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Who Sank, or Swam, in Choppy Currents of a World Cash Ocean





By NICHOLAS D. KRISTOF with EDWARD WYATT





Mary Jo Paoni stood contentedly in her front yard, as firmly planted in Middle America as any of the cornstalks out back. 





"I wouldn't invest in Asia," she said, shaking her head decisively. A 59-year-old secretary with big, sparkling eyes, a plaid shirt and no pretensions, she added, "Investing in Asia frightens me." 





Her husband, George, a retired meat cutter, was standing beside her as the sun set over Cantrall, Ill., a farm town about 130 miles southwest of Chicago. He was equally adamant. "If I'm going to gamble," he said, "I want to sit down with my friends." 





Yet Mrs. Paoni, who has never traveled outside the United States, is in fact invested in Asia and all over the world, although she does not know it. 





After retiring in April from her job as a secretary with the state government, she will rely on a pension fund that has large investments abroad, giving her indirect ownership of stocks in Indonesia and Russia and Brazil. And the cash she tucked away in an A.G. Edwards money market account was funneled to big banks, which helped build elegant hotels and office towers from Argentina to Vietnam. 





Millions of Americans have become, like the Paonis, the unknowing financiers of developing countries, as money swishes around the world today from Cantrall to Russia to Brazil to China, connecting the most unlikely people. Among them are Mrs. Paoni and an Indonesian rickshaw driver named Salamet, a 27-year-old with a drooping mustache, an angry wife and three hungry children. 





For Mrs. Paoni and most Americans, these are still good times economically. But elsewhere in the world, hundreds of millions of people like Salamet are still caught in a severe crisis, one that has recast lives and will haunt a generation in the East just as the Great Depression shaped a generation in the West. 





It is still not clear that the financial upheavals, which began in Thailand in July 1997, will ever damage the United States. But the collapse of Brazil's currency in January and the jolt it gave markets worldwide underscored the continuing risks of "the most serious financial crisis in half a century," as President Clinton called it in his State of the Union address. 





The worldwide financial crisis over the last 20 months has toppled some governments and hobbled others. The crisis has turned Salamet's life upside down without affecting Mrs. Paoni at all -- but it illustrates how globalization increasingly stitches lives all over the world into a single economic quilt. 





In the new economic landscape that has emerged in recent years, the pool of international investments has grown to dwarf the sums that governments can muster, and money zips around the globe far faster than ever before. The result is a world more prosperous, but also perhaps more wobbly. 





"More and more people are asking whether the international financial system as it has operated for most of the 1990s is basically unstable," Ian McFarlane, governor of Australia's central bank, said at a recent conference in Singapore. "And I think by now the majority of observers have come to the conclusion that it is." 





Salamet, the Rickshaw Man 





Salamet, a burly man with an expression as hard as his      biceps, knows nothing of finance, but he understands that his world is falling apart. 





As he sat on the porch of his little white house in a remote corner of Indonesia, his thoughts were on his mother. He sat brooding, his stomach tying itself in knots, as his mother's gasps filtered through the curtain from the next room. 





She was lying on the floor, dying of cancer, a huge tumor growing inside her breast. What gnawed at Salamet each waking moment was not just her gasps but also his guilt at the knowledge that he could help her but had decided not to. 





The doctor had prescribed a painkiller costing $2 a month, a sum that Salamet earns in two days and could afford. But as his wife, Yuti, reminded him sharply, if he were to buy the painkiller, he would get further behind in making payments on his rickshaw, meaning that it might be seized and he would lose his livelihood. 





Or he would have to stop paying school fees, meaning that his son Dwi might be forced to leave the second grade and never get an education. 





Although Salamet has always been poor, the financial crisis has deepened the desperation in his home and countless others. Indeed, if Dwi drops out, he will have plenty of company: The Asian Development Bank estimates that 6.1 million children have left school in Indonesia in recent months because of the economic crisis. 





Salamet contemplated his options as he sat, stony-faced, beneath the mango trees of Mojokerto, a midsized town 400 miles east of the Indonesian capital, Jakarta. He is quiet by nature, and when his wife scolds him for not earning enough money, he does not shout at her or hit her, as other men in the neighborhood might. 





"Instead, he just sulks," said Mrs. Yuti, a slim woman with high cheekbones; an embarrassed grin spread across her face and was mimicked by the baby she was carrying in her arms. 





Salamet, who like his wife and many other Indonesians uses only one name, pondered the bleak options in a flat voice, weighing what flexibility he might have. Would the school really expel Dwi if he got further behind on the school fees? How long could he delay payments before the rickshaw would be seized? How little pain reliever could he get away with giving his mother to ease the worst of her agony? 





Tired of this calculus, he shook his head. 





"If it were like before and I had money," he growled, "of course I would buy her more painkillers. But now I can't spare the cash for her." 





>From Speculation to Crisis 





The initial impulse in the United States as the crisis erupted was to see the problems as an      outgrowth of Asian corruption and cronyism. These probably made the situation worse, but a growing body of evidence suggests that there was nothing uniquely Asian about these countries' problems, and that the catastrophe was worsened by folly and hubris in the United States and Europe. 





It was bankers and investors in Moscow and the Thai capital, Bangkok, who speculated wildly on stocks and real estate and thus built up catastrophic bubble economies. But it was U.S. officials who pushed for the financial liberalization that nurtured the speculation (even if developing nations themselves welcomed it). 





And it was U.S. bankers and money managers who poured billions of dollars into those emerging markets. Then, when the crisis hit, U.S. officials insisted on tough measures like budget cuts and high interest rates, which many economists argue made things worse. 





The failure in January of the $41.5 billion bailout of Brazil demonstrates that the West still has not found a reliable formula for dealing with these crises. Experts continue to worry about the danger of a global recession or worse, and about the risk that economic woes may tear apart countries like Indonesia and even China. 





Resentment at U.S. policies -- and perhaps at the United States' economic success -- has also led to a sense in many countries that the global economy is at an ideological turning point. In particular, there is a growing backlash against what some nations regard as an American model of laissez-faire capitalism, which rescues Connecticut hedge funds but sacrifices Indonesian children. 





Particularly in Tokyo and Paris, where markets have always been regarded as something like ornery oxen -- best when firmly yoked and even then prone to leave messes -- there is talk of sturdier harnesses to guide capital flows, speculators and markets themselves. 





What does all this portend? And how can it be that, as David Hale, chief economist of the Zurich Group, describes the financial upheaval of the last year and a half, "a real-estate crisis in Bangkok set in motion something that has no parallel in human history"? 





Early Gains for Salamet 





The saga begins in places like Salamet's riverside neighborhood in Indonesia, then a poor      country that had not yet taken on the glitter of an emerging market. 





For countless generations, Salamet's ancestors have been agricultural laborers, owning little or no land, struggling to survive and often not even managing that. When Salamet was 10, his father fell to his death from a palm tree he was pruning. 





Salamet's mother remarried, and the boy and his new stepfather labored side by side each day, lugging sacks of sand from riverbanks to sell to cement factories. It was backbreaking work, but it was accompanied by breathtaking progress. 





As foreign investments poured into Indonesia, the town of Mojokerto thrived in the general prosperity. Salamet and his stepfather, Pirso, rented rickshaws and began driving them -- a business that boomed as people made a bit more, and as mud paths were paved to make rickshaw travel feasible. 





Indonesian families are usually close-knit, and Pirso sent some of the money to help his own mother, Mariyam, in the town of Kediri several hours' drive to the south. 





Mrs. Mariyam, a thin and energetic gray-haired woman, was sitting one day recently in her store-bought wooden chair, beside her nicely finished bureau, on which rested a black Deluxe All Transistor Radio that in English pledged INSTANT SUPERB SOUND. 





The floor was concrete, the roof was tile, the walls were covered with tattered wallpaper, and a curtain covered the bedroom next door. It had become a genuine house, no longer a hut, and outside was a pump and outhouse-cum-bath built five years ago by Pirso. 





"It's a big improvement," she said, "because the river was far away. And it's nice, because I can bathe without everybody seeing. It's supposed to be that if you're bathing in the river, people stay away. But some of the men are naughty." 





These gains over the years have been enormous, and so far they have proved reasonably durable. The deprivation and hunger are serious, but as yet there is little evidence that the financial crisis has sent Asia 20 or 30 years backward or that it has destroyed the middle class. 





Third World Is Renamed 





Traditionally, Mrs. Paoni's savings would have stayed far from any place where people have to      bathe in rivers. Her money would have remained where she still thinks it is, entirely in nice and safe American communities like hers. Mrs. Paoni and her husband have invested in stocks, but they say they have stuck to blue chips like Coca Cola and Disney. 





She wants security above all. Risk is acceptable when confined to her Mary Higgins Clark mysteries and Stephen King horror novels, but she is counting on safe investments and her pension income when she and her husband pull up stakes this year and move, perhaps to Florida. 





Income in retirement will come from the Illinois state pension fund, which like most pension funds has the same deeply conservative instincts as Mrs. Paoni. 





But even that is slowly changing, as fund managers seek higher returns. In 1980 less than 1 percent of pension-fund assets in the United States was invested abroad, but by 1997 that figure had risen to 17 percent. And so, as part of the process bandied about as "globalization," Mrs. Paoni has tiny financial stakes in dozens of countries around the world. 





One reason Americans like her and her pension-fund managers used to be unwilling to invest in places like Indonesia was the description "Third World markets," which had an ominous ring. In the mid-1980s the International Finance Corp. of the World Bank was trying to drum up support for a Third World investment fund, when one listener complained about the terminology. 





"No one wants to put money into the Third World investment fund," the man protested. "You'd better come up with something better." 





So in just a few days officials dreamed up an alternative -- "emerging markets" -- and it proved a winner. The first emerging-markets fund came out in 1986, and the craze was born. 





Emerging markets quickly produced emerging gurus. One of the most prominent is Mark Mobius, 62, who is instantly recognizable at investment conferences with his shaven head and stern, lean look. 





Templeton Funds recruited Mobius in 1987 to figure out the small markets of the world, and under him the Templeton Emerging Markets Fund was a success almost immediately. In 1988 the fund gained 37 percent, and then it soared 98 percent in 1989. After a small dip in 1990, it rocketed 112 percent in 1991 and after another dip soared 100 percent in 1993. 





"The 1987 crash was very bad for emerging markets," Mobius said. "But in 1988-89 the recovery came, and the ball started rolling as people started waking up to the tremendous returns that were possible." 





The bullishness was, in part, self-fulfilling. The stock markets in small countries were tiny, and modest investments by Westerners tended to bid up prices, thus attracting more investors. 





The result was that hubris increased more rapidly than the caliber of most investment research. Bright young men and women who could barely read a spreadsheet moved to Asia and ended up getting hired as research analysts by investment banks. They sometimes made hundreds of thousands of dollars a year picking stocks in countries whose languages they could barely speak. 





The Capital Starts to Flow 





Even more than pension funds and mutual funds and other stock purchasers, banks were piling      into emerging markets -- particularly banks from Europe and Japan. Investors bought $50 billion worth of stocks and bonds in emerging markets in 1996, but that year international banks poured $76 billion into those countries. 





>From Mrs. Paoni's money market account at A.G. Edwards, the American brokerage company, cash flows to major U.S. banks, like J.P. Morgan and Chase Manhattan. There is no risk to Mrs. Paoni, but from the big banks some portion of her savings journeys abroad. 





All this capital made a spectacular difference to emerging-market countries. 





"When history books are written 200 years from now about the last two decades of the 20th century," Deputy Treasury Secretary Lawrence Summers said recently, "I am convinced that the end of the Cold War will be the second story. The first story will be about the appearance of emerging markets -- about the fact that developing countries where more than 3 billion people live have moved toward the market and seen rapid growth in incomes." 





Countries like Chile, Egypt, Russia and Vietnam became enmeshed in the international economy. In Moscow, tycoons dripping with gold and diamonds began to drop hundreds of dollars at trendy new restaurants, and in the early 1990s more Mercedes 600 SEL sedans were selling in Moscow, at $130,000 apiece, than in New York City. In the Russian city of Volgograd, one wealthy citizen plunked down $300,000 to buy two stretch limousines. 





In Brazil's biggest city, Sao Paulo, homeless children slept under billboard advertisements for mutual funds, and farther south, in Argentina, cash machines spat out U.S. dollars and televisions offered 50 cable channels. 





And in the ancient Chinese lakeside city of Hangzhou, two "dakuan," or fat cats, got into a contest to see who was wealthier. They began burning real currency to show off, and in a blink they had each burned $400. 





In one sense, today's crisis fits neatly into a long history of financial manias and panics. Emerging markets have been risky ever since the 1320s, when England, then a developing country, defaulted on loans to banks in the Italian city-state of Genoa. In the 19th century, states like Mississippi defaulted on debts just as Russia did last year. 





Yet for all the parallels with the past, new elements are at work to make the global economy very different from that of a century ago, or even a decade ago. Most fundamentally, finance and technology have exploded in importance and now dominate the economic horizon. 





In a typical day, the total amount of money changing hands in the world's foreign exchange markets alone is $1.5 trillion -- an eightfold increase since 1986 and an almost incomprehensible sum, equivalent to total world trade for four months. 





"It's no longer the real economy driving the financial markets," said Marc Faber, a prominent fund manager in Hong Kong, "but the financial markets driving the real economy." 





Already, a 15 percent increase in U.S. stock prices bolsters American wealth by $1.7 trillion, which is considerably more than the value of all the manufacturing that takes place in a year in the entire United States. This capacity for wealth creation has delighted Americans, but there is also a converse: A 15 percent drop in the market erases wealth equivalent to the entire annual output of all U.S. factories. 





Economists are still charting this new global economic landscape, but they point out some of its features: 





- -- The amount of investment capital has exploded. By 1995, mutual funds, pension funds and other institutional investors controlled $20 trillion, 10 times the figure of 1980. The global economy is no longer dominated by trade in cars and steel and wheat, but rather by trade in stocks, bonds and currencies. 





- -- Far more wealth than ever before is stateless, circulating wherever in the world the owner can find the highest return. Thus spending by investors in industrialized countries on overseas stocks increased 197-fold between 1970 and 1997, and each nation's capital market is beginning to merge into a global capital market. 





- -- New technologies have vastly reduced the importance of physical distance. In 1930 a three-minute telephone call from New York to London cost $245. Now it runs 36 cents. In cyberspace, every market is next door. 





- -- Investments are increasingly leveraged, using borrowed money so that a $1 million bet becomes a $5 million bet, or they are channeled through complex financial instruments known as derivatives to multiply the potential profits. Derivatives have grown exponentially, with those traded in 1997 valued at $360 trillion, a figure equivalent to a dozen times the size of the entire global economy, and they bring important benefits but also new risks of turbulence. 





- -- Public funds are increasingly used to bail out losers, like banks. The latest crisis has forced an international rescue on a scale like nothing before, with roughly $175 billion in public money raised so far for the various international bailouts. At least some of that public money has gone to rescue bankers and politicians from their own mistakes. 





For all the dazzling size and complexity of the global financial markets, it is not clear that the markets are operating with an intelligence that matches their scale. There may be computer equipment analyzing blips in exchange rates, but investors are fundamentally prey to emotions and panics and tend to overshoot. 





Paul Samuelson, the Nobel laureate in economics, argues that sophisticated analysis has done a marvelous job in achieving "microefficiency" in financial markets. The result is that share prices adjust almost perfectly to specific news like currency movements or changes in dividends. 





"But I also believe the evidence is overwhelming that there is no macroefficiency of speculative markets," Samuelson added. "They experience self-fulfilling swings, and they can swing far above and below any kind of sensible fundamental value. There does not exist an efficiency which is self-correcting, except in the case that every bubble will someday burst." 





Investment Analysts Predict 





How do these speculative swings come about? 





Part of the answer is changes in market sentiment because of pronouncements by people like Barton Biggs. One of the gray-haired elders of Wall Street, Biggs, 65, the chief global investment strategist for Morgan Stanley Dean Witter & Co., commands the attention of pension fund managers in Illinois and around the world. 





