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PURSUING MACROECONOMIC 
STABILITY

10.1 introduction

Good macroeconomic management—using fiscal, monetary, exchange 
rate, and other policies to promote macroeconomic stability—is critical 
for development. Stable growth and low inflation make it easier 
for households and businesses to make consumer and investment 
decisions, which are the key drivers of economic growth.

Sustainable public finance allows governments to focus on 
critical areas such as health, education, and infrastructure, and thus 
provide necessary public goods and address market failures. Fair and 
broad tax systems are an important part of fiscal policies, as they 
finance expenditures and redistribute income and assets. In addition, 
maintaining economic stability and creating jobs contribute directly to 
reducing poverty (Chapter 11).

This chapter chronicles macroeconomic management in 
developing Asia over the past half century. Section 10.2 takes a bird’s-
eye view of macroeconomic performance, showing that developing 
Asia managed better than other developing regions over the past 
50 years. The region had higher average growth, less volatility, lower 
average inflation, and fewer economic crises. Section 10.3 examines the 
conduct of fiscal, monetary, and exchange rate policies in developing 
Asia to see how they contributed to the region’s good macroeconomic 
performance.
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Sections 10.4–10.6 then describe macroeconomic management 
throughout the decades, particularly during and after crises. It examines 
the various shocks that affected the region and how policy makers 
responded. The most important to developing Asia was the 1997–1998 
Asian financial crisis (AFC), which served as a wake-up call for policy 
makers and shaped the conduct of macroeconomic policy in the years 
that followed. Those changes helped Asian economies weather the 
2008–2009 global financial crisis (GFC) relatively well. Section 10.7 
ends the chapter with a look forward to the macroeconomic challenges 
facing developing Asia.

10.2 Macroeconomic performance in the past 5 decades

When viewed from several dimensions, developing Asia’s 
macroeconomic  performance was generally strong over the past 
50 years. It is well-known that Asia has grown faster and had lower 
unemployment than other developing regions over the period 
(Figure 10.1). Growth has averaged close to 9% in the People’s Republic 
of  China (PRC) since the 1970s; 7% in the newly industrialized 
economies (NIEs) of Hong Kong, China; the Republic of Korea 
(ROK); Singapore; and Taipei,China; and about 6% in India and in five 
Association of Southeast Asian Nations (ASEAN) members (Indonesia, 
Malaysia, the Philippines, Thailand, and Viet Nam), or ASEAN5. 
These are all higher than the average growth in Latin America (3.2%) 
and Sub-Saharan Africa (3.3%).

The difference in growth rates created a significant divergence 
in economic outcomes. If a country grows by 9% a year, it can double 
its gross domestic product (GDP) every 8 years. If growth is 3%, GDP 
doubles only every 24 years. Developing Asia also had comparatively 
lower unemployment rates, which resulted from and contributed to its 
more rapid expansion. In contrast, Latin American countries frequently 
experienced double-digit unemployment rates.

Spanning the decades, there is a clear acceleration in growth 
of the region’s two giants, the PRC and India. Surprisingly, despite 
bearing the brunt of the AFC, average growth in the 1990s among 
ASEAN5 remained strong due to the rapid GDP expansion prior to 
the crisis. The NIEs had spectacular growth in the 1970s and 1980s, 
and then gradually slowed, reflecting their success in achieving high-
income status.
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Figure 10.1: average growth Rates and Unemployment 
by Decade, 1970–2018

Figure 10.1a: average growth (%), 1970–2018
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Figure 10.1b: Unemployment (%), 1970–2018
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ASeAN = Association of Southeast Asian Nations, NIes = newly industrialized economies, 
OeCD = Organisation for economic Co-operation and Development, PRC = People’s Republic 
of China.
Notes: The NIes comprise Hong Kong, China; the Republic of Korea; Singapore; and 
Taipei,China. ASeAN5 comprises Indonesia, Malaysia, the Philippines, Thailand, and Viet Nam. 
Rest of Developing Asia refers to all Asian Development Bank developing member economies 
excluding the PRC, India, the NIes, and ASeAN5.
Sources: Asian Development Bank. Key Indicators Database. https://kidb.adb.org/kidb/ 
(accessed 2 August 2019); and world Bank. world Development Indicators. https://databank 
.worldbank.org/source/world-development-indicators (accessed 2 August 2019).

https://databank.worldbank.org/source/world-development-indicators
https://databank.worldbank.org/source/world-development-indicators
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Much of developing Asia was able to achieve this high average 
growth with substantially lower volatility than other developing 
regions. One measure of volatility, the coefficient of variation (standard 
deviation divided by the mean) of GDP growth over the past 50 years 
was lower in the PRC, India, the NIEs, and ASEAN5 (all had coefficients 
of variation between 0.34 and 0.53) than Latin America (0.78) and Sub-
Saharan Africa (0.77). Low volatility and high economic growth have 
gone hand in hand across the region. And lower economic uncertainty 
provides an environment conducive for private enterprises and 
entrepreneurs to invest and innovate, leading to high and sustainable 
rates of economic growth.

