was soon to become global. It turned to Washington for help at a time when the US
foreign aid budget adjusted for inflation was the lowest in a quarter century which meant that the US, if it
chose to help, would need to work with the IMF. The US Treasury Department pressured the [MF to loan
money to Thailand but, in contrast to the way it handled the Mexican bailout, offered no additional US
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money. The US could not tap into the Treasury’s Exchange Stabilization Fund as it had during the Mexican
crisis because subsequent to that crisis Congress restricted the ability of the executive'to access that fund.
Those restrictions were about to expire when Thailand appealed for help, but Robert Rubin of the Treasury
Department, not wishing to provoke Congress into extending the restrictions, decided not to use the fund.'?'

Asian Turbulence

Of course the integration of the global economy meant that “the Asian contagion” would spread
and that long term problems in Asia would have a detrimental impact worldwide. During the 1990s Wall
Street had boomed, setting a series of records. In 1991 the market broke 3,000. In February of 1995 it
broke 4,000. In November of 1995 it broke 5,000. On October 14, 1996, it broke 6,000.'% And it
continued to soar until the Asian crisis. Then, as a direct result of problems in Asia, Wall Street, beginning
in June 1997, experienced some of its steepest one day point losses ever. On June 23, the market was
down 192.25. On August 15", it lost 247.37 points. During the first four days of the week of October 20",
the Hang Seng Index lost 20% of its value. Though it recouped 7% of those losses on Friday, the plunge in
the Hang Seng reverberated on Wall Street. On Thursday, October 23", the Dow Jones Industrial Average
closed down 186.88 points.m The Hang Seng tost over 10%, dragging most other Southeast Asian shares
down with it. Tokyo closed 3.03% lower. The Philippine index lost 4.98%. Malaysia lost 2.43%, leaving
the ringgit at its lowest level against the US dollar since the Malaysian currency was floated in {973.
Korean shares closed down 1.97%. James Osborn of ING Barings Securities surveying the Asian carnage
observed, “This fall is far more damaging than we’ve seen in the 87 crash, Tiananmen Square, the Gulf
War crisis. 1 mean this is really hurting domestic investors.” Prices dropped 3.06% on the London Stock
Exchange while the German DAX index closed down 4.7% and the French CAC dropped 3.42%. '

Hong Kong had seen its own domestic property and credit bubble burst. Mainland China during
the two decades of reform prior to its takeover of the British colony had invested $25 billion, making it
Hong Kong’s largest “foreign” investor. Many in Hong Kong expected the takeover to result in massive
new inflows of Chinese money. This expectation of fueled by reports, never well documented, that Chinese
were buying up property as fast as they coutd without any real consideration of its actual value. The
anticipated infusion of Chinese cash never happened, in part because so much had already filtered into the
economy. But the speculators were running at full cry. Between January and October the cost of Hong
IKong stocks had soared by more than 50%. By summer the annualized rate of credit expansion was running
at 39% and afier a decade long credit binge had swelled to 147% of Hong Kong’s economy, higher than any
other economy in Southeast Asia except Malaysia. Interest rates were rising faster than inflation for the first
time in a decade. Hong Kong’s bubble had to burst and did."*®

On Friday, October 24, 1997, it lost 132 points, its lowest level since August 29". Monday,
October 27, 1997, the Hang Seng lost another 5.8%. Japan’s Nikkei 225 Index lost 1.9%. Germany's Dax
Index fell more than 4.2%, Paris lost 2%, '?® the London exchange dropped 2.6%, Brazil plunged 15%, and
Argentina 13.3%.'?’ By late October stock markets in Southeast Asia had fallen as much as 35% from their
pre-crisis levels.'”® But the heaviest loss outside the Hang Seng was on Wall Street. The Dow fell 554
points, more than on “Black Monday,” October 19, 1987, when it dropped 508 points. However the 7.18%
decline, while the twelfth largest in Wall Street history, was nowhere near the 22.6% drop of the 1987
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crash,'” but it did put the market more than 13% below its August high meaning that in the language of
Wall Street the market had undergone a “correction,” the first drop of more than 10% in seven years."** To
help counter so precipitous a drop the New York Stock exchange at 2:35 p.m., in compliance with
regulations put into effect after the 1987 stock market crash, twice halted trading. The first halt lasting
thirty minutes,"*’ allowed traders time to match buy and sell orders. The second halt closed the market early
which meant that it did not get a chance to close normally."?

The record loss was followed by a 337-point gain on Tuesday as bargain hunters moved in to take
advantage of the lower prices. This was the best rebound in Wall Street history. For the first time ever
more than a billion shares were traded.'** On Wednesday, October 29" stocks rallied across Asia and into
Europe, following the Dow’s lead. Hong Kong took the lead with a gain of 18.82%, Tokyo was up 3.34%,
Australia closed with a gain of 5.6%, Singapore rose 4.13%, the French CAC jumped 6.29%, the London
Stock Exchange (Europe’s biggest market) ended the day with a gain of 116.4 points, and Germany’s DAX
picked up 224.59 points."*

But the gains were short-lived. On Thursday, October 30™ the Dow ended down 125 points or
1.6%. Financial stocks, because of concerns that the turbulent Asian markets could spark a sell-off in Latin
America, were especially hard hit.'*> Then on Friday, October 31* the Dow ticked up 60 points, followed
by a 232 point rise on Monday November 3", This jump was caused by a Commerce Department report
released on Monday which said that American incomes rose and spending eased in September."®

However, investor worries about currency instability and high interest rates continued to haunt the
Asian exchanges, and through them the world markets, far into 1998."” Two apparently unrelated events in
Asiaone occurring on Friday, November 21*, and one occurring on Monday, November 24, 1997,
illustrated the direction Asian financial markets would take. First, on Friday South Korea, the 11" largest
industrialized economy in the world, turned to the International Monetary fund for help. Despite efforts
earlier in the decade to reform its financial structure, the paternalistic relationship between South Korea’s
banks and its large conglomerates had saddled the banks with more that $50 billion in bad debts, and the
private sector with a short-term hard currency debt of $65 billion. Initially, South Korea’s composite stock
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index rose 3.6% on the news,*® but on Monday, the key Seoul stock index fell 7.17% to close at its lowest
level in ten years."’