In an industry that has drifted toward computer models and number crunchers, Biggs is a generalist who is famous for his brilliantly written investment reports, which are often funny and always influential. 





In 1993, in typical seat-of-the-pants style, he made a weeklong trip to China and came out starry-eyed. He urged investors to increase their holdings of Hong Kong stocks sixfold, to 7 percent of a global stock portfolio. 





"We were all stunned by the enormous size of China," he declared. "Sometimes you have to spend time in a country to get really focused on the investment case. After eight days in China, I'm tuned in, overfed and maximum bullish." 





Hong Kong stocks soared at those words, and gained 28 percent over the next seven weeks. Then, in August 1994, Biggs declared that the smaller Asian markets -- Thailand, Indonesia and Hong Kong -- would be "the best place in the world to be for the next five years." 





Biggs' comments were representative of Wall Street's euphoria about Asia. When executives of an obscure Indonesian polyester company called Polysindo visited New York in 1996 to discuss issuing bonds, they were squired around and accorded meetings with top executives at Merrill Lynch and Morgan Stanley. No comparable Chicago company could ever have got such a welcome. 





American investment banks were so eager to arrange stock offerings for the likes of Polysindo that they often charged Asian companies about 3 percent of the value of the deal, compared with 6 percent that they would charge companies in the United States. 





This reflected the ease with which some foreign companies could raise money, and the head of a U.S. corporation plaintively queried a New York investment bank, "Why do I have to pay 6 percent when you charge an Indonesian company only 3 percent?" 





At Templeton, Mobius was more careful in his pronouncements than many other analysts, emphasizing that emerging markets can go down as well as up. But his moderation was taken as simply a token of his modesty, and he was rapidly becoming a celebrity. 





An investment of $10,000 in the fund at the beginning of 1988 would have turned into $100,000 by the end of 1993, and Templeton began to use his picture in its advertisements. His shaven head smiled out at investors, and he came to symbolize the truly global fund manager. 





Mobius speaks at least a bit of six foreign languages -- Chinese, Korean, Japanese, German, Spanish and Thai -- and he comes across as a citizen of the world. In 1992 he dropped his American nationality for German citizenship, for tax reasons, and he spends most of his time in hotels. 





Nominally a resident of Singapore, with a second home in the Philippines, he travels 250 days a year, roaming Asia, Latin America and Eastern Europe. In a typical week he might visit four cities and 20 companies. 





"My job is to go out and find bargains," he said at an investment conference in Chicago. "You can't find bargains sitting at a desk reading annual reports." 





A Hedge Fund Starts Selling 





On March 8, 1996, the first shot was fired at the emerging markets. A New York hedge fund      sold $400 million worth of the Thai currency, the baht, betting that it would fall. 





Hedge funds, famous for secrecy, are large pools of speculative funds that make investments for banks, pension funds or other large investors. The first hedge fund was founded in 1949, but they came into their own only in the 1990s, with their assets soaring twelvefold between 1990 and 1997. Now there are 3,500 hedge funds, managing $200 billion. -- And they are able to leverage that, through borrowing, into a much greater sum. 





The baht was pegged to the dollar so that they rose and fell together, and the peg was frequently praised as a source of stability for the Thai economy. But the hedge-fund managers were shrewd enough to see that Thailand's economy was faltering, its exports slowing, its property sector sagging and its banks sinking under bad loans. 





The baht should have weakened along with Thailand's economy, but instead the peg kept it as strong as the dollar. The hedge-fund managers sensed that the baht was too strong considering Thailand's weaknesses, and they knew that if Thailand's slowing economy forced the government to float the currency, they could make a quick killing. 





In this case, though, that first hedge fund's bet against the baht fizzled, and a few days later the fund gave up. 





Most analysts continued to rave about Asia. At Morgan Stanley, Biggs had been wrong when he predicted that stock markets in Thailand would soar in 1996 (instead, Thai stocks fell 36 percent), and so in January 1997 he went on what he called a fact-finding mission, "to clarify my thinking on the Thai stock market." 





The facts that Biggs found were, on the whole, positive ones. He said at a Morgan Stanley investment seminar in Tokyo on Jan. 14, 1997, as recorded by Bloomberg News Service: "We tend to think there are a lot of opportunities in Asian emerging markets," and he specifically referred to Thailand, South Korea, India and Singapore. 





"When you have a market that is down 50 percent," Biggs told the investors, "you have to be looking for values. We can find values for Thailand." 





Others could not. From that date through the end of 1997, Thai stock prices fell 75.3 percent in dollar terms. 





Tracking Capital Flight 





In judging countries like Thailand, bankers and investors rely partly on expert assessments from    credit-rating institutions like Standard & Poors and Moody's Investors Services. So what was S&P saying? 





"Standard & Poors does not expect that the likely scale of financial-sector losses will seriously impair the kingdom's credit standing," S&P said about Thailand on March 18, 1997. It added that any crisis in Thailand was "most unlikely" to approach the levels of the problems in Mexico in 1995 or Indonesia or Finland in the early 1990s. 





If S&P's prediction was off base, that might not have been so unusual. Scholarly analyses find that the rating agencies usually offer warnings only when it is too late. For example, a study by two American economists, Carmen Reinhart and Morris Goldstein, looked at 72 financial crises around the world since 1979 and concluded that rating agencies tended to react after crises instead of anticipating them. 





S&P sees things differently. John Chambers, one of its managing directors, said that his company's analysis had been thorough and had identified potential risks. 





For all the scorn heaped on Asians for their cronyism and other foolishness, local people in Thailand, Malaysia, Russia and South Korea were showing the most savvy. They were selling -- usually to the kind of enthusiastic, well-trained foreigners who were making many times their salaries. 





Capital flight is hard to track precisely, but it is the main reason for the "errors and omissions" line in the International Monetary Fund data. These data show that there was no significant capital flight from emerging markets between 1990 and 1995. 





Capital flight soared to $16 billion in 1996, a full year before the crisis began, and reached $45 billion in 1997. This money then ended up in major banks based in Switzerland, London and New York. 





Drenched in a 'Blood Baht' 





Japan, the dominant economy in Asia and the one that might have been the locomotive to pull     countries like Thailand out of their difficulties, instead administered the coup de grace. On April 1, 1997, against the strenuous protests of Summers, who flew to Tokyo to deliver a testy complaint from Washington, Japan raised its sales tax to 5 percent from 3 percent. 





Summers had insisted that this would harm Japan's incipient economic recovery by dampening consumer spending, but Japanese officials scoffed at that argument. Eisuke Sakakibara, Japan's deputy minister of finance for international affairs, was particularly emphatic that Japan was doing just fine. He told reporters that those who denied Japan's being on a recovery course were irrational.





"I am an optimist on the Japanese economy," he said in May 1997, adding a month later, "Real growth in Japan's gross domestic product will exceed the government's projection." 





But it was Summers who was proved right. In the second quarter of 1997, Japanese economic output was actually plunging at an annual rate of 11 percent. Japan became mired in its worst recession in six decades, and instead of dealing decisively with its troubles, it steadily sank deeper. Japan's imports from Asian countries like Thailand slumped. 





With Thai exporters now struggling, along with property developers and hotel companies, the entire country became edgy. The overvalued currency resulted in alarming trade deficits, and speculation grew that the peg would be broken and the baht devalued. 





Thailand's own investors and companies began buying dollars, and this attracted the attention of foreign speculators. In May, Tiger Management, based in New York and one of the biggest hedge funds of all, began to bet heavily against the baht, and other banks and hedge funds piled on as well. 





It looked as if the speculators would win. Normally baht-dollar trades totaled $200 million a day, but the amounts now soared. On May 13, 1997, the Thai central bank sold $6.3 billion to buy baht that everyone else was selling. A central banker wrote that day in a sober memo to his bosses, "The market was not afraid." 





The next day, officials met in the central bank to try to figure out what to do. There was fury at hedge funds, but most of all there was utter desperation. 





"Everyone panicked, and some even cried," Rerngchai Marakanond, the head of the central bank, recalled later before a government commission. 





If Thailand had decided on that day to give up and devalue the baht, while it still had reserves left, the world might have been able to avoid the worst of the financial crisis. 





Thailand would have faced a severe domestic banking crisis and property glut, and other countries would also have faced slumps. But the country would have saved its reserves and perhaps avoided a severe panic, and the fury of the crisis and the impact on nations as far away as Brazil and Russia might have been minimized. 





The meeting went the other way, with the central bank now determined to risk everything in a battle against speculators. That day the central bank intervened again, selling more than $10 billion. It was one of the biggest interventions any central bank had ever made, but it had little impact. 





The Thai central bankers had one more trick up their sleeves. On May 15, 1997, they sold dollars and simultaneously ordered banks not to lend to foreign speculators. The speculators were unable to unwind their bets as their losses mounted, and they screamed into their phones, threw chairs across the room and watched their computer screens in horror. 





In one day, the hedge funds lost around $450 million, according to Callum Henderson, a currency analyst who wrote a book about the crisis. That day became known among traders as the "blood baht." 





Thailand's prime minister telephoned the central bank to congratulate officials and promise a celebration party, but it was a Pyrrhic victory. The central bank had supported the baht by selling dollars in forward contracts, committing itself to using its dollars to buy baht in the future. 





In practical terms, this meant that its official reserves of $30 billion were mostly already pledged and no longer usable to defend the baht. And speculators continued the attack, carefully but constantly keeping up the pressure. 





Who were these speculators? They were mostly American, and the hedge funds were prominent among them. But they also included major U.S. banks, trading for themselves to make a profit. Mrs. Paoni could not have known it, but a tiny fraction of her savings might have been thrown, by a circuitous route, into the attack on the baht. 





Some of the funds in Mrs. Paoni's money market account, for example, went to J.P. Morgan, and J.P. Morgan said in a court document that it had traded $1 billion worth of baht in the fall of 1996. The bank did not disclose its trades in the spring of 1997, and bank officials refused to comment. 





Thai officials were furious that U.S. hedge funds and banks were investing billions of dollars in a bid to destabilize their country, and they worried about the consequences of such speculative battles on all of Asia. In May 1997 Rerngchai, the central bank chief, sent a secret letter of complaint to Alan Greenspan, the chairman of the Federal Reserve Board, urging him to rein in U.S. hedge funds and other financial institutions. 





Rerngchai warned that the attack on Thailand "could have far-reaching implications on the economy both of Thailand and the Asian region" and "threatens to jeopardize the stability of international financial markets." 





A similar letter was sent to Hans Tietmeyer, the president of Germany's central bank, noting that one German bank had joined in the attack on the baht. Tietmeyer quickly responded himself, a Thai official recalled, with a question of his own: Which of our banks? That warmed hearts at the Thai central bank, but the response from Washington annoyed them. 





The correspondence, made available by a Thai central bank official and confirmed by another government official, shows that the Fed's response came not from Greenspan but from an aide, Edwin Truman. He blandly acknowledged that "large financial firms" can disrupt markets of countries like Thailand but added that these matters were best left to the markets. 





Greenspan declined to comment. "All communications with other central banks are private," said Lynn Fox, spokeswoman for the Federal Reserve in Washington. 





There was another opportunity for the leading countries to confront the problems before the crisis erupted. In late June, the seven leading industrialized nations held their summit meeting in Denver, and aides say that in the confidential discussion among leaders, the Japanese prime minister at the time, Ryutaro Hashimoto, called for the industrial countries to discuss the financial instability in Thailand. 





Japanese officials were expectant, waiting for President Clinton and other leaders to take up the matter. But according to one U.S. official who was there, Hashimoto was typically understated, tentative and vague (as is considered polite in Japan), and did not call for any specific action. 





So President Clinton and the other world leaders paid no attention. 





The View From Ground Zero 





Thanong Bidaya, one of Thailand's most respected bankers, is an imposing man with a round      face, a gentle manner and a passion for collecting antique watches. A fluent speaker of both English and Japanese, he flew to Hong Kong for a weekend in June 1997 with his wife, planning to scour the shops for old watches. He settled into a hotel in the Tsim Sha Tsui district, and the phone rang. It was Thailand's prime minister, asking him to take over as finance minister. 





"If you've found no one, I'll do it for you," Thanong agreed. 





Later, he recalled thinking, "The situation can't be that serious." So the next day Thanong flew back to Bangkok. And then, on the evening of June 27, 1997, he climbed into a navy blue Mercedes-Benz limousine and zigzagged through throngs of traffic to the central bank headquarters. He wanted to meet Rerngchai, an old friend from the time they had both studied in Japan. 





As Thanong's car approached the stately gates to the majestic eight-story central bank building, a guard waved it through. It was about 7 p.m. when they entered a conference room, and Rerngchai gave his friend the shock of his life. 





Thailand was out of cash, Rerngchai explained. After subtracting the dollars that had been committed in forward transactions, Thailand had just $2.8 billion in usable foreign-exchange reserves. 





Even though he was finance minister and one of his country's most experienced bankers, Thanong was stunned. Rerngchai had brought reams of studies examining the options, but he and Thanong both knew that it was all over. 





The foreign banks and hedge funds had won, and Thailand had lost. The two men agreed that since Thailand had run out of money, it would have to drop the peg with the dollar and let the baht float at whatever rate the market set. It was a foreshadowing of what would happen in Brazil 18 months later. 





"I said I didn't see any choice in dealing with the situation," Thanong recalled. 





A few days later, on July 1, the Thai prime minister, Chavalit Yongchaiyudh, declared that the baht would never be devalued. But that night, if anybody had noticed, the lights burned brightly at the central bank. Officials stayed up all night, first calling major central banks abroad. 





Then, at 4:30 a.m., central bankers called the homes of the heads of all Thai banks and major foreign banks in Bangkok, summoning them to an emergency meeting that would begin at 6 a.m. 





When the bleary-eyed bank executives had taken their seats, an official grimly announced that Thailand could no longer stand behind the baht. Instead of being pegged to the dollar, it would float freely. 





The global crisis had just detonated. 
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How U.S. Wooed Asia to Let Cash Flow In





By NICHOLAS D. KRISTOF with DAVID E. SANGER 





They were serious men, prosperous and pinstriped, and they derided "the politics of class warfare" as they conducted a job interview with the young Governor from Arkansas. 





It was steak dinner in a private room of the "21" Club in June 1991, and the top Democratic executives on Wall Street were gathered at a round table to hold one of a series of meetings with Presidential aspirants in what an organizer called "an elegant cattle show." They were questioning a man with a meager salary but a silver tongue, and this was another show in which Gov. Bill Clinton charmed his way to a blue ribbon by impressing the executives with his willingness to embrace free trade and free markets. 





"What was discussed was the need for the Democratic Party to have a new and much more forward-looking economic policy," Roger Altman, a leading investment banker and an organizer of the evening, recalled recently. "The Democratic Party needed to move into a new economic world." 





Aides describe that evening as an important step in the business education of Clinton, who came to repeat and amplify the themes -- especially the need to move away from protectionism and push for more open markets in Asia and all over the world. 





It was also the time that Clinton first met Robert E. Rubin, then the head of Goldman Sachs & Company, and although the initial encounter was cool, the two men eventually forged a close partnership that has left an enormous imprint on the global economy. 





Clinton and Rubin, who became his Treasury Secretary in 1995, took the American passion for free trade and carried it further to press for freer movement of capital. Along the way they pushed harder to win opportunities for American banks, brokerages and insurance companies. 





This drive for free movement of capital as well as goods was one factor in the long American-led boom in financial markets around the globe. Yet, in retrospect, Washington's policies also fostered vulnerabilities that are an underlying cause of the economic crisis that began in Thailand in July 1997, rippled through Asia and Russia, and is now shaking Brazil and Latin America. 





Countries like Thailand and Russia and Brazil are in trouble today largely for internal reasons, including poor banking practices and speculation that soared out of control. But some economists also say that if those countries had weak foundations, it is partly because Washington helped supply the blueprints. 





