UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT

TRADE AND DEVELOPMENT
REPORT, 2000

Chapter |

THE CURRENT GLOBAL RECOVERY AND IMBALANCES IN A
LONGER-TERM PERSPECTIVE

Chapter IV
CRISIS AND RECOVERY IN EAST ASIA

UNITED NATIONS




The Current Global Recovery and Imbalances in a Longer-term Per spective 1

Chapter |

THE CURRENT GLOBAL RECOVERY AND
IMBALANCES IN A LONGER-TERM
PERSPECTIVE

A. Growth and imbalances

Recovery and sustained growth in the global
economy has been subject to two challenges since
the 1997 Asian crisis, one being on the real side
and the other involving the financial sector. The
first threat wastheimpact on devel oped economies
of the expected sharp increase in competitiveness
and exports from East Asia as the crisis-stricken
economies benefited from massive currency de-
valuations, requiring large swings in trade bal-
ances. The second threat was that of a global
collapse of financial marketsasaresult of the rush
to liquidity following the Russian debt default in
late summer 1998. Both developments gave rise
to widespread forecasts of aglobal slowdown and
concerns over arisk of recession.

In the event, neither of these threats materi-
alized and the global economy appears to be
enjoying sustained expansion. The threat from a
deluge of exportsfrom East Asian countriesin that
period was largely offset by the collapse of their
financing systems and asset prices, as a result of
which the initial adjustment was based not on in-
creased exports but on massive cuts in imports.
Even when exports increased in volume, the ef-
fect on earnings was more than offset by falling
export prices, while the decline in imports of pri-
mary materials compounded adownward trend in
world commodity prices that had already started

in 1996. The net result was an increase in the
purchasing power of consumers in developed
countries that allowed demand and output to ex-
pand rapidly in conditions of price stability.

In the absence of price pressures, the United
States Federal Reserve allowed the economy to
grow at arate exceeding by far what it considered
to be the potentially non-inflationary level, thus
enhancing the productive potential and the rate
of non-inflationary growth. Growth continued at
rates that were not only above forecasts but, at
more than 4 per cent, double of what was con-
sidered as the maximum potential. Indeed, the
potential growth rate has now been revised up-
ward, from around 2.5 per cent to more than 3 per
cent, in view of what appears to be a stable an-
nual increasein labour productivity to rates above
2 per cent.!

The consequences of the fall in primary
commodity prices were especially acute in the
Russian Federation, where tax receipts and for-
eign exchange earnings had become almost totally
dependent on commodity trade. The decline in
export revenues led to the default on interest pay-
ments on government debt and a collapse of the
rouble. Since many developed-country financial
institutions were exposed either directly or indi-
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rectly, the insolvency of the Russian Government
threatened global financial stability; there was a
loss of confidence in all but the most secure fi-
nancial investments, and the funding of all but
highly secure government paper dried up. United
States government securities thus became the ref-
uge of risk-averse investors and commanded a
large liquidity premium.

In thisinstance the Federal Reserve not only
refrained from raising interest rates, but also acted
quickly to reduce them to counter the rising risk
premium and the sale of financial assets, thereby
averting the threat to global growth of the conta-
gion implicit in the linkages between national
financial markets. This monetary easing, which
was extended into 2000 through efforts to coun-
ter the risks of a systemic breakdown that was
feared on account of the “Y 2K computer bug”,
did much to allow the United States economy to
continue to function as the engine of world growth,
in particular by providing markets for the recov-
ering East Asian economies. In the second half of
1998 those countries had already started to ben-
efit from accommodating domestic fiscal and
monetary policies and had finally unleashed the
export potential implicitin their large devaluations
and excess capacity, producing record current-
account surpluses.

Thus, the factors that countered the two
threats to the global economy during 1998—-1999
have served to accelerate growth in the United
States. They also led to a sustained inflow of
capital into that country in excess of its current-
account deficits, asinternational investors sought
the security of dollar assets. The attractiveness of
the dollar, together with the concentration of new
issues of internet technology companies in the
United States, helped to produce a sustained in-
crease in asset prices that has provided the basis
for increases in both private investment and pri-
vate consumption expenditures. Rapid growth and
arising dollar have resulted in agrowing current-
account deficit asthe United States acted as* buyer
of last resort” from therest of theworld. Thiscom-
bination of a rising current-account deficit and a
strong dollar is reminiscent of the early 1980s,
when it was widely considered to be unsustain-
able and was the source of the “hard landing” of
the dollar in 1986-1987.

As in the 1980s, the Japanese surplus has
been the major counterpart to the United States
deficits, but now there are substantial differences

that serveto reinforce the current imbalances. The
first and most obvious is that the United States
growth differential vis-a-vis the rest of the world
is now underpinned by private spending and
productivity gains due to a new Schumpeterian
technological epoch, and the government is a net
saver. In Japan, growth is negligible and the at-
tempt to combat falling prices and stagnant private
spending is creating rising government deficitsand
debt. Asaresult, the supply of United States gov-
ernment bonds that serve to satisfy the increased
global preference for dollar assets is declining,
while the supply of Japanese government bonds,
which do not, isincreasing. In such conditionsthe
natural result is for rates on United States bonds
to fall and on Japanese bonds to rise, creating ex-
pectations of gains on the former and losses on
the latter. Such expectations have largely offset
the recent attractiveness of Japanese equities to
foreign buyers and supported the flow of funds
from Japan to the United States. Since Japanese
financial institutions hold a large proportion of
domestic bonds, any substantial increase in do-
mestic interest rates will lead to large capital
losses, impede the process of reconstruction of the
financial system and reduce lending to the private
sector.?

The East Asian crisis and recovery have also
reinforced the demand for dollar assets. The cur-
rent-account surpluses generated in the region are
seen as necessary not only to provide the fundsto
repay the short-term dollar debt, but also to sat-
isfy the increased liquidity preferences of these
countries in the form of larger international re-
serves as a buffer against future crises. Thus, the
claims on the United States generated by itstrade
surpluses are willingly held as dollar assetsto pro-
vide a defensive liquidity cushion. High United
Statesinterest rates favour the holding of reserves
in dollars, the more so in view of the large losses
sustained on holdings in the newly issued euro
assets. Reserves are further supplemented as coun-
tries intervene to sell their currencies against the
dollar to prevent unwanted real appreciations
which might choke off the recovery process.