The market in Seoul was not only registering a judgment on domestic corruption. There was a
second reason to be concerned. On Monday, November 24, 1997, Yamaichi Securities, Japan’s fourth
largest brokerage, announced it would go out of business. This was Japan’s biggest financial failure since
World War 11, and with an admitted $24 billion in liabilities,"" it dwarfed the 1990 closure of New
York’s investment bank Drexel Burnham Lambert."*? The Dow Jones Industrials lost 113.15 on the news,
giving up more than a third of their 308 point gain of the week before.'? Tokyo markets were not opened
on Monday because of a national holiday, but the news pushed stocks lower not only in South Korea, but
also Philippines and Thailand. The rest of Asia remained uncertain.'** That uncertainty did not last. On
Tuesday when the Japanese market reopened, it set the pace for the region. By the end of the day the
Nikkei was down 5.11% and the yen fell to its lowest level against the US dollar in five years. South
Korean stocks dropped another 2.5%. Malaysian stocks lost 4.93%. Hong Kong stocks lost 2.46%.
Singapore stocks lost 2.11%. The Philippines lost another 2% and Thai stocks another 3.65%. Indonesian
stocks were down 3.59%. Only Taiwan, focused on its coming elections, was unaffected, losing only
O.OS:Z%.M5 On Tuesday, December 2, 1997, the Korean stock market fell another 4%, reaching a ten year
low.

On Monday, December 8, 1997, Thailand’s Finance Minister Tarrin Nimmanahaemida announced
that the nation, which since the crises erupted had been bleeding $2 to $3 billion a month because of deficits
in its current-account and capital account,'*” would close 56 of its 58 debt-ridden finance firms, firms whose
operation had suspended by the central bank earlier that year. Only Kiatnakin finance and Securities Plc
and Bangkok Investment Plc remained opened. The suspension resulted in a layoff of approximately
14,000 people. The closure of the firms put an addition six thousand people out of work. Tarrin also
announced that the move meant that the Thai government might have to absorb as much as five-and-a-half
billion dollars in public deposits and debt, much of it in real estate, held by the firms,'®®

On Friday, December 19", Toshoku, one of Japan’s largest supermarket chains, announced that it
was filing for bankruptcy protection. This was the first large failure in Japan that was not related to the
financial sector and the news, further exacerbating concerns about Japan's economy, sent the Nikkei down
5.2%. Hong Kong's index fell more than 3%. The Dow itself closed down 90 points, spooked in part by
Asia’s problems and in part by lower than expected earnings announced by Nike and 3Com. Korean stocks
fell more than 5%, partly because Kim Dae Jung’s election left investors uncertain as to whether or not
Korea would support the $57 billion bailout package provided by the International Monetary Fund.'*® This
bailout package was to include $21 billion from the IMF, $10 billion from the World Bank, and $4 billion
from the Asian Development Bank. And in case this package fell short, the Group of Seven committed an
addition $22 billion should it be needed.'*® The package would fail primarily because the money did not
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stay in Koran. Instead the Korean government immediately used most of the money to pay Korean bank
debts to foreign banks. "’

And the bad news from Asia kept coming. On Monday, December 22, the week of Christinas, the
Nikkei 225, Tokyo’s key index, fell 3.37%, finishing at 14,569, betow the psychologically important 15,000
mark for the first time since July 5, 1995. Hong Kong stocks, hurt by Wall Street’s Friday drop, lost
2.24%."” Then Tuesday on the news that Standard & Poor’s rating agency had downgraded South Korea’s
long-term and short-term foreign currency ratings to junk bond status, a downgrading more severe than the
one offered by Moody’s Investors Service on Monday, Seoul stocks fell a further 7.5% on Tuesday,'*
South Korea's biggest one day fall ever. By mid-December South Korea had already received $14 billion of
the $57 billion bailout negotiated by the IMF, but amid investor fears that South Korean debt obligations
could top $200 billion, the IMF promised on Christmas day to deliver $2 billion more to South Korea by
the end of the year, a move with which the Group of Seven (G-7), anteing up an additional $8 billion,
agreed. Previously they had planned to dole out the $19 billion over the course of 1998." In consequence
investors were mollified and South Korean markets rebounded Friday, closing up 6.7%. Tokyo, by
contrast, shed an additional 3.25%.'% By Monday, December 29“‘, Tokyo markets had reached their lowest
levels since July 4, 1995.'%

The year finished with Thai Prime Minister Chuan Leekpai warning that Thailand would face even
worst economic problems in 1998,"*” and with George Soros warning in an article in the December 31%
issue of the Financial Times that the international financial system was breaking down and that the world
was on the verge of general deflation, a problem he blamed on the decision by Southeast Asian government
to abandon their fixed exchange rates (i.e. their dollar pegs).Iss His concerns were reminiscent of those
expressed by Paul Volcker, former chairman of the Federal Reserve, who, while giving the 50" annual
Stamp lecture at the University of London in January 1996, a year before the Asian crisis, had argued that
the system of floating exchange rates was not working and that government intervention itself was not
sufficient to shore up exchange rate relationships. There was, he said, simply too much money for one
government to hedge against, and no nation was prepared to borrow or lend money indefinitely."**

Most economists believed that the Asian turmoil would, like the 1987 stock market crash, provide
a cooling off period for the US economy, reducing the chance for inflation in America, an inflation they
feared would be sparked by the low unemployment rate. They argued that the US economy where less than
11% of America’s gross domestic product is exported and only 10% of those exports go to the most
troubled of Asia’s economies was largely isolated from the larger world. But a growing minority were
beginning to worry that the old models no longer applied and that unpredictable economic forces had been
unleashed. For example, Bradford DeLong at the University of Berkley saw in the devaluations and
currency crises parallels with the 1920s, while Alan Blinder of Princeton University found an analogy in the
oil crisis of the 1970s.'°° Economist David Hale pointed out that between 1991 and 1997 East Asian
economies other than Japan had been responsible for half the growth in global output. It was hard to
believe that they could be crippled and not be a significant drag on the rest of the world. But of course the
burden of lean Asian markets could be off set as investment capital previously risked there sought the safety
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of North America and Europe.'®" It was easy to understand why investment funds sought safety.

Templeton Emerging Markets fund which had 60% of its assets in Asia and Latin America lost 13% of its
value in 1997. They fared relatively well. Other funds lost 25% of their value.'s?