They argue that the Clinton Administration pushed too hard for financial liberalization and freer capital flows, allowing foreign money to stream into these countries and local money to move out. In many cases, foreign  countries were happy to open up in this way because they thought it was the best road to economic development, but a wealth of evidence has shown that overhasty liberalization can lead to banking chaos and financial crises. 





Even some former Administration officials acknowledge that they went too far. Mickey Kantor, the former trade representative and Commerce Secretary, now says that the United States was insufficiently aware of the kind of chaos that financial liberalization could provoke. 





"It would be a legitimate criticism to say that we should have been more nuanced, more foresighted that this could happen," he said. Speaking of the risks of financial liberalization without modern banking and legal systems, he compared them to "building a skyscraper with no foundation." 





Although the Clinton Administration always talked about financial liberalization as the best thing for other countries, it is also clear that it pushed for free capital flows in part because this was what its supporters in the banking industry wanted. 





"Our financial services industry wanted into these markets," said Laura D'Andrea Tyson, the former chairwoman of President Clinton's Council of Economic Advisers and later head of the National Economic Council. 





Ms. Tyson says she disagreed to some extent with the push and was concerned about "a tendency to do this as a blanket approach, regardless of the size of a country or the development of a country." Free capital flows, she worried, could overwhelm small countries or those with weak banking and legal systems, leading to a "run on a country." 





This is not to say that American officials are primarily to blame for the crisis. Responsibility can be assigned all around: not only to Washington policy makers, but also to the officials and bankers in emerging-market countries who created the mess; to Western bankers and investors who blindly handed them money; to Western officials who hailed free capital flows and neglected to make them safer; to Western scholars and journalists who wrote paeans to emerging markets and the "Asian Century" -- and to the people who planned an empty city named Muang Thong Thani. 





High-Rise Ghost Town 





Muang Thong Thani rises up above barren fields on the edge of Bangkok, Thailand. It is a dazzling complex of two dozen huge gray-white buildings soaring nearly 30 stories high, and surrounded by streets lined with shops, town houses and detached homes. Walk closer and it feels eerie, for it is a ghost city. 





Along one street of 100 houses, the windows are mere holes in the walls, and yards have weeds that grow as high as a person. 





Muang Thong Thani was built during Thailand's boom as a product of free capital flows and financial liberalization. It was the great dream of Anant Kanjanapas. 





One of 11 children born to an ethnic Chinese business tycoon in Thailand, Anant grew up with the wealth that his family had acquired through developing property and selling watches in Asia. 





The family's Bangkok Land company began acquiring parcels of property near the airport, and they broke ground in 1990 on a megaproject to build a privately owned satellite city for Bangkok. Muang Thong Thani was to have a population of 700,000, bigger than Boston's. 





"We have all intentions to develop Muang Thong Thani as a city, a complete city run by private-sector people," Anant said. "It was not a stroke of genius. It was logic." 





The project was greeted enthusiastically, as all proposals were in the early 1990's, and Bangkok Land issued shares on the Thai Stock Exchange in 1992 to raise money. Its shares were hot, picked up by J. Mark Mobius, the emerging-markets guru, and by funds like the Thai International Fund and the Thai Euro Fund, which between them bought more than one million shares of Bangkok Land. 





In Illinois, the state pension fund bought shares in both the Thai International Fund and the Thai Euro Fund, and that made Mary Jo Paoni, a secretary in Cantrall, Ill., a roundabout owner of a tiny part of Bangkok Land and Muang Thong Thani. Mrs. Paoni knew nothing of this, of course, and disapproves of the giddy investment sprees in Asia. 





"When things are tough," she said, "you don't start spending like a drunken sailor. There are some people who take risks, but not us." 





Bangkok Land also borrowed $2.4 billion from banks domestic and foreign. In that sense, some minute fraction of Mrs. Paoni's money might also have been channeled to the company as loans. Her money market account at A. G. Edwards went to buy commercial paper of major banks, and her pension fund also held stock in Bangkok Bank, which lent to Bangkok Land -- an illustration of the way in which globalization now gives just about everybody some tiny financial stake in everybody else. 





Cash Controls Eased 





Free movement of capital is nothing new, for it was the norm during most of Western history. At the beginning of this century, anyone could move money across borders without difficulty. 





The Great Depression changed all that. Governments moved to control capital so as to avoid what they saw as the chaos of capital rushing out of countries and setting off financial crises. 





A result was that most countries of the world (including the United States in the 1960's) limited the right of companies and citizens to buy foreign securities or invest overseas. People were often allowed to buy only small amounts of foreign currency. 





Then, as memories of the Depression faded, the tide shifted again in the 1970's and '80's. Starting in the United States and Europe, it became fashionable to let money move freely, and the Reagan Administration began to push for free capital flows in other countries. 





"Our task is to knock down barriers to trade and foreign investment and the free movement of capital," Ronald Reagan declared in 1985. George Bush described his Latin America program, the Enterprise for Americas Initiative, as a commitment to "free markets and to the free flow of capital, central to achieving economic growth and lasting prosperity." 





The Clinton Administration inherited that agenda and amplified it. Previous administrations had pushed for financial liberalization principally in Japan, but under President Clinton it became a worldwide effort directed at all kinds of countries, even smaller ones much less able to absorb it than Japan. 





"We pushed full steam ahead on all areas of liberalization, including financial," recalled Jeffrey E. Garten, a former senior Commerce Department official who is now dean of the Yale School of Management. "I never went on a trip when my brief didn't include either advice or congratulations on liberalization." 





This push for financial liberalization reflected President Clinton's growing enthusiasm for markets and his desire to make the economy a centerpiece of his foreign policy. He created the National Economic Council as a counterpart to the National Security Council, and asked Rubin to be its first head. More broadly, this push was part of a global ideological shift in favor of free markets, as well as an increasing enthusiasm among developing countries themselves for lifting restrictions on the flow of money. 





"We were convinced we were moving with the stream," Garten said, "and that our job was to make the stream move faster." 





"Wall Street was delighted that the broad trade agenda now included financial services," he added. Garten said he could not recall hearing any doubts expressed about the policy, either within the Administration or among officials overseas. Referring to Rubin, Kantor and the late Commerce Secretary Ron Brown, Garten said, "There wasn't a fiber in those three bodies -- or in mine -- that didn't want to press as a matter of policy for more open markets wherever you could make it happen." 





"It's easy to see in retrospect that we probably pushed too far, too fast," he said, adding, "In retrospect, we overshot, and in retrospect there was a certain degree of arrogance." 





The push for financial liberalization was directed at Asia in particular, largely because it was seen as a potential gold mine for American banks and brokerages. Neither Clinton nor Rubin had much experience in Asia -- Clinton as Governor had led trade delegations to promote Arkansas chickens and rice, and Rubin had done business in Japan for Goldman Sachs. But Clinton as President has worked hard to strengthen American ties with Asia, as well as his own. 





The idea was to press Asia to ease its barriers to American goods and financial services, helping Fidelity sell mutual funds, Citibank sell checking accounts and American International Group sell insurance. Clinton's links to Asia caused embarrassment after they led to the campaign finance scandals of 1996, but fundamentally they reflected an appetite for business opportunities in Asian countries that had changed, as Clinton once put it, "from dominoes to dynamos." 





His Cabinet approved a "big emerging markets" plan to identify 10 rising economic powers and push relentlessly to win business for American companies there. Under Brown, the Commerce Department even built what it called a war room, where computers tracked big contracts, and everyone from the C.I.A. to ambassadors to the President himself was called upon to help land deals. 





The stakes could be huge. Japan had been the first target of pressure for financial liberalization, even under the Reagan Administration, and these days it is finally engaged in what it calls a "big bang" opening of its capital markets. The upshot is that American institutions are swarming into Tokyo and finally have a chance to manage a portion of the $10 trillion in Japanese personal savings. And when a big Japanese brokerage, Yamaichi Securities, collapsed 15 months ago, Merrill Lynch took over many of the branches -- an acquisition that would have been unthinkable just a few years earlier. 





Real Estate Visionary 





Freer flow of money pumped up the Thai economy, and with the help of foreign cash Anant began to realize his dream. Muang Thong Thani gradually emerged from the surrounding fields, with its skyscrapers focused on a business district called Bond Street. 





Anant, who is expert at playing official connections, was able to coax the Government into approving a convenient expressway exit, which made the area very accessible. He also managed to persuade the Thai Defense Department to move its headquarters and staff residences to Muang Thong Thani. 





Critics cried foul, but Anant denies wrongdoing. During a 90-minute interview he was edgy, and at one point he seemed about to stalk out of the room. But then he calmed down and continued his spin. 





"It makes sense to do this," he said. "But you need a lot of determination." 





A result is that since the crash, Muang Thong Thani has everything but inhabitants. Bond Street is a mile-and-a-quarter strip of modern, window-lined buildings, but aside from a handful of colorful storefronts -- a bank, a restaurant, a pharmacy and a few others -- they are empty. 





In the pharmacy at 11 Bond Street, Pornsawan Rakthanyakarn is fighting the ghostliness. A big Thai woman with a bouffant hair style, a brown flowered print dress and a diamond ring as large as her knuckle, she sits by the cash register, waiting for customers to come in and buy her Vaseline Intensive Care Lotion and Pond's Cold Cream. 





Mrs. Pornsawan, a jeweler who hit it rich during Thailand's boom, heard about Muang Thong Thani on the grapevine. She inquired from the official sales agent and was told demand was so strong that she would have to pay a $27,000 surcharge per parcel of land. 





That convinced her, and she ended up paying nearly $500,000 for a house and for the building that includes her shop. 





"I'm upset with the salespeople here who cheated me," she said morosely. And she is trying to adjust. Originally she had planned to open a jewelry store, but when the economy crashed her son suggested that a pharmacy might bring more business. And she tries to raise money in other ways. 





"Would you like to buy my diamond ring?" she asked hopefully. She held it out and suggested, "Five million baht?" That is about $137,000, more than a typical visitor might be expected to have on hand, but Mrs. Pornsawan pressed her case. 





"That's a very good price!" she exclaimed. 





The command center for free markets is the third floor of the United States Treasury, where Rubin and his deputy, Lawrence H. Summers, share a suite facing the Washington Monument. Rubin presides in a spacious office decorated with modern art and family photos -- just about all he sees of his family on weekdays, since his wife works in New York and he joins her each weekend. 





At the other end of the suite is Summers's office, covered with photos of his son and twin daughters, and equipped with a small refrigerator stuffed with Diet Cokes. The two men are the closest of partners, and when Rubin is puzzled about something, he sometimes wanders over in his stocking feet to consult with Summers. 





Historically Treasury has tended to stake out free-market positions, but Rubin stepped up the pace even further, for he showed an intuitive tilt toward the market based on his three decades as an investment banker.





"Bob comes from this very Wall Street view," said a senior Administration official. "He reflects that experience." 





The 2 at Treasury 





Within the Clinton Administration, Rubin and Summers won increasing influence because of their skill at marrying international finance and foreign policy. Summers had been a prominent economics professor at Harvard, and Rubin had made a fortune on Wall Street, enabling him to take off on vacations with a fly-fishing rod that, as an aide joked, "probably costs more than your house." 





For the most part, Rubin and Summers were not forcing financial liberalization down unwilling throats. Rather, Washington was leading more than pushing. The United States pressed for capital liberalization, recalled a former top Thai official, but he added that it was like pushing on an open door. 





Within the Administration, there were occasional arguments about the virtues of free capital flows. Academic economists like Ms. Tyson and Joseph Stiglitz, former chairman of the Council of Economic Advisers, sometimes argued that Treasury was too dogmatic in insisting upon free flows. 





One day in 1995, the National Economic Council called an interagency meeting in the ornate, high-ceilinged rooms of the Old Executive Office Building, next to the White House. Negotiations were under way with Chile over a free-trade agreement, and the topic of the meeting was whether as a condition of the deal the United States should force Chile to drop an innovative system that amounts to a tax on short-term capital inflows. 





"The Treasury came in and said that Chile's controls had to go," recalled one participant, saying others had argued that "a sensible set of capital controls" was reasonable for small nations that could be devastated by a sudden outflow of money. 





The issue never ultimately came to a head -- and Rubin and Summers say it never rose to their level -- because Congress did not pass the legislation needed to conclude a trade agreement with Chile. Still, there is considerable evidence that top Clinton Administration officials were involved in some efforts to seek freer capital flows, as when they pressed South Korea to liberalize its financial system. 





After interagency discussions, the Administration dangled an attractive bait: if Korea gave in, it would be allowed to join the Organization for Economic Cooperation and Development, the club of industrialized nations. 





"To enter the O.E.C.D.," recalled a senior official of the organization, "the Koreans agreed to liberalize faster than they had originally planned. They were concerned that if they went too fast, a number of their financial institutions would be unable to adapt." 





The pressure on them is reflected in an internal three-page Treasury Department memorandum dated June 20, 1996. The memo lays out Treasury's negotiating position, listing "priority areas where Treasury is seeking further liberalization." 





These included letting foreigners buy domestic Korean bonds; letting Korean companies borrow abroad both short term and long term, and letting foreigners buy Korean stocks more easily. Such steps would help Korean companies gain more access to foreign loans and investment, but they would also make Korea more vulnerable to precisely the kind of panicky outflow of capital that unfolded at the end of 1997. 





Moreover, for all Washington's insistence that it emphasized building financial oversight, nowhere in the memo's three pages is there a hint that South Korea should improve its bank regulation or legal institutions, or take similar steps. Rather, the goal is clearly to use the O.E.C.D. as a way of prying open Korean markets -- in part to win business for American banks and brokerages. 





"These areas are all of interest to the U.S. financial services community," the memo reads. 





In the end, Korea opened up the wrong way: it kept restrictions on long-term investments like buying Korean companies, but it dropped those on short-term money like bank loans, which could be pulled out quickly. 





Then, in April 1997, Rubin headed a meeting in which finance ministers of the seven leading industrialized countries issued a statement "promoting freedom of capital flows" and urging that the International Monetary Fund charter be amended so that it could lead the charge for capital account liberalization. 





Some Treasury officials now portray the effort to amend the charter as a fund initiative that they were not directly involved in, and indeed Britain was an early public backer of the idea. But a senior Treasury official acknowledges that the idea originated with American officials based in the fund who report to Treasury, and who consulted on the idea with members of the Administration. Indeed, in a speech delivered in March 1998, eight months after the crisis began, Summers reaffirmed his support of capital liberalization, although he cautioned that it could be phased in. 





The records of the monetary fund -- which was in many ways an instrument of American policy -- also show that it was urging some countries in this direction already. In July 1996, the fund's executive board praised Indonesia's "open capital account" and, a few months later, "welcomed the recent acceleration of capital account liberalization" in South Korea. 





Rubin argues now that it is wrong to suggest that the Clinton Administration was pushing for free capital flows while neglecting efforts to build modern financial and legal systems. As for pressing capital account liberalization, Mr. Rubin said his far greater concern was to strengthen banks, regulatory oversight and legal systems in other countries. 





"Reducing capital controls was undoubtedly an objective of some of the things the Administration did," Rubin said. "But I never would have recollected it as a priority." 





Still, he said the attempt to revise the monetary fund charter to promote capital liberalization was no longer a priority, and he hinted that this reflected changing views. 





"As you go along," he said, "you adjust your position to reflect your experience." 





Money Floods Asia 





A flood of capital poured into emerging markets in the early and mid-1990's, including $93 billion in 1996 alone into just five countries: Indonesia, Malaysia, the Philippines, South Korea and Thailand. Then there was a net outflow of $12 billion from those five countries in 1997. This turnabout, which was most evident in short-term loans, amounted to a financial hurricane, one that would harm any country in the world. 





So while economists welcome free capital flows in principle, extensive scholarly work had clearly established the importance of "sequencing" -- meaning that countries should liberalize capital flows only after building up bank supervision and a legal infrastructure. A French scholar, Charles Wyplosz, of the Graduate Institute of International Studies in Geneva, concludes in an academic paper that "financial market liberalization is the best predictor of currency crisis." 