Thus the East Asian region, which has the
world’s largest export surplus, through its ten-
dency to hold those surplusesin dollar assets, has
provided support for the dollar but made it diffi-
cult for the United Statesto reduce its deficits. As
the recovery continues, imports will rise and cur-
rent-account surpluses will shrink, but capital
flows to the region are likely to increase. Since
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the volatility of capital flows was the major rea-
son for the earlier crisis, it is likely that these
countries will continue to hold larger proportions
of their capital inflows as reserves, maintaining
the increased demand for dollar assets as risk and
liquidity hedges.®

Europe is the other major region with a
current-account surplus. Growth in EU hasin gen-
eral not been sufficient to bring about reductions
in unemployment, although there are some impor-
tant exceptions. Europe has lagged behind the
United States in the exploitation of new tech-
nologies in communications and computing to in-
crease productivity. Consequently, there are now
substantial differences between labour produc-
tivity growth in Europe and the United States, con-
stituting a reversal of the post-war trend for
European productivity to dominate. One way to
overcome this lag has been to acquire United
States companies or to start up operations in the
United States; indeed, the United States has be-
come anet recipient of FDI. While European FDI
flows to that country more than tripled from 1995
to 1998, reaching more than $160 billion, the flow
in the opposite direction rose from $50 billion to
$70 billion.* Since many United States firms are
now truly global corporations, they are considered
as global investments, and European portfolios
have increased their holdings of United States
equities. This process was given a further boost
by the introduction of the euro, which eliminated
the benefitsfrom diversification of assets denomi-
nated in other EU currencies.

Neither the strength of the dollar vis-a-vis
the euro nor higher United Statesinterest rates has
done much to reduce current imbalancesin trade,
growth and capital flows between Europe and
United States. Since the strong dollar is due to
foreign demand for dollar assets, it supports con-
sumption in the United States by feeding through
to household wealth, given the relatively high
share of equity in household portfolios, aswell as
by increasing purchasing power. Thus, high in-
terest rates are not very effective in preventing
overheating through their effect on domestic de-
mand and the dollar. On the other hand, sincein
EU trade with the rest of the world isasmall pro-
portion of GDP, one can expect little expenditure
switching from the United States to Europe as a
result of the weakness of the euro. By contrast, to
the extent that the strong dollar induces the Euro-
pean Central Bank (ECB) to raise interest rates,
domestic sources of growth may be dampened and

the restructuring of the EU slowed. It thus appears
that the strength of the dollar exacerbates the dif-
ferential in demand growth between EU and the
United States.

Persistence of similar imbalances between the
United States and Europe in the 1960s contrib-
uted to the breakdown of the Bretton Woods sys-
tem. At that time the dollar was weak in the
presence of large outflows from the United States
on account of non-commercial transfers linked to
political and military objectives. These flowswere
accompanied by a persistent budget deficit, a posi-
tive growth differential and a negative interest
differential with Europe. The United Stateswished
to avoid using higher interest rates in support of
the dollar in order not to slow growth, and the
weakness of the dollar made little contribution to
the correction of external imbalances. There was
no agreement on whether the appropriate policy
was the reduction of the United States' budget
deficit and growth or an increase in European de-
mand and growth. Unwilling and unable to act on
exchange rates, the United States introduced a
wide variety of capital controls. The impasse was
eventually resolved by abandoning the Bretton
Woads system and taking the dollar off gold.

In the current situation, the equivalent fiscal
measure to reduce United States trade deficits
would be an increase in its budget surplus. While
this might have been the policy response in the
era of Keynesian fine-tuning of the 1950s and
1960s, it is no longer considered desirable; nor is
the use of expansionary fiscal policy considered
desirable by EU in the light of the Stability and
Growth Pact. Thus, the entire burden of adjust-
ment is placed on monetary policy, i.e. arisein
interest ratesin the United States relative to those
in EU. But, if such adjustment simply increases
the attractiveness of dollar assets and further feeds
the bubble in equity prices, it may become self-
defeating. The increased role of the dollar as a
reserve currency and the closer integration of glo-
bal capital marketsthus constrain the effectiveness
of United States monetary policy in cooling the
economy and reducing its trade deficits. What
might be required in the present context is a re-
verseinterest equalization tax to reduce the return
to non-residents on their holdings of United States
assets.®

In any case, adjustment in global imbal ances
through a relative rise in United States interest
ratesisunlikely since most emerging markets need
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to follow suit in order to retain capital inflows.
More fundamentally, ECB has started to increase
interest ratesin an attempt to ward off anticipated
inflationary pressure, even though growth in EU
is barely 3 per cent and the decline of the euro
has hardly affected prices. It is clearly unwilling
to follow the Federal Reserve lead in attempting
to discover if potential growth rates could be rai sed
by a more accommodating policy.

A parallel increase in both United States and
European interest rates (and an eventual increase
in Japanese rates to convince corporations to re-
structure rather than carry losses at zero interest
rates) would have little impact on exchange rates
of the currencies of the countries concerned or on
trade imbalances, but it would sharply increase
the carrying costs of debt in developing countries.
Increasingly, developing country economic fun-
damentals, such as fiscal and current-account
balances and the inflation rate, are dependent on
foreign interest rates. In some economies (e.g.
Argentinaand Hong Kong, China) thislink ismore
direct, whereas in others (e.g. Brazil and many
East Asian countries) it operates through the ex-
ternal debt burden and capital flows. In all cases,
however, higher international interest rates would
pose a serious threat to the recovery in emerging
markets. In East Asia, where recovery has taken
place without any substantial corporate and finan-
cial restructuring, higher interest rateswill simply
make this process more onerous, and the recov-
ery may eventually be stalled by the failure of the
domestic financial system to provide finance.

A strong European recovery, which has been
expected since 1993, has been repeatedly retarded
by rising United States rates because increased
integration of financial markets and attempts
by ECB to establish credibility have resulted in
rising interest rates in Europe also. It is unlikely
that growth could accelerate in Europe in the face
of a United States downturn accompanied by a
slowdown in Latin America and East Asia. Thus,

the risks that were identified in the aftermath of
the Asian crisis continue to be present.

Asnoted above, similar unsustainable imbal -
ances were present in the global economy for
substantial periods in both the 1960s and the
1980s, before creating serious disruptions in
global growth and dampening the prospects of
developing countries. In the past, excess savings
of the rest of the world were balanced by excess
spending by the United States Government, and
the demand for United States assets was met by
theissue of government securities. Today, it isthe
United States private sector that is sustaining glo-
bal spending. Since the government is running a
fiscal surplus, the demand for dollar assets due to
increased uncertainty over global asset values can-
not be met by increasing the supply of risk-free
United States government securities but would
require the issue of assets by the private sector.
The basic question is whether foreign investors
seeking liquidity and safety will be equally will-
ing to hold private assets. As long as internet
stocks dominateinvestor attention, large expected
gains can offset their risk spread over government
securities, and the dollar can become the transac-
tion currency for international equity trading. This
tendency will be reinforced by the fact that the
integration of Europe’s largest equity markets is
taking place between London and Frankfurt, thus
providing little support to the euro. Further, the
movement towards listing many devel oping-coun-
try companies in New York financial markets to
ensure sufficient liquidity simply reinforces the
tendency for the dollar to become the vehicle cur-
rency in the global equity market. Nonetheless,
since private debt is not a perfect substitute for
Treasury debt, theincreasing United States budget
surplus can add to the fragility of the current situ-
ation and raise the possibility of a“hard landing”
for the dollar. In such an event global prospects
will depend very much on how monetary policy
is conducted and coordinated among the United
States, Europe and Japan.
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B. Eliminating global imbalances and sustaining growth

Whenever large global imbalances are built
up by self-sustaining processes, such asthose cur-
rently prevailing, uncertainty increases. Current
uncertainties, however, are not over the nature of
future events, but rather over their timing and im-
plications. There can be little doubt that growth
in the United States economy will slow, either of
its own accord or induced by continued action on
interest rates by the Federal Reserve. By the same
tokenitiscertain that the trade deficit will intime
be reduced.

It is also likely that the European recovery
will be choked off because of afall in exports as
the United States economy slows autonomously,
or because the Federal Reserve increases interest
rates and ECB mirrors those increases. Conse-
guently, although its economy isequivalent in size
to that of the United States, EU isunlikely to take
over the role of the United States in supporting
global demand. Growth in EU is unlikely to be
much above 3 per cent on the basis of domestic
demand, and even if it did manage to replicate
United States growth rates, it would not generate
an external deficit similar in size to that of the
United States. Thus, EU cannot replace the United
States as the global “buyer of last resort” for the
recovering Asian and L atin American economies.

Now that imports in East Asia have recov-
ered to more normal levels, any slowdown in the
world economy would once again worsen the
external accounts in those countries and render
them more dependent on capital inflows. Most
countries in the region have built up massive
dollar reserves to meet this contingency and they
may soon have to use them. Tighter balance-of-
payments constraints will bring growth rates back
to lower levels. Before the Asian crisis, the re-
gion accounted for roughly one half of the annual
growth in global demand, and it is unlikely to
return to this position, at least in the foreseeable
future.

Just as in Europe, Japan has been unable to
generate growth based on private domestic ex-
penditure, on the model of the United States, and
growth remains dependent on exports. The East
Asian recovery has provided abeneficial comple-
ment to its fiscal expenditure programmes, but
now that growth in East Asia is constrained, re-
covery in Japan will not be particularly robust, and
at any rate too weak to offset the slowdown in the
rest of theworld, particularly in the United States.

Latin America also depends on global mar-
kets. Indeed, outward-looking devel opment strat-
egies in many of these countries depend for their
success on mutually reinforcing regional and glo-
bal growth. A slowdown in United States growth
would consequently adversely affect the Latin
America economies also.

It is thus evident that optimistic forecasts of
areturn to global growth at rates above 3 per cent
make an implicit assumption about how the
decline in United States demand will be compen-
sated for internationally. Obviously, the optimal
scenario would be that of a natural decline in
United States growth without any further increases
in interest rates in either the United States or
Europe. If tight monetary policy hasto be used to
quell the United States' expansion and is also
applied in Europe, eventually accompanied by
Japan’s abandonment of its zero interest rate
policy, then indebted devel oping countrieswill be
doubly burdened by falling export receipts and
higher financing costs. If higher interest rates pro-
duce financial market turmoil, such as occurred
inthe global bond market in 1994, which produced
lossesin net wealth far in excess of the 1987 stock
market crash or the Asian crisis, then developing
countries could also find themselves severely re-
stricted in their accessto private finance. Clearly, a
collapse in bond prices would quickly be trans-
mitted to equity prices, which could substantially
reduce United States growth as consumers cut
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back on their expenditures to meet rising interest
and margin payments or adjust to their lower
wealth levels. In 1994 high interest rates were
accompanied by adeclineinthe dollar. Normally,
such a decline would be beneficial to developing
countries. However, if a global financial market
turmoil produced a massive shift to liquid assets,
itislikely that, asin 1998, the dollar would become
the currency of refuge, producing a combination
of high interest rates and a strong dollar that was
so detrimental to indebted developing countries
in the 1980s. While the distribution of financial
indebtedness in the present situation is different,
and fewer liabilitiesare held in variable rate form
linked to the United Statesinterest rate, a number
of countries have direct linkages, either through
currency boards or through indexing of debt,
allowing a quick and direct transmission of de-
flationary forces to their economies.

Thus, the prospects for the world economy
are not as optimistic as the surprising recovery in
1999 has led many to believe. Thismuchisclear:
the remnants of the wreckage of the Asian crisis
of 1997 cannot be swept away by another East
Asian “miracle” or by the new technologies that
appear to be shifting the United States onto a
higher potential growth path. An increasingly in-
terdependent global financial and trading system
can scarcely function efficiently with only one
policy tool, monetary policy, especially without
appropriate coordination. The restoration of fis-
cal policy to the armoury of defensive measures,
aswell asincreased international cooperation, will
be required if the full potential of new technolo-
giesis to be realized and set the world economy
on a higher growth path, thereby enabling devel-
oping countries al so to achieve sustained increases
in per capitaincome. H

Notes

1 Already in 1995 the UNCTAD secretariat argued
that low estimates of potential growth and high es-
timates of natural rates of unemployment were due
to hysteresis, and that industrial economies could
grow much faster without an acceleration in infla-
tion and could reduce unemployment to levels be-
low the estimates of natural ratesif appropriate poli-
cieswere pursued (TDR 1995, Part Three, chap. 111).
See also Newsweek, 18 Sept. 1995: 38—-39.

2 Around 40 per cent of the existing stock of govern-
ment bondsisheld by government agencies such as
the Trust Fund Bureau. About a quarter is in bank
portfolios. It has been estimated that a 100 basis

point riseininterest rateson long bondsin February
1999 would have produced acapital lossof 1.5 tril-
lion yen for bank holders alone. See IBJ Securities,
Economic analysis report: The dual managed sys-
tem of the moratorium period, I1BJS Research &
Reports, April/May 1999 (www.ibjs.co.jp).

3 Ontheincreased tendency to accumulate excessre-
servesin emerging markets see TDR 1999, chap. V.

4  UNCTAD, FDI/TNC database.

5 Similar measureswere used in the past, for instance
by Switzerland in the early 1970s, when negative
interest was paid on deposits by non-residents to
dlow capital inflows.
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Chapter IV

CRISIS AND RECOVERY IN EAST ASIA

A. Introduction

The speed of recovery in East Asian emerg-
ing markets most affected by the financial crisis
has astounded the most optimistic observers, even
though a Mexican-style V-shaped recovery was
widely predicted for most economies in the re-
gion. Even institutions such as IMF, which have
had first-hand information on the state of the
economies concerned and exerted a magjor influ-
ence on the policies pursued in response to the
crisis, now see their original projections of eco-
nomic growth in the region exceeded by a large
margin. The Republic of Korea is an outstanding
casein point, where the growth rate came close to
11 per cent in 1999, compared to an IMF projec-
tion in May 1999 of 2 per cent. The economies of
ASEAN-4 (Indonesia, Malaysia, Philippines and
Thailand) also recovered, growing at an average
of almost 3 per cent in 1999, as opposed to earlier
IMF projections of afurther contraction of activ-
ity. The speed of recovery in the region has also
belied the forecasts of other institutions and ob-
servers, including the UNCTAD secretariat, which
disagreed with the orthodox diagnosis and policy
response to the crisis.!

There are conflicting claims regarding the
origin and nature of this recovery. While, on one
view, the speed of the recovery represents a vin-
dication of the international policy approach to
the crisis, on another it discredits the orthodox
diagnosis that these economies suffered from se-
rious structural and institutional shortcomingsand
that they would be unable to resume growth un-

less these shortcoming were effectively addressed.
Quite apart from apportioning responsibilities and
credits, an examination of the recovery process
has its own merits in that not only it would help
to better understand the causes of such crises but,
and more fundamentally, it would also yield in-
valuablelessons for better management of similar
crises when they occur.

The examination of the recovery process in
this chapter lends support to a number of conclu-
sions:

e The policy response in terms of monetary
tightening aggravated the impact of the cur-
rency crisis on the financial and corporate
sectors, and served to depress production and
employment further without bringing stabil-
ity. Currencieswere stabilized not as aresult
of increasesin interest rates, but of the build-
up of reserves due to massiveimport cuts and
thereductioninforeign claimsresulting from
debt rescheduling and also of the imposition
of capital controls. Thus, in retrospect, pro-
vision of adequate international liquidity to
replenish reserves, together with exchange
controls, debt standstill and maturity rollover
(i.e. the kind of measures advocated in TDR
1998), would have been amuch more effective
response than a policy of high interest rates.

*  The speed of recovery owed a great deal to
policies pursued after the initial tightening.
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The strong response of the economies con-
cerned to subsequent fiscal and monetary
easing suggests that initial policies created
an unnecessarily tight squeeze. The econo-
mies bounced back rapidly when the policy
of austerity was reversed and governments
were allowed to play a more positive rolein
recovery. This policy reversal was brought
about by the deepening of the crisis and
widespread criticisms, rather than consti-
tuting part of a carefully sequenced policy
package.

*  The speed of recovery was not due to the
elimination of structural weaknesses that
were given great weight in explaining the
crisis. Indeed, despite their subsequent re-
versal, the raising of interest rates caused
serious dislocations in the corporate and
financial sectors, aggravating rather than
eliminating structural weaknesses. Financial
and corporate restructuring has only just
started. This suggests that the recoveries are
not firmly based and that the structural diffi-
culties may reassert themselves, possibly
leading to a W-shaped recovery.

e Although in most countries seriously affected

by the crisis per capita incomes are now
aboveor closeto prior levels, income appears
to be less equally distributed. In particular,
employment and labour earnings have lagged
behind aggregate income, and poverty has
remained considerably above pre-crisis lev-
els. On some accountsit could take East Asia
adecade to eliminate the poverty created by
the financial crisis. This is consistent with
the general pattern observed in emerging
markets that boom-bust-recovery cyclestend
to be regressive in terms of income distribu-
tion and poverty, even when their overall
impact on economic growth may be neutral.

*  The crisis has longer-term implications for
economic devel opment of the region not only
because it has led to structural dislocations
in the corporate and financial sectors, but
also, and above all, because it has laid bare
the kind of vulnerability that the region is
exposed to as a result of its excessive reli-
ance on foreign markets and capital for
economic growth. Thismay call for arecon-
sideration of development strategy.

B. The policy response to the crisis and the recovery process

There have been significant differences
among the countries regarding both the causes and
the evolution of the crisis, as well as the nature
and the speed of recovery.? While all countries
that were seriously affected generally had large
short-term and other liquid international liabili-
tiesasaresult of asurgein arbitrageinflows, their
exposure to arapid exit of foreign capital varied
considerably; for instance, in contrast to other
countries, in Malaysia short-term external debt
was more than covered by international reserves.
There were also differences in the use made of
capital inflows. In some countries, notably the
Republic of Korea, there was excessive manufac-
turing investment in relation to demand and out-
put, generated by a drive for an export market

share at the expense of profitability, whilein oth-
ers, notably Thailand, there was a speculative
surge in the property market, supported by capi-
tal inflows. Similarly, some private firmsin South-
East Asiahad invested heavily in other non-traded
activities, notably in physical infrastructure, with
funds borrowed abroad. On the eve of the crisis,
macroeconomic fundamentals regarding the ex-
ternal accounts were much less favourable in
Thailand than elsewherein the region. Indeed, the
Thai crisis emerged as a typically balance-of-
payments one, aggravated by excessive short-term
debt and capital-account openness, while the other
economies suffered primarily from contagion. The
sudden loss of confidence in Thailand appears to
have been greatly influenced by three major con-
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cerns:. the current-account deficit, which had been
rising constantly from 1993 onwardsto reach 8 per
cent of GDP in 1995-1996; the considerable vol-
ume of short-term and other liquid foreign liabili-
ties, which exceeded liquid international assets by
alarge margin; and, to alesser extent, an appreci-
ated currency.

The balance-of - payments fundamentals were
better in the other countries of the region, although
many of them werefinancially vulnerable because
of a rapid accumulation of short-term and other
liquid foreign liabilities. In particular, in Indone-
siathere was little currency appreciation, and the
current deficit as a proportion of GDP was less
than half that of Thailand. At some 4 per cent of
GDP, the current-account deficit of the Republic
of Koreawas not much above the levels of previ-
ous decades, and it was already falling. Malaysia
had a greater appreciation and moderately larger
current-account deficit. The balance-of -payments
fundamental s of the Philippines were worse than
in both the Republic of Korea and Indonesia, but
itsexternal financial vulnerability was much less.
While all the currenciesin the region came under
attack, it was the extent of external financial vul-
nerability and speculative pressures that were the
determining factors in the incidence of the crisis.

Indonesia fell into deeper recession than its
neighbours and its recovery has also been weak
and disorderly, despite its better initial macroeco-
nomic fundamentals, primarily as a result of the
political turmoil brought about by the effects of
the crisison living conditions and the dispute over
the causes of the crisis and appropriate policy
response, which also involved international agen-
cies. The economic and social effects were
particularly disruptive because incomes of alarge
segment of the population were generally not very
much above the poverty threshold. In Thailand and
the Republic of Korea policy responses were de-
signed to maintain free movement of capital, using
monetary and fiscal tightening to restore confi-
dence. In the Republic of Koreathere was a sharp
decline of output, despite its more robust and re-
silient industrial structure and the absence of any
significant speculative investment in property and
non-performing loans linked to such financing, but
recession was even deeper in Thailand. Malay-
sia'sinitial policy response was also orthodox, but
it subsequently introduced capital controlsin or-
der to stabilize its currency and to gain autonomy
for an expansionary monetary policy to grow out
of the crisis. Compared to Thailand, the decline

in output in Malaysia was moderate, and its re-
covery has also been more robust.

A close examination of the evolution of poli-
cies and economic performance in the region re-
veals valuable lessons regarding the limits of
orthodox macroeconomic policies under condi-
tions of payments crisis originating in the capital
account, as opposed to traditional payments cri-
ses associated with macroeconomic imbalances
and difficultiesin financing current-account defi-
cits. As discussed in some detail in past issues of
TDR, increases in interest rates failed to bring
currency stability while deepening recession.
This was also noted by the Government of the
Republic of Koreain areport to the G-20, which
referred to “malign side-effects” of high interest
rates, including the “ accelerated slowdown in real
economic activity through the contraction of con-
sumption and investment; the greatly increased
incidence of corporate failures; and the further
increase in non-performing loans of financial
institutions” .® Indeed, the financial difficulties
brought about by sharp currency depreciationsand
interruption of external credit lines were aggra-
vated by high interest rates, which made the
carrying costs of debt unsustainable. With falling
domestic sales and export revenues, firms found
it impossible to meet their commitmentsto finan-
cial institutions which had already been weakened
by the corporate bankruptcies (as in the Republic
of Korea) or the collapse of the property market
(asin Thailand).

Indeed, evidence suggests that currency de-
preciation inflicted much less damage on firms
than the rise in interest rates and cut-backs in do-
mestic credit lines because many firms with large
foreign indebtedness were export-oriented:* if
credit lines had been maintained, greater competi-
tiveness and growing export revenues would have
provided a cushion against rising liabilities in
domestic currency as aresult of depreciations. In
this respect, firmsin Asia were in a much better
position than those in other emerging-market
countries.®

While rising interest rates failed to stabilize
currencies by restoring confidence, they did so
indirectly by making a major contribution to a
sharp fall in domestic demand, which, together
with the lack of liquidity, produced a decline in
industrial production, employment and consump-
tion, leading to massive cuts in imports. In the
Republic of Korea, for instance, importsfell from
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Box 4.1

THE RATIONALE AND EFFECTS OF CAPITAL CONTROLS IN MALAYSIA

Although, like the Republic of Koreaand Thailand, Malaysia experienced a surge in short-term capital
inflows in the first half of the 1990s, on the eve of the outbreak of the crisis in 1997 the maturity
structure of its external debt was much more favourable than in those two countries, and its reserves
were more than enough to cover its short-term foreign liabilities, reaching some 70 billion ringgit,
compared toliabilitiesof 36 billion ringgit (of which some 27 billion were owed by the banking sector).
At theend of 1997 total external debt was only 40 per cent of GDP and the debt service ratio was bel ow
7 per cent. Furthermore, although the banks carried adisproportionate share of private-sector financing,
with loans amounting to 150 per cent of GDP, the reforms put in place after the mid-1980s had strength-
ened thefinancial sector: property loans carried collateral well over 100 per cent, whileloansto finance
equity positions were no more than 8 per cent of the total. In June 1997 the non-performing loan ratio
was not much above 2 per cent, and the risk-weighted capital ratio of the banking system was around
12 per cent, well above the Basle ratio of 8 per cent, while the ratio of provisions to non-performing
loans was nearly 100 per cent. On the fiscal side, 1997 was the fifth year of surplus, at more than 2 per
cent of GDP!

Despite these rel atively favourable financial conditions, the pressures on the Malaysian currency were
similar to those in other crisis-stricken countries. The exchange rate collapsed from 2.6 ringgit to the
dollar in July 1997 to 4.7 in January 1998, the Kuala L umpur equity index fell from around 1000 to 300
at its low, and non-performing loans in the banking sector reached over 12 per cent. Clearly, excessive
short-term debt was not the main reason. Indeed, even after the crisis broke out there was no substantial
capital outflow, such as occurred in the Republic of Koreaand Thailand, and reserves never fell below
50 billion ringgit. The main reason was the speculation against the ringgit, facilitated by the existence
of an offshore market in Singapore.

As in the other two countries, the initial response to the collapse of the currency and the increase in
inflation was a tightening of monetary policy against a background of continued fiscal discipline. Asa
result, in the first nine months of 1998, GDP was 6 per cent below the corresponding period of the
previous year, leading to sharp cuts in imports and a rapid turnaround in the current balance of pay-
ments, which reached a surplus of over 12 per cent of GDP. However, unlike the Republic of Korea or
Thailand, since Malaysianever suffered from alack of collateral to meet its short-term foreign commit-
ments, theimproved payments situation did not have the same stabilizing effect on itsexchangerate. As
aresult of the impact of the weaknesses in the corporate sector on bad loans, new bank lending fell to
almost zero as banks tried to shore up their balance sheets.

In the face of the sharp decline in output, a decision was taken to support the economy through fiscal
stimulus and monetary expansion so as to ease the liquidity crunch. But given the weak economic
conditions and continued speculative pressures, much of theincreased liquidity leaked abroad. To pre-
vent this liquidity drain, a $2 million limit was placed in August 1997 on Malaysian banks' currency
swaps with non-residents in transactions unrelated to trade. However, the result was to shift borrowing
to the Singapore offshore market. At the beginning of 1998 offshore ringgit deposit rates rose to over
20 per cent, and eventually reached 40 per cent, compared with domestic rates of around 11 per cent.
Theonly plausiblejustification for such adifferential was speculation against the ringgit. The existence
of the offshore market thus not only undermined the efforts by the Central Bank to reduce interest rates
and expand liquidity in order to support economic activity, but also impeded the stabilization of the
currency. The decision was thus taken to close the Singapore market by making offshore ringgit trans-
actions illegal. This market had played a role similar to that of the offshore banking market in the
Bangkok International Bank Facility, but unlike the latter, which had been created by conscious steps,
it was an historical artifact.2 Sinceit could not be directly regulated or controlled by Malaysia, the only
alternative was to bring it onshore, which is what the regulations did.

In aseries of measuresintroduced at the beginning of September 1998, domestic banks were prohibited
from lending to non-resident banks and stockbrokers, or from engaging in any swap or repurchase
transactions with non-residents, to eliminate non-resident ownership of ringgit balances held abroad. In
addition, transactions in external ringgit accounts could only be made for the sale and purchase of
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ringgit assets, and balances could not be transferred among non-residents. Finally, since one of the
major reasons for holding offshore balances was to hedge commercial transactions denominated in
ringgit, domestic residents were required to invoice all external transactions in foreign currency, and
the import and export of ringgit notes was strictly limited. As a result, it became impossible to settle
ringgit contracts except through Malaysian banksin Malaysia.®

These measures designed to insulate domestic interest rates from external rates were combined with a
decision to peg the exchange rate, a decision that was greatly influenced by the resumption of the
decline of the currency with the onset of the Russian crisis.* Indeed, from July 1998 onwards the cur-
rency showed a tendency to return to post-crisis lows, even though the measures taken were bearing
fruit in improving macroeconomic conditions regarding the fiscal balance, the payments surplus and
inflation. Although the fixing of the exchange rate at 3.8 ringgit to the dollar represented a substantial
appreciation from the then prevailing market rate, it was consistent with underlying macroeconomic
conditions: the foreign account was already well in surplus and threatened to create an excessively
strong expansion, foreign reserves were around four months' imports and double the level of short-term
foreign claims.

Measures to control capital flows were selective: long-term flows and FDI were not regulated, and the
currency continued to be fully convertible for commercial transactions aslong as they were undertaken
through Malaysian banks. In assessing these measures® it isimportant to recall that they were not intro-
duced in an emergency to control excessive capital outflows, nor were they introduced to support un-
sustainable macroeconomic policies and conditions, such as rising fiscal and payments deficits and
inflation. They wereintroduced well over ayear after the outbreak of the crisis, during which time most
of the foreign short-term capital had already left, domestic adjustment had already taken place, the
balance of payments had moved into alarge surplus, inflation had stabilized, and steps had already been
taken to strengthen the financial and corporate sectors. Finally, it was made clear that the controls were
temporary, and would be removed so as to allow non-resident holders to exit the ringgit once external
conditions had stabilized. In fact, the rapid recovery of the economy allowed the progressive removal of
the controls from February 1999.

Thus, those factors which had brought exchange stability and allowed interest ratesto be reduced in the
Republic of Koreaand Thailand were not operating in Malaysiabecause of theinterest rate differentials
between onshore and offshore ringgit markets. Consequently, improved macroeconomic fundamentals
did not work through greater exchange market stability. The success of the measures taken was con-
firmed by thefact that when the controlswerelifted in September 1999 there was an immediate outflow
of only 5.2 billion ringgit, and another 3.1 billion in therest of theyear. In thefirst quarter of 2000 there
was a net inflow of 8.5 billion ringgit, an amount roughly equal to what had flown out at the expiry of
the controls.® By May 2000 total official reserve assetswere $32 billion, over six times short-term debt.”
In December 1999 Malaysia' s long-term foreign currency rating was raised to BBB and more recently
the country was returned to the Morgan Stanley Capital | nternational emerging market securities bench-
mark indices, indicating a normalization of relations with international capital markets.

1 See Bank Negara Malaysia, Annual Report 1998, Kuala Lumpur, 1999: 31-33.

2 |bid.: 69-71.

3 For a full account of these measures see Bank Negara Malaysia, op. cit.: 214-219; the amendments
introduced in February 1999 are documented in the Bank’s Annual Report 1999, Kuala L umpur, 2000.

4 For an alternative account that suggests exchange markets in the region had already stabilized when the
measures were taken see IMF, World Economic Outlook, Oct. 1999, box 2.4.

5 See, for example, the assessment by Bank Negara Malaysiain its Annual Report 1998: 61 et seq.

6 Bank Negara Malaysia, Economic and Financial Developments in the Malaysian Economy in the First
Quarter of 2000 (www.bnm.gov.my/pub/info/index.htm).

7 See Bank Negara Malaysia, Press Release of 30 May 2000, Detailed disclosure of international reserves
as at end April 2000 (www.bnm.gov.my/pa/2000/0530b.htm).
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$142 billion in 1997 to $90 billion in 1998; to-
gether with a modest expansion in exports, the
effect was arapid reversal in the current balance,
from adeficit of $8 billion to a surplus of $41 bil-
lion, or astaggering 14 per cent of GDP. Therapid
increase in reserves, along with arescheduling of
more than 95 per cent of commercial banks' short-
term debt, restored confidence in the currency and
finally brought stability to the foreign-exchange
market. Simultaneously, the expansionary impact
of the current-account surplus on the liquidity of
the economy allowed interest rates to be reduced;
by the third quarter of 1998 they had returned to
their pre-crisis levels.

Thus, it was the sharp recovery in foreign
exchange reserves due to the improved current
payments situation produced by a slump in im-
ports, together with the declinesin foreign claims
due to rescheduling of short-term debt, that
brought currency stability and the reversal of the
tight interest rate policy. Whilerising interest rates
failed to convince investors to hold domestic as-
sets by enhancing their return, the collateral effect
of the rise in usable reserves relative to foreign
claimsreassured foreign holders and stabilized the
exchange rate.®

InMalaysia, too, theinitial responseinterms
of higher interest ratesfailed to restore confidence
and stabilize the currency while deepening the
crisis. In view of continued speculation on the
currency, the Government introduced temporary
capital controlsin September 1998, which turned
out to be highly successful in stabilizing the cur-
rency and allowing the economy to recover
(box 4.1).

In a sense, orthodox policies succeeded in
stabilizing exchange rates not by restoring confi-
dencethrough high interest rates, as intended, but
by creating a deep recession. The experience thus
suggeststhat “malign side-effects” of high interest
rates could have been avoided by introducing a
temporary debt standstill and bringing borrowers
and lenderstogether to reschedul e short-term debt,
reinforced by a rapid provision of international
liquidity to replenish reserves and provide current-
account financing, rather than by trying to persuade
investorsto stay put by means of hikesin interest
rates and the provision of funding to bail out credi-
tors while keeping the capital account open.

An additional factor in bringing about ex-
change-rate stability was the policies adopted by

China and Malaysia. Despite the adverse impact
on its competitiveness of sharp currency depre-
ciation in many countries in the region, China
resisted the temptation of competitive devaluation.
Similarly, the Malaysian success in tying its ex-
change rate to the dollar provided a stable anchor
for the region, particularly in view of the impor-
tance of intraregional trade and of the stability of
the regional pattern of exchange rates. From Sep-
tember 1998 onwards, the won, the rupiah and the
baht all first showed stability and then registered
moderate gains against the dollar. The Malaysian
experience also demonstrates that fixing the nomi-
nal value of the currency does not necessarily lead
to appreciation, provided that such apolicy is ac-
companied by effective control over capital flows.

However, currency stability was not suffi-
cient to bring about a turnaround in economic
activity. Recovery occurred only wheninitial poli-
cies had been reversed and fiscal deficitsand lower
interest rates were allowed to operate to offset the
massive reduction in domestic private spending.
For instance, in the Republic of Korea, the first
agreement reached with IMF, in December 1997,
insisted on tight fiscal policy, but subsequent
agreements recognized the inevitability of a fis-
cal deficit, setting it at some 0.8 per cent of GDP
in February 1998, at 1.7 per cent in May of the
same year, and eventually at around 5 per cent
from July 1998 onwards.” By the second half of
the year, the economy witnessed an unprecedented
fiscal stimulus, together with interest rates that
were nearly half of their pre-crisis levels. Fiscal
expansion and growing exports brought about by
lower interest rates, liquidity expansion and com-
petitive exchange rates both stimulated demand
and reduced constraints on supply, thereby pull-
ing the economy out of recession and giving a
strong push forward. Clearly, much of the recov-
ery was of atechnical nature, because the decline
had been too fast and had gone too far. The
discretionary fiscal stance continued to be expan-
sionary in 1999, but rapid growth provided a
cyclical fiscal correction, and asecond supplemen-
tary budget to support low and middle-income
groups was introduced to deal with theregressive
effects of the crisis.

The rescheduling of foreign debt and the re-
versal of tight monetary and fiscal policy was not
an orderly process. It was pursued much more rap-
idly inthe Republic of Koreathan in Thailand and
Indonesia; together with the structural factorsand
initial conditions mentioned above, thisdifference
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of pace goes a long way in explaining why the
recession wasless deep, and the recovery stronger,
than in thelatter two countries.® In Malaysia, pub-
lic consumption expenditure grew by over 7 per
cent in 1997, but dropped by the sameratein 1998,
followed by arise of over 20 per cent in 1999; the
budget deficit rose from less than 2 per cent of
GDPin 1998 to almost 6 per cent in 1999. How-
ever, what distinguished Malaysia from the other
countrieswasitsinterest rate policy. From Spring
1998 onwards, the rates were kept relatively low;
for instance, in May 1998 the interbank Iending
rate was 11 per cent, compared to some 19 per
cent in the Republic of Korea, 21 per cent in
Thailand and 46 per cent in Indonesia. These
differences did not simply reflect differences in
inflation rates, as inflation was not much lower
than in the Republic of Korea or Thailand. How-
ever, as continued availability of domestic credit
at low interest rates created opportunities for
speculation against the ringgit, control over capi-
tal flows became essential for stabilizing the
currency and initiating recovery (see box 4.1).
After the introduction of capital controls, interest
rates were reduced further throughout 1999, fall-
ing to some 3 per cent in December, compared to
5 per cent in Thailand, 6.7 per cent in the Repub-
lic of Korea, and 13 per cent in Indonesia. With
hindsight, the competition and challenge posed by
the alternative policy approach adopted in Malay-
sia to the orthodox model, and its success in
stabilizing the currency and initiating recovery,
appear to have played an important rolein the re-
versal of orthodox policies in the region and in
the adherence to more realistic monetary and fis-
cal policies.

However, the damage inflicted on corpora-
tionsand the financial system by high interest rates
was irreparable. As examined in some detail in
TDR 1998, monetary tightening aggravated the
debt deflation process already under way as are-
sult of the massive capital outflow, leading to
widespread bankruptcies. Furthermore, some of
the measures introduced to strengthen the finan-
cial system in the midst of debt deflation in fact
resulted in increased fragility. In the Republic of
Korea, for instance, as firms scrambled to reduce
their domestic and foreign indebtedness and banks
sought to cover their non-performing loans, the
Government imposed the BIS capital requirements
on banks, making it virtually impossible for firms
to obtain even export credits.® The resulting loss
in income through the virtual cessation of busi-
ness activity in early 1998 al so aggravated the debt

deflation process by forcing firmsto liquidate as-
sets at fire-sale prices in order to overcome the
liquidity constraint, in effect causing serious dis-
locationsin corporate balance sheets. The squeeze
on corporations was further aggravated by efforts
to reduce leverage as high debt-equity ratios were
seen as the root cause of the crisis.

In view of the inability of the banking sys-
temto provideliquidity, the financing for business
had to come from sales revenues. This puts into
perspective the crucial role played by therisein
exports and the relaxation of the fiscal stance in
providing finance for the recovery. However, the
recovery has been unable to restore the health of
the banking system or corporate balance sheets,
necessitating continued public intervention in the
credit mechanism. In the Republic of Korea, for
instance, the Government had to providelargeloan
guarantees for lending to small and medium-sized
firms even in late 1999, when recovery was well
under way.

Countries suffering from increased defaults
and NPLs have adopted different strategies re-
garding intervention in the financial system and
financial and corporate restructuring (box 4.2).
In Thailand, where the authorities adopted a mar-
ket-based approach towards bad loans in the
private sector, restructuring has been slow. In
Indonesia, the Republic of Korea and Malaysia a
government-led approach has been adopted to
bank restructuring: alarge proportion of NPLsand
of banks under distress have effectively been na-
tionalized, and liquidity support or fresh capital
has been provided by the public sector to many
banks experiencing financial difficulties. Thisvir-
tual nationalization has resulted in the Republic
of Korea, for instance, in the Government now
holding more than 50 per cent of the total shares
in the largest surviving banks, three of which ac-
count for 25 per cent of total bank lending. Even
those banks that appear sound have substantial ex-
posure to subsidiaries (such asleasing companies),
whose losses have yet to be recognized on fully
consolidated balance sheets.

Thus, contrary to expectations, recovery has
taken place without any major financial and cor-
porate restructuring:

... historical experience suggests that the
duration and speed of recovery from finan-
cial crises vary considerably from case to
case, often depending on how effectively
financial sector problems and corporate sec-
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Box 4.2

ALTERNATIVE APPROACHES TO THE RESOLUTION OF BAD LOANS

Thecrisisin East Asialeft many financial institutionsinsolvent. While non-bank financia intermediar-
ies were allowed to fail in a number of countries (e.g. merchant banks in the Republic of Korea and
finance companiesin Thailand), most countries provided either direct or indirect support for the rescue
of banks. Restoring solvency requires financial engineering on both the asset and the liability side of a
bank’s balance sheet. Thelosses created by revaluing the bad |oans on the asset side must be covered by
injecting new capital if the losseslead to a declinein bank capital below regulatory standards. Rescue
operations differ in how these adjustments take place.

Recently there have been two major examples of large-scal e bad-loan resolution: for thrift institutions
inthe United States and the banking sector in Japan. The United States experience was not immediately
applicable to Asia because of the prior existence of afederally operated deposit insurance fund which
had first claim on all bank assets. The primary activity of the regulators was to close the failed thrift
institutions and try to realize the highest possible values for the assets underlying the bad loans as
rapidly as possible. Thetask of the United States Resolution Trust Corporation (RTC) was primarily to
close banks and realize assets rather than to try to save banks as going concerns through restructuring
and recapitalization. In Japan various schemes were introduced to transfer bad |oans from bank balance
sheets to a government agency which was to attempt to recover the loans, but the initial approach was
voluntary and the loans could be returned to banks if they could not be realized.

In the aftermath of the crisisin East Asia, most countries removed bad |oans from the balance sheets of
the original bank lenders and transferred them to specialized agencies funded by governments, subject
to a discount on the value of the loans. The agencies attempted either to collect the debt from the
borrower or to take possession of the underlying assets in order to realize their value through salesin
the market. As the majority of bank loans were initially extended on the basis of the evaluation of
underlying collateral, the process was greatly facilitated. However, the absence of modern bankruptcy
lawsin many countriesimpeded the rapid transfer of ownership of the underlying collateral to creditors
or the specialized agencies.

TheKorean experience

In the Republic of Korea the powers of Korea Asset Management Corporation (KAMCO), created in
1962 as part of the Korea Development Bank, were extended in 1997 to deal with the non-performing
loans (NPLs) of financial institutions and assets of distressed companies through the creation of a
special fund. In 1999 the Corporation was further empowered to create joint venture asset management
companies with the participation of private financial institutions. Itsinitial capital was provided from
government funds.?

KAMCO has been highly innovative in approach, using asset-backed securities as well as more tradi-
tional means of sales and auctions in disposing of assets. It has also been highly profitable, realizing
more from the sale of its acquired assets than it paid for them in the first place, partly because many
companieswere only facing liquidity problems and were not technically insolvent. Thus, the extremely
rapid recovery of the economy brought recovery in the earning power of the assetsacquired by KAMCO.
In 1999 KAMCO sold NPLsthat it had acquired for 4 billion won for over 5 billion won. It is estimated
that it has earned an average return of 10 per cent on its portfolio. Asaresult, it was able to operate on
the basis of its own earnings rather than seek additional public funds when it acquired $17 billion of
Daewoo bad |oans from investment companies.®

Thailand’s mar ket-based approach

The Thai approach has been closest to that of the United States. A Financial Sector Restructuring
Authority (FRA) was created in 1997 in order to deal with the 16 finance companies that had been
suspended before the crisis broke out in July, but its operations were extended subsequently to deal with
some 90 institutions. It has no other responsibilities and has alimited life of three yearsto completeits
task.* The Thai programme is usually described as more market-based than those in other countries
because FRA only assesses the viability of the rehabilitation plans submitted by the suspended finance
companies. Moreover, restructuring in the rest of the financial sector istaking place outside any formal
structure such as FRA and under the informal guidance of the Government and the Bank of Thailand,
involving mergers, acquisitions by foreign buyers and closures.

In operations carried out by FRA the Government provided protection to all creditors of the suspended
institutions, but their recapitalization or operation by the Authority was never envisaged. The institu-
tions submitting acceptabl e planswould remain under its surveillance until they were judged capabl e of
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being returned to private operation and normal supervision by the Bank of Thailand. For others amore
active role was envisaged for FRA, involving the appointment of management committees comprising
representatives of the Ministry of Finance, the Bank of Thailand and FRA to replace the existing com-
pany directors, with the aim of preserving and maximizing the value of the remaining assets on behal f
of creditors. These committees had the power to liquidate assets through public auctions, open also to
international bidders, or via a liquidator, but again no provision was made for an injection of public
capital or takeover.® Of the 56 company plans, so far only two have been accepted, which |eft the assets
of the rest to be disposed of. The favoured method of disposal has been through public auction of loan
pools, with the Asset Management Corporation (AMC) acting as bidder of last resort to set afloor to
prices; for example, in the auction closed on 10 November 1999 AMC was the winning bidder in four
out of nine offered tranches.® The auctions have been only moderately successful, in part because of
widespread opposition to the sale of domestic assets at knockdown prices, and in part because of uncer-
taintiesin the existing bankruptcy and forecl osure laws with respect to guaranteeing access to the secu-
rity on the loans.

The Malaysian approach

Just asMalaysiaopted for adifferent policy responsetothecrisis, it aso took adifferent, more proactive
approach to financial sector restructuring. Two separate agencies were created to deal with the prob-
lems of the banking system. Danaharta was created as an asset management company to purchase and
manage the sale of banks' NPLs. Banks with more than 10 per cent of NPLs were required to sell all
such loans, failing which they would have to write down the value of the loans and liquidate them.
Danaharta was empowered to impose on the borrowers of the loans acquired operating conditions that
ensured maximum value recovery. Since sales of NPLs have been affected at market values, they re-
sulted in lossesto banks.” Danamodal was created to deal with such |osses viarecapitalization of poten-
tially viable institutions. The Government thus became the strategic shareholder in these institutions,
which aided the policy of bank merger and concentration pursued in order to create stronger and larger
institutions.®

The most innovative aspect of the approach was the recognition that the health of the banking system
was directly dependent on the health of the corporate sector, and that difficulties had often been caused
by the shortage of liquidity rather than insolvency of the borrower — a problem that can be solved by
ensuring continued lending to viable companies. Thus, the Corporate Debt Restructuring Committee
was created to provide a platform for borrowers and creditors to work out feasible debt restructuring
schemes without having to resort to legal proceedings and precipitating insolvency, and to ensure that
financing was provided to companies during the process of restructuring so that liquidity shortage was
not automatically transformed into insolvency. The scheme also provides a method for avoiding the
difficulties caused by a legal framework which was not initially designed for facilitating corporate
restructuring. The processis restricted to companies with aggregate bank borrowing of over 50 million
ringgit from more than one financial institution. A creditors' committee, representing at least 75 per
cent of the total debt of al creditors, must be established, and the creditors must agree to a 60-day
standstill to determine the conditions of the company and the possibility of preserving it as a viable
business. Stakeholder approval is required for workout proposals for debt restructuring formulated by
the process. If thereis afailureto reach agreement, Danaharta stands ready to intervene by purchasing
NPLsto facilitate a workout agreement.®

1 See TDR 1993, Part Two, chap. I, sect. B.2. Subsequently a more active approach, closer to the United
States model, was adopted, but the process of restructuring has remained extremely slow; see TDR 1999,
chap. I, sect. B.1(b).

2 For the history of KAMCO see “Company History” (www.kamco.or.kr/eng/overview/mainl.htm).

3 See Lee BJ, KAMCO Pushes Transparency and Speed in Selling Distressed Assets, Reaps 10 Percent
(www.kamco.or.kr/kam); and KAMCO, Annual Report 2000, Acquisition result, “NPL Acquisition”
(www.kamco.or.kr/eng/report/main.2.htm).

4 For ahistory of FRA see “About FRA” (www.fra.or.th/home_index.html).

5 See section 30 of “Emergency Decree on Financial Sector Restructuring B.E. 2540” (www.fra.or.th/
home_index.html).

6 See “Results of the commercial and other loan sales as of November 10, 1999 (www.fra.or.th/
home_index.html).

7 See“Anintroduction to Danaharta” (www.danaharta.com.my/default.html) and Bank Negara Malaysia,
Annual Report 1998, Bangkok, 1999: 228-229.

8 See Bank Negara Malaysia, Annual Report 1998: 230—231.

9 SeeBank NegaraMalaysia, “Introduction to CDRC” (www.bnm.gov.my/crdc/intro.htm) and “ Terms of reference
of CDRC” (www.bnm.gov.my/cdrc/terms.htm); and Bank Negara Maaysia, Annual Report 1998: 230-233.
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Table 4.1

CHANGES IN MACROECONOMIC RATIOS
OVER RECENT FINