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The East Asian Crisis in
Kindleberger-Minsky’s Framework

OMAR E SAQIB*

The paper reviews the 1997 East Asian crisis within the framework of the five stages
of displacement, boom, overtrading, revulsion, and tranquillity of the Kindleberger-
Minsky model. It further notes that the recent interpretations of the crisis, based on
the hypotheses of fundamental imbalances and financial panic, conform to the stages
of the Kindleberger-Minsky model.

1. INTRODUCTION

The instability in Indonesia, Korea, Malaysia, the Philippines, and Thailand
(hereafter EAS) started out with the floating of the Thai baht in mid-1997 which
was immediately followed by a spiral of devaluations in the region. These devalu-
ations rocked the conventional wisdom of the so-called first-generation and the
second-generation models of currency crisis.! Nevertheless, the present paper notes
that the Kindleberger-Minsky model of five stages of displacement, boom, overtrad-
ing, revulsion, and tranquillity of a financial crisis is fairly comprehensive in un-
folding the events of EAS turmoil. Furthermore, recent interpretations based on the
hypotheses of fundamental imbalances and financial panic as the root cause of the
crisis after a focused examination conform to the stages of the model.

Thus, this review begins with the stylized facts of the EAS crisis using the Kindle-
berger-Minsky model (section 2). It then compares the two hypothesis of the causes
of the crisis with the main framework of this paper (section 4). Final remarks then
follow (section 4).

* Department of Economics, University of Joensuu, Finland.
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! Contrary to the predictions of the first-generation models (following Krugman 1979}, in EAS the fis-
cal balances were in surplus and international reserve did not pose any alarming reduction prior to the
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2. ANATOMY OF THE CRISIS

The Kindleberger-Minsky model can be summarized in five different, yet rela-
tively contemporaneous stages of displacement, boom, overtrading, revulsion, and
tranquillity.?

The crisis starts out with a displacement, an exogenous shock, to the macro-
economic system that alters profit opportunities in at least one sector. Individuals,
firms, and businesses take advantage of the new opportunities thus paving the way
for a “boom”. Typically, a boom enlarges the money supply and results in an in-
crease in credit channels. With the propagation of positive feedback the economy
involves in overtrading. Overtrading signifies the exaggeration of some activity, for
example, over-borrowing, over-investment, over-consumption. Prices and profits con-
tinue to increase until a few insiders decide to sell out after taking their profits. This
is the period of revulsion. Economic agents realize that the market cannot go higher.
Given even a trivial shock, this realization may turn into a stampede. Consequently,
a crisis breaks out and panic feeds on itself. Tranquillity sets in when one or more
of three things happen: (i) low prices tempt people to move into less liquid assets;
(ii) cutting off of trade because of limits on price declines; (iii) a lender-of-last-re-
sort convinces the market of sufficient cash.? ;

The model is quite suggestive in that it provides a systematic interpretation of
the recent East Asian crisis. The stages of the model can be traced in five episodes
of the EAS turmoil: liberalization policies, credit growth, overinvestments, finan-
cial distress and crisis, and lender-of-last-resort.*

Liberalization Policies — Displacement

Following the general trend of the previous decade in developing countries, the
economies of EAS also pursued liberal economic policies. Particularly since the mid-
1980s, these countries started to open up through trade and financial liberalization.
As a result, volumes of foreign capital started to pour into this region. However,
the driving force behind these flows was not the financial deregulation alone but
also the sound economic performance of these dynamic economies.

crisis. For the period 1994-1996, the economies of Indonesia, Korea, Malaysia, the Philippines, and
Thailand on average recorded budget surpluses of 1.44, 0.24,2.95, 0.61, and 2.34 percent of their respec-
tive GDPs. The average gross international reserves of these economies for the same time period were at
7.83,7.00, 31.40, 11.84, and 21.33 percent of GDP (World Bank 1998). On the other hand, as opposed
to the main prediction of the second-generation models (following Obstfeld 1986), high growth rates in
EAS provide little room for concern on the part of governments to abandon the peg in favor of internal
objectives. In the period 1994-1996, Indonesia, Korea, Malaysia, the Philippines, and Thailand recorded
an average GDP growth rates of 7.76, 8.24, 8.96, 4.95, and 8.14 percent respectively (World Bank 1998).
2 The model stems from the writings of Hyman Minsky (1982a, 1982b, 1975), championed by Charles
Kindleberger in Marias, Panics, and Crashes: A History of Financial Crises (1996, pp. 11-6).