Developing Asia also managed to keep inflation relatively low 
(Figure 10.2). The average inflation rate in the PRC and India and 
weighted-average inflation rates in the NIEs, ASEAN5, and the rest 

Figure 10.2: inflation by Decade, 1970–2018
(%) 
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ASeAN = Association of Southeast Asian Nations, NIes = newly industrialized economies, 
OeCD = Organisation for economic Co-operation and Development, PRC = People’s Republic 
of China. 
Notes: The NIes comprise Hong Kong, China; the Republic of Korea; Singapore; and 
Taipei,China. ASeAN5 comprises Indonesia, Malaysia, the Philippines, Thailand, and Viet Nam. 
Rest of Developing Asia refers to all Asian Development Bank developing member economies 
excluding the PRC, India, the NIes, and ASeAN5.
Sources: International Monetary Fund. world economic Outlook Database. https://www.imf.
org/external/pubs/ft/weo/2019/01/weodata/index.aspx (accessed 27 August 2019); and Asian 
Development Bank estimates. 

https://www.imf.org/external/pubs/ft/weo/2019/01/weodata/index.aspx
https://www.imf.org/external/pubs/ft/weo/2019/01/weodata/index.aspx
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of developing Asia were in the single digits during the past 50 years,  
ranging from 4% in the PRC to 9% in ASEAN5 and the rest of 
developing  Asia. By contrast, weighted average inflation in Latin 
America was about 23%, due  to hyperinflation episodes in some 
countries in the 1980s. It averaged close to 12% in Sub-Saharan Africa. 
Developing Asia has kept average inflation in the low single digits over 
the past 2 decades.

The region also managed to have fewer economic crises. 
Figure  10.3 plots the relative frequency of different types of crises 
(banking crises, currency crashes, currency conversion/debasement, 
defaults on external debt, defaults on domestic debt, and high inflation 
episodes). For the global sample, there was a rise in crisis frequency 
from the early 1980s, and the frequency remained high through  
mid-1995 before beginning to slowly decline. It spiked again with the 
GFC beginning in 2008, then fell back. 

Figure 10.3: Relative Frequency of economic Crises,  
1965–2014
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Notes: Crises covered in the dataset include banking crises, currency crashes, currency 
conversion/debasement, defaults on external debt, defaults on domestic debt, and high inflation 
episodes. Since different types of crises can occur simultaneously, countries can have more 
than one crisis per year. Figures are the simple averages across countries of the number of crises 
within a given year.
Sources: Reinhart, C., and K. Rogoff. 2009. The Aftermath of Financial Crises. American Economic 
Review. 99 (2). pp. 466–472; Reinhart, C., and V. Reinhart. 2015. Financial Crises, Development, 
and Growth: A long-Term Perspective. World Bank Economic Review. 29 (1). pp. 53–76; and Asian 
Development Bank estimates.



332 | ASIA’S JOURNeY TO PROSPeRITY—CHAPTeR 10

10.3 The evolution of fiscal, monetary, and exchange rate policies

Good fundamentals—including the region’s high savings rates, 
early diversification, and pursuit of greater education and regional 
economic integration through trade and investment—contributed 
to macroeconomic stability. But good macroeconomic policymaking 
has undoubtedly played an important role. Overall, Asia’s developing 
economies pursued prudent fiscal policy and sound monetary 
management. They adopted more flexible exchange rates after the 
AFC. This allowed them to weather the GFC relatively well. Today, 
as financial markets are more liberalized, governments are more 
responsive to market signals such as interest rates in government bond 
markets (which rise when bond values drop, reflecting an economy’s 
creditworthiness) and exchange rates (which can depreciate on market 
concerns, including a country’s balance of payments position). 

The importance of fiscal prudence

Fiscal prudence has been an important aspect of the region’s relative 
macroeconomic stability (Figure 10.4). Many economies in the region 
have maintained public debt below 50% of GDP throughout the past 
5 decades. Average public debt was 16% of GDP in the PRC, 29% in 
the NIEs, and 39% in ASEAN5. By contrast, public debt was close to or 
above the critical 50% threshold for Latin America and Sub-Saharan 
Africa following the sharp rise in debt in both regions from the 1970s 
to the 1990s. The generally manageable fiscal deficits allowed most of 
developing Asia to keep debt levels relatively low.

Just as important is how the fiscal policy stance adjusts 
over the business cycle, known as the cyclicality of fiscal policy. 
The  government’s fiscal stance can be used as a “countercyclical” 
tool to  temper fluctuations—supporting the economy during 
periods of weak activity or cooling it down when there are signs of 
overheating. This can be done via “automatic stabilizers” such as 
lower tax revenues or larger unemployment insurance spending at the 
time of the economic  downturn. This can also be achieved through 
discretionary fiscal policies. In practice, however, the fiscal policies 
of many developing countries (as well as developed countries) have 
been procyclical—stimulating the economy when it is strong (spending 
more) and pulling back when weak (due to fiscal constraints), thus 
increasing, rather than reducing, volatility. 
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Figure 10.5 shows the cyclicality of government spending in 
developing Asia, Latin America, and Sub-Saharan Africa. Positive 
numbers indicate a country had a “procyclical” fiscal policy on 
average—government spending increased when the economy grew and 
decreased when the economy contracted—while negative numbers 
indicate a countercyclical fiscal policy. While all three developing 
regions had procyclical fiscal policies from 1960 to 2016, fiscal policy 
was less procyclical in Asia than other regions, although it never 
became negative or countercyclical. In more recent decades, there has 
been a larger drop in developing Asia’s procyclicality than in the other 
two developing regions.

