The 1997 Asian crisis & 10th anniversary market crashes 

Snapshot of 3 decades of monetary policies, bubbles & busts

By Eduardo H. Yap
10-Year Market Crash Cycles

Over the last three decades, global stock markets experienced episodes of stock market crashes or dramatic sell offs in 10-year cycles. On “Black Monday” October 19, 1987, stock markets worldwide crashed in what is now called the 1987 Crash wherein the United States Dow Jones stock index (DJIA) suffered the 2nd largest value decline in stock market history. Ten years later in early 1997, the Bangkok bourse plunged and brought the entire region down in what is called the 1997 Asian Financial Crisis. While the crisis was still playing out during the year, fresh market turmoil broke out in Asia and the US in October 1997. It was the 10th anniversary of the 1987 Crash. The latest 2007 spasm came exactly on the 10th anniversary of the 1997 Crisis when the record setting Shanghai stock market in China plummeted 8.8 percent on February 27, 2007. This one-day fall was as large as the record 8.9 percent drop suffered by Shanghai in the 1997 Crisis. Within the same day, the contagion immediately spread worldwide like wild fire. Although the latest is noted for its severity and global reach, it hardly qualifies yet as a crash.

Liquidity, blood and bull
Monetary policy & markets – History has established the correlation between the stock market and monetary policy, particularly those of the US Federal Reserve Bank and Bank of Japan. The ebb and flow of liquidity impinged on interest rates, currency exchange rates, the expansion and contraction of the economy and with it the fate of capital markets. The chair of the Federal Reserve Bank is considered the 2nd most powerful person in the US. His decisions move markets and his words are closely watched. Forecasting the trend and inflection point of interest rates, when policy changes, is crucial. Now there is a new dragon on the block to watch - the People’s Bank of China. It has started to flex its newly acquired but immense power backed by the equivalent of US$1.4 trillion liquidity in Chinese banks under its control,

Baron von Rothschild. Bull markets are born when deep gloom pervades and a bust occurs when there is extreme optimism. These extremes create boom and bust cycles.  Baron von Rothschild, the legendary banker to royalty, famously said “buy when there is blood on the streets” on the notion that the situation, being so bad and with prices so down beaten, can only improve. Many fear though that buying while the market is plunging is like catching a falling knife. 

Boom after blood. The longest running US economic expansion and stock bull run in the 1990s commenced after the US-led air offensive of the Gulf War started in January 1991. The latest US bull market started in March 2003, after Iraq was invaded. In both instances, the market saw victory a foregone conclusion and scooped stocks. 

Bad months. On Monday, September 17, 2001 the Dow index plunged 684.81 points following the 9-11 attack. This was the largest index point drop in market history. The months from August to October are unusually cruel for the stock markets: the October 29, 1929 crash which led to the US Depression, October 1987, 1997 and 1998 crashes, among others. Many world shaking events also occurred during this period: start of World War 1, World War II in Europe, Russian Bolshevik revolution and the rise of Russian communism, the fall of the Ching imperial dynasty, China’s last, and the birth of modern China; the August 2, 1990 invasion of Kuwait and 9-11 attack. While the period from November to March, on the other hand, have produced better stock returns called the “January effect”.

The 1987 Crash 

The 1987 crash is remarkable for its global breath, severity of the losses and effectiveness of coordinated monetary measures taken by the major economic powers to rescue the market from melting down. On Black Monday, October 19, 1987, the Dow Jones index plummeted 508 points or 22.6 percent. This was the 2nd largest value decline in stock market history after the one in 1914. Trading was chaotic with frequent halts and delays owing to great order imbalances and system glitches. As in 1997 and 2007, the 1987 crash started in Asia. The Hong Kong market plunged and caused a worldwide crash when Europe and the US followed. By the end of October, stock markets in Hong Kong had fallen 45.8 percent, Australia 41.8 percent, the United Kingdom 26.4 percent and Canada 22.5 percent. The HK stock exchange closed for four days. (Chart#1 – Global Stock Crash)
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Chart #1 – 1987 Global Crash