3 Kindleberger (1996, p. 15).

4In current economic literature, two analyses of the Asian crisis by Palma (1998) and Kregel (1998) are
compatible with that of the present review.
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Most notably, net foreign portfolio and direct investments account for the surge
in these inflows. According to the International Monetary Fund, capital inflows to
the east Asian countries during 1990-1994 more than doubled throughout the 1980s
and amounted to 50 percent of capital inflow into the whole developing world (Park
1996, p. 359). It is not surprising, then, that the annual capital inflows into the EAS
averaged over 6 percent of GDP between 1990 and 1996 (Radelet and Sachs 1998b,
p-23).

Since economies of this region are typically characterized by their high saving
rates, the capital inflows resulted in massive investments. The boom in investments
accompanied credit growth.

Credit Growth — Boom

A major proportion of capital flow into EAS changed its composition from
1990-1994 onwards. According to the Bank for International Settlements (1998),
at annual rates between 1990-1994 and 1995Q1-1996Q3 net interbank lending,
bank lending to non-banks, and bond issuance increased from 19 billion dollars to
75 billion dollars. On the domestic front, bank credit to the private sector in EAS
increased from an average of 28.6 percent of GDP in 1980 to 61.9 percent of GDP
in 1995. However, bank credit to the private sector in Indonesia and Thailand ex-
perienced more than average increases, whereas, Korea and the Philippines were
below average and Malaysia accounted for an average increase (Bank for Interna-
tional Settlements 1997). Radelet and Sachs (1998a) note that in Malaysia, Thai-
land, and Korea claims in the private sector jumped from about 100 percent of GDP
in 1990 to 140 percent in 1996, and in the Philippines credit growth on average
was over 40 percent from 1993 to 1996.

The characteristic of high saving rates coupled with the repute of sound eco-
nomic performance, credible fixed exchange rate regimes, and huge capital inflows
gave rise to investments. Some in already profitable industries and some in newly
boosted non-tradable sectors such as real estate.

Overinvestment — Overtrading

Not long ago East Asian economies were praised for their successful track record
based on dazzling export-led growth and sound macroeconomic fundamentals. The
popularity of the so-called ‘Asian Miracle’ was iterated every where. The data on
risk premium, credit ratings and other indicators reported by market participants,
analysts, and especially business press and media ranked them high. The skeptics
of this repute were rare. Bello (1998) while commenting on the East Asian finan-
cial crisis blames the business press and media for creating a false psychology of
permanent boom that eventually resulted in the financial turmoil.* In this regard,

S In a similar yet slightly different context, Kindleberger calls this phenomenon as “venal journalism”
(1996, pp. 74-6).
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he cites an assessment of the Thai economy in December 1996 by a leading expert
on Asian investment who was widely quoted in the Economist, Far Eastern Eco-
nomic Review, Financial Times, Reuters, and the Asian Wall Street Journal (ibid.,
p. 48): “We believe that current pessimism about the Thai economy is based on a
number of key misconceptions. We do not believe any of the following: (i) Thai-
land is entering a recession; (i) Investment is collapsing; (iii) Export growth is col-
lapsing; (iv) The Bank of Thailand has lost control; (v) Current account deficit is
unsustainable; (vi) Thailand faces a debt crisis; (vii) There is a chance that the baht
will devalue”.

These features contributed to the conditions of what is known as “market eu-
phoria”. This euphoria, in turn, resulted in high levels of investments, may it be for
speculation purposes or already heavily invested corporate sector. From the mid-1980s
and throughout the 1990s, the economies of East Asia maintained very high invest-
ment rates. With the exception of the Philippines, the EA5 recorded an average in-
vestment rate of more than 30 percent of their GDP. In 1996, the investment rates in
Indonesia, Korea, Malaysia, the Philippines, and Thailand were 32.1, 36.8,42.2,23.2,
and 42.2 percent of their respective GDPs (Bank for International Settlements 1998).

The investments were destined towards two main sectors: the corporate sector
engaged in manufacturing products and speculative investments in land and real
estate. The Korean conglomerates are the most notable examples of overinvestment
in the corporate sector. The speculative activities in the land and real estate sectors
were most evident in Thailand, Malaysia, and the Philippines. Between 1990 and
1993, the stock market for the property sector in Thailand rose by 335%; in Ma-
laysia and the Philippines between 1990 and end of 1996 by 160% and 271% re-
spectively (Corsetti et al. 1998).

The euphoria based on many years of virtually uninterrupted growth led nearly
everyone to underestimate the rising determinants of a financial crisis. Thus, the adverse
consequences of this euphoria though patent even in 1996 were largely neglected.

Financial Distress and the Crisis — Revulsion

The traditional signals of financial fragility, such as export growth slump, cur-
rent account deficits, and rising short-term debts started to become evident as early
as 1996. Even then and irrespective of the profitability prospects, the corporate sector
borrowed and invested heavily. This contributed to the conditions of oversupply,
especially in the semi-conductor industry, which resulted in price collapse. An ex-
port growth slump was almost unavoidable.é

The return on invested capital in some of the Korean chaebols followed a sig-
nificant reduction. The return on invested capital during 1992-1996 in Hanbo,

¢ Other notable factors: appreciation of the Japanese yen against the US dollar after 1994 and the de-
valuation of the Chinese yuan in early 1994 (Radelet and Sachs 1998b), reduction in the intra-regional
trade in the East Asian region (Bank for International Settlements 1997).
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Sammi, Jinro, Kia, and Dainong was 3.0%, 2.9%, 2.7%, 18.9%, and 6.8 % respec-
tively; in 1996 alone the returns with the exception of Sammi fell down to 1.7%,
3.2%,1.9%, 8.7%, and 5.5% (Corsetti et al. 1998). Consequently, in January 1997,
Hanbo collapsed under debts, followed by Sammi, Jinro, and Kia defaulting in
March, April, and July.

In early February 1997, the Samprasong Land, a Thai financial company, missed
payments on its foreign debt. This precipitated a fall in the property prices and dis-
tress for all those financial institutions that had lent heavily to property companies.
The impact of these developments was bound to affect other countries of the re-
gion. On March 28, 1997, the Malaysian central bank (Bank Negara) restricted loans
to property and stocks to avoid a similar situation as in Thailand.

In late June 1997, the Thai central bank abandoned support for 16 cash-strapped
finance companies. Thus, igniting foreign fund withdrawals and initiating specula-
tive attacks that eventually forced the Thai baht to float on July 2, 1997. The crisis
in Thailand quickly engulfed Malaysia and Indonesia shortly followed by the Phil-
ippines. Indonesia had to float its rupiah on the 14 of August, whereas Malaysia
and the Philippines had to widen the bands of their respective currencies.

At the beginning of the crisis, the panic on the part of the investment commu-
nity induced huge withdrawals of foreign capital from the region, thus worsening
the crisis. The Korean government defended its won the whole summer and autumn
of 1997 but eventually had to float on December 16, 1997. The floating of these
currencies was the first major break-down of the much deeper melt-down that fol-
lowed. To calm down the panic, action of a lender-of-last-resort was expected.

Lender-of-Last-Resort — Tranquillity

In spite of initiating one of the largest bail-outs in the history of financial cri-
ses, the action of the International Monetary Fund has come under heavy criticism.
It is generally argued that the traditional demand-side conditionalities and finan-
cial reform suggestions unnecessarily exacerbated the instability. In particular, pre-
scription of closing down insolvent banks, high interest rates, and fiscal contrac-
tions resulted in the deepening of the EAS turmoil. At a later stage the Fund relaxed
many of its requirements and dealt the situation in a relatively unorthodox man-
ner. However, it seems more plausible to accept other reasons, for example trans-
ference into less liquid assets due to price declines, for the relative tranquility that
returned to the region than the actions of the International Monetary Fund (apart
from the fact that the panic cannot go on forever!).

3. FUNDAMENTAL IMBALANCES OR FINANCIAL PANIC?
Following the EAS turmoil, a large number of interpretations on the causes of

the crisis have emerged. Two compatible explanations are in the vanguard: that
fundamental imbalances triggered the crisis, and that financial panic was at the core
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of the crisis. A focused examination of these views reveals that they are in accor-
dance with the stages of the Kindleberger-Minsky model.

Fundamental Imbalances

According to this opinion, at the root of the crisis was the moral hazard prob-
lem which spread through the corporate, financial, and international level result-
ing in fundamental imbalances, such as current account deficits and overvalued real
exchange rates, which in turn, amid investor’s panic ended in the crash. While ex-
plaining the root of the crisis, Corsetti, Pesenti, and Roubini note: “The moral haz-
ard problem in Asia magnified the financial vulnerability of the region during the
process of financial markets liberalization in the 1990s, exposing its fragility vis-a-
vis the macroeconomic and financial shocks that occurred in the period 1995-1997.
The problem exhibited three different, yet strictly interrelated dimensions at the
corporate, financial, and international level”. (1998, p. 2)

The essence of this view is the problem of moral hazard causing deterioration
of fundamentals. Moral hazard arises, from a lender’s point of view: due to asym-
metric information and enforcement costs; and from a borrower’s point of view: as
a borrower does not bear loss in the case of a project failure (Mishkin 1992). How-
ever, the Kindleberger-Minsky model suggests that the problem may be exaggerated
by “market euphoria”. When borrowers and lenders or other economic agents rely
heavily on the sound performance of the economy, drawing their opinions based
on risk premium data, credit ratings and/or other indicators reported by market
participants and analysts.

The hypotheses is that the so called “Asian Miracle”, which was further boosted
with huge capital inflows (especially in the form of international bank lending) after
the pursuance of liberalization policies, overcame the worries of a borrower and a
lender (local or international) in the case of a riskier project. Furthermore, a project
cannot be held riskier when either there is an inflation of financial assets (as in the
case of Malaysia and Thailand in real estate sector), or investment in corporate sector
with relatively profitable past (as in the case of Korean Chaebols). In addition to this,
the problem also arises due to explicit or implicit guarantees by a lender-of-last-resort.

The moral hazard problem in the case of East Asia cannot be attributed only
to, as generally perceived, corrupt governments, mismanaged banking system, or a
lack of transparency in corporate governance. The market euphoria had a major
role in exaggerating the problem. It was not long ago when countries of East Asia
were known as miracle economies. Thus, the argument of fundamental imbalances
refers to the overtrading stage of the Kindleberger-Minsky model as discussed in
the preceding section.

Financial Panic

The financial panic hypothesis, forwarded by Steven Radelet and Jeffrey Sachs,
disregards the deterioration of fundamentals as the root cause of the East Asian
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financial crisis. The argument advanced is that the fundamental imbalances were
sustainable, whereas, the vulnerability of large-scale capital inflows to financial panic
was not, this being the ultimate cause of the crash.

Following a period of financial distress, a reversal of foreign capital inflows
began when the Bank of Thailand withdrew support from cash-strapped finance
companies. Financial panic on the part of the investment community triggered capital
outflows while the situation was further exacerbated by the mismanagement of the
crisis by local governments and wrong policy prescription of international rescue
programs. In other words: “... collapse came... because of a euphoric inflow of capital
that could not be sustained... the Asian crisis... caused by a boom of international
lending followed by a sudden withdrawal of funds. At the core of the crisis were
large-scale foreign capital inflows into financial systems that became vulnerable to
panic... A combination of panic on part of the international investment community,
policy mistakes at the onset of the crisis by Asian governments, and poorly designed
international rescue programs have led to a much deeper fall”. (Radelet and Sachs
1998a, p. 2)

The emphasis in this interpretation is on panic. Eventually, market euphoria
based on overtrading ends in a crash, usually preceded by or amid panic. Thus, the
financial panic hypothesis refers to the revulsion stage of the Kindleberger-Minsky
model.

4. FINAL REMARKS

In spite of several explanations of this crisis in recent times, for some econo-
mists it still remains a debatable issue. As Krugman (1999, p. 1) notes, “The truth
is that nobody really imagined that something like the Asian financial crisis was
possible, and even after the fact there is no consensus about why and how it hap-
pened.” Nonetheless, the Kindleberger-Minsky model fairly comprehensively un-
folds the events of EAS turmoil. Moreover, it reflects the two leading interpreta-
tions of fundamental imbalances and financial panic of the crisis in its two distinc-
tive stages of overtrading and revulsion.

Furthermore, the Kindleberger-Minsky model invites a more focused exami-
nation of its stages within the context of EAS crisis. Several issues are worth de-
tailed investigation. Firstly, an analysis of the liberalization policies in the EAS re-
gion. Secondly, measurement of the credit growth prior to the crisis. Finally, to find
the determinants of overinvestments in relation to the role of market participants,
analysts, and especially business press and media, apart from the traditional deter-
minants of investments.
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