Figure 10.4: Public Debt, 1970–2015
(% of GDP) 
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Notes: The NIes comprise Hong Kong, China; the Republic of Korea; Singapore; 
and Taipei,China. ASeAN5 comprises Indonesia, Malaysia, the Philippines, Thailand, and 
Viet Nam. Rest of Developing Asia refers to all Asian Development Bank developing member 
economies excluding the PRC, India, the NIes, and ASeAN5.
Sources: International Monetary Fund. Public Debt Database. https://www.imf.org/external/
datamapper/datasets/DeBT (accessed 1 August 2019); and Asian Development Bank estimates.

https://www.imf.org/external/datamapper/ datasets/DEBT
https://www.imf.org/external/datamapper/ datasets/DEBT
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Figure 10.5: Fiscal Policy Cyclicality 
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H. Nguyen, and D. Park. 2019. Fiscal Space and Government-Spending and Tax-Rate Cyclicality 
Patterns: A Cross-Country Comparison, 1960–2016. Journal of Macroeconomics. 60 (June).  
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Economies in developing Asia that rely heavily on commodities 
as their main export and source of income (such as Kazakhstan, 
Mongolia, and Papua New Guinea) face particular fiscal challenges. 
There were frequent large fluctuations in global commodity prices 
over the past 5 decades (Figure  10.6). They can be driven by sudden 
dramatic changes in supply, such as those caused by the 1973 oil 
embargo or the 1979 revolution in Iran. Price shifts can also come from 
changes in demand, such as during the early 2000s and after 2010 as 
rising emerging market demand, especially from the PRC, drove metals 
and other commodity prices higher. 

Therefore, commodity-dependent countries are prone to 
greater fiscal procyclicality and much greater macroeconomic volatility. 
Developing Asia, as a whole, is less dependent on commodities than other 
developing regions, which helps explain the lower cyclicality of fiscal 
policy and lower volatility. Also, some commodity-dependent economies 
in the region use tools such as fiscal rules and sovereign wealth funds 
to help mitigate the effects of commodity price fluctuations (Box 10.1). 
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Figure 10.6: World Commodity Prices, 1960–2019
(in real terms; 2010 = 100)
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Sources: world Bank. Pink Sheet Data. https://www.worldbank.org/en/research/commodity 
-markets (accessed 22 February 2019); and Organisation for economic Co-operation and 
Development (OeCD). OeCD Data. https://data.oecd.org/price/producer-price-indices-ppi.htm 
(accessed 22 February 2019).

https://www.worldbank.org/en/research/commodity-markets
https://www.worldbank.org/en/research/commodity-markets
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box 10.1: Tackling the “Resource Curse”

Resource-rich countries often experience a “resource curse” in three 
ways. First is the appreciated exchange rate due to large earnings from 
commodity exports, which leads to a loss of competitiveness, especially 
in manufacturing (called the “Dutch disease”). Second is the fluctuation 
in balance of payments and fiscal conditions, which creates economic 
volatility. Third is the greater possibility for rent-seeking and governance 
problems that distort appropriate economic incentives and damage 
efficiency and productivity.

Sovereign wealth funds (government-controlled investment 
vehicles) are an option that commodity exporters can use to mitigate the 
harmful effects of appreciated exchange rates and price fluctuations, and 
to share national wealth with future generations. 

Azerbaijan and Kazakhstan effectively manage their oil revenues 
through the sovereign wealth funds they created in the early 2000s. 
Transfers to the national budget have been limited, which, to a large extent, 
isolated public finance from the volatility of oil-related revenues. In 2005, 
Timor-leste established the Petroleum Fund to promote transparent and 
responsible management of its large income from offshore petroleum 
resources. The fund is managed by investment professionals and invested 
in a broad range of foreign assets—about 40% in equities and 60% in 
bonds. when petroleum revenues began declining in recent years, the 
country was still able to boost public spending using withdrawals from the 
fund, thus supporting economic activity. 

Appropriately managing sovereign wealth funds is more important 
than just creating them. They cannot achieve their intended purpose if 
fund resources are used imprudently to finance domestic expenditure 
programs. Unless managed professionally and carefully, countries will lose 
important resources for future generations.
Sources: Asian Development Bank; and Government of Timor-leste, Ministry of Finance, 
Petroleum Fund Administration Unit. 2019. Timor-Leste Petroleum Fund: Annual Report 2018. 
https://www.mof.gov.tl/wp-content/uploads/2019/08/2018-annual-report-eNGlISH.pdf.

While Asia’s developing countries generally adhered to prudent 
fiscal policies, especially after the AFC, an important remaining 
issue for many countries is the low tax revenue-to-GDP ratio. This 
constrains current expenditures for much-needed education, health, 
and other public services, and lowers public investments available 
for infrastructure. A narrow tax base limits a government’s ability to 
reduce inequality by redistributing income and assets.

https://www.mof.gov.tl/wp-content/uploads/2019/08/2018-annual-report-ENGLISH.pdf
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For instance, in 2017, Indonesia’s tax revenues were only 12% 
of GDP, Malaysia 14%, and the Philippines and Thailand about 18%. 
This compares with average tax revenues of 18% of GDP in Sub-Saharan 
Africa, 23% in Latin America, and 34% in Organisation for Economic 
Co-operation and Development (OECD) countries.1 Many countries in 
the region are working to broaden the tax base by reducing loopholes, 
rationalizing preferential tax measures, and strengthening collections 
and enforcement.

Monetary, exchange rate, and other policy tools

Inflation has generally been lower in developing Asia than in other 
developing regions thanks to sound monetary policy (Figure 10.2). 
Maintaining price stability is typically a primary objective of central 
banks, often in conjunction with growth and employment. 

Monetary policy in the region has evolved over the decades. 
In general, the main monetary policy tool in the decades up to the 
1980s was direct control over monetary aggregates through credit 
allocation to commercial banks. As financial markets deepened over 
the years, there was a shift to more market-based instruments such as 
open market operations (purchase or sales of government bonds in the 
market) and setting policy interest rates. 

Inflation targeting has also been increasingly used by Asian 
central banks. Bank Indonesia, the Bank of Korea, Bangko Sentral ng 
Pilipinas, and the Bank of Thailand formally adopted inflation targeting 
in the late 1990s and early 2000s, which helped contain persistent 
inflation in these countries after the AFC.