By the end of 1997 Asia, with 30% of the world’s economy, was in a deep recession. The US<’ # < (,{{-, =D
economy, by far the largest and most powerful in the world, remained strong. In November 404,000 jor ¢! !
nonfarm jobs, driving the unemployment rate down to 4.6%, the lowest since October 1973. John

Huizinga, professor of economics at the University of Chicago, observed that consumer confidence was

high in the US while profits along with government expenditures were up. Only the export sector looked

weak. The commonly asked question was whether the US and other strong economies in the West would be
able to pull Asia out of its doldrums. As Stephen Roach, chief economist at Morgan Stanley Dean Witter

put it, *“The tug of war between Asia and the rest of the world looms as the most important theme for the

global economic and financial outlook in 1998.”'%
The Asian Crisis 1998

The Asian financial crisis continued to cripple world markets into 1998. On Thursday, January 8,
1998, the rupiah fell to an all time low of 10,550 against the dollar, a loss of 26% of its value in one trading
session. The Jakarta Stock exchange fell 12%, creating a ripples that sent other Asian markets lower.
Malaysia fell 2.7%, Singapore 7.1%, Thailand 2.7%, and the Philippines fell 5.2%. Only South Korea
where investors anticipated good news based on Seoul’s plans to restructure its debt did stocks rise, seeing
gains of 4% by the end of the day. The Dow fell 99.65 points.'®*

On Friday, January 9™, the Dow fell another 222 points in a rare January sell-off. 769 million
shares were traded in the New York Stock Exchange’s second busiest day ever. Declining stocks
outnumber rising stocks by a margin of five to one. In its second worst point decline in history the
NASDAQ closed 52.32 points down, leaving it with an almost 5% loss of value for the week. In part the
markets were reacting Labor Department figures indicating that the US economy had created 370,000 new
jobs in December, almost twice what the experts predicted, yet the unemployment rate had risen from it
twenty-four year low of 4.6% in November to 4.7% in December.'”® US manufacturing, according to the
Federal Reserve’s “beige book” report, released on January 39 was beginning to weaken tinder the impact
of the Asian crisis.'®® But more important was the grim news from Asia. Despite the efforts of the IMF,
including another $2 billion loan, South Korea’s Composite Index finished the day down 2.35%. The Hang
Send lost 3.9%. Singapore’s Straits times fell a whopping 7.43%. That was bested by the Philippines PSE
Composite which closed with a 8.3% drop in value. Malaysia's KLSE Composite lost 3.1%. Only already
battered Japan seemed relatively unaffected, losing just 0.2% by the end of the day.'®” Monday saw more of
the same with Hong Kong down 8.7% at closing and the Nikkei down 2.21%. Australian lost 2.33%.'®

Since July 1997 the IMF had arranged a total of $100 billion in loans for South Korea, Thailand,
and Indonesia, but those economies seemed unresponsive. Profit taking on January 15" left the Hang Seng
7% lower. That was balanced by a 6.5% rise in the Seoul market. Tokyo was closed for a national holiday.
The rest of Asia’s markets remained stagnant.'® The collapse of the Hong Kong investment company
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Peregrine Investments Holding Ltd. on Monday, January 12™ | further eroded Asian confidence. Created at
the beginning of the decade by Philip Tose and Francis Leung, who had honed their skills as members of
Citicorp’s security team in Hong Kong, Peregrine was a victim of the plunging Indonesian rupiah. It failed
in part because of its massive holdings in PT Steady Safe, an Indonesian taxi company closely linked to the
Suharto family.'™

At the beginning of February foreign investors, led by Europeans who were encouraged by
Indonesia’s austere reform package and South Korea’s agreement to reschedule its debt, began to show
renewed interest in Asian markets. On Monday, February 2", the Hang Seng surged 14.33% on its second
biggest point gain ever, and markets all across Asia rallied as well. Even the Thai baht was rejuvenated on
news that Bangkok had decided Friday, January 30™, to end the separation between on-shore and off-shore
currency markets. Only the market in South Korea closed down, falling more than 5%. Interestingly the
FTSE 100 index in London, euphoric at an announcement late Friday that Glaxo Wellcome and SmithKline
Beecham, two drug giants, were involved in merger talks that could create the third largest company in the
world, rose almost 3% Monday and closed at a record high. Optimists proclaimed the end of the Asian
crisis,'”" but of course they spoke too soon. Instead of the end of a crisis, the markets were experiencing
another round of growing insecurity. The Wall Street Journal noted:

In theory, a currency’s value mirrors the fundamental strength of its underlying economy,
relative to other economies. But in the current white-knuckled climate, traders and
lenders are trying to guess what every other trader thinks. While traders use the most
modern communications, they act by fight-or-flee instincts. Ifthey expect others are
about to sell, ...they try to sell...first. Itisn’t just economics at work now; it’s a
psychology that at times borders on panic.'”?

As Christopher Wood, the global emerging market strategist for Santander investment, pointed out,
financial markets all too often “are driven in the short term by herd psychology,””* and that herd
psychology was magnified by a situation where loans were increasingly specutative. Indeed, the Secretary
of the Treasury Robert Rubin had no doubt that lending and speculation led directly to the global crisis.'™
Jagdish Bhagwati, professor of economics at Columbia University, agreed, observing that rather than being
stabilizing as Milton Friedman had anticipated, money invested speculatively was very vulnerable to panics,
and that such panics tended to be self-justifying.'”

Politicians could exploit this psychological dimension to enhance their own power. In a situation
like China’s, for example, where a repressive government had only limited ability to adapt to the country’s
changing economy and where the economy was hampered by the demands of a one party system,'’ a
currency’s value was dependent not on a strict convertibility mechanism or on a disciplined international
monetary regime but solely on the willingness of govermment officials to support it. And of course a nation
supported its currency by its willingness to redeem that currency using its reserves of gold or hard
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currencies like dollars. Thus global currency stability was vulnerable to political extortion.'” But such
promises were often vain. No government was in a position to protect its economy in a world where
massive amounts of money flowed constantly and rapidly in response to rumor and in reaction to very real
economic problems remained.'” And Asia was awash in rumor and faced major economic problems.