Summers himself had emphasized the need for caution in financial deregulation in 1993, when he was still chief economist at the World Bank. He noted in a paper then that poor countries usually have "only quite limited bank supervision," adding, "As is true for nuclear power plants, free entry is not sensible in banking." 





That scholarly emphasis on caution was drowned out in the rush to open financial markets. And one intrinsic problem was that while developing countries had a strong vested interest in opening up to foreign capital, to let money come in, they saw little benefit in building modern banking and legal institutions. Indeed, in some cases, top officials and their friends had a major stake in maintaining financial systems in which what counted above all was political connections. 





"Financial liberalization was undertaken in countries that didn't have the infrastructure to support it," reflected Ricki R. Helfer, a leading international bank regulator and former chairwoman of the Federal Deposit Insurance Corporation. "That was one of the principal causes of the Asian crisis." 





Given their backgrounds, Rubin and Summers were more aware of the risks than most others, and they did urge better regulation of international banking. For instance, at the 1995 meeting of the seven leading industrialized nations in Halifax, Nova Scotia, an American-led initiative called for improved financial regulation and data reporting for industrialized nations and eventually others as well. 





Still, these steps to improve banking oversight were modest and proceeded slowly, while liberalization hurtled along. American officials pressed for oversight, but they continued to press harder, and certainly more effectively, for liberalization. 





A former senior Treasury official ruefully recalls arguments with Stiglitz, then in the White House as an adviser. Stiglitz was warning about the need for slower pacing of financial liberalization abroad, but nobody listened. 





"I viewed 'pace' as an excuse by countries to keep their markets closed," the Treasury official said. 





W. Bowman Cutter, who served as Rubin's deputy at the National Economic Council, said that all of the policy makers understood the risks and that in speeches "every one of them gave the qualifications -- that before you opened your markets to free flows of capital, you need to have the institutional strength to deal with it." 





"Having said that," he added, "I think that we all missed the true importance and the difficulties created by the enormous growth of the amount of free cash floating around the world. In the speeches, we said the right things. But it was a question of where was the emphasis and where was the force." 





In practice, liberalization frequently takes place without any improvement in bank supervision, and it is often accompanied by a rise in shady dealings. In 1996 Thailand's Justice Minister accused his fellow Cabinet members of taking $90 million in bribes in exchange for handing out banking licenses. And when the Bangkok Bank of Commerce, Thailand's ninth-largest bank, collapsed in 1996 it turned out that 47 percent of its assets were bad loans, many of them to associates of the bank's president. 





Still, cronyism and corruption, while aggravating factors, were not necessary to touch off a crisis. 





"The simple fact," said James Wolfensohn, president of the World Bank, "is that very sophisticated banks loaned to Indonesian companies, without any real knowledge of their financial condition, based on name, based on competition. So you have to say to yourself, would it have made any difference if they had known? Well, maybe, but they did go nuts." 





Turning Point in '95 





In 1995 governments did two things that would set up the emerging markets for trouble. What appeared to be a brilliant bailout of Mexico, led by Rubin and Summers, convinced investors that some countries were too strategically important to be allowed to fail. And then, when finance ministers from the Group of Seven industrialized countries gathered in Washington on April 24, 1995, they agreed to try to push up the value of the dollar against the Japanese yen. 





The accord worked. The dollar rose smartly against the yen, easing the risk of a global crisis at that time. 





But the pact also caused the rise of currencies like the Thai baht and the South Korean won, which were informally pegged to the dollar. Thailand and South Korea had already lost some competitiveness when China devalued its currency in 1994, and now they were tugged upward along with the dollar so that their exports became more expensive and even less competitive. 





The upshot was that goods made there had more trouble competing abroad. Thai exports were stagnant in 1996 after having soared 23 percent in 1995, and the Thai current account deficit (a broad measure of the balance of trade) rose to 8 percent of gross national product in 1996, up from 2 percent in the late 1980's. Foreign currency reserves began to drain away to pay for the deficits, and the seeds of the crisis were sown. 





As the money poured out, Thailand's deep structural problems became suddenly apparent to investors. Indeed, the countries with far stronger financial institutions weathered the storm much better -- the capital flight that devastated Thailand left Taiwan and Singapore with only mild damage. As a result, economists are still arguing about what combination of free capital flows and structural flaws truly spelled disaster. 





One common vulnerability in many of the hardest-hit countries was that like Japan in the late 1980's, they had enjoyed speculative bubbles fueled by cheap credit. 





The giddiness ended up creating havoc with the banking systems, for it resulted in what might be called the three excesses: excess borrowing, excess investment and excess capacity (meaning factories and equipment that are kept idle because of lower-than-expected demand). 





These excesses were so widespread that their effects can be seen not just in the capital cities, but even in remote places like the Indonesian town of Mojokerto. 





Salamet, a rickshaw driver who lives with his wife and three children on the edge of Mojokerto, always used to pay cash for purchases. But about five years ago, banks and finance companies began to pioneer a credit system even for the poorest people. 





So Salamet and his wife, Yuti, bought furniture on installments. They paid for their son Dwi's school uniform on installments as well. 





Salamet used to rent his rickshaw, a dilapidated contraption that looks like a love seat being pushed by a bicycle. But as the neighborhood prospered, Salamet dreamed of moving up in the world. He borrowed from the bank and bought a banged-up secondhand rickshaw with a red seat, promising to pay the equivalent of $4 a month for 14 months. He thought he would be able to earn the monthly payment in just a few days on his rickshaw, and so it seemed the perfect investment. 





As it turned out, he bought in at the peak of the rickshaw bubble. 





A decade ago, the area had about 100 rickshaws, and each of the drivers could earn about twice as much as a farm worker. But the advent of rickshaw financing, coupled with the general enthusiasm for moving up in the world, led to an explosion of rickshaws. Now there are 300. 





"These days there are more rickshaws than the area can support," grumbled Rutiati, a 37-year-old woman who is a rickshaw agent, arranging financing for Salamet and others in the neighborhood. "There are more rickshaws than passengers." 





Salamet and Mrs. Yuti (who like many Indonesians use only one name) have a plan to overcome the family's difficulties. 





"I figure I'll start a little shop in front of our house here," Mrs. Yuti explained, beaming. "It seems it's a good way to make money on the side. And if we're hungry, we can always eat the shop's food." 





The problem is that the neighborhood is also suffering from a shop boom. Banks in Mojokerto began lending to households wanting to open stores in their living rooms, and all the cheap credit and optimism in Mojokerto led to the same problem locally as around the world. 





The number of shops in the neighborhood soared to 20, from 3. The banks in Mojokerto are scrambling to recover the loans they made to stores, but it seems the banks miscalculated when they assumed that the groceries would remain as collateral. Borrowers have taken the collateral and eaten it. 





Asia Follows Japan 





In retrospect, Japan was exporting its bubble to Asia. Japan had gone through one of the most dazzling stock and real estate manias in history. At the peak, in 1990, the land underneath the Imperial Palace in downtown Tokyo was said to be worth as much as all of California. 





Then prices steadily tumbled, leading to an $8 trillion decline in financial assets and to Japan's continuing troubles today. This recession meant that Japanese banks had few good lending opportunities at home, and so they began lending elsewhere in Asia -- and since yen interest rates were extremely low, the loans were alluring to borrowers. 





Thus began the "carry trade," which was initially highly profitable but ultimately catastrophic. It took many forms, but typically financial institutions would borrow yen at 2 percent interest rates, convert the proceeds into Thai baht, and reap the differential: baht deposit rates were about 10 percent. 





Meanwhile, Japanese manufacturing companies also began building factories all over Asia. Between 1986 and 1996, Japanese private investment in Asia added industrial potential equivalent to three Frances. 





All this was in many ways wonderful for Asia, resulting in an investment boom and low interest rates. But the deluge of cheap loans and foreign investment resulted, not surprisingly, in a huge increase in capacity to make everything from steel to paper to cars. The world now has the ability to manufacture 60 million cars a year, even though there is demand for about 44 million. 





A few alarm bells went off. Citicorp has a Windows on Risk committee, a group of senior executives who meet regularly to discuss problems that may erupt in the future, and in May 1996 the committee invited Paul Krugman, an economist at the Massachusetts Institute of Technology, to a conference room in Citicorp Tower to give his views. 





"Krugman said he thought the Asian model was running out of steam," recalled William R. Rhodes, vice chairman of Citicorp. "He told us that after 10 years of unsurpassed growth, the boom in Asia was over, and the area was going to face some major adjustments." 





"I think he was the person who triggered the concern for us," Rhodes said. "We started to adjust our exposure accordingly." 





Rhodes was particularly sensitive to credit risks, because in the early and mid-1980's, he was the point man for the Western banking system in dealing with the Latin American debt crisis. A fluent Spanish speaker, Rhodes had worked in Latin America and had seen the conventional wisdom about the region's prospects suddenly transformed almost overnight in August 1982, when Mexico missed a debt payment and the crisis began. 





It was because of those memories that American banks were generally more careful in the 1990's in Asia than they had been in the 1970's in Latin America. American banks were comparatively cautious about their borrowers in places like Bangkok and Moscow, while European banks developed a reputation for being willing to lend to just about anybody with a business card. 





Assigning Blame 





So what were the causes of the crisis? 





There are two main camps in the academic battleground. One, led by Jeffrey Sachs of Harvard University, argues that the crisis was essentially a panic, in which investors rushed for the exits because everybody else was rushing for the exits. The other, initially led by Krugman of M.I.T., argues that the hardest-hit countries had fundamental weaknesses that sealed their fates. 





Still, there is general agreement that there were both structural problems and a panic, even if there is a critical dispute about their relative importance. The most common view is that several key factors worked together to set the stage. 





The countries had severe internal vulnerabilities. These included weak banking and legal systems, overvalued currencies, and mountains of short-term loans in dollars and other foreign currencies. And investors delivered the coup de grâce, panicking and frantically pulling their money, so that currencies plummeted and capital dried up in these countries. 





The banking system was frail because of several built-in flaws. 





First, Asian companies borrowed too much from banks. In the United States, companies tend to raise money on the stock and bond markets, and only 22 percent of corporate debt is held by banks. But in Asia, 80 percent of corporate borrowing is from banks, much of it in short-term loans. 





Second, companies borrowed for the short term but invested in long-term projects like hotel construction. This was risky because if the banks did not renew the loans and instead asked for repayment, the money would be sunk in half-completed buildings. 





Third, companies and banks borrowed in dollars and yen even though the returns would be in baht and other local currencies. This seemed safe as long as Thailand maintained its currency peg of 25 baht to the dollar. But if it devalued to 50 baht (which had seemed inconceivable but eventually happened), borrowers were devastated. 





Suppose a developer borrowed $1 million, converted it to 25 million baht, and began to construct a hotel with an expected value of 40 million baht. When the crisis hit, the hotel's value fell to only 15 million baht, but the devaluation meant that the developer had to pay back 50 million baht. In country after country, these kinds of calculations spelled bankruptcy. 





Moreover, Asian banks often lent money on the basis of connections or government instruction, without much credit analysis. In South Korea, by some estimates, half of bank lending was made at the direction of Government officials. 





So, even before the crisis hit in July 1997, nonperforming loans (those that borrowers are not repaying) made up 15 percent or more of total loans in Indonesia, South Korea, Thailand and Malaysia. That compares with just under 1 percent in the United States. 





This financial scaffolding was fragile enough, but then it was forced higher and higher because of speculation that inflated land and stock prices in most of Asia. 





In Asia in the early 1990's, property prices soared into the stratosphere, such that in 1994 a parking space in Hong Kong sold for $517,000. Scholars have long noted a dangerous spiral whereby inflated property prices became inflated collateral for inflated loans, which further inflate property prices and start the cycle along again, until the whole edifice collapses. 





By 1997, according to one ranking, the three most expensive rental locations for retail stores were 57th Street in New York, Causeway Bay in Hong Kong and GUM department store in Moscow. The crisis has sent prices plummeting in Hong Kong and Moscow, as New York remains unfazed, the costliest retailing location in the world. 





In an economy that is all speculative froth, even the stupidest investments tend to pay off initially, so one result was a lot of foolish investments. 





"Investors wanted to hear a good story to buy your shares," recalled Vichit Surapongchai, president of Radanasin Bank in Thailand. "It was like the tail wagging the dog. Because you wanted your shares to make a lot of money, you tried to think of what projects you should invest in. There was less viability of projects to start with." 





The intellectual trend has changed in every way since the crisis began. Emerging markets are now seen as risks, not opportunities. And the ethos that drove the wave of investment in small countries -- the triumphalism of free markets for capital as well as for goods -- has abated. Now it is fashionable to talk about the dangers of unregulated free capital flows and the need for caution in opening them up. One result is that although the United States economy is so far unscathed, American credibility is not. 





As Seichi Kondo, a senior Japanese Foreign Ministry official, puts it, "Washington wasn't the major source of the crisis, but it added considerably to the worsening of the situation. If they haven't learned lessons, if they still think it was Asian values that prolonged the crisis, then I have to blame Americans. But I think the United States has learned a lot from the crisis." 





"Of course," he added pointedly, "the learning cost has been very expensive for Asian countries." 





Copyright 1999 The New York Times Company 
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World's Markets, None of Them an Island





By NICHOLAS D. KRISTOF with SHERYL WuDUNN





In Red Square, just across from the mausoleum where Lenin lies in state like some old biological curiosity preserved in formaldehyde, there is a grand three-story stone building that these days is in about the same shape.





The rococo facade of the GUM department store resembles that of a cathedral, but its gaudy interior is an emporium with mink coats on hangers and on customers. GUM seemed a symbol of Russia's hope, for the spiffily dressed chairman of the board, Yuri Solomatin, 44, came across as a Russian capitalist with a difference. 





Solomatin eschewed the mob, limousines and bodyguards; he did not wear fat diamonds on his fingers or endless-legged women on his elbow; and he boasted of running the most open, market-oriented, Western-style company in all Russia -- proving this by granting himself and other managers stock options that soared fifteenfold. He sold more than half of GUM's stock to foreigners, mostly Americans and Europeans, an unheard-of feat in nationalistic Russia. 





Then came the Russian devaluation and market meltdown in August, and suddenly GUM crumbled. Its stock has fallen to 25 cents a share, from a peak of $5.40, and its shops today are a sea of signs that scream "skidka" - -- discount. 





"Overnight," Solomatin said heavily, sitting in a third-floor conference room, "we were made paupers." 





How did GUM get hit by what started as a run on the Thai currency in July 1997? Why did the crisis ripple from country to country and end up leaving Russia facing hunger and economic chaos, with 30 percent of Russians living below the poverty line, up from 18 percent at the end of 1996? And why has it now hit Brazil and shaken financial markets in Argentina, Colombia and Mexico? 





The answers will be hotly debated for years, but some tentative explanations are emerging for what is known as the contagion effect: the tendency of a financial crisis to spread and "infect" other nations. 





The growing interdependence through the fabric of the world economy connected GUM even to Mary Jo Paoni, a secretary in Cantrall, Ill. Mrs. Paoni patronizes a Bergners department store, and her husband frequents Kmart, but through her Illinois state pension fund she was in a sense a tiny part owner of GUM. 





The pension fund owned $7.2 million worth of the Brinson Emerging Markets Fund, and records show that Brinson in turn bought $138,000 in GUM stock. 





Mrs. Paoni was linked to GUM in another way, for her pension fund has $1-million worth of shares in Germany's Dresdner Bank. And Dresdner, excited by GUM's prospects, lent it $10 million. 





In the Soviet days, GUM was the best department store in the country, with lines of people waiting each morning to enter, and it set aside a special area on the third floor, Section 100, where ordinary shoppers were banned and top Communist Party officials could pick up fine clothing unavailable anywhere else in Russia. 





Partly because of its fame, GUM was among the first Russian companies to be privatized after the fall of the Soviet Union. It became an upscale shopping mall, and every day 200,000 shoppers trooped down its aisles. 