Asia’s central banks have also grown more independent over 
time. De jure measures show that central bank independence increased 
across the region, especially after the AFC (Figure 10.7). Independence 
gives central banks greater scope to pursue price stability with 
less political interference. Without independent central banks, 
governments tend to use monetary policy to stimulate economies for 
political reasons and sometimes to monetize fiscal deficits, as occurred 
in some Latin American and Sub-Saharan African countries.

An important concept in international economics is the 
so-called “impossible trinity” or “trilemma”; a country cannot 
simultaneously have an independent monetary policy, fixed exchange 
rate, and free movement of capital. Until the demise of the Bretton 

1 OECD. 2019. Revenue Statistics in Asian and Pacific Economies 2019. Paris.
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Woods system in the 1970s, while countries controlled capital flows, 
they had fixed exchange rate regimes and independent monetary 
policies (although they could not totally exclude influence from other 
countries’ monetary conditions). In the decades since the end of the 
Bretton Woods system, developing Asia has faced this trilemma in 
different ways. 

Over the past 5 decades, with the exception of a few economies 
such as Hong Kong, China, which uses a currency board, most 
developing Asian economies prioritized monetary policy autonomy.  
In Hong Kong, China, the exchange rate is fixed to the United States 
(US) dollar, with central bank base money fully backed by foreign 
exchange reserves. This means there is no monetary policy autonomy; 
the central bank cannot invest in government bonds or lend to private 
banks, and it cannot function as lender of last resort.

One important decision facing Asian monetary authorities 
has been whether to tightly manage—or even peg—the exchange rate, 
typically against the US dollar, or allow greater flexibility. Even after 
the collapse of the Bretton Woods system in the 1970s, economies in 
developing Asia continued to strongly manage exchange rates, with 
several establishing de facto pegs against the US dollar. The fact that 

Figure 10.7: average Central bank independence, 1970–2010
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many countries still had relatively closed capital accounts enabled 
exchange rate stability and monetary policy autonomy. As capital 
accounts opened up—gradually in the 1970s and more rapidly in the 
1980s and 1990s—the ability to maintain both independent monetary 
policy and a fixed exchange rate became more difficult, just as the 
trilemma would dictate. 

When capital accounts and financial sectors became more 
liberalized, the de facto pegs led to massive capital inflows and a 
buildup of imbalances. With freer movement of capital and exchange 
rate stability, monetary policy was ineffective in controlling domestic 
financial conditions. These eventually contributed to the AFC in the 
late 1990s (section 10.5). 

As a result of the AFC, many economies shifted to more flexible 
exchange rate regimes, whether measured in de jure or de facto terms 
(Figure 10.8), while maintaining monetary policy autonomy and a 
high degree of capital mobility. However, this did not mean monetary 
policies were immune to external conditions, including monetary 
policies of advanced economies.

More recently, policy makers have adopted “capital flow 
management measures” and “macroprudential policies” to manage 
capital flows and address the asset price fluctuations that affect 
macroeconomic stability. This helps avoid systemic risks. 

The use of capital flow management measures, which restrict 
certain types of capital flows, has picked up because global financial 
conditions can lead to economic overheating through sharp capital 
inflows, its sudden stops, and capital outflows (capital flight). The use of 
these tools in the region has grown in the past 2 decades—for example, 
minimum holding periods for government bonds by nonresidents and 
restrictions on external borrowing by banks. Many countries, including 
the PRC, keep a wide range of regulations on investments abroad by 
residents and onward investment by nonresidents. Generally, the 
restrictions on inflows are more widely accepted than restrictions on 
outflows, especially those of nonresident investors. 

Macroprudential policies have also become an integral part 
of macroeconomic management globally. Measures such as caps on 
loan-to-value or debt-to-income ratios, or countercyclical capital 
requirements, aim to limit the risk of financial system distress. These 
measures are part of the policy framework for stabilization, as discussed 
by the International Monetary Fund (IMF), Financial Stability Board, 
and the Group of Twenty (G20).
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10.4 avoiding debt crises in the 1980s

How did most of developing Asia manage to avoid the 1980s emerging 
market debt crises, which afflicted most of Latin America and  
Sub-Saharan Africa? The debt crises in this period were based on four 
factors: overborrowing to finance government investment in resource-
based industries, among others; overlending by US, European, and 
Japanese banks as they recycled petrodollars from oil-producing 
countries in the 1970s; falling oil prices from the early 1980s; and the 
abrupt, large interest rate hikes caused by the US Federal Reserve’s 
tight monetary policy and expansionary US fiscal policies. 

Simply put, most Asian economies avoided the debt crises 
because they did not borrow excessively. There was greater fiscal 
prudence in the region but also less access to credit from international 
banks. The Philippines was an exception as political and historical 
ties to the US provided greater access to borrowing from US banks. 
The Philippines resorted to an IMF financing program in 1983.