First, the Asian crisis meant a fall in Asian demand, and this fall complicated Asia’s recovery.
The economic fundamentals in most of the “crisis countries” were sound. The problem was that these
countries had exhausted their foreign-exchange reserves by an over-reliance of short-term loans (these, as
we have observed, can be destabilizing) and their tendency to run currency account deficits that were
ultimately unsustainable. They were illiquid but quite capable of repaying their foreign debts in the long
term. Export surpluses were the most obvious way of doing that.'” But Japan served to illustrate that this
obvious truth and the solution it embodied were fraught with problems. Many looked to Japan to lead the
Asian recovery, but Japan during the post-war period had relied on credit and exports to power its economy.
Approximately 44% of Japanese exports went to Asian countries but these countries, victims of falling
currencies and rising interest rates, were no longer buying.180 Thus the Asian crisis meant that Japan was a
global liability rather than a global asset. It also crippled the economy of Australia, a nation which had
become heavily dependent on Asian tourism and on exports of agricultural products and raw materials —
especially meat, iron ore, and coal — to Asian markets. New Zealand, too, was in a steep decline. 81

Second, by January the crisis in Asia was beginning to have a noticeable impact on sectors of the
US economy. Pulp mills in Alabama and fishermen in Alaska were beginning to feel the pinch of shrinking
Asian markets.'® Even giants like Motorola stumbled as consumer demand collapsed in Japan and
Southeast Asia.’® US agricultural exporters were among the first to be hurt by the Asian crisis.'®* The
Commodity Research Bureau index, heavy with agricultural products, fell to a three-and-a-half year low.
American hide producers exported 60% of their product, most of that to South Korea, but because South
Korea was no longer importing hides, the American market collapsed. And since September 1997 prices
for industrial commodities in the United States generally had fallen by 10%. This capped a two year
decline, the longest slide in half a century.'® Commerce Department figures released in late August
publicize that corporate profits in the second quarter were down 1.5%, their first year to year decline in
almost a decade, while GDP was growing at only 1.6%.'%6

Unsurprisingly the Asian crisis hurt companies that depended on trade with Asia, particularly if
they exported to the emerging markets there. In 1996, for example, the US exported goods and services to
emerging markets that were equal in worth to the goods and services the US exported to Europe and
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Japan.”®” During the second quarter of 1998 the US trade deficit expanded from $149 billion in the last
quarter on 1997 to $252.9 billion. This was unprecedented and reduced the real annual GDP growth of the
US economy by about 2.4% in the first half of 1998,'*® this despite the fact that the trade sector accounts for
only about 10% to 15% of American GDP.'®” The high tech industry and agricultural exports were
especially hard hit. For example, on Friday, July 17, 1998, the Department of Commerce reported that
between May of 1997 and May of 1998, agricultural exports had fallen 12%.' Indeed, agricultural exports
fell for all of 1998. Nevertheless the economy still grew at 3.5%, bolstered by domestic demand, the
reluctance of the Federal Reserve to raise interest rates, and falling commodity and import prices which
lowered inflation. In other words, much of the US economy was enjoying conditions not unlike those
responsible for the Reagan boom in the mid-1980s.""

Robert Brenner, professor of history at UCLA, warned that the stock market boom and corporate
profitability had been too dependent on the devaluation of the dollar against the yen and the mark over a
period of ten years, and a stagnation of US wages during the same time. As imports increasingly squeezed
US manufacturers, he argued, corporate profits would be hurt and stocks would fall."”> And the Commerce
Department reported on Friday, July 17, 1998, the trade deficit in May was 10.3% higher than it had been in
April, arecord. Indeed, for the first five months of 1998, the trade deficit was 42% higher than it had been
in 1997. Exports were declining and imports were rising as nations that could no longer afford to purchase
American products attempted to jump-start their own economies by selling goods on America’s domestic
market.'”” But during 1997 and 1998, the US was able to maintain its growth in the face of a global
financial crisis in large measure because its is a service economy. The service sector accounts for
approximately 80% of employment in the US and almost that much of the economy’s output. That means
that only 20% of America’s economic activity in the 1990s results in the production of tradable goods, as
opposed to 40% in the 1950s. The cost of most these services is unaffected by the cost of foreign labor
while foreign imports can actually contribute to the creation of new service jobs. The US was able to
prosper while much of the rest of the world suffered because the US was protected by a well managed
service economy.'**

It is worth noting that while many Americans had benefited from the growing economy, many had
not. Personal bankruptcies were at an all time high, more than quadrupling between 1980 and 1998. By
1998 they were occurring at an annual rate of almost 1.5 million.'”> In 1997 arecord 1.3 million Americans
filed for bankruptcy protection. In fact, more than half of the 20 million Americans who filed for
bankruptcy since federal bankruptcy laws were first enacted a century ago have done so since 1985. In part
this was consequent to the Bankruptcy Reform Act of 1978 which made it easier for debtors to file for
bankruptcy protection, but it also reflected the explosion of easy credit and the massive marketing of that
credit,"® and the spread of legalized gambling."”’
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Much has been made of America’s low unemployment rate, but while unemployment is down (by
August 1998 it stood at 4.3%, close to a 25 year low),"”® many Americans, particularly among the more
unskilled, are working for lower wages.'” Despite the uninterrupted growth of the Clinton years and a
higher minimum wage, more Americans were classifiable as poor in 1996 than in 1989. America’s median
income rose only 1% in 1996 and, when adjusted for inflation, was lower than it was in 1988. Indeed, in
1997 the average America’s living standard was lower than it was in 1989 due to the fact that 60% of
American households had seen their real income drop between 1989 and 1997. And most of the American
families who enjoyed a rising income could thank not rising wages but longer hours and the fact that usually
both partners worked.”®® Despite the economic expansion since 1991 the wage of the median worker and
the income of the median family had by the end of 1997 failed to reach its pre-recession levels.®' This was
true even for states like Texas which seemed in the 1990s to have booming economies. Dick Lavine, the
senior fiscal analyst for the Center for Public Policy Priorities based in Austin, noted that in 1998 the
income of Texas families, though recovering somewhat from its 1989 nadir, still lagged behind where it had
been in 1979 and was 10% lower than the national average.zo2 Of course federal, state, and local
governments demanded their share of that income. David Littmann points out that the federal tax code,
which grew from 11,400 words when it was conceived in 1913 tops 555 million words today, and taxes
consume 42% of the average American’s personal income.?”®