Factors That Led To The 1987 Crash 

Tight US policy, stratospheric rates and super dollar. In the 1980s the Reagan administration engaged the Soviets in an arms race that led to the breakup of the Soviet Union and the end of the Cold War. To finance the massive fiscal deficits incurred and combat inflation, the US Federal Reserve Bank under chair Paul Volcker, instituted a super tight monetary policy. Interest rates were pumped up and 30-year bond yield soared to over 15 percent in 1981. The world gobbled up US treasuries, in effect financing the spending spree. The US dollar appreciated mightily and attained near parity with the British pound sterling, the Japanese yen was depressed and other currencies dropped to record lows. Businesses suffered. US marques such as GM were seen as “dinosaurs” going extinct.  Homebuyers fled homes and defaulted on mortgages driving many US savings banks to bankruptcy. The current account was deeply in the red and the economy in “stagflation”. Global stock markets were depressed.

Plaza Accord, policy reversal and 1st yen tsunami. On September 22, 1985, the then industrialized G-5 nations, agreed to reform monetary policy in what is called the Plaza Accord. The US Fed reversed its tight monetary regime, liquidity was injected and interest rates declined. Stock markets went on a bull run until it crashed in 1987. The US dollar depreciated rapidly and lost half its exchange value against the yen in just two years. Gold soared. Now it was the mighty yen. Values of Japanese stocks and properties soared.  With a tsunami of yen, US businesses and assets were gobbled up, including trophy properties such as the Rockefeller Center in Manhattan and Pebble Beach Golf Course in California. To remain competitive, Japanese factories sprouted in Southeast Asia. Taiwan, also with a strengthened NT dollar, followed suit but focused mainly in emerging China. Chinese “special economic zones” boomed. The Hong Kong market was in a frenzy of initial public offerings (IPO). The Philippines, with the People Power Cory administration besieged with political instability, missed the boat.

Monetary policy dispute. A common belief attributes the 1987 crash to a dispute in monetary policy between the US and Europe. The US was seen tightening interest rates faster than the Europeans in an effort to prop up the Plaza-weakened dollar and tame inflation. The HK exchange rate to the dollar was threatened and market volatility increased, causing widespread nervousness. By October, investors fled the dollar-backed HK market until it plunged. Others blamed computer-driven program trading, which automatically triggered sales orders, as contributory to the massive collapse. 
Recovery. After the explosive Black Monday “selling climax”, the stern German Bundesbank, announced it would not raise rates and massive liquidity was injected into the system on both continents. Measures were instituted to prevent program trading from running amuck. Thereafter, good economic fundamentals, robust corporate earnings reasserted amid an accommodative monetary policy environment, and the markets recovered …until the next big one in 1997.
1997 Asian carnage revisited
Stock & currency bust. Ten years later, in 1997, Asia was again the epicenter of another stock market crash in what became the Asian Financial Crisis. It started when the fall in Thai stocks intensified in February. By March, the collapse was region-wide. Within 8 months, almost three-quarters of market valuation vaporized. The Thai baht peg to the US dollar broke and it plummeted on July 2. The Philippine peso followed next within July and by August, it was the turn of the Malaysian ringgit and Indonesian rupiah. By year’s end, the value of the baht and rupiah was cut by over half; with the ringgit and the Peso not far behind in losses. China recorded its worst one-day stock plunge and the renmenbi depreciated. Many believed investment guru George Soros had a hand in the regional currency blowout. Soros previously gained world fame for forcing the Bank of England to devalue the pound sterling and gained US$1 billion. (Chart #2 – Asean 4 Market Collapse)
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Recession and turmoil. Asset values deflated. Credit dried up. Inflation soared, highly leveraged businesses went bankrupt, weak banks closed and unemployment soared. Economies across the region were contaminated and went into recession. Indonesia suffered the most with economic growth falling from a positive 5 percent to negative 15 percent by the 2nd quarter of 1998. The Suharto government in Indonesia fell in May 1998. The Philippines, late to the party and with its fiscal position in fairly good order under the Ramos administration, sank just the same with the rest. The economy of South Korea imploded from its highly leveraged capacity expansion and fiercely patriotic Koreans lined up to turn-in gold and jewelry to help save their battered economy.

Rescue Measures. Malaysia imposed capital controls to stanch the hemorrhage. The HK Monetary Authority spent over US10 billion in depending the HK dollar against intense speculative attack aside from raising overnight interest rates to over 20 percent. At a critically low point in the stock market, the HK Monetary Authority bought HK$120 billion of index component stocks to fight off short-sellers. The HK dollar peg to the dollar held and the stock market stablilized. But the “interventions” were harshly criticized by free market advocates. The International Monetary Fund (IMF) was severely censured for its emergency rescue measures, which were seen as late, ineffective and the conditionalities, with its one prescription-fitting-all solutions, as causing more damage. However, the 1997 economic meltdown, despite its severity, was confined to Asia. 

Carry trade, the 1997 Asian crisis and Internet bubble
BOJ loose policy and 2nd yen tsunami. After the Japanese asset bubble burst in 1990, the Japanese economy spiraled down into a long-lasting and stubborn recession. The Bank of Japan (BOJ) instituted an extremely loose monetary regime that provided massive liquidity and practically zero interest rate to coax the economy to life and reverse deflation. Instead of investing in the moribund economy, capital was exported globally in search of better returns in a 2nd yen tsunami after the 1st one in the mid 1980s

Failure of monetary policy. The monetary regime of fixed exchange rate coupled with high interest rate instituted by most Asian countries prior to the Crisis was easy prey to speculators, whose opportunistic forays were aided by the cross-border mobility of capital. After the 1997 crisis, the fixed exchange rate system was abandoned.

The trade. The yen and other low-cost currencies were borrowed massively and invested in higher yielding foreign currencies, debt instruments and assets. The yield differential gained is called a positive “carry” and such was given the name for the trades. In the mid-90s, the fixed exchange rate of Asian currencies eliminated the risk of loss from exchange rate fluctuation and this made the trades highly profitable. Additional gain was made when the borrowed yen depreciated, making loan repayment much cheaper. From the yen’s post-Plaza high of 85 to the dollar in May 1995, it dropped until a dollar fetched 115 yen by the end of 1996. Hedge funds joined the feast and highly leveraged their bets. Unfortunately, the flood of capital resulted in overblown capacity expansion and the excessive asset valuations were unsustainable. Fearing loss from currency devaluation, carry trades quickly unwound and investors stampeded en mass for the exits. Hot money flew out just as quickly as they came in and the Asian bubble burst in 1997.

US stock & Internet bubble.  Following the end of the brief Gulf War in early1991, the US experienced the longest economic expansion and stock market bull run that lasted 10 years. This prompted talk of a “new paradigm” or “Goldilocks” economy consisting of moderate growth, robust corporate earnings and low inflation. This stock bull run coincided with the loose monetary policy of the BOJ and the weakness of the yen that provided strong incentive for the yen-Dow carry trade. The US Dow index rose an astounding 388 percent from 2,442 points in October 1990 to a record intraday high 11,908 points in December 1999. The Internet mania brought the Nasdaq, the exchange where smaller companies and Internet start-ups were listed, from 329.80 points in October 1990 to a dizzying intraday high 5,132.52 points on March 2000 or an astronomical gain of 1,456 percent!  Federal Reserve chair Alan Greenspan called the euphoria “irrational exuberance” and tightened monetary policy with a series of rate hikes. The Nasdaq crashed in March 2000 and lost 75 percent of its value to a low 1,305 points on March 3, 2003. (Chart #3, Yen : Dow carry trade)  
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10th anniversary shock of 1997 crisis in 2007
Epicenter Asia. Again, 10 years later, global stock markets dropped on February 27, 2007. Asia was again ground zero with the high flying Shanghai stock index plunging almost 9 percent.  Within the same day, Singapore dropped a severe 4.51 percent, Japan’s recovering Nikkei 225 plunged 3.56 percent and Kuala Lumpur by 3.99 percent. Surprisingly the Philippine market initially bucked the trend but the resistance was short lived. 

Global breath. From Asia, the contagion spread westward to Europe. Milan dropped 3.20 percent, Paris and Frankfurt followed with a decline of 3 percent. The markets in the Americas were next. Right from the opening bell, the Dow Jones stock index plunged. At 2pm in New York, the Dow had a 200 point precipitous fall - one of the fastest drops in US stock history. It closed the day down 3.29 percent or 416 points, which was the worst one-day index point decline since the largest one after the 9-11 attack. Latin America was likewise not spared. Recently resurgent Argentina suffered the most with a 7.49 percent drop, followed by Brazil at 6.62 percent and Mexico at 5.80 percent. Over a trillion US dollars in wealth was wiped out.

Predicable flight to quality

As in all stock market turmoil, investors became averse to risky assets and fled stocks for the security of safe haven investments - US government securities and gold. The sudden demand caused the price of 10-year US treasuries to rise and, inversely, yield dropped to 4.53 percent from the previous day’s 4.63 percent. The price of gold rose US$10.70 an ounce. 

The 2nd 2007 Sell-off
After some calm and sense of relief was restored, particularly when the market perceived the carry trade was not being unwound, the 2nd downturn hit. Like all surprises, it came without warning like a thief in the night. This time, it was in the US. On March 13, reacting to bad economic news, the Dow slumped 242.7 points or 2 percent. Market jitters were reignited. The following day, markets in Asia and Europe followed in lockstep albeit to a lesser degree than the first wave in February. 

2007 shock, the catalysts

Liquidity, BRIC & asset bubble. Prior to the latest drop, global markets were experiencing a bull run with record highs being set, fueled by a global financial system awash with liquidity, strong economic growth and corporate profits.  The emerging BRIC economies of Brazil, Russia, India and China, led the boom. China had amassed a trillion dollar foreign exchange reserves, the largest in the world and the equivalent of $1.4 trillion in liquidity sitting in banks. The mountain of petrodollars was being recycled. The Japanese yen carry trade continued and record low global interest rates drove investors in search of higher returns. The global markets were sitting on fat profits and analysts warned of overheating and overblown asset values.

US liquidity and housing bubble. Aside from the BOJ’s infusion, additional liquidity was provided by the US. To stave off a recession after the Internet bubble burst in 2000 and the 9-11 attack, Fed chair Greenspan reversed tight monetary bias and embarked on a long-running series of stair-step quarter-point cuts. The Bush administration also helped with fiscal stimulus by way of tax cuts. As a result, the yield of 10-year treasury notes plunged to a 40-year record low 3.10 percent in June 2003. While 30-year bond yield dropped over 50 percent from 6.69 percent in January 2000 to a record low 4.17 percent in June 9, 2003. Global interest rates and US mortgage rates followed south. The housing sector decoupled from the soft broader economy and a housing bubble was created. After the March 2003 invasion of Iraq, the US economy recovered and the devastated post-Internet bubble stock market recovered and went into a new bull run. (Chart #4, US mortgage rates & bubble)
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China tightened. The People’s Bank of China started tightening measures in January, raising interest rates and bank reserve requirements. Fears of new fiscal measures from the annual People’s Congress added to market jitters until Shanghai made the market rattling one-day plunge on February 27. 

US housing woes. When it rains it pours. Coincidentally, the US government reported a large drop in January durable goods orders that was seen as sign of a cooling economy. This chilling report reinforced the large same day US sympathy sell-off in the US, which was compounded by fears of the carry trade unwinding. The 2nd drop in March 13 came when the market was jarred by reports of new trouble in the already beleaguered US housing market. Lenders reported 4-year record high delinquencies in sub-prime mortgages and foreclosures. The specter of a hard landing in the important housing sector loomed large and contagion to the larger financial sector and broader economy was feared. Former Fed chair Greenspan’s ill-timed warning of a possible recession further shook the market. The “Goldilocks” US economy was seen in danger. Again, aversion to risky assets rose and investors ran for the exits.  
1997 and 2007 - Similarities and contrast

Similarities. Is history repeating? Arguably, there are some similarities. The asset speculative fever was driven, now as it was in the 1990s, by excess liquidity and the yen carry trade amid good times. Investor confidence, in both cases, was very high. Another similarity is the favorite borrowing currency for the carry trade, which remains the low-cost Japanese yen reinforced by other low-cost currencies such as the Swiss franc. The global financial market was seen like a casino. A decade hence, it remains a casino.
Differences. Yet, there are significant contrasts in conditions between 1997 and 2007. In the 1990s, Asian currencies were artificially pegged to the US dollar. This allowed the carry trade to flourish without exchange risk. After the 1997 Asian bust, monetary authorities learned their lesson and allowed their currencies to float more freely with market forces largely setting the rate. Unlike before, there is no exchange distortion explosive enough or profitable enough for somebody like George Soros to exploit. The current boom is well supported by high economic growth in the BRIC economies. 

Other Financial Crises

Tequila & Vodka crises. In between these 3 crashes, there were others. Notable among them were the Mexican “Tequila” debt crisis in 1994, where President Bill Clinton exercised executive authority to provide an emergency financial lifeline after much resistance from the US Congress; and the Russian “Vodka” ruble debt default crisis in 1998. In both cases, it was excessive debt burden that could not be sustained by their economy. 

LTCM bust & rescue. A notable offshoot of the Vodka debt crisis, was the bust of a largely unnoticed US hedge fund, Long Term Capital Management (LTCM). Enormous highly leveraged investments were made using sophisticated proprietary computerized trading systems to exploit pricing inefficiencies on a wide range of financial instruments. But as the crisis hit, the fund was deluged with investors’ demand for redemption. Investments were liquidated to raise cash for the redemptions. The sales, amid the spooked market, fed the rapid and sharp down-spiral in values of securities and stocks. This affected the balance sheets of large mainstream financial institutions, whose massive investment holdings were threatened with huge losses. Seeing the stability of the financial system at risk, Fed chair Greenspan intervened with the help of global financial giants who injected billions of new capital. Redemptions were met with the freshly infused capital and the selling subsided. Stability was restored and the markets recovered. The rescuers, aside from saving themselves, reaped profits.

$64 Question – Is the party over?
US headwinds. Some analysts like Marc Faber of the Gloom, Doom and Boom Report, who called the 1987 crash and also saw a correction coming last January, consider current valuations overstretched amid declining global growth. Strong headwinds are facing the US economy and former Fed chair Greenspan warned of a possible recession. This is bolstered by danger of a hard landing in the important housing sector and indicators pointing to a contraction in the US manufacturing sector, while consumers are topped out. The US bull market, already on its fourth year, is considered in its mature stage and at a crucial turning point. Recently, new Fed chair Ben Bernanke chided the market for ignoring stubbornly high core inflation and with that the prospect of a market-lifting Fed cut by June had faded. The US market is now tugged in opposing directions depending on economic news being announced. 

Global factors. Geopolitical risk is high with Iran’s nuclear ambition that has seen oil prices soaring again. The People’s Bank of China has started mopping up excess liquidity with monetary tightening measures. Interest rate and bank reserve requirements were raised thrice so far by April in 2007. These could crimp the markets. 

Positive factors. Still, other analysts see stocks undervalued relative to bonds because of their very low yields. The recent spate of corporate mega-mergers and stock buy-backs are seen as market supportive. Robust BRIC economies plus respectable growth in Europe and some signs of spring in Japan are providing additional support that would underpin asset valuations. While before, a lone US super economic engine was firing, now the global economy is firing on multiple engines of growth. Funds have recently flowed back to emerging markets unmindful of the recent swoon.
Can China decouple from the US?

It is said that the world catches a cold when the US sneezes. Can domestic consumption-led growth accelerate fast enough in the BRIC economies and be less export reliant on the US? This particularly applies to China with its great wall of foreign exchange reserves and, as with India, a gargantuan domestic market still with vast potential. Shanghai has, by the end of March, recovered all lost ground and set new market highs while the US is struggling to recover. Is the market telling us that China can avert contagion from a US downturn? Nobody, without the benefit of hindsight, can say so for sure. But history tells us a bust follows speculative binges whether it is a tulip mania, Internet bubble or other asset bubbles. A soft landing is difficult to achieve. It is more a question of when and the degree of severity of the fall. Or perhaps China has learned enough from Japan’s painful experience to avert a similar asset bust disaster. 

(The author, a certified public accountant, is a property developer and former chairman and president of the Subdivision and Housing Developers Association (SHDA). He presented an analysis of the 1997 Asian Financial Crisis at a forum by the Human Development Network on November 4, 1998; published “A Tax-less Economic Growth” on October 22, 2004, an analysis of the principal cause of the drastic decline in fiscal revenues that was cited by the Asian Development Bank in its 2004 Philippine Yearend Economic Review and “Is the Economy Overtaxed” on December 1, 2004; featured in “Financial Analyst Proposes Novel Fiscal Measures” on September 30, 2005, in The Philippine STAR.] 