Figure 10.8: exchange Rate Flexibility in Developing asia,  
1990–2016

2.6 2.8 3.32.0 2.3 2.6
1

2

3

4

1990–1996 2000–2007 2010–2016

De jure De facto

1 = pre-announced peg, 2 = crawling peg, 3 = managed float, 4 = flexible.
Note: Average of the exchange rate regimes in India, Indonesia, Malaysia, the People’s Republic 
of China, the Philippines, the Republic of Korea, Singapore, Thailand, and Viet Nam.
Sources: International Monetary Fund. 2018. Annual Report on Exchange Arrangements and 
Exchange Restrictions Database. washington, DC; and Ilzetzki, e., C. Reinhart, and K. Rogoff. 2017. 
Country Chronologies and Background Material to exchange Rate Arrangements into the 21st 
Century: will the Anchor Currency Hold? NBER Working Paper Series. No. w23135. Cambridge, 
MA: National Bureau of economic Research.
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In many Asian countries, the gradual shift to outward, export-
based strategies in the 1960s and 1970s helped earn enough foreign 
currency to service their external debt. The Republic of Korea (ROK) 
borrowed heavily in the 1970s to finance private sector investment, 
but the high export-to-GDP ratio supported its creditworthiness. 
This contrasted with many Latin American and Sub-Saharan African 
countries that borrowed heavily in the late 1970s and yet maintained 
inward-looking import substitution policies.2

At the end of the 1980s, India had its own balance of payments 
crisis. It was triggered by a combination of political events—the Gulf 
War and domestic political uncertainty. Prior to the crisis, India 
had been running fiscal deficits reaching 7%–9% of GDP, as well as 
trade and current account deficits in part due to its overvalued fixed 
exchange rate. By 1990, those persistent twin deficits led to alarmingly 
large short-term foreign debt relative to exports and foreign reserves. 
A loss in confidence brought intense speculative pressure on the rupee 
in early 1991. Defending the exchange rate resulted in a rapid depletion 
of foreign exchange reserves. The government responded decisively 
by starting comprehensive reforms supported by an IMF program and 
rescue package by multilateral and bilateral partners (Chapter 2). The 
rupee significantly devalued as part of a transition to a more market-
based exchange rate system, and the fiscal deficit fell significantly. 

10.5 The asian financial crisis and responses

The AFC was one of the most painful economic crises since World 
War II. It was initially characterized as a “currency crisis.” There 
were rapid international capital reversals—from large inflows to 
massive outflows—that caused a sharp depletion of foreign exchange 
reserves and the collapse of the de facto fixed exchange rate system. 
The currency crisis then metastasized into a domestic banking crisis in 
several countries due to pervasive currency and maturity mismatches. 

The crisis that began in July 1997 in Thailand ignited a full-
blown economic recession with deep contractions in GDP, especially 
in the four most affected countries—Indonesia, Malaysia, the ROK, 
and Thailand. It also affected other major economies in East Asia  
and Southeast Asia including Hong Kong, China; the Philippines; 
Singapore; and Taipei,China; and spread to other parts of the world. 

2 World Bank. 1993. The East Asian Miracle: Economic Growth and Public Policy. New York: 
Oxford University Press.
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Several factors converged to spark the AFC.3 
One was premature liberalization of capital markets. 

This  invited massive foreign capital inflows—especially short-term 
bank credit at relatively low interest rates—as investors were attracted 
by the region’s strong economic growth and de facto dollar pegs in 
many countries that masked exchange rate risk. Poor risk management 
by banks, weak corporate governance, and the lack of financial 
transparency led to excessive borrowing and highly inefficient domestic 
investment financed by borrowed foreign capital—in real estate, for 
example, instead of productive ventures. The massive capital inflows 
overheated economies, generated asset bubbles, and eventually created 
large current account deficits. 

Another related factor was the double mismatch of currencies 
and maturities. Stable exchange rates encouraged banks to borrow 
heavily in US dollars to lend in local currency. At the same time, bank 
balance sheets had maturity mismatches between increasingly short-
term liabilities (funded by unhedged foreign inflows) invested in long-
term, often illiquid projects with revenues in local currency. 

When it became clear that the situation was no longer 
sustainable, overseas lenders’ confidence waned in Southeast Asia and 
the ROK, and they began refusing to roll over short-term debt. This 
sharply reduced private capital inflows and exacerbated currency 
pressure. The ensuing large devaluations further undermined 
economic confidence, leading to a fall in equity and real estate prices, 
in turn leading to corporate failures and a huge rise in nonperforming 
bank loans. Asia’s financial crisis was a currency crisis that developed 
into a banking crisis and full-blown economic crisis.

In response, badly affected economies such as Indonesia, 
Malaysia, the ROK, and Thailand tried to stabilize their economies using 
varying approaches. Indonesia, the ROK, and Thailand opted for IMF 
programs supported by bilateral and multilateral partners (including 
the Asian Development Bank [ADB]) (Table 10.1), which were tied 
to conditions such as raising interest rates and cutting government 
spending. Malaysia, in contrast, under the leadership of Prime Minister 
Mahathir Mohamad, decided not to go to the IMF for help and instead 
resorted to capital controls and a pegged exchange rate.

3 See Park, C., et al. 2017. 20 Years after the Asian Financial Crisis: Lessons Learned and 
Future Challenges. ADB Briefs. No. 85. Manila: Asian Development Bank.
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This approach by Malaysia was criticized as unorthodox, 
but it turned out to be effective in containing the damage. IMF 
programs were regarded by many Asian countries as demanding more 
onerous conditionality than necessary. Most now realize that fiscal 
consolidation consequently limited a country’s capacity to stimulate 
its way out of crisis. In Indonesia, the IMF required the liquidation of 
many problem banks, even without full deposit guarantees, causing 
bank runs and thus exacerbating the banking crisis. In the ROK, the 
IMF called for public spending cuts despite the fact that they were 
already running fiscal surpluses, thus aggravating the downturn and 
leaving a lasting social impact. At the 12 July 2010 press conference in 
Daejeon, ROK, then-IMF Managing Director Dominique Strauss-Kahn 
said, “… we have made some mistakes. But we have also learned lessons 
from our experience during the Asian Crisis.”4 Since the AFC, the 
IMF has adopted more realistic and pragmatic approaches, including 
capital flow management. On the other hand, some may argue that IMF 
programs prompted necessary reforms for Asian countries.

