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In the past four years, we have had two important examples of
cycles of economic activity that took place when economies

overheat: the 1997/1998 financial and economic crisis in Asia, and
the technological bubble in the United States (US) in the late 1990s.
What do these incidents have in common? How did they happen, and
is there anything we can do to avoid them in the future?

The Bursting of the Technology Bubble
in the United States

In the US the technological bubble bust was the result of a
number of factors. These included the interaction between the rapid
acceleration of stock prices, as reflected primarily in the NASDAQ
index and the growth of the Internet, and the supposed productivity
dividend from that new technology. The rapid expansion of initial
public offerings (IPOs) for a number of new venture capital
companies that hoped to take advantage of the Internet, such as
business-to-business and business-to-consumer sales, helped fuel
the technology boom and introduce more liquidity into the system.
As a result, there was a rapid build-up in paper wealth as tech stocks
skyrocketed.

The warnings of government officials like Federal Reserve
Board Chairman Alan Greenspan and the increase in interest rates
that the Fed used to help slow down the expansion of the bubble were
not enough to maintain steady growth equilibrium. The US economy
overheated toward the end of 2000 and the bubble burst as economic
growth slowed and stock prices plunged. The bursting of the tech
bubble and the drying up of the IPO market and liquidity to the tech
sector combined with a downturn in the electronics chip cycle to bring
the boom to an end. Nevertheless, the quick action of the Fed as it
raised interest rates and made borrowing more expensive probably
helped diffuse the bubble psychology and keep it from getting even
more out of control.



The Economic and Financial Crisis in Asia

The increasingly rapid growth and the tendency to overheat in
Asia in the mid-1990s had many aspects in common with the US
technology bonanza. Stock markets fluorished and investment went
into many questionable projects both in manufacturing and in real
estate. Paper wealth rose. Gearing ratios of business firms and
leverage in the stock market—always much higher in Asia than in the
US and Europe—increased even further. The interaction between
stock prices and real estate prices served to reinforce the boom
psychology and in some countries helped to bolster corporate
balance sheets where they were part of the asset base. This was
supported by continued strong growth in the US and in Europe
coupled with rapid expansion of international trade, strong demand
for electronics, and general buoyancy in exports. For the most part
foreign exchange risks were ignored as was the potential for trouble
in the mismatch of borrowing and lending maturities. In some
countries, such as Thailand, an offshore facility was even introduced
to facilitate overseas borrowing.

However, the Asian bubble burst in a different way with the
attack on fixed exchange rates in several countries, beginning in
Thailand and spreading to several other countries. Quickly there was
subsequent withdrawal of liquidity from these markets. They
collapsed from a combination of the liquidity crunch, large debts
denominated in US dollars, and the fundamental weaknesses of
many investments financed during the boom.

Is Some Volatility Inevitable?

Even as the smoke has begun to clear from these two financial
bubbles, new evidence of  financial fragility and volatility have recently
surfaced with the filing for bankruptcy by Enron Corp., the loan default
by Argentina, and the foreign exchange crisis in Turkey.

Does the world seem to be more crisis-prone now than it was
a couple of decades ago? Has there been a change in
fundamentals? Perhaps, globalization and an array of new financial
instruments have contributed to greater vulnerability in the economic
system. Certainly history is littered with such financial and economic

2



crises. A recent short list includes the currency problems in Europe
in the early 1990s, the two Mexican currency crises of the 1980s and
mid-1990s, the two oil shocks that bracketed the decade of the1970s,
and the savings and loan problems in the US that followed
deregulation of the financial industry in the early 1970s.

Barriers to movement of capital and technology have been
dramatically reduced in the past 20 years and many of the crises
listed above followed deregulation of particular financial markets.
However a more general notion is that completely free markets
sometimes do tend to excess. Keynes called this tendency “animal
spirits” and Alan Greenspan has labeled it “irrational exuberance.”
Speculation, greed, and increasingly risky behavior go with the search
for higher rates of return. And there is a “herd instinct” that keeps
markets going up when there may be no fundamental reason for it.

This tendency toward excess seems to be ingrained in a
competitive economic system. The legal and prudential regulations
that have been introduced to control such excess have not always
been effective in either industrial or developing countries.

Why do these crises keep happening? After each episode  so
many reviews are written, some more controls put on the markets
and the participants in these markets, while at the same time trying
not to erode the freedom of the market to do what it does best:
allocate resources to their most efficient uses. Is the system now
much more stable? Better prudential regulations, better auditing
procedures, and higher capital adequacy ratios for the banks were
introduced following the Asian crisis. Perhaps, some more controls
on derivatives and more stringent auditing controls will be introduced
following the collapse of Enron. And maybe countries thinking of
adopting a hard currency peg will look at the cases of Argentina and
Hong Kong, China before following suit.

But one should not bet that there would not be yet another crisis
looming in the horizon. One of the aspects of many financial bubbles
seems to the misperception that “it will somehow be different this time
around.” This feeling is often, though not always, reinforced by some
new invention or innovation. As Robert Shiller (2001), an economist
at Yale University, argues in his book aptly titled Irrational
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Exuberance, financial bubbles relate to the way information is
processed and disseminated. In the case of Holland in the 17th

century, the spread of printing that began to take off in the century
after the invention of the printing press exacerbated the tulip bubble.
In the 1920s, prior to the Great Depression, it was radio that spread
news even faster and wider. In the 1960s, strong growth
accompanied the spread of television. In the 1990s, the Internet,
cable TV news, and the productivity revolution accompanied these
new technologies. But this is not always the case. The huge sell-off
in the US stock market in 1987 did not follow any new media nor
technological development.

All of these financial bubbles had in common a kind of euphoria
that spreads quickly through the market, sweeping aside the
concerns of even the most knowledgeable. In the case of Alan
Greenspan, the resident sage of financial analysts, his warning of
irrational exuberance just over five years ago was swept aside. After
only a day’s hesitation, the upward thrust of the US stock market
continued, finally doubling (or quadrupling in the case of the
NASDAQ) over the next three years until it peaked in the middle of
1999. It was not until price to earnings ratios had gone up to more
than twice their long-term average and about a third higher than they
were at the peak just before the 1929 crash, that the bubble burst
and technology and IT stock prices began to plummet. All of these
results suggest that markets are not efficient or, at least, are not
particularly efficient in avoiding or reducing the volatility created by
recurrent speculative bubbles.

Despite crisis the world economy does continue to grow and
per capita incomes do increase. It could be that crisis is a way the
system has of clearing out the excesses that are the inevitable
product of the way we do business in a  integrating world economy.

Conclusion

Even though it cannot be eliminated, there are some ways to
deal with volatility in a global economy. It seems to be inevitable that
globalization  will continue  and the international flow of goods and
services, information, capital, and technology will increase. To support
this process, which has many inherent risks for increasing volatility,
the Asian Development Bank (2002) suggests several steps that can
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be taken to reduce these risks. These include (i) strengthening the
financial sector to prevent speculative bubbles from forming;
(ii) liberalizing regulations on the flow of foreign direct investment,
which is less volatile than portfolio investment and which also brings
with it managerial and technological expertise; (iii) internationalizing
the banking system to upgrade the banking sector’s risk manage-
ment capacity; (iv) developing stock and bond markets more fully,
including a regulatory framework that mandates the disclosure of
accurate and up-to-date financial information; (v) strengthening
monetary and fiscal institutions that are credible and which by their
inherent stability discourage speculative behavior; and (vi) managing
international reserves and adopting exchange rate policies that
discourage speculation and reduce volatility.
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