Meanwhile, between 1981 and 1997 the wealthiest 5% of Americans saw their share of the
national income rise from 15.6% to 21.4%, due in large measure to investments. Indeed, through
investment that 5% of Americans controlled nearly 60% of the nations entire net worth. Under the Clinton
presidency American society had become increasingly economically stratified.” However, between 1994
and 1998 the value of the stock market doubled, making it attractive to many Americans. 43% of adult
Americans by mid-1998 owned some stocks as compared to only 21% in 1990, and many had invested
heavily. 57% of all household assets in America were staked in the markets.**®

Third, the crisis in Asia resulted in the collapse of the government in Indonesia, the fourth most
populous nation in the world with 202 million people, and the ouster of Indonesian President Suharto. Prior
to the crash in 1997 the Indonesian economy appeared sound. Wages were rising, inflation was low,
exports were expected to rise 14% that year, and analysts across the board were predicting Indonesia’s
economy to grow about 14%.2% But that did not happen. Instead between January 1997 and January 1998
the Indonesian stock market lost 50% of its value while the Indonesian rupiah fell 75%, despite $3 billion in
aid provided by the IMF. Indonesia’s plunging currency resulted in a loss of confidence among Indonesian
citizenry, hoarding, and other forms of social unrest.”” Some two million Indonesian workers had lost their
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jobs. Economists in a front page article in the English-language Jakarta Post on Friday, January 16", called
for Suharto’s resignation.m

Classed by the Clinton administration as one of ten leading developing countries, Indonesia was an
oil exporter and an important market in global trade, and was viewed by US strategists as an important
counter-weight to China. These strategists worried that Indonesia’s economic woes could destabilize the
country, result in anti-Chinese riots as Indonesians who had not fared well during the economic boom took
out their frustrations on the successful and highly visible Chinese minority, and create problems between
Indonesia and China.”®® Of course a confrontation between Indonesia and China could have repercussions
across the region. For example, all of Japan’s oil had to pass through Indonesian waters.?"

The dreaded riots came in mid-May in reaction to an austerity plan announced by Suharto under
the provisions of $43 billion bailout package offered by the IMF, and, as feared, the Chinese minority were
a primary target of angry Indonesians.?'' During the riots as many as 168 Chinese women may have been
raped in what many alleged was an organized campaign. In November a government investigation into 52
of those rapes concluded that there was “no indication that the rapes were committed systematically” but did
promise that the victims would be compensated. Suharto was forced to resign on May 21, 1998, ending his
thirty-two year rule.?"?

The collapse of the Indonesian economy not only brought down the government of Indonesia, it
also threatened many of the nation’s endangered species with extinction. Emboldened by the high prices
some of those species brought on the world market, trappers marched for days into Indonesia’s preserves to
capture or kill monkeys, elephants, fruit bats (the famous “flying foxes” whose wings are popular in
curries), anoa (mountain buffalo), babirusa (an East Indian swine whose tusks grow through the roof of its
mouth and curve toward its eyes), and tigers. One might have expected that the as the Asian demand for
lumber fell, the burden on Indonesian forests, but that did not happen. Instead desperate farmers, who in
some areas saw their poverty rate triple between May and October, began clearing forest land for
cultivation.”"

Fourth, the upheaval in Indonesia was followed by the collapse of the Russian ruble in mid-August.
By Thursday, August 28, 1998, Republic New York Corp., America’s 18" largest bank, announced that
losses from investments in Russia would wipe out its third-quarter profits.2' That news was only a small
part of the bad news which by day’s end brought the Dow Jones Industrial Average down 4.19%, or 357.36
points. Tokyo’s market fell 3%, leaving it close to a six year nadir. Markets in London were down 3.2%.
And sell-offs on these major exchanges were reflected in smaller markets across the world from Brazil to
Hungry. Three factors underlay this sharp market action: ( ! ) the Russian decision to suspend ruble trading
indefinitely, a decision which amounted to a default on at least $33 billion of its short term debt, which cost
George Soros $2 billion and Credit Suisse First Boston more than a quarter of a billion dollars,*'"® and which
sent Russian stocks tumbling 17% after trading was twice suspended,z'6 (2) concerns that Boris Yeltsin
was either incapacitated or would step down, and ( 3 ) consternation that Russia might be returning, at least
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in part, to Soviet-style economic solutions. In other words, there was a keen sense that Russia, despite a
$22.6 billion aid offer by the IMF,2'” was seriously adrift.2'®

Since the fall of the Soviet Union in 1991, the dishonesty and corruption which had become
systemic under the Communists had strengthened.?* Georgie Anne Geyer described an oligarchy of seven
men who had in the intervening years looted and denuded the country and now boasted of owning half of
Russia.”?® Russian GDP had contracted an astounding $50% as the government of prime minister Viktor
Chernomyrdin attempted to institute economic reform from December 1992 until March 1998.*' Much of
the decline had occurred in the early years. In 1997 the Russian GDP had actually risen 0.8% but that

¢modes gain was wiped out in the first five months of 1998 when GDP fell 0.2%. Declining world oil prices
harmed one of its most important exports. Indeed, the government had lost some much credibility that in
1997 only 4% of Russians even bothered to pay taxes.”” By Friday the Dow closed down at 8051.68,
having lost 550.97 points over three days.??*

The economic turmoil in Russia gave rise to a darker concern as well. Though destitute in
consumer goods, Russia was awash in military hardware, much of it among the world’s most sophisticated,
and enjoyed superpower nuclear status. In an effort to raise money, cash-strapped Russian was willing to
sell much of'its military equipment to any state that wanted to purchase it, and many of the world’s most
irresponsible regimes were willing to pay the asking price for Russian military goods. The real concern,
however, was Russia’s ability to control its nuclear arsenal. There were two levels to this concern. The
first was that the Russian government might be willing to swap nuclear components or nuclear know-how
for hard currency. The second was that rogue elements within Russia might leak nuclear material into
reckless hands. During the 1990s government agencies both in Russia and abroad thwarted efforts among
some Russian criminal elements to sell stolen nuclear material, but by the end of the decade many began to
fear that the Russian government itself might become the real proliferater. US intelligence officers watched
with grave concern as Russia negotiated the sale of a 40-megawatt heavy-water research reactor and a
uranium-conversion facility to Iran. Of even greater concern was the willingness of Russian Ministry of
Atomic Energy (Minatom) to sell the facilities for only a few hundred thousand dollars. Minatom’s director
Yevgeny Adamov had apparently come to the conclusion that the only immediate way for Russia to raise
money was through the sale of its nuclear expertise and tools. US security worried that negotiations on the
early sale could be a preliminary gesture to a four-reactor deal with Iran which could net the Russians up to
four billion dollars.”

The slide in US markets continued on Monday, August 3 1*, with industrials losing 6.37% of their
value, its second largest point decline ever, though in percentage terms it was only the 25" largest drop.**
For the month of August the Dow had lost 1,344 points, its worst ever monthly drop.?* By the end of
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August almost half of US domestic stock funds totaled losses for 1998.22" The NASDAQ Composite Index
fell 8.56%, its worst every-one day loss and a decline which left it down 25.57% from its July 20" record.
However, markets in other parts of the world held steady, sparking a recovery on Tuesday, September 1%,
despite the move by the central bank of Malaysia to limit the conversion of ringgit into dollars by fixing the
exchange rate to 3.80 ringgit to the dollar, a move which sent Malaysian stocks down 13%. After an
uneven day in which Wall Street first gained, then lost, 140 points, the Dow closed up 288.6 points, its
second largest ever, and the NASDAQ gained 76 points.*®

The US rally was followed by an Asian one on Wednesday, September 2™, Malaysian stocks were
up 12%, the Hang Seng rose 4.2%, Taiwan was up 2.2%, and Tokyo, giving back most of its earlier gains,
closed only slightly higher.??* This was followed on Thursday, September 3" by a loss of 100.15 points
(1.29%) on the Dow, with Standard & Poor’s 500-stock index dropping 7.71 points and the NSADAQ
losing 20.99 points. Meanwhile in Japan Hitachi, the electronic giant, announced that it expected huge
corporate for 1998 and Toa Steel announced that it would begin to liquidate its assets at the end of the fiscal
year.”*® On the following Tuesday, September 8", the Dow fueled by expectations of lower interest rates,
soared 4.9% or 380.53 points, its biggest one day point gain ever, and propelled the NASDAQ up 6.02%
for its second largest gain since it was created in 1971.%"

Then on Wednesday, September 9", the Dow plunged 156 points. A fall of more than 3%, or
249 .48 points on Thursday, September 10", wiped out all of Tuesday’s gains. For most of Thursday
afternoon stock losers out number gainers by three to one. The NASDAQ was down 2.5%.22 Analysts
suggested that the sell off was sparked by reports by Procter & Gamble and Merrill Lynch of lower than
expected profits, by concerns about the Monica Lewinsky affair, and by the Bank of Japan’s unanticipated
rate cut, a decision that sent the dollar higher against the yen.”**
On Friday, September 11", stocks began a four day rally, gaining 550 points. This ended on
Thursday, September 17", when the Dow, responding to huge sell-offs in Asia and Europe, falling 216
points or 2.7%.%*

On Tuesday, September 29™, Federal Reserve Board chairman Alan Greenspan announced a
lowering of short-term interest rates by a quarter of a percent, from 5.50 to 5.25, the first reduction in
almost three years.® Because tightening credit meant that the marginal borrower was finding it
increasingly difficult to negotiate loans, and because so much of an economy’s growth occurs at the
margins,”*® the Fed expected that its announcement would boost borrowing. Instead the Dow, registering
its disappointment with the cut and, reacting to lower than expected earnings reports from Northern
Telecom Ltd., Gillette Co., RJR Nabisco, and Unocal, fell 238 points while the NASDAQ dropped 40
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points. Tokyo fell 3%, to a twelve year low, in part because public funds expected to bolster the Japanese
market were not forthcoming,. Paris closed down 4.2%, Frankfurt down 2.3%, and London down 0.9%.%’

Late Wednesday, September 30, 1998, the IMF released its semiannual World Economic Outlook
which warned that a global recession was possible in 1999. This report coupled with Morgan Stanley Dean
Witter’s gloomy release earlier in the day, and followed on Thursday, October 1*, by a pessimistic sector
review by the US investment bank J.P. Morgan, sent European stocks down.® The Dow, initially
plunging, rallied by the end of the day but the NASDAQ Composite remained weak.”’ It is also worth
noting that the Labor Department reported in its Producer Price Index that during September US wholesale
prices rose 0.3%. Auto prices had risen 2.2%, the largest increase in eight years. The cost of heating oil
jumped 6.6%, the highest rise in eleven months. The price of electricity went up 0.5%, and despite a fall in
the price of beef, pork, and fish, food prices went up 0.4%, fueled by a 12.4% increase in vegetables and a
0.8% increase in the cost of fresh fruit. This rise in prices marked the end of a decline that spanned the
previous ten months. 24

Over the weekend of October 3™ and 4™ ministers of the Group of Seven met in Washington where
they were expected to arrive at a coordinated interest-rate cut. Instead they adjourned with a statement that
the global financial crisis had deepened. That meeting sent stocks on both NASDAQ and Wall Street
tumbling on Monday, October 5™, as investors poured money into US Treasury bonds.?*’ Asian markets,
too, were down. The Hang Seng fell 4.1%. Tokyo lost 2.1%. The Philippines market lost 2.4%. Bombay
lost 4.4%, while Sydney, Malaysia, and Jakarta all closed lower.2*?

On Wednesday, October 7" the Nikkei-225 index rose 6.17%,* as the dollar lost 8% of its value
against the yen, its biggest one day drop in a quarter century.”* But on Thursday heavy selling in export-
oriented high technology and auto industry stock caused the Nikkei to plunge 5.8%.2% Wall Street began
Thursday with a plunge of 274 points only to make most of that up during the afternoon, closing only 10
points below where it had ended Wednesday. The NASDAQ fell 43 points.** The brokerage firm
Donaldson, Lutkin & Jenrette reported that by the end of the day the average stock listed on either the New
York or the NASDAQ exchange was down 49% from its high over year.?"’

Friday, October 9™, saw the beginning of a two day rally on the New York exchange which by the
end of Monday would push the Dow Jones above the 8000 mark for the first time since September 29" >
but the rally was ended as profit takers switched their earnings into US Treasury bonds.”*® The problem
was that the return on a thirty-year Treasury bond had fallen from 6.1% in April 1998 to 4.7% on October
5" the lowest yield for long-term US government bonds in thirty-one years. This meant that Treasury
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_since December 1996.%%

yields despite being safe were well out of line with yields on other financial instruments, a reality which,
with the second reduction of interest rates by the Fed on October 15, would help to fuel money back into the
riskier market.”*

This market see-saw based on rumors and disappointed expectations illustrates quite well the
problematic psychological aspect of global markets that so worried the Wall Street Journal. Another aspect
of that problem was that while during most of the 1990s investors had viewed sell-offs as a time to buy, they
now viewed rallies as a time to sell. As Richard McCabe, chief market strategist at Merrill Lynch, said,
“Right now, 1'd rather sell the l'?/”_‘,’_,_“zs ' And in Tuesday October 27" the Conference Board reported that

consumer confidence had fallen“fto the fourth straight month bringing it to a lower level than at any time
Lo,

Lawrence Lindsey, a Former governor of the Federal Reserve and a resident scholar of the
American Enterprise Institute, observed that the dominant reality in the global financial markets was “the
headlong rush to quality. Investors have ceased to care so much about the return they get on capital, and are
preoccupied with the return of capital. This means a high degree of insensitivity to the price of money:
Interest rates don’t matter much when you're worried about losing your principal.”?** Alan Greenspan
reiterated that point in a speech before the National Association of Business Economists on October 7®
when he warned that investors across the world, concerned about the growing risked posed by international
equities markets were pulling their money out. This was, he said, creating a “looming credit crunch” that
would inevitably depress US consumer spending and put the breaks on an economy that had become
increasingly dependent on such spending.”** As Christopher Wood was to express the principle, “[C]redit
inflations always breed credit deflations.””**

On Thursday afternoon, October 15, 1998, in an attempt to counter-act the approaching credit
crunch, Alan Greenspan announced a second cut in short-term interest rates, lowering them a quarter of a
percent from 5.25 to 5, and lowered its discount rates for the first time in three years, also a quarter of a
point, from 5 to 4.75. The intent was to ease credit on home loans, credit cards, auto loans, and business
loans. This move, the second time in three weeks that the Fed had lowered its rates, surprised the markets
and sent storks soaring. The Dow enjoyed its third largest point gain in history, jumping almost 331 point.%
and closed at its highest level since August 26™.*® This was a gain of 4%.%’ Volume on the Big Board
totaled 1.03 billion shares, the fourth busiest day in its history. The NASDAQ added ten points,m By mid-
November the Dow was up 16% and the NASDAQ up 31%. It marked one of the most astonishing
turnarounds in recent financial history. But analysts were split over whether this marked the beginning of a
new bull market or whether it was a rehash of events in 1929 where the market crashed, was bid up again as
a prelude to a much longer decline.””* One problem was that though the Fed had hoped that banks would
make lending easier, banks did not initially respond. They looked not at the lower rates but at the rising
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risks: increasing credit burdens on borrowers, low personal savings, and rising bankruptcies.260 Indeed, as it
so often was in the United States, the level of personal savings was becoming a real concermn. Lawrence
Lindsey, former governor of the Federal Reserve, believed it was the single greatest cause for concern.”'
According to the Department of Commerce, in September and October of 1998 US households spent more
than they saved,”® something that had not happened since the 1930s.*® Lindsey argued that Americans on
average spent everything they earned and then some.?® But it should be noted that because so many had
invested in the stock market, and personal net worth had soared with the stock market, consumer spending
rates were running at only about 30% of consumer net worth, a ratio that had dropped from 60% in 1990.
While the observation does serve to counter concemns that American’s were over-spending (one could say
that Americans were not on a buying binge and eating into their accumulated capital, they were only
spending their pay checks), it did point to two related problems.

First, it meant that if the stock market crashed and failed to recover, people could be badly hurt
financially and have no cushion of savings to fall back on. As Stephen Roach, chief economist at Morgan
Stanley Dean Witter described it, “Consumers are spending every nickel they make and counting on the
stock market to do all their saving,” a phenomenon that lays the foundation for “an all the more dramatic
retrenchment of consumer demand if and when this asset bubble pops.”>®

Second, it meant there was no pent-up demand to build on in the future, and in a consumer driven
economy like the one in the US an absence of demand is poison.266 As Lindsey described it: in 1998 85%
of the GDP had been based on increases in consumption. A more normal rate was 65%. This meant that
21% of the GDP expansion in 1998 had been financed by the expansion of consumption. During the
Reagan years increased consumption financed only 9% of the GDP.**’

While consumer spending might continue to fuel the US boom well into 1999, it cannot continue to
fuel it indefinitely. Eventually the money will run out. In this regard it is worth noting that in early
December the layoffs started. Companies began slashing payrolls at a rate not seen since the early 1990s.
Of course then the US was in a recession or emerging from one, but these layoffs were occurring in a
supposedly prosperous economy. In part they were caused by the Asian crisis. Asian countries were not
buying American products and were flooding US markets with their own. Hence the demand for American
goods was down. They were also partly the result of mergers like the one between Exxon and Mobil which
ended up in a reduction of 7% of the oil giants’ work force. Of these two, the first had the most potentially
negative long term consequences. As William Sullivan, chief money market strategist at Morgan Stanley
Dean Witter observed, “Many of these layoffs are based upon overcapacity in their respective industries,
and this suzgégests unless there is a significant turnaround in global economic activity, the layoffs are likely to
intensify.”
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Nevertheless the market continued its run through the end of the year. From mid-October through
late November both the Dow and the NASDAQ registered spectacular gains. The Wall Street Journal
reported:

On average, it has taken the Dow Industrials five years this century to reach a new
peak from their old one after a 20% drop. Although this drop wasn’t quite 20%,

the 129 days it took for the industrials to register a new high is still less than half

the 275 days it took in 1990-91, the shortest recovery from a 20% decline ... recorded
in the postwar period.m

Concems about the looming impeachment of President Clinton coupled with worries about the
continuing deterioration of Japan’s economy brought the US markets down in early December,”” a
traditionally bullish month for Wall Street when money managers have money that must be spent, the
market quickly made up the loss. But when the impeachment of President Clinton became an accomplished

fact on Saturday, December 19% both NASDAQ and Wall Street boomed.?”!
What have we learned? What can we expect?
Nine points stand out in our account.

First, since the US abandoned Bretton Woods in 1971 the IMF has transformed itself. It has
become a lender of last resort and an economic tutor. It is a role for which the IMF was not initially
designed and it is a role the IMF often performs poorly. In an effort to contain or reverse economic events
in Asia, the IMF lent $18 billion to Thailand, $43 billion to Indonesia, $57 billion to South Korea, and $23
billion to Russia, for a total of $141 billion over the course of a year. Yet, the world was in worse shape
than it was in 1994 when the IMF first began to intervene in Mexico.””> IMF bailouts, even when
successful, as the one in Mexico supposedly was, are ambiguous at best, and IMF failures, like the one in
Indonesia, can be catastrophic. Too often the IMF has been willing to intervene to protect intemational
investors at the expense of local business and labor. In part this is because foreign investment has become
so tremendousty important to growth, a reality that has given foreign investors a great deal of political clout.
In addition the IMF and powerful economies like the ones that comprise the G-7 often work in tandem to
assist and restructure troubled economies. This is perhaps inevitable, but it does smack of intemational
meddling on a grand scale, almost an effort to remake the world in the image of the West. When IMF
policies fail, there is a risk of extreme national backlash like the one we have seen in Malaysia where
“Asian values” are trumpeted over Western ones. In an environment were tribalism is on the rise and where
internationalization looks increasingly like Westemization, failed economic policies can have repercussions
that go far beyond the economy.

Second, the world has become inextricably economically interdependent. National boundaries are
more porous than ever. The power of nation states is more limited. Cities and the economic regions they
define are re-emerging as the real power centers.”™ Some have argued that this interdependence, because it
increases capital mobility, has made the world economy more resilient. In that view, one country’s failure
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contributes to another country’s success.”’* However, it is also true that in times of crisis like the one in
Asia, money may flee developing markets for the safety of the West, meaning that developed economies
will benefit as the expense of developing ones. Furthermore, interdependence may make recovery more
difficult, especially for economies that have relied heavily on exports to finance their credit deficits.

Third, many of the developing economies grew increasingly dependent on debt, a reality which
made them more vulnerable to speculators. This created an economic environment where the level of
investor expectations when combined with rumor produced great market instability. This points to the
importance of transparency in the new economy. Investors need reliable information. The free flow of
information coupled with the freedom of economic choice seem more conducive to sound economic growth,
especially in credit economies, than do restricted information and limited economic options. And this
suggests that stable democratic institutions are more amenable to vigorous economies than are more
autocratic governments. When a single party rules for a long time, as was the case in Japan, corruption
becomes systemic. And that problem is exacerbated when there are no real political alternatives as is the
case in China. Corruption breeds inefficiency, and inefficiency creates waste and poverty. In the world of
credit, freedom and prosperity go together. As Mark Mobius, president of Templeton Emerging Markets
Fund, put it, “Perhaps one thing we’ve learned over the year is that unless you have a legatly based society
where peoples’ rights are respected, we’re going to be in trouble...especially as foreign investors.”?”

Fourth, as currently constituted, this economic/political synergy generally works to bolster the
power of politicians because they are often able to leverage economic issues to gain political ends.
However, sometimes, as in the case of Mexico during the 1994 elections, political decisions can work in
unintended ways to undermine a nation’s economy, and sometimes, as in the case of Indonesia in 1998,
unforeseen economic shifts can throw a nation into political chaos.

Fifth, bubbles occur when a significant percent of an economy’s assets are overvalued, and, as we
saw in Japan, Thailand, and even Hong Kong, bubbles by their nature cannot be sustained. There must be
some genuine relationship between the cost of a thing and its actual value. Transparency in both the
economic and the political spheres is probably the best single way to prevent a bubble economy from
forming,

Sixth, there is a real ethical dimension to economic decisions as illustrated not only by the phrase
“moral hazard” but also by realities like nuclear prg]_if&r'g,l'i&n. And there is a real psychological dimension
as well. Economics is profoundly human. As such $h@y work best when they function within an agreed
upon set of moral rules and ethical values and when the participants enjoy some shared standards. There
needs to be a greater awareness that local has become global and that decisions, whether they involve
selling nuclear reactors to Iran or raising the federal fund rate, should not be made without due
consideration being give to their international ramifications. In this regard it is hard to avoid concluding
that much of the West’s prosperity rests on decisions which impoverished millions in the non-Western
world.

Seventh, the absence of a shared economic standard has contributed significantly to a major
breakdown in world markets. Currenciessince the failure of the Bretton Woods standard in 1971;have been
unstable. In an effort to achieve some level of stability, many currencies pegged their values to the US
dollar. Currencies which maintained their pegs (the Hong Kong dollar and the Argentine peso are the most
obvious examples)*™® did better than those which devalued but as the example of Mexico’s “tesonobos”
illustrates, pegged currencies are vulnerable to interest rate decisions made by the US Fed. However, it
seems fair to conclude that devaluation is generally a bad idea and that the inflation it causes is a big
danger.
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Eighth, we should also consider the ecological impact of recession. In balance vigorous
economies seem more ecologically friendly than economies in crisis. In a real sense ecological concerns are
high level concems that require significant financial investment to resolve. Economies, to afford such
investments, must be strong. When economies fail, desperate people are more tempted to pillage than to
protect the environment. In other words, prosperity is “green.”

Finally, we need to consider what might happen in the United States in the near future. While the
service nature of the US economy has done much to protect Americans from the global economic collapse,
there are reasons to believe that it cannot do so forever. Because the US economy is largely powered by
domestic consumption, the lack of pent-up demand is likely to result in slower growth in 1999.
Furthermore, many Americans are heavily in debt and many, having saved little, are dipping into their
capital assets. Because so many Americans rely so heavily on the stock market for their future wealth, a
stock market collapse could be prove devastating. So far that has not happened, but the turbulent nature of
US stocks during 1998 bodes ill for 1999. Many have already been hurt by the new economic realities, and
their number could grow.

Having said that, the new economy is complex and difficult to evaluate with any precision. Often
the results one seeks or the success one claims depend on one’s perspective. For the standpoint of the
investors, the Mexican bailout was a positive. From the standpoint of a Mexican worker or shop owner, the
results were far more ambiguous. There is a massive amount of money out there, far more than any
government can control, and it will flow in directions difficult to anticipate and with consequences hard to
predict. Nor is it easy to see the kind of global impact something like Y2K will have. No thing is certain,
however: 1999 will be a very interesting economic year.
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The years wrap us unevenly

In their variegated textures.

For time unfolds according to its order.

But 'we get old a piece at a time.

A string of gray surrounds us.

A persistent stiffness,

A crumb of decay, a sudden splinter of pain.
Old age comes unevenly.

Rapping at us like a woodpecker.
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