Crisis-affected countries all began a wide array of deep-seated 
reforms. These included (i)  strengthening financial supervision, 
consolidating the banking sector, and replenishing bank capital—in 
many countries by resolving nonperforming loans through public asset 
management companies; (ii) making exchange rates more flexible  
(with a delay in Malaysia, which maintained its fixed exchange rate 
from  1998 to 2005); (iii) increasing central bank independence to 
support prudent monetary policies; (iv) setting a framework for 
ensuring fiscal soundness; and (v) instituting a broad set of reforms 
that included strengthening corporate governance, dissolving and 
restructuring corporate groups, and strengthening bankruptcy and 
competition laws. 

As a part of the IMF-led international rescue package for the 
AFC, ADB provided substantial quick-disbursing, policy-based lending 
to crisis-affected countries—Indonesia, the ROK, and Thailand—with 
technical assistance for necessary reforms. As the crisis unfolded, 
ADB continued to provide tailored loans to meet the needs of affected 
countries, by blending support for structural reform (public sector and 
financial market reforms) and assistance to maintain social services.

4 IMF. 2010. Asia and the Global Economy: Leading the Way Forward in the 21st Century. 
Opening Remarks by Dominique Strauss-Kahn, Managing Director of the IMF, at the Asia 21 
Conference. Daejeon. 12 July. https://www.imf.org/en/News/Articles/2015/09/28/04/53/
sp071210. 

https://www.imf.org/en/News/Articles/2015/09/28/04/53/sp071210
https://www.imf.org/en/News/Articles/2015/09/28/04/53/sp071210
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Table 10.1: Currency stabilization support Programs  
during the asian Financial Crisisa

($ billion)

Thailand indonesia
Republic of 

Koreab

Multilateral agencies 6.7 18.0 35.0
IMF 4.0 10.0 21.0
world Bank 1.5 4.5 10.0
ADB 1.2 3.5 4.0

bilateral support 10.5 na na
Japan 4.0 NA NA
PRC 1.0 NA NA
Australia 1.0 NA NA
Hong Kong, China 1.0 NA NA
Malaysia 1.0 NA NA
Singapore 1.0 NA NA
Republic of Korea 0.5 NA NA
Indonesia 0.5 NA NA
Brunei Darussalam 0.5 NA NA

indonesia: emergency Reserve na 5.0 na
subtotal 17.2 23.0 35.0

second-line Defensec na 16.2 23.0
Japan NA 5.0 10.0
United States NA 3.0 5.0
Singapore NA 5.0 NA
Others NA 3.2 8.0

Total 17.2 39.2 58.0
NA = not applicable, ADB = Asian Development Bank, IMF = International Monetary Fund,  
PRC = People’s Republic of China.
a  The composition of financial packages was complex and subject to agreements reached with 

agencies providing support. Timing also varied. For these reasons, different sources may record the 
size of the packages differently.

b  In addition to the official programs shown here, support to the Republic of Korea was strengthened 
by the agreement of private sector international banks in the United States and europe to support 
the efforts to restore stability in its financial markets.

c  To be used if needed.
Source: McCawley, P. 2017. Banking on the Future of Asia and the Pacific: 50 Years of the Asian 
Development Bank. Manila: Asian Development Bank.
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The AFC also prompted Asian policy makers to consider 
alternative regional arrangements and institutions, which 
complemented  IMF support. One early suggestion in mid-1997 was 
Japan’s proposal to create an Asian Monetary Fund. This did not 
materialize, in part due to US opposition on the ground that such 
a new system could compromise the role of the IMF and create a 
moral hazard. On 25 November 1997, the Manila Framework (New 
Framework for Enhanced Asian Regional Cooperation to Promote 
Financial Stability) was endorsed by 18 Asia-Pacific Economic 
Cooperation leaders (including the US). It comprised mutual foreign 
exchange financing during the crisis, surveillance among members, 
and technical assistance for capacity building. Manila Framework 
meetings were held periodically until it was terminated in 2004.  
By then, other initiatives based on similar ideas as the Manila 
Framework had grown more important, such as the ASEAN plus Japan, 
the PRC, and the ROK (ASEAN+3) Chiang Mai Initiative, a network 
of bilateral swap arrangements among ASEAN+3 countries—a first for 
the region. The Chiang Mai Initiative became the Chiang Mai Initiative 
Multilateralization in 2010, a multilateral currency swap arrangement 
under a single contract between countries, initially totaling $120 billion 
and expanding to $240 billion in 2012 (Chapter 15).

In sum, a wave of major economic and financial policy reforms 
in the aftermath of the AFC reinforced a foundation for sustained 
high growth. Most crisis-affected countries reduced dependence on 
external finance and strengthened their overall financial stability,  
with sound macroeconomic fundamentals and policies, stronger 
financial regulations, flexible exchange rates, adequate foreign 
exchange reserves, and closer regional financial cooperation. Together 
with buoyant external conditions, these reforms helped Asian 
economies emerge stronger from the AFC and enjoy high growth until 
the onset of the GFC. 

10.6 The global financial crisis and responses

The GFC was a period of extreme stress in global financial markets and 
banking systems. The initial catalyst for the global shock was a crisis 
in US subprime mortgage markets in 2007. After the collapse of one of 
the world’s largest investment banks, Lehman Brothers, in September 
2008, the crisis ballooned quickly. At its depth, global output contracted 
by 0.1% in 2009, a sharp contrast from the 3.0% expansion in 2008. 
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The collapse in global demand hit commodity markets as well, with 
international oil prices plunging 36% in 2008–2009. 

There were both macroeconomic and microeconomic factors 
behind the GFC. In macroeconomic terms, economic and financial 
distortions grew due to rising asset prices and widening current account 
imbalances during a period of relative US macroeconomic stability—an 
interval the US Federal Reserve dubbed “the Great Moderation” (from 
roughly the mid-1980s to the summer of 2007). During this period, the 
US and several European countries had relatively stable growth with 
low inflation and interest rates compared to the previous decades. 
This encouraged financial institutions to keep taking on greater risk, 
leverage, and credit. At the same time, there were existing inadequacies 
in financial systems, regulations, and supervision, as exemplified by 
subprime mortgage problems. 

The intensity of the GFC brought the international community 
together in response, notably through the G20—an expansion of the 
Group of Seven (G7) countries by including emerging economies 
as well as Australia.5 At the first G20 Summit in Washington, DC in 
November 2008, participants openly admitted their regulatory and 
supervisory responsibilities, stating that “policy-makers, regulators and 
supervisors, in some advanced countries, did not adequately appreciate 
and address the risks building up in financial markets, keep pace with 
financial innovations, or take into account the systemic ramifications of 
domestic regulatory actions.”

The G20 response spanned across multiple fronts; some 
focused on immediate crisis response with others on future crisis 
prevention. Five points summarize the international response.6

First was the urgency to stabilize the global financial system. 
The G7 adopted an emergency action plan at its October 2008 meeting 
in Washington, DC—held immediately after the Lehman Brothers 
collapse triggered the crisis. Under the plan, government actions 

5 The G20 framework was first introduced at the meeting of financial ministers and central 
bank governors in September 1999 in the aftermath of the AFC. The G7 (Canada, France, 
Germany, Italy, Japan, the United Kingdom, and the US) decided on the new expanded 
framework believing global economic affairs should not be effectively discussed without 
involving emerging economies. The G20 includes the G7 and Australia, India, Indonesia, 
the PRC, and the ROK (from Asia and the Pacific), as well as Argentina, Brazil, Mexico, the 
Russian Federation, Saudi Arabia, South Africa, the European Union, and Turkey.

6 Nakao, T. 2010. Response to the Global Financial Crisis and Future Policy Challenges. 
Keynote address at the symposium cohosted by Harvard Law School and the International 
House of Japan. Hakone. 23 October.
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included the massive supply of liquidity by central banks, expansion 
of deposit insurance, guarantees for bank debt, capital injections 
using public funds, separation of toxic assets from balance sheets, and 
governmental control of troubled financial institutions.

Second, the international community responded to the drop 
in global demand with coordinated macroeconomic policies. By the 
February 2009 G7 finance ministers and central bank governors 
meeting in Rome, the drastic deterioration of the real economy was 
evident, particularly in advanced countries. International trade 
was down, production collapsed, and unemployment was rising 
rapidly. Governments agreed to coordinate on expansionary fiscal 
and accommodative monetary policies—including “unconventional” 
monetary measures such as large-scale quantitative easing. It was 
expected that simultaneous, harmonized actions would produce greater 
synergy and be more effective than countries acting separately. This 
approach would also prevent “free riding” on other country policies.

Third, there was a need to support developing countries  
that might be affected by the GFC. Many developing countries had 
sustained high growth prior to the crisis, using prudent macroeconomic 
policies and expanded global capital flows. However, capital flow 
reversals, contracting trade, and lower confidence during the crisis 
threatened this growth. The second G20 Summit in London in  
April 2009 agreed to mobilize funds from international financial 
institutions—such as the IMF, the World Bank, and ADB—and bilateral 
assistance from advanced countries to support trade, infrastructure 
development, and stimulus measures in developing countries.  
By assisting developing countries, they also tried to alleviate the  
decline in international trade and help advanced countries recover. 

Fourth, as the discussion moved from crisis response to 
crisis prevention, policies to strengthen financial sector regulation 
and supervision were adopted. These included regulations covering 
capital adequacy, liquidity and leverage, more stringent regulations 
of “systemically important” financial institutions, cross-border bank 
resolution, a review of credit-rating agencies, and central clearing of 
over-the-counter derivatives. 

And fifth, to prevent future crises, international financial 
institutions needed reform. World leaders agreed to (i) increase the 
financial resources of the IMF, the World Bank, and other multilateral 
development banks such as ADB; (ii) strengthen governance of these 
institutions; (iii) use the G20 as the premier forum for international 



348 | ASIA’S JOURNeY TO PROSPeRITY—CHAPTeR 10

economic cooperation; and (iv) reinforce the Financial Stability Board 
consisting of finance ministries, financial regulatory authorities, and 
central banks. 

Actions were taken to implement these agreements to prevent 
future crises.7 As one of the measures to strengthen global financial 
safety nets, the IMF’s Flexible Credit Line (FCL) was enhanced, 
including the extension of its duration and removal of its access cap. 
The IMF’s Precautionary Credit Line (PCL) was also created in August 
2010 as a new preventive tool.8 

ADB also enhanced its crisis response tool kit further 
to respond to GFC challenges. Crisis response assistance was 
provided mostly through loans from ADB’s newly introduced quick-
disbursing Countercyclical Support Facility (CSF) to support specific 
countercyclical fiscal expenditures. In 2009, ADB provided CSF 
loans of $500 million each to Bangladesh, Indonesia, Kazakhstan, 
the Philippines, and Viet Nam. ADB also expanded its Trade Finance 
Program to maintain international trade by small and medium-sized 
enterprises by addressing the shortage of dollar liquidity through 
lending to commercial banks in 16 member countries. Later in the 
2010s, ADB again used the CSF when Azerbaijan and Kazakhstan 
suffered from sharp declines in commodity prices.