More than 40 international retailers occupied space, paying what analysts said were higher rents than anywhere else in Europe. Samsonite reported that it sold more per square foot in its luggage store in GUM than in any of its other outlets around the world. 





Over all in GUM, sales soared to an average of $926 per square foot, one of the highest such figures in the world. In contrast, Bloomingdale's in New York says that its sales are $267 per square foot. 





Fund managers were impressed by all this and by GUM's declared commitment to international standards. It even put out annual reports in English as well as Russian. 





"GUM has a strong balance sheet, no long-term debt and high liquidity," wrote Sector Capital, a Moscow investment bank, in 1996. "The company is very profitable, with a 40 percent return on assets. Together with the company's financial stability, this makes GUM a very attractive investment." 





In retrospect, GUM and its American owners made the same kind of mistake as the Thai real estate developers who started the whole mess. They became so accustomed to the long summer days that they came to disbelieve in winter. 





When Thailand floated its currency on July 2, 1997, the date that is now regarded as the beginning of the global financial crisis, the only shudder passing through GUM was one of delight -- at its rising stock price. Over the next three months, the stock rose 37 percent, to a new peak. 





Devalued and Misdiagnosed 





Nobody else was initially very worried that Thailand's problems would radiate around the  world. While some of Thailand's underlying problems were well known, on the day of the devaluation the Thai stock market rose 7.9 percent, its biggest gain in more than five years. 





In hindsight, absolutely everyone seems to have made a catastrophic misdiagnosis of the problem, one that resulted in Thailand's getting insufficient treatment and in exposing other countries to the contagion. The misdiagnosis was twofold: first, that Thailand probably faced a typical temporary downturn, rather than a staggering depression that would last for years; second, that the problem was largely confined to Thailand rather than the beginnings of a serious global crisis. 





The Clinton administration initially saw the crisis as a replay of what had happened in Mexico in 1995, and prescribed the same mix of austerity and aid. So in the late summer of 1997, Treasury Secretary Robert Rubin and his deputy, Lawrence Summers, signed on to a standard International Monetary Fund plan: spending cuts, high interest rates and a repair job on the Thai banking system. But over the protests of the fund, the United States declined to contribute to a bailout. 





Rubin and Summers were adamant that they could not contribute because of congressionally imposed restrictions. The State and Defense Departments were unhappy with Treasury's tightfistedness, but Treasury officials suggested sarcastically if any other department had a spare billion or two in its budget and wanted to help the Thais, it should feel free to do so. 





Rubin still insists that he made the right economic decision, but he seems less sure that he got the diplomacy right. 





"I don't think it would have made a difference economically," he said of a contribution to Thailand. "Diplomatically, I don't know." 





A senior State Department official said flatly: "In hindsight, it was a mistake." 





Thailand appealed to Japan for financial help that summer of 1997, and officials in Tokyo say they thought seriously about arranging a big package of loans. But in the end they did not, partly because Washington insisted that a rescue be made only through the monetary fund and only after imposing tough conditions on Thailand. 





With the firm backing of Treasury, the fund initially forced Thailand to accept austerity, including budget cuts and high interest rates. The idea was that sky-high interest rates would attract capital back to Thailand and stabilize exchange rates, but they also ended up devastating otherwise viable businesses. Many economists, including those at the World Bank, have criticized the fund's approach as initially worsening Asia's problems, and even the fund has admitted that its budget cuts were too harsh. 





By early 1998, recognizing that the slump was unexpectedly serious and that the initial conditions had been too tough, the fund and Treasury reversed course. They steadily allowed Thailand to reverse planned budget cuts and to ease the austerity, but the damage had been done. 





Rubin stood his ground, saying that the higher rates were needed to stabilize currencies in Thailand and South Korea, laying the groundwork for eventual recovery. 





The alternative is "likely very chaotic conditions, far greater inflation and a risk that confidence will not come back for a recovery," he said. Countries like Indonesia that resisted the fund's medicine ended up even worse off, he notes. 





After initially bowing to Washington's desires and declining to rescue Thailand directly, Japan became more assertive as it saw the crisis worsen. In September 1997, Japanese officials proposed a $100-billion bailout plan called the Asian Monetary Fund, to be paid for half by Japan and half by other Asian countries. 





This would not have cost the United States a penny, but Rubin was furious about it, partly because the Japanese had not consulted him. He fumed as he strolled about the Air Force jet carrying him to the annual meetings of the fund and World Bank in Hong Kong. 





Rubin, who has often shown a deep distrust and distaste for Japanese officials, gathered with Summers and other aides in the forward compartment of the plane to plot strategy. As the group nibbled on nachos, Rubin complained that the proposal would undercut American interests and influence in Asia, and that Japan would lend the money without insisting on tough economic reforms. 





Rubin and Summers succeeded in killing the plan, with the help of Europe and China. Many in Asia now regard that as a crucial missed chance, and there is real bitterness that the United States had muscled in to prevent Japan's attempted rescue of its neighbors. 





Treasury officials stand by their opposition to the Asian Monetary Fund, saying that the plan would not have changed anything, for it would have taken time to implement and, as Japanese officials later acknowledged, Japan was itself hard up for cash. 





"The Japanese plan was vapor," a Rubin associate said recently. "It wasn't going to happen. It was ill thought out." 





Yet some other American officials now say, a bit sheepishly, that if they had realized the seriousness of the crisis, they might have been more accepting of the proposal. In November 1998, a year after Washington killed the plan, Japan came back with another one, on a smaller scale. Instead of trying to subvert it, Rubin now called the idea constructive. President Clinton hailed it as one of Japan's "important contributions to regional stabilization." 





Herds Pick Up a Scent 





Treasury opposed the first Japanese fund in part because it -- along with everybody else,  including investors, scholars and journalists -- thought that the storm over Asia would probably pass. Yet something fundamental had changed. Perceptions of risk had altered, and people began to get nervous about holding any Asian currency. 





The anxieties became self-fulfilling, particularly as Thailand's economy began to self-destruct. Speculators, stock investors and local businessmen alike wanted the safety of dollars, and during the fall of 1997 currencies fell in the Philippines, Malaysia, Indonesia, Taiwan and South Korea. 





Since many Asian countries had problems with heavily indebted corporations, inflated stock and property prices, overvalued currencies, and bad loans, it was easy to find similarities to Thailand once people began to look. Just as Western capital had flooded into emerging markets as a group in the early and mid-1990s, now it began to ebb. 





Take Barton Biggs, the strategist at Morgan Stanley, who, a few years earlier, had helped ignite the Asian investment boom. As Thailand began to fall apart in the fall of 1997, he made another trip to Bangkok, and this time his advice was grim. 





"I really went with the idea that Asia was sold out and bombed out and that there must be some attractive values," he said in a teleconference with investors on Oct. 27, 1997, recorded by Bloomberg. "And I've got to say that I was disappointed." 





Biggs told investors to sell all their holdings in markets like Hong Kong, Singapore and Malaysia, and to cut by one-third their investments in emerging markets like Thailand and Indonesia. 





No Banks in Casualty Ward 





The dominoes began to fall. In late October 1997, right after Biggs' announcement and partly  because of it, the Hong Kong stock market plunged 23 percent over four days. The debacle in Hong Kong suddenly caught Wall Street's attention, and in New York on Oct. 27, the Dow Jones Industrial Average tumbled 554 points, its biggest one-day point loss in history. 





"That changed everyone's calculations," recalled Stanley Fischer, the fund's deputy chief. Suddenly, contagion was the buzzword, and there were regular meetings on the crisis in the Situation Room at the White House. Yet while White House officials pondered what to do, investors were busy selling. Anything that seemed to hint of emerging markets was dumped, and stock markets in Brazil, Argentina and Mexico also suffered their worst one-day losses ever. 





Mrs. Paoni's money in the Illinois pension fund joined the rush to the exits. Records show that the fund managers sold Indonesian stocks that had cost them $3.3 million, Malaysian stocks that had cost $1.9 million, Philippine stocks that had cost $1.5 million, South Korean stocks that had cost $1.1 million, and Thai stocks that had cost $2.2 million. Across the world, everybody was doing the same.





Soon Indonesia was forced to accept a $17-billion bailout, later raised to $23 billion, to which the United States agreed to contribute -- an implicit admission that it had made the wrong call with Thailand. Pressure grew on South Korea, Taiwan, Malaysia, Brazil, Russia and other countries. Everybody seemed alarmed except Clinton, who in November 1997 tried to sound reassuring. 





"We have a few little glitches in the road here," he said. "We're working through them." 





Clinton was perhaps listening too closely to the State Department, for American diplomats in Bangkok were sending out rosy cables, and their counterparts in South Korea were similarly oblivious to the Korean economy's disintegration, which was then well under way. In Washington, Rubin and Summers had a far clearer sense of what was happening in South Korea, and were openly disparaging of the diplomatic reports from the field. 





The State Department missed its cues because, historically, it had focused on the threats from Communists who carry grenades, not on the threats from business executives who wear neckties and trade currencies. The same was true of the Central Intelligence Agency, which proved itself, in the words of one of its top officials, "completely unprepared to deal with questions of an economic nature." 





Yet by Thanksgiving Day 1997, it was clear to all top officials in Washington that South Korea was on the brink of an economic catastrophe. After five hours of conference calls among top American officials, Clinton telephoned President Kim Young-sam of South Korea and told him he had no choice but to accept an international bailout. 





Kim bowed to the inevitable and accepted a bailout that swelled to $57 billion, the biggest ever. But with that money now flowing into South Korea, Western banks saw a chance to take it and run. The banks called in their loans, hoping to flee while they could. 





Rubin quietly called the heads of major banks and urged them to reschedule their loans, and in the end they did. 





But the bailout still ended up bolstering Western banks. South Koreans lost their businesses and in some cases were even driven to suicide. But foreign banks -- among them Citibank, J.P. Morgan, Chase Manhattan, BankAmerica and Bankers Trust -- were rewarded with sharply higher interest rates (2 to 3 percentage points higher than the London interbank rate) and a government guarantee that passed the risk of default from their shareholders to Korean taxpayers. The banks say that this was only fair, because they were extending their loans up to three years and thus assuming an extra burden. 





Yet in contrast to previous financial crises, which were resolved by banks' effectively paying a good share of the bill, this was a huge bailout with public funds, and the banks did not chip in major new money.





Rubin defends the bailouts, saying that he "wouldn't spend a nickel" to bail out banks or investors, but that helping the country often means ensuring that it can pay off its creditors. 





But critics note that the some of the biggest beneficiaries are the banks. "The effort is hurting the countries they are lending to, and benefiting the foreigners who lent to them," argued Milton Friedman, the Stanford University economist and Nobel Prize winner. Friedman argues that the monetary fund does more harm than good and is bitterly critical of these bailouts. 





"The United States does give foreign aid," he said. "But this is a different kind of foreign aid. It only goes through countries like Thailand to Bankers Trust." 





Smart Set, Foolish Choices 





With the collapse of South Korea, investors rushed from any sign of  risk. At Morgan Stanley, Biggs had bought emerging markets early in 1997 for his own portfolio, but now he sold frantically. Records at the Securities and Exchange Commission show that in December 1997 he sold $56,000 worth of his own company's Malaysian Fund, $650,000 worth of Emerging Markets Fund, $80,000 worth of India Investment Fund, $137,000 in the Pakistan Investment Fund and almost $1.6 million worth of Asia Pacific Fund. 





Tens of thousands of other investors were doing likewise, liquidating their holdings in emerging-markets funds. This created another kind of contagion. Sales of emerging-markets mutual funds forced fund managers to pare down their portfolios to pay back shareholders. This meant that fund managers had to trim holdings even in distant countries, even in stocks that they regarded as still valuable. In this way the electronic herd rushing away from Korea ended up trampling stocks in Argentina and Mexico. 





The world seemed to be coming apart, and so was the U.S. government's consensus on what to do. 





Indonesia was particularly nettlesome because of the question of how to treat President Suharto, the aging dictator, whom Clinton had previously supported. 





While on a trip to Texas on Jan. 8, 1998, Clinton telephoned Suharto from Air Force One to urge compliance with the monetary fund program. But Suharto stuck to some of his ideas about how to run the economy, like a "currency board" to back Indonesian money with dollars. 





A White House aide recalls Suharto's growling, "Look, I understand that this doesn't cure anything, but the IMF isn't curing anything either." 





American officials were puzzled about what to do, and they had no intuitive feel for what might happen next. 





"The nature of the crisis was not understood," recalls a senior official who weathered the thick of the crisis. "We didn't really grasp everything that was going on." 





Nation's Drive-By Shooting 





Indonesia has been hit hardest, but what remains unclear is whether it had to suffer at all. Some  economists argue that Indonesia was simply the victim of the international equivalent of a drive-by shooting. 





Its trade balance was in relatively healthy shape. It had a respectable $20 billion in foreign exchange reserves and did not squander them trying to defend its currency. Credit had grown more slowly than in other countries, and there was less indication of a bubble. The government initially reacted with foresight, going to the fund before any severe problems developed. 





Yet in the end the Indonesian currency lost 85 percent of its value, riots cost more than 1,000 lives and hunger became widespread. Today there are doubts about whether Indonesia can survive as a nation; some fear that it will fragment like Yugoslavia. 





"These horrendous things did not have to happen," argues Jeffrey Sachs, a Harvard economist, who blames the United States and the monetary fund for deepening a financial panic. "The crisis was pushed to an extreme that it never had to take." 





Indonesia was particularly vulnerable to panic because most of its private wealth is in the hands of ethnic Chinese who are unusually likely to seek safe havens for themselves and their money. Public confidence was therefore Indonesia's most precious commodity, but it dissipated as officials from Washington tangled repeatedly with the Indonesian government over how to deal with the crisis. 





Suharto's handling of it was disastrous. He backtracked on closing banks, adding to confusion, and resisted many reforms that would have threatened his family empire. The fund forced Indonesia to close 16 banks, but then in an internal document acknowledged that it had gravely erred and that the closures had triggered bank runs around the country. 





Both Treasury and the fund ridiculed Suharto's budget proposal, which because of exchange-rate movements showed a 32 percent spending increase in local currency terms. But three weeks later, having already irreparably harmed Indonesia's image, the fund quietly approved a budget with a 46 percent spending increase. 





Woes Dervied but Undiluted 





 s currencies and countries tumbled, another form of contagion began to take a toll on world  economies: financial derivatives. 





Originally called synthetic securities, derivatives are so named because they are derived from something else -- an underlying stock or bond. They can be as simple as an option to buy a stock, or they can be complex products involving multiple currencies, loans and bonds. In effect they are repackaged securities, stuck together like a complex work of financial Lego. 





There is nothing inherently harmful about derivatives, and they can be very useful to protect against risks. But they can also be used to speculate. Their tremendous variety is reflected in the nicknames given to various kinds: the jellyroll; the iron butterfly; the condor; the knockout option; the total return swap; the Asian option. 





These are jellyrolls that really sell. Western sales teams were active in Asia, and they often peddled complex financial products to customers who sometimes did not understand what they were getting into. 





No one believes that derivatives actually caused the crisis. But although the point is bitterly contested by some investment bankers, a number of economists believe that once the crisis started, derivatives helped deepen it and infect other countries. They cite several mechanisms. 





Rushing to the Exits 





F irst, derivatives made it easier to make high-risk bets on Asia, but these were not publicly  reported. As a result, no one had any idea how much betting was going on. 





"Derivatives enabled a lot of hot money to flow into Asia below the radar," said Frank Partnoy, a former derivatives salesman and now an assistant professor of law and finance at the University of San Diego. 





Second, the riskiness creates a rush to cover bets when the market goes the wrong way, and this scramble sometimes causes wild market swings. 





As Partnoy explained the scramble: "It's as if you're in a theater, and say there are 100 people and you have the rush-to-the-exit problem. With derivatives, it's as if without your knowing it, there are another 500 people in the theater, and you can't see them at first. But then when the rush to the exit starts, suddenly they drop from the ceiling. This makes the panic greater." 





Third, derivatives increased the linkages from one country to the next. South Korea, in particular, invested in derivatives and other high-risk securities that were tied to Thailand, Russia, Indonesia and Latin America. South Koreans bought 40 percent of one Russian bond issue and almost all of a Colombian bond issue. 





So when those countries soured, South Korean financial institutions were badly hit as well. Derivatives had allowed them high yields but also meant that they stood to lose far more than their principal. 





"I think it is quite clear that derivatives are vectors of contagion," said Martin Mayer, a senior fellow at the Brookings Institution in Washington. 





Why did derivatives flourish in Asia? One reason was that until the crisis, they were enormously profitable for everyone. Some Asian financial institutions now grumble about them, but until a couple of years ago Korean mutual funds managed to earn exceptionally high returns in part because of their derivative investments. 





Moreover, American banks often made huge sums selling these products in Asia. Jan Kregel, who has researched the issue as a senior fellow at the Jerome Levy Economics Institute in Annandale-on-Hudson, N.Y., concludes that in the boom years of both Thailand and Indonesia, Western banks made incomparably more money selling derivatives than making loans, and that in any case much of the lending was linked to derivatives as well. Most of the major American banks -- Bankers Trust and Chase and J.P. Morgan and others - -- were actively selling derivatives in Asia. 





The problem was not that Westerners were fleecing Asians, for in Asia one of the biggest derivatives players was a Hong Kong investment bank, Peregrine Investments, run by a British former race-car driver named Philip Tose. Founded only in 1988, Peregrine came from nowhere to register an astonishing $25 billion in revenues in 1996. 





Then, early last year, Peregrine returned to nowhere. It collapsed in a sea of debts in Indonesia and elsewhere, and the shock then rippled through Asia and around the world. 





"It was a major local player," said Christopher Barlow, a finance expert at PricewaterhouseCoopers who is presiding over the liquidation of Peregrine. "A collapse like this causes shock waves in the system and damages confidence." Barlow said Peregrine had more than 2,000 creditors, with claims of more than $4 billion. 





One of the losers was the Illinois state pension fund, which manages Mrs. Paoni's retirement money. The fund had bought $358,000 of Peregrine stock, all of it now worthless, although this had only an infinitesimal effect on Mrs. Paoni's holdings. 





"Derivatives are like power tools," said Brian Lippey, managing director of Tokai Asia Ltd., an investment company in Hong Kong. "If you know how to use them, they're great. But if you don't know how to use them, you'll drill a hole in your head." 





No Fares, No Food 





In the Indonesian town of Mojokerto, high finance began to close in on Salamet, a rickshaw  driver. 





Salamet (who like many Indonesians uses only one name) cannot read, so he had not learned from the newspaper that the Thai baht had plummeted and the Hong Kong market had plunged. But he was shocked when Agus Santoso came home. 





Santoso, a slight 40-year-old neighbor, too frail a man to make a decent ditch-digger, had been the talk of the town. He had managed to learn how to drive a car and had got a job driving new cars to dealerships all over Indonesia. 





The job paid $400 a month, a colossal sum that had tongues wagging all over the neighborhood. Salamet had dreamed that he, too, might learn to drive a car and follow in Santoso's lead. 





But cars and car parts are imported, so they began to soar in price as the Indonesian rupiah lost value. Indonesians stopped buying new cars, and Santoso was dismissed and moved back home. 





Meat and rice soared in price, and people in Mojokerto began to cut back to two meals a day. The poor began to walk instead of taking rickshaw rides, and Salamet's earnings fell by half, to less than $1 a day. 





It is still unclear how severe the impact has been across the region, and the last few months have seen a statistical battle, as international organizations and aid agencies have issued a flood of reports offering widely divergent portraits of Asia in crisis. Invariably, the bleakest assessments have tended to get the most attention. 





In Indonesia, for example, estimates by the government and some aid agencies have suggested that the proportion of people living in poverty has risen to 40 percent or even 50 percent. But three carefully prepared World Bank reports released in January suggest that the increase has been much more modest, to 13.8 percent in 1998 from 11 percent in 1997. 





As the World Bank sees it, "Rather than the universal devastation in poverty, employment, education and health so widely predicted and repeated in the media," the reality is increased poverty and a rising number of school dropouts, but not on the scale that aid agencies had suggested. 





Still, although the scale is uncertain, everyone agrees that the crisis has left millions of people in great distress. And in Salamet's extended family, there is no doubt that life has taken a turn for the worse, even if it is difficult to measure. 





Salamet took his wife, Yuti, and their baby daughter to visit his in-laws in a village near Mojokerto, and there they sat down beside a hut to chat. No food was served, for there was none. 





The matriarch, Sambirah, who does not know her age but appears to be in her 80s, cradled her great-granddaughter in gnarled arms so frail that they seemed to rattle in the breeze, and for a moment her rheumy eyes glowed with pride. Mrs. Sambirah's pale mouth turned up at the corners, revealing two yellowed teeth, tusks emerging from an expanse of gum. 





Then the tusks disappeared, and Mrs. Sambirah's eyes clouded. She sighed and described how she now pawns her sarongs so that the children do not starve. 





"I can put up with it if I don't eat," she said. "But the children aren't used to it. They cry and cry." 





Pulp Facts, Pulp Fiction 





Across the globe, on the 22nd story of a skyscraper in Rio de Janeiro, Carlos Aguiar began to  feel Indonesia's pain. 





Aguiar, 53, president and chief executive of a pulp and paper company called Aracruz Cellulose SA, is solid and plain-speaking. His hair is neatly parted on the side; his manner suggests a waltz rather than a samba. He worked his way up through the business, and his heart is not in Rio but 375 miles north in the company town of Aracruz, where most company timber plantations and pulp mills are. 





Mrs. Paoni is among those with a stake in Aracruz. Her state pension fund bought into the Brinson Emerging Markets Fund, which in turn owned 102,000 shares of Aracruz preferred stock. 





Many investors picked up Aracruz, for the paper industry was doing well in the mid-1990s and investment analysts were recommending the stock. But a problem was developing behind the scenes: Asian companies were building a quantity of enormous paper mills in Indonesia and other countries, dramatically increasing worldwide output. Global pulp capacity has soared to 35 million tons, from 25 million tons in 1990. 





"Everybody saw Asia as being this great market," Aguiar said morosely. "China, India, they have enormous populations, and everybody was betting on them. That was why the Indonesians built these giant factories, because they were expecting that paper use in China would go from 17 kilos a person now, to 30, then to 100. It didn't happen." 





On top of the glut, the devaluations in Asia meant that Indonesian companies lowered their prices. So the price of Aracruz pulp dropped to $420 a ton recently from $850 a ton at its peak in 1995. 





Pulp offered simply one example of a global slump in commodity prices. The world abruptly found itself bedeviled by excess capacity just as demand slumped, and so markets were awash with Russian steel, Chilean copper, American grain, Colombian coffee and Saudi oil. 





Astonishingly, after one of the great booms in economic history, commodity prices on average are still 12 percent lower than the average in 1990. Metals on average now cost just two-thirds as much as eight years ago. After adjusting for inflation, oil costs less than it has for 25 years, since before the 1973 oil shock. 





Debt Addict Seeks Rx 





Falling commodity prices were making ripples around the world. They were especially brutal to  Russia, whose main export is oil and gas, with the upshot that Russia's economy was falling apart. 





Nobody much noticed at first. As with Asia a year earlier, it was too easy to be dazzled by the black Mercedes-Benzes, the diamond rings and the crowded discos. In 1997, Russia's stock market performed the best in the world, rising 149 percent in dollar terms, according to the calculations of the International Finance Corp. 





At GUM department store, Solomatin, the chairman, had been equally optimistic. He had sunk GUM's entire nest egg of liquid assets -- then worth $33 million -- into the stock and bond markets. It had seemed a good deal, for the bonds were paying interest rates of 100 percent or more. 





But behind the scenes Russia's economy was showing severe strains, and many of them were unrelated to the Asian crisis. Tax collection was abysmal, government budget deficits were growing, short-term debt was rising and President Boris Yeltsin's health seemed to be fading. 





Asian countries had had problems with private debts, but Russia's problems were a bit different: the government itself was addicted to debt. And with one-third of government revenues coming from taxes on oil and gas that were steadily falling in price, it was difficult to foresee an improvement. 





"I think the main reason for our crisis was not the Asian crisis," said Sergei Kiriyenko, who at 37 became Russian prime minister last spring. "It was that for years we had expenses higher than revenues." 





More broadly, in contrast with Asia and Latin America, where markets were deeply rooted, Russia had only the flimsiest attachment to market principles and was being savaged by corruption and organized crime. Russia's top prosecutor, Yuri Skuratov, estimates that half of all Russia's commercial banks are mob-controlled and that criminals control about half of the gross national product. 





Even as Russia's economy was quietly disintegrating, public support from the United States, Germany and other countries bolstered the impression that, as one economist put it, Russia was "too nuclear to go bust." 





In July 1998, the Clinton administration pushed the monetary fund for a major bailout, even though officials worried privately about whether it would work. In the end the fund worked out a $17.1-billion deal. 





Perhaps Americans did not fully notice the crisis developing, but Russians did -- and their behavior undermines the notion that around the world it was only Western investment bankers who took poor locals to the cleaners. In Russia it was more the other way around. Russian capital flight steadily averaged $1 billion per month for the last three years, moving to places like Britain and Switzerland, which Russians felt they could trust. The first $4.8 billion installment of the fund bailout quickly disappeared as Russian oligarchs cashed out their rubles and took their money out of Russia. 





As Charles Dallara of the Institute of International Finance in Washington described it, "So in a broad sense, you had the West, the IMF, Western banks and Western governments pouring money in the front door, and a select group of Russian citizens taking it out the back door." 





Meanwhile, the Russian legislature balked at many of the required reforms. Investors panicked, and on Aug. 17, computer screens flashed the bad news: the bailout had collapsed, and Russia stopped propping up the ruble and defaulted on domestic bonds. Overnight, the bonds were virtually worthless, and stocks fell from dollars to pennies. 





Still, Rubin says he has no regrets about the July bailout. "I'd do the same thing again," he said. "Given the stake we had in an economically viable Russia, it was a risk worth taking. It had a realistic chance." 





GUM, which had been seeking listings on overseas stock exchanges, sent despondent faxes that day to its investment banker friends, postponing those plans indefinitely. The crisis sent the ruble tumbling to more than 18 to the dollar from 6, and so in effect all the imports in GUM (and most of the inventory is imported) tripled in price just as Russian consumers were losing their jobs. 





The shock waves from the Russian default were felt around the world, partly because they shattered the assumption of an international safety net. The United States and the monetary fund had wanted to save Russia, and their failure sobered investors, sending them scurrying once more away from risk. 





After the Russian crisis, the upheavals in international markets nearly destroyed Long-Term Capital Management, the most glamorous of America's hedge funds. More than a year earlier, the hedge funds had helped to trigger the financial crisis in Thailand, setting in motion a chain reaction that ultimately came back to take Long-Term Capital to the brink of collapse. 





Long-Term Capital tumbled for the same reasons that Thailand did. American financiers may like to think of themselves as a world apart from Thai bankers, but there was a certain symmetry in what went wrong. 





Thailand and Long-Term Capital were both victims of their own successes, which bred hubris and carelessness toward risks. They also both borrowed more money than they should have, and got into trouble when their bets went wrong. And, to be fair, both had a certain amount of bad luck. 





On When to Bail Out 





The Russian default sideswiped Brazil, which for a time lost money from foreign reserves at the  rate of $1 billion a day. So when Brazil wobbled, the United States braced itself. In November 1998, the Brazilian government agreed to a $41.3-billion bailout package from the fund, which Clinton arranged early, while Brazil was still solvent. 





For the United States it was a remarkable turnaround. A bit more than a year earlier, the Clinton administration had refused to contribute money to the Thai bailout and had prevented Japan from distributing aid. This time, Clinton himself led the intervention and the United States came up with $5 billion of the package. 





Yet it was a bad bet. Despite widespread recognition that the Brazilian currency, the real, was overvalued, Washington made essentially the same mistake as it had in Russia: it trusted the legislators to quickly pass reforms that would reassure investors. Again the markets won, and in January Brazil was forced to float the real. 





The collapse of the currency in turn forced Brazil to raise interest rates to try to attract foreign money -- the pattern that had occurred a year earlier in Indonesia or South Korea. And the high interest rates, in turn, are depressing Brazil's economy and casting a shadow over Argentina, Mexico and all of Latin America. 





At Aracruz, Aguiar has solemnly watched the stock price fall, from $22 a share in the summer of 1997 to $11.81 on Tuesday. Over the years, he has taken desperate measures to compete globally, trimming Aracruz's work force by nearly two-thirds, cutting back on health and dental benefits, and turning to a cheaper contractor to run the company cafeteria. Just since the crisis hit in the fall, he has pared staffing another 10 percent, and he prays it will be enough. 





On the other end of the globe, in the third floor boardroom of GUM, Solomatin has a grand view of Red Square -- and a terrible view of his company's future. 





All the company's plans are on hold; the money in defaulted bonds is locked up; all the stock is now worth only $36 million, about the cost of the inventory. 





That makes GUM a candidate for a takeover by a foreign company, and two European companies are said to have been eyeing it. But Solomatin sounds skeptical. 





"Who would take us over?" he asked. "Investor fear of Russia is so great that nobody would consider buying us." 
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The World's Ills May Be Obvious, but Their Cure Is Not





By NICHOLAS D. KRISTOF with SHERYL WuDUNN





Pigs to the left, pigs to the right, pigs all around him, Charles Burrus stood in the cacophonous center of his barn, gesturing at the indignant squealers. He felt like squealing, too. 





"I don't know what we're going to do in the next three months," said Burrus, oblivious to the stench of the 7,000 animals around him. "We're losing $10,000 to $15,000 a semi load." 





Burrus, a 65-year-old whose gray hair peeks through his farm cap, has seen some tough times in a life of hog farming, including a fire that ripped through his barns in 1978 and roasted 1,200 pigs alive. But nothing, he said, has ever been nearly so devastating as today's prices. These days he is bleeding money so badly that he worries about losing his 600-acre farm here among the cornfields near Cantrall, Ill., 130 miles southwest of Chicago. 





"This is something we've never seen in the livestock business," Burrus said dolefully. "We've never seen this heavy a loss in the pork industry, not even in the Depression." 





The problems on the Burrus farm, a sprawling collection of 14 hog buildings with temperature controls and automatic curtains on the windows, underscore how the economic crisis that began 19 months ago in Thailand is knocking on the gates of the American heartland. The only real chance of a rescue for Burrus would come through an economic revival on the other side of the globe, in Asia, where his hogs usually end up between chopsticks. 





So far, the United States as a whole has been remarkably impervious to the crisis, and much of American industry has benefited from the cheaper oil and imports resulting from the downturn elsewhere. Still, it is not clear whether the United States can remain unaffected, and the crisis presents the country -- and the rest of the world -- with far-reaching political and economic challenges. 





If the Cuban missile standoff was a quintessential Cold War crisis, then today's global economic upheaval may be a landmark crisis of the post-Cold War era. 





The simplest challenge is for the United States to sustain its strong growth rates. But the broader task will be to prevent nationalistic cataclysms in the worst-off countries, like Russia and Indonesia, and to contain the political and security risks of explosive frustration if the crisis bites further into places like China and Latin America. 





The American economy has demonstrated tremendous flexibility and resilience, but uncertainties arise because the American stock market is 64 percent higher than it was on Dec. 5, 1996, when Alan Greenspan, the Federal Reserve chairman, warned about "irrational exuberance." 





Moreover, the Brazilian crisis -- marking the failure of the November bailout -- underscores that the storm has not necessarily passed. 





"To some extent Brazil's problem is a reflection of slowing economic activity," said Henry Kaufman, a Wall Street economist who now runs his own consulting company. "We have to consider whether there is more to come. Developing countries are still coming to grips with a slowdown in the global economy. If the economic revival in Europe is subdued and the American economy slows down, that is bound to put some pressure on other parts of the world." 





The message from Washington during these upheavals strikes some foreigners as hypocritical. When Thailand and Brazil were hit, the Clinton administration's message was firm: Raise interest rates, cut government spending, put up with a recession if necessary, allow banks to fail, be stoical. 





Yet in September when the crisis seemed as if it might strike the United States, the administration had a change of heart. President Clinton went into overdrive in September, welcoming three interest rate cuts by the Federal Reserve, pressing Europe and others to cut rates as well, and finally getting money out of Congress for the International Monetary Fund. The Federal Reserve even coordinated the rescue of Long-Term Capital Management, a hedge fund backed by wealthy investors. 





The rate cuts were precisely the opposite of the prescription that the United States had handed out to everyone else. And these days, there is a lurking fear in Washington that these countermeasures may have worked too well -- creating a false sense of security. 





At Treasury and the Federal Reserve, officials were concerned to see that their actions seemed to have moved millions of investors from an excess of fear to a new spasm of exuberance, sending the market to a new high. Officials say they worry that the eventual fall, if there is one, may be that much farther. 





For all the condemnation of cronyism and mismanagement abroad, there are signs in America and Europe of some of the vulnerabilities that brought down Asia. 





The crisis abroad was partly a consequence of success: Soaring growth rates led to excess confidence, excess borrowing, excess investment and excess capacity. Not everyone agrees, but some economists see similar patterns in corporate giants like U.S. Steel and even on farms like the one Burrus runs. 





When pig prices were 80 cents a pound of live weight, Burrus borrowed from the banks to build new barns. In fact, he just completed his latest barn a few months ago. But the high prices were also driving every other hog farmer in the world to increase production as well, and in hindsight it was a pig bubble that popped. 





So now Burrus is getting 17 cents a pound for his pigs, even though his costs are running 38 cents a pound. Bankers in Cantrall are nervously eyeing hog farms the way bankers in Rio de Janeiro are anxiously examining coffee plantations. 





Just a couple of hours' drive from Burrus' farm is steel country, the huge chimneys and fiery vats of molten steel that represent the traditional sinews of American industry. These days steel companies are crying foul and laying off workers, saying they are facing a deluge of imports from Japan, Russia, Indonesia and other countries. These nations worry about a new round of protectionism, and on Friday the United States announced penalties against Japan and Brazil for selling goods in the United States below cost. 





In a broader sense, however, the steel companies' problem reflects the pattern of excess capacity that one sees in hogs, cars or Indonesian rickshaws. During the boom years, steel companies all over the world invested huge sums in production, in anticipation of the Asian market -- which then shriveled. 





So far U.S. Steel and Burrus are both exceptions, and the American economy is still growing strongly. Yet apprehensions arise because the global economy is a three-engine jet, with one engine dead (Japan's) and another losing speed (Europe's). It all comes down to how much fuel is left for the final, American engine. The gauges are broken, the pilots are arguing and the journey has already set a distance record -- the United States' longest peacetime expansion, now almost eight years. 





Slender Gains for Salamet 





In the remote Indonesian town of Mojokerto, Salamet is in mourning. Salamet, a rickshaw driver, was outside trying to get rides one afternoon recently when his mother finally died in her sleep on the floor of his little house. 





It was a relief, for she had groaned piteously from the pain of breast cancer, and he had been unable to afford painkillers. Yet Salamet now found himself faced with another bill he could not pay: the $28 for the coffin and burial. 





In the end neighbors stepped in to lend him the money. But custom dictates that a bereaved son not leave the neighborhood for 40 days. This made it more difficult than ever to find the rickshaw rides that would buy food for his three hungry children and pay the fees to keep his eldest son, Dwi, in the second grade. 





Yet to keep it all in perspective, Salamet is in the worst-off group -- the urban poor -- in the worst-off country of all, Indonesia, and even he is managing to get by. 





In Salamet's neighborhood, no one thinks that the quality of life has retreated even to the level of 1990. 





Asked about how much the depression had pushed his life backward, Salamet (who like many Indonesians uses only one name) described the positive changes over the last decade, and emphasized that these have been enduring. 





"The biggest change was electricity, which came about six years ago," he reflected. "It cheers us all up, and at night there's light. And then there's also television now as well. 





"The second-biggest change is that the roads here got paved. It used to be that in the rainy season, everything got so muddy you couldn't go anywhere. But now we can get around in all seasons, and I can drive the rickshaw and earn a living even after it's rained." 





"The third change is the toilets," he concluded. "They were built four years ago. Until then everybody just used the river, but that was a problem at night. It was far away, and there were snakes that used to bite people." 





These kinds of gains are still fragile, particularly in places like Indonesia, China and Russia, where there are serious risks of political instability. But for now at least, they have not come close to being undone. 





Could Asia's Worst Be Over? 





More broadly, the striking thing about the economic news from Asia these days is that so much of it is good. A year and a half after the Asian crisis began, countries like Thailand and South Korea are showing signs of bottoming out. Asia's currencies have recovered sharply, with the Indonesian rupiah now standing at about 9,000 to the dollar, compared with 16,650 in June (or 2,500 before the crisis). 





Interest rates have fallen as well, and this has bolstered the stock markets. They remain far, far below their pre-crisis levels, but Asian stock markets were some of the best performing in the world last year. South Korea's rose 121 percent in dollar terms in 1998, and Thailand's was up 34 percent -- both from abysmal lows. 





If countries like South Korea and Thailand really restructure their economies in fundamental ways -- which so far has not happened, despite a lot of promising talk -- then it is possible that they will emerge that much stronger from the crisis, with better banking systems, more open economies, stronger legal systems and more democratic political structures. President Kim Dae-jung of South Korea argues that the crisis will be remembered as a blessing, because it is forcing essential economic changes. 





"I believe that having to restructure our economy under the agreement of the IMF is ultimately a big help for our economy," Kim said. 





Whether the recovery is slow or rapid, the emerging markets eventually are expected to regain their pulse. Although they make up just 7 percent of the global value of stocks around the world, emerging markets account for 70 percent of the world's land, 85 percent of the world's population, and 99 percent of the anticipated growth in the world's labor force. 





The Sandwich Man 





Sirivat Voravetvuthikun offers a hopeful image of Asia's future, one in which Asians manage to rebuild their lives in new ways and thus achieve greater prosperity. 





Sirivat, 50, a Chinese Thai businessman who went to high school and college in Texas, was a successful investment manager and property developer in Bangkok. With his brother, he built 28 lavish homes in the middle of a vast golf resort, with no luxury spared, from the swimming pools to the landscaping beneath mango trees and coconut palms. 





The development cost $12 million, $10 million of it borrowed from banks and much of the rest from Sirivat's savings. It is in a lovely spot, nestled among the hills 115 miles northeast of Bangkok, but just as it was being completed the property market collapsed. Now the homes are empty and the main pool is green with algae. 





The homes did not sell, and interest costs soared. Banks pressed him for payment, and Sirivat could not meet the payroll for his staff. He and his brother began quarreling. 





That was when Sirivat, like thousands of other businessmen around Asia, decided to start again. Drawing on his years in the United States, he decided to become a sandwich peddler. Sandwiches are not a customary food in Thailand, so Sirivat decided it would be a good market niche in a country whose young people are increasingly experimental about foreign foods. 





"My wife started by making 20 sandwiches," Sirivat remembered. "I told my staff we had to sell them on the street. I remembered people in the states selling popcorn, carrying bags of it, and I thought, we'll try this. It's illegal to have pushcarts or to set up a table on the sidewalk, but I thought it would be OK if we just carried the sandwiches in a box." 





Sirivat's business -- now known as Sirivat Sandwiches -- is thriving, and he is turning a nice profit on it. The first 20 sandwiches took six hours to sell, but now daily sales have reached 550 sandwiches. Sirivat has rented another building in Bangkok to make sandwiches and to experiment with new varieties. He aims to emerge as the sandwich king of Thailand. 





"This is going to be big," he boasted, adding that he was trying to build a strong brand name and ultimately hoped to list Sirivat Sandwiches on the Thai stock exchange. 





Rocky Roads, Resentments 





In assaying what comes next, some of the most fundamental concerns are not economic but social and political. 





A growing backlash is evident against Western capitalism, and especially against the Americans who exemplify it. This is most apparent in countries like Russia, which has already defaulted on its debts, but it is found even in Japan, where politicians heap abuse on what they call Anglo-Saxon capitalism, deriding its ferocity and lack of civility. 





In a rebellion against the American-led drive for free markets, the finance ministers of the second- and third-largest industrial countries, Japan and Germany, have both spoken about the need for tighter controls on currency movements. And late last year, a three-year-old international effort to achieve a Multilateral Agreement on Investments -- which would have promoted globalization and cross-border investments -- collapsed after France, applauded by Australia and Canada, backed out of the talks. They all worried about surrendering power to foreign companies and open markets. 





Malaysia, once a darling of international investors, went the furthest in thumbing its nose at the markets. Prime Minister Mahathir Mohamad has denounced Jews and the West for conspiring against him, and has warned that people in the developing world will stage "a kind of guerrilla war" against Western corporations that buy overseas companies at depressed prices. 





Despite warnings from the West, Malaysia adopted capital controls on Sept. 1. The controls, which are now being relaxed to lure foreign investors back, seemed to help: The currency was stable, the stock market more than doubled and foreign exchange reserves rose sharply. Moreover, with interest rates of just 7 percent (compared with 38 percent in Indonesia), Malaysia is expected to eke out a bit of economic growth this year -- even as a continued dip is anticipated in Indonesia. Western officials worry that other countries may adopt Malaysia's methods. 





Less dramatic capital controls, like Chile's system to encourage long-term inflows rather than short-term ones, now are also widely praised. Chile dismantled them late last year -- because at the moment there is no problem with excess capital inflows -- but those controls may become a model for other developing countries. 





One of the greatest worries in the West is about the future of Russia. The stock market there plunged 84 percent last year in dollar terms. President Boris Yeltsin, once seen as Clinton's ally and the man who would tug Russia toward the West, has now faded into the backdrop along with reforms. 





Oleg Sysuyev, a top aide to Yeltsin, sat in his immense office in the old Central Committee Headquarters one day recently and said that reforms very likely were dead for the next five years in Russia. He added that unless the monetary fund gave in and offered Russia major support, there were only two scenarios for the country. 





The first, Sysuyev said as he chain-smoked Marlboro Lights, is ruthless budget-cutting, which might lead voters to choose old-style, totalitarian candidates in the parliamentary elections in 1999 and the presidential elections in 2000. The second, he went on, is hyperinflation. "This scenario -- not as fast -- may lead to the same consequences," he said. 





China Avoids the Crunch 





As for China, it has evaded the crisis, and what saved it from catastrophe may in part have been its unwillingness to listen to Western economists. Urged to make its currency freely tradable with the dollar, it resisted. If the Chinese yuan had been convertible, then Chinese would have sent their money fleeing as Thais and Indonesians did, and China might also be mired in a major financial crisis. 





China claims economic growth last year of almost 8 percent -- a tribute to the government's $1.2 trillion stimulus plan and probably to the audacity of the statisticians. 





Yet one troublesome parallel with the hardest-hit countries of Asia is found in a vast hole in the ground in the Pudong district of Shanghai. The hole, swarming with construction workers, is scheduled to become the Shanghai World Financial Center, the tallest building in the world. At 1,509 feet tall, it will be 27 feet taller than the Petronas Towers of Malaysia, which in 1997 surpassed the Sears Tower to become the tallest. 





Someday it may pay off. But for now it is scheduled to cost $625 million and provide 3.6 million square feet of floor space (twice as much as the Empire State Building) just as the Pudong business district finds itself with dozens of new buildings and an overall occupancy rate of only 30 percent. 





This real estate bubble is linked to Japan, for the World Financial Center is backed in part by Japanese banks and is the brainchild of Minoru Mori, chief executive of Mori Building Co. Mori is a visionary in Japanese business circles, a man who reveres the French architect and planner Le Corbusier and who also aspires not just to put up roofs but to shape society. 





Mori is unabashed. He argues that while Shanghai property may look like it is heading for a bust, in the long run there will be another boom as well. 





"I think the abacus will show a profit for us," he said, but he acknowledged that completion of the World Financial Center might now be delayed a couple of years after the original target date of 2001. 





On the wall of his boardroom, on the 37th floor of his Ark-Mori building in Tokyo, is a painting from Mori's outstanding collection of Le Corbusiers, bearing a large inscription by the artist: "Je revais," or "I was dreaming." 





The real estate glut in China is at the heart of a banking mess perhaps more serious than anywhere else in the world. 





Chinese banks have lent heavily to construct buildings that are now largely vacant and worth little. Three of the four major banks are effectively insolvent by a huge margin, even though these are boom times. 





So long as depositors keep their money in the accounts, the banks can keep functioning indefinitely. But the moment depositors start asking for their money back, the banking system in China will face the possibility of collapse. 





China's bad bank debts are staggeringly large, totaling about 40 percent of gross national product, compared with 3 percent in the United States during the savings and loan crisis. Nonperforming loans (those that are not being paid back) are about 25 percent of the total at the big banks, significantly higher than in other countries when they were hit by the crisis. 





Paradoxically, there seems little prospect that China will face an international currency crisis of the kind that hit Thailand and Indonesia. Beijing has $145 billion in foreign exchange reserves, exceeding the country's entire $131 billion foreign debt. 





That leaves the risks of political upheaval in China coming from two directions, both economic. 





One danger for the government is a banking crisis, driving furious depositors to the streets to demand their money back. 





The second risk comes from workers who lose their jobs at state-owned companies. The Communist Party has reiterated its plans to close down money-losing companies, but those workers may represent the sternest challenge to the Communist Party since the democracy movement in 1989. 





Officially, 11.5 million people are unemployed in China, but that figure is not very meaningful because it excludes people who have been laid off as well as rural workers and peasant migrants to the cities. Estimates of total unemployment range up to 260 million, which is also not very meaningful, because many of these people manage to get odd jobs or make money on their land. 





Still, no one doubts that there are tens of millions of Chinese workers and peasants who are unemployed or underemployed and who are a potentially dangerous element in the social mix. Outside the southern city of Changsha, near where Mao grew up, thousands of people clashed with police early in January, and one man was killed when he was hit with an exploding tear-gas canister and bled to death. 





Earlier, some 500 laid-off workers from a defunct wire-cable factory marched through Changsha and were joined by several thousand sympathetic onlookers who brought traffic in the downtown area to a standstill for most of the day. 





Wang Weilin, 45, one of the onlookers, acknowledged that these protests might not lead anywhere, for workers are very careful not to push too far or to come across as protest leaders, for that might mean arrest. 





Still, the frustrations were evident in the placards that workers carried, declaring, "We have no food," and "We don't want fish or meat, just a bowl of rice." 





"These people," Wang said, "have nothing to eat." 





Panic Spawns the Ninja 





Indonesia offers frightening images of how economic distress can tear a society apart. Optimists sometimes used to say there was a possibility that China could turn out as well as Indonesia, but now Indonesia seems less a model than a nightmare. 





Indonesian Muslims have been burning down churches, and Christians have been attacking mosques. In the capital, Muslim mobs have chased down and hacked Christian men to death as police officers and soldiers stood by. And when there is no other target around, rioters attack ethnic Chinese. 





In the East Java region of Indonesia's main island, mysterious groups of men dressed in black have been killing Muslim religious leaders, chopping up the bodies and throwing the pieces into mosques. This has created a panic, leading to a witch hunt -- literally -- for the killers. 





Called ninja by local people, these killers are believed to be sorcerers, and panicked mobs sometimes beat to death those whom they think might be ninja. More than 200 people have been killed so far, either by real ninja or by mobs looking for ninja, and crowds have sometimes paraded the heads of their victims on pikes. 





Such brutality seems particularly incongruous because Java was civilized before England and has an ancient culture emphasizing harmony and restraint. The killings and mutilations have been a gruesome reminder of how rapidly economic crises can cause societies to mutate in horrific ways. 





In Mojokerto, even Salamet, the rickshaw driver, has joined a posse to guard against ninja. He goes out each evening with a group of men, armed with clubs and sickles. Salamet is the most reasonable of the group, but some of the men spend their days sharpening their sickles and talking proudly of hacking to death any intruders they find. 





Down the street from Salamet, a Muslim activist named Ahmed Banu claims to have beaten two ninja to death, and he shows off a pair of boots that he says belonged to one of the dead men. In fact, the entire episode seems to have been fictional, but Banu is a charismatic man with a growing following. 





After prayers on a recent evening, he held an open meeting of local Muslims to deal with the supposed ninja menace. Salamet stayed away, but 24 men attended, listening intently as Banu warned passionately that the ninja were ready to destroy the neighborhood and vanquish all Muslims. 





"If we Muslims are being treated like animals," he said, his voice rising, "will we stand for it?" 





"No!" his followers yelled back. 





"If we catch the ninja, what should we do? Give them to the police or kill them?" 





 White House Brainstorms 





On Labor Day last year, as financial markets worldwide were tumbling in the aftermath of Russia's financial turmoil, an impatient and annoyed Bill Clinton summoned his top advisers to the Yellow Oval Room on the third floor of the White House. Clinton, in cowboy boots, settled in his favorite chair by the fireplace, and Treasury Secretary Robert Rubin sat directly opposite, as he likes to do, so that he could look the president in the eye. 





 Clinton said he wanted to attack the crisis more directly and more openly. He also wanted his administration to lead the way in remaking the global financial system, so as to reduce the risk of another crisis down the road. He had been speaking on the telephone with Prime Minister Tony Blair of Britain, and they had agreed that world leaders should step out and convey a sense of urgency about altering the international economic order -- and so he was frustrated with Rubin's caution. 





"Clinton was leaning on Treasury for some action," recalled one participant. "He was leaning hard. And of course the Treasury wanted to be cautious. It was telling the political types in the White House that this is sensitive stuff -- you say one wrong thing and you can mess things up." 





The underlying problem is that today's Bretton Woods economic structure -- based on fixed exchange rates and the World Bank and International Monetary Fund -- is widely regarded as outdated and insufficient to steady today's markets. 





"We need to establish a new system for the 21st century," said Eisuke Sakakibara, Japan's vice minister of finance. "You could call it a new Bretton Woods. It's difficult, but it's got to be done." 





But what precisely is to be done? 





While almost everyone agrees that the present system is inadequate, there is no consensus on what would be better. Ideas range from radical proposals for a global central bank and semifixed exchange rates among major currencies to more modest suggestions for tougher bank standards and curbs on hedge funds. 





At the annual World Economic Conference in Davos, Switzerland, recently, some European officials urged the creation of an "early warning system," roughly equivalent to a weather satellite alerting the world to approaching economic tornadoes. But the technology simply does not exist. 





Others argue for an "exit tax," which would require investors to pay a fee for removing their money from a country quickly -- an experiment that Malaysia is now trying. But Rubin fears the tax could scare off investors. 





Just as Clinton's enthusiasm for doing something seems to have ebbed as the sense of crisis faded, there seems little chance that the present debate will lead to any major changes soon in the international economic system. 





One reason is that for all the tragedies now unfolding in places like Indonesia, supporters of the current economic system say that overall, it has done an excellent job of promoting economic growth. By some economic measures, Indonesians are better off materially today, in the bust stage of their boom-bust cycle, than if they had bought stability at the price of sacrificing growth in the boom years. 





"All countries have benefited from the free market system," said Jurgen Stark, vice president of the Bundesbank, Germany's central bank. "I am a little worried about all the talk about a 'new financial architecture.' What's new? What would it accomplish?" 





The upshot is that although the metaphor is always "new financial architecture," the proposals for the financial system are usually fairly small-bore. 





"I think architecture is a bad word," said John Heimann, who recently stepped down as chairman of Merrill Lynch Global Capital Markets to head a new bank-supervisor training institute. "What you need is more attention to the plumbing and electricity. That's not as dramatic, but it's the plumbing and electricity that make the house work." 





A number of these kinds of changes are under discussion. At the global level, the 22 leading industrialized countries proposed 44 initiatives, ranging from an international accounting code to better supervision of banks, insurance firms and brokerages. 





Some countries are trying to take dull but important steps to reduce the risks of crises: improving their legal systems; creating a modern bankruptcy structure; fighting corruption, and hiring bank supervisors. But these steps often run into entrenched local interests, and the progress is slow. 





"Have the lessons been tough enough so that people in individual countries are moving to actually fix their financial market infrastructure?" asked William McDonough, president of the New York Federal Reserve Bank and chairman of the Basel Committee on Banking Supervision. "Probably not. Should the effort be made? Yes. Definitely. 





"Is there a simple or common solution to these types of problems? I don't think so." 





The Danger of Hubris 





So what are the lessons of Asia and Russia as they apply to the American economy? 





There is not much agreement on that. The lessons on which a consensus has emerged seem surprisingly obvious and modest for an economic catastrophe that has destroyed so much wealth and transformed the prospects of nations from Indonesia to Russia to Brazil. Historians may eventually elicit more subtle conclusions, but for now the lessons are almost embarrassingly straightforward. 





One is the danger of hubris. The crisis arose in part because emerging-market countries built up too confidently, because Western investors and bankers were too optimistic in their assessments of risk and because Western governments were too convinced that they had the right solutions. Throughout the crisis, expert predictions have invariably been wrong and even miracle economies have crashed. 





A second lesson is the importance of prudence in the banking system, the pillar of any modern economy. Financial institutions have generally been better supervised in America than in many other countries, but the near-failure of Long-Term Capital Management underscored the risks even in the most sophisticated and best-supervised market in the West. 





And a third lesson is the danger of stock and property manias. Many Asians say glumly that they have learned the hard way the importance of scrutinizing the foundations of any economy, however dazzling it seems. And as they say that, they look -- jealously, resentfully and nervously -- at the American economy and especially at the U.S. stock market. 





Still, there is a dispute about whether that lesson applies to the United States. America has far less corruption and cronyism than Russia or Indonesia, and no one thinks that America has built a bubble on the scale of Japan's in 1990, so some analysts argue that any parallel with Asia is ridiculous. 





"I do not accept the comparison between Asia and the United States," said Abby Joseph Cohen, co-chairwoman of the investment policy committee at Goldman Sachs & Co. and so far one of the most bullish and accurate of Wall Street strategists. Ms. Cohen emphasized that while Asia's boom was fueled by cheap credit -- artificially low interest rates -- this has not been true of the United States. In addition, she noted that American accounting and banking standards are more rigorous than those abroad. 





"The Asian economy has been having difficulty recovering because banks have large portfolios of underperforming loans," she said. "But here the level of bank regulation has been much higher. Regulators are really paying attention, and shareholders are paying attention." 





Economists and policy-makers in Asia, with a biting skepticism that comes from seeing their own economies swell and pop, are often contemptuous of the American explanations. They point to the banking crisis in Texas in the late 1980s as an example of the foolishness that even highly regulated banks can engage in. 





"If you look at it objectively," said Sakakibara, "the United States now has a bubble." 





Skeptics like him say that the United States has followed the Asian pattern of an upward spiral whereby higher stock prices lead to rising investment and consumer spending, which leads to higher stock prices and pushes the spiral even higher. Moreover, the United States is financing its growth the Thai and Indonesian way -- by borrowing from abroad, although it has the advantage of being able to borrow in its own currency. 





The American stock market has also soared to its highest ratio of market capitalization to gross national product (140 percent) ever recorded in history, a ratio that compares with a previous peak of 81 percent in 1929. The American ratio is more than twice as high as Indonesia's or Brazil's at the time their crises hit. 





In the broadest sense, one of the central problems in Asia and Russia was that investors were so used to success that they did not contemplate catastrophe. In the same way, the long bull market in the West since 1982 means that most stock market investors cannot conceive of how devastating a bear market can be, even if the market turbulence in the fall did shake them up. 





Charles Kindleberger, an economic historian and author of the book "Manias, Panics and Crashes," said he was "troubled by the volatility" of the American stock market today. "I've been thinking for two or three years that the market was too high," he added. "When it collapsed in August, I thought it might be becoming sensible again. But it turned out that the Fed reduced interest rates three times, and the market returned to its previous level." 





Kindleberger also expressed concern over the parallel with Japan in the late 1980s. In the face of a global slowdown, Japan cut interest rates to stimulate its economy, and the result was even more frenzied speculation, which eventually collapsed and proved catastrophic to Japan and the world economy. 





So, looking at the financial crisis, John Kenneth Galbraith, the nonagenarian Harvard economist, concludes that "the overwhelming lesson is to be aware of the history" of speculative mania, and to be "further aware that the United States is also part of the history." 





"The speculative mood," he added, "can pervade Wall Street as much as Tokyo or Malaysia." 





Explaining a Crisis 





Economists and government officials have offered an abundance of neat explanations for the crisis. Some attribute it to crony capitalism and fundamental weaknesses in overseas countries. Others point to the fickleness of international capital flows and the entire global economic system. Still others say that the culprit was the United States and the monetary fund, or alternatively the venality and incompetence of governments in Russia, or Indonesia, or other countries.





Economists will dispute for years which factors leading to the crisis were necessary, and which sufficient, and which tangential. But the causes seem so many and so intertwined that it is difficult to fit them together in any neat equation. 





Moreover, for all the talk in recent months about grand solutions to crises, there is a growing sense that no good answer may be out there, and that one price of economic development has perhaps been a loss of control over the markets that nurtured the development. 





Rising prosperity in general has led to what seems an unstoppable trend toward steadily greater oceans of capital sloshing around the globe, and all that cash in turn creates new instability. For all the post-Cold War sense of triumphalism, for all of the high-speed computer networks that in an instant can graph the trend in the yen-dollar rate, fundamentally the world's economies come across as corks bobbing in the sea. And, unless the U.S. economy was badly hit, it would be difficult to imagine world leaders galvanized to devise a new approach to international finance. 





Some of the key causes of this crisis may lie not in economic ratios but human nature. In explaining the way that international economic crises have rippled around the globe, historians have often concluded that the most important factor was psychology. The same may be true today. 





Computers and "rocket scientists" and first-rate research have yet to overcome the instinctive tendency of markets to overshoot up and down. The herds went from mania to panic in an instant, and this process trampled Asia and Russia. It is also what some economists worry about when they look at the United States. 





"The old human emotions of fear and euphoria still prevail," said Laura D'Andrea Tyson, the former head of Clinton's Council of Economic Advisers. Ms. Tyson said that Alan Greenspan, the Federal Reserve chairman, had once made the same point to her, noting that if one looked at a graph of jumps and dips in stock prices, it would be impossible to tell whether one was looking at the 1890s or the 1990s. 





The crisis suggests that the old high-tech tools are still in frail human hands. 





Galbraith, musing on the crisis, said: "I wouldn't be as severe on the regulators as on those being regulated. When you are dealing with insanity, one looks first at the insane and then at those supervising them." 





Back on the Home Front 





In Cantrall, not far from Burrus' hog farm, Mary Jo Paoni is planning to retire in April from her job as a secretary. Whatever the uncertainties, and despite her pension fund's loss of $2.7 million on Indonesian stocks, it has still ridden the boom in American stocks and is in strong shape. Mrs. Paoni and her generation of Americans will be able to retire without difficulty. 





Yet she is also embedded in her community, and these days it is showing signs of vulnerability. The corn that surrounds her home sold for $5 a bushel two years ago; now the global economic difficulties have sent corn plunging to $2.12. 





"We're worried," she said, exclaiming: "Good God, look what's on TV now! How about the layoffs!"





The restructuring and downsizing strike a particular nerve in the Paoni household because the supermarket chain where Mrs. Paoni's husband, George, worked for 32 years was bought out by a distant company just nine months before his retirement. He did not lose his job as a meat cutter, but he lost his holiday pay and five weeks' vacation. 





Mrs. Paoni is apprehensive about stock market levels and also about local signs of disquiet: With farmers in trouble, tractor sales have slumped, and the nearby John Deere plant has announced layoffs. Banks are nervously checking their exposure to the agricultural sector. And Mrs. Paoni, after some reflection and several hours of interviews, has decided that she is linked to the global crisis. 





"I sit here in this kitchen and say I don't have anything to do with Asia, but I do," she said. "There's always some tentacles out there. Asia will definitely have an effect on Iowa and Illinois." 
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The NY Times still blames the victims for lack of "attention to openness, sound financial infrastructures and efforts to root out corruption." The fact is these faults were created by policies that, "as many in the Administration now acknowledge, they and other officials got caught up in the euphoria of the early 1990's and pushed developing countries to open their markets to foreign capital when, in retrospect, they were not ready for it." Greenspan/Rubin/Summers are still arguing for unregulated free markets as the best alternative, not withstanding the havoc that free markets have wrought.
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          Global Markets' Lethal Magic





               During the cold war, Americans feared the military ambitions of Russia and China in the great battlegrounds of Asia and Latin America. Today the territory is familiar but the danger is different, as the United States awaits the aftershocks of a global economic crisis. As The Times reported in a series of articles last week, no one forecast the start of the new contagion in Asia two years ago.           





Nor did many foresee how it would spread quickly to Russia and Latin America. Rich nations and investors were blind to the weaknesses of the worldwide boom, and their initial "solutions" when the collapse started often made things worse. Now there is no clear path out of the morass.





          The Times series dispelled any temptation to be complacent about the American economy's supposed imperviousness to distant trends. In an era of interconnectedness, American farmers, steelworkers and ordinary citizens dependent on investments and pension funds were shown to have already been hurt. The horrendous human cost overseas could also be seen in the vanished hopes of rickshaw drivers, entrepreneurs and fledgling investors whose families had been reduced almost overnight to poverty and hunger. For much of the world, the magic of the marketplace extolled by the West in the afterglow of victory in the cold war has been supplanted by the cruelty of markets, wariness toward capitalism and new dangers of instability.





          Much of the credit for staving off an even worse disaster goes to Treasury Secretary Robert Rubin and his deputy, Lawrence Summers, who along with Alan Greenspan at the Federal Reserve have energetically worked with finance ministers and central bankers in other countries to minimize panic. But as many in the Administration now acknowledge, they and other officials got caught up in the euphoria of the early 1990's and pushed developing countries to open their markets to foreign capital when, in retrospect, they were not ready for it. An important lesson is that the mantra of privatization, investment and deregulation of markets overseas should have been accompanied by greater caution and attention to openness, sound financial infrastructures and efforts to root out corruption.





          Because the experts failed to anticipate the crisis, many of their actions proved counterproductive. The International Monetary Fund, focused on maintaining fixed exchange rates, forced countries to accept austerity steps that only precipitated bankruptcies and killed growth. At the World Bank, officials fear that the monetary fund's economic prescriptions can hurt recovery, not hasten it. The second lesson, then, is that there needs to be greater understanding of the broad social and political implications of economic theory, more diplomatic sensitivity and certainly more coordination among the "doctors" trying to revive the patient.





          The final lesson will be the hardest to figure out. The United States must participate in developing new structures to monitor the new forces at work in the global economy. Institutions like the I.M.F. and World Bank may have made mistakes, but they need to be strengthened, not abandoned, as the best available way to insure that there is enough warning as the next crisis hits. Some experts suggest a kind of global Federal Reserve system to regulate the global economies, while others insist on the absolute sovereignty of the marketplace. Whatever happens, some form of greater financial coordination is in order, with more attention to the underpinnings of healthy markets, including a modern banking system and bankruptcy laws.





          From the early 19th century and the start of the industrial era, the United States suffered a terrible cycle of boom-and-bust. There were times of great euphoria when the United States attracted foreign capital, only to crash, leaving investors empty-handed. The Great Depression and World War II helped set in place the modern system of regulation, disclosure and government safety nets. The world is far from reaching that point, but it is not too soon to think in terms of heading in that direction, and certainly being clear-eyed about the risks as well as the magic of the marketplace. 
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