Strengthening regional financial safety nets also became 
an important part of global governance and the global financial 
architecture. The Chiang Mai Initiative Multilateralization was 
strengthened with the establishment of the ASEAN+3 Macroeconomic 
Research Office in 2011 to provide macro-surveillance. In addition, 
Asian countries actively used bilateral currency swap arrangements to 
stabilize stress in financial and exchange rate markets: Japan, the ROK, 
and Singapore entered into agreements to establish swap lines with the 
US in 2008; and Indonesia did so with Japan, the PRC, and the ROK 
in 2013. The ROK also resorted to bilateral swap arrangements with 
Japan and the PRC. 

7 See Nakao, T. 2012. Challenges in International Finance and Japan’s Responses. Keynote 
address at the International Financial Symposium hosted by the Institute for International 
Monetary Affairs. Tokyo. 15 March. 

8 The FCL was created in March 2019 for IMF-supported programs. Countries with strong 
fundamentals and policy frameworks were able to access a refined FCL with enhanced 
predictability and effectiveness in August 2010. For the PCL, this allows countries with 
sound fundamentals and institutional policy framework, yet moderate vulnerabilities, 
to benefit from the IMF’s precautionary liquidity provisions (IMF. 2010. The Fund’s 
Mandate—The Future Financing Role: Revised Reform Proposals. August. Washington, DC).
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In contrast to the severity of the GFC’s impact on advanced 
economies and some regions of the world, the damage in Asia was 
lower. Developing Asia’s growth and financial stability were disrupted 
only briefly. While GDP in advanced economies continued to shrink 
into 2009, declining by 3.3%, developing Asia recovered quickly with 
an average 6.1% growth.9 

After the 1997–1998 AFC, Asia’s policy makers pursued sound 
macroeconomic policies and comprehensive structural reforms. 
Macroprudential policies implemented after the AFC helped boost 
Asia’s resilience, enabling the region to cushion the GFC shock. Over 
the past decade, Asia has used macroprudential policies more than any 
other region. The most important ones have been loan-to-value ratios 
for lending to the housing sector by banks, caps on debt-to-income 
ratios, and caps on foreign currency exposure.10 

10.7 looking ahead

One important lesson from the GFC was renewed awareness of the 
critical role governments play as the final backstop for economic and 
financial stability. Governments have the unique capacity to mobilize 
taxpayer funds based on democratic processes as well as legislate and 
enforce financial regulations with their associated penalties. Just as 
there are government failures (macroeconomic policy mistakes, over- 
or insufficient regulation, and various inefficiencies), so too are there 
market excesses such as aggressive risk-taking and overleveraging.

Looking ahead, Asia will face several important macroeconomic 
policy challenges.

First, Asian economies should strengthen public finance. 
Fiscal  stimulus in the years since the GFC eroded fiscal balances, 
and many economies must rebuild buffers to protect against future 
shocks. They can also move further toward countercyclical fiscal 
policy. For  instance, they could increase the use of social safety nets 
(such as unemployment insurance), which act as automatic stabilizers.  
Countries with a low tax revenue-to-GDP ratio should broaden the 
tax base, raise rates as appropriate, and strengthen collection and 

9 Global and advanced economy GDP data plus international oil prices from IMF. World 
Economic Outlook Database. https://www.imf.org/external/pubs/ft/weo/2019/02/
weodata/download.aspx (accessed 20 August 2019); Developing Asia data from ADB. 
2013. Asian Development Outlook 2013: Asia’s Energy Challenge. Manila.

10 Khan, F., A. Ramayandi, and M. Schröder. Forthcoming. Conditions for Effective 
Macroprudential Policy Interventions. ADB Economics Working Paper Series. Manila: ADB.

https://www.imf.org/external/pubs/ft/weo/2019/02/weodata/download.aspx
https://www.imf.org/external/pubs/ft/weo/2019/02/weodata/download.aspx
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enforcement. Also, policy makers should consider the long-term 
challenges of climate change, social equity, and aging populations, 
given their implications for fiscal positions.

Second, independent monetary policy and a flexible exchange 
rate remain important for macroeconomic stability. These helped the 
region weather various shocks over the past 2 decades. 

Third, policy makers should continue to use capital flow 
management measures and macroprudential policies as appropriate. 
It is clear that conventional macroeconomic policies are not enough 
to ensure financial stability. Monetary policy is often a blunt tool for 
addressing vulnerabilities such as asset bubbles. In addition, external 
factors can induce capital flow and exchange rate volatility. 

Fourth, financial regulators should respond to the changing 
landscape of financial services which is evolving in nontraditional 
and innovative ways, including expansion of new services by nonbank 
financial institutions using new technologies. Asia’s financial crises 
exposed the deep links between finance and the real economy, while 
reaffirming the fragility of an inadequately regulated financial system. 
“Shadow banking” is one of those issues. 

Fifth, policy makers need to further coordinate fiscal, monetary, 
exchange rate, and financial policies—along with those covering trade 
and competition—to enhance policy effectiveness, aiming at the 
multiple objectives of price stability, employment, soundness of the 
financial sector, and external balance.

Sixth, it is important to enhance policy dialogue and 
coordination between countries in the region as economic conditions 
and policies spill across borders through trade, financial, and sentiment 
channels. Policy makers should cooperate to mitigate the potential for 
harmful contagion—whether during normal times or in times of crisis. 

Finally, as economies in the region and the world face many 
emerging challenges, including the potential impact from digital 
technologies, policy makers should remain vigilant and agile. They can 
also continue to learn from history and quickly reverse any missteps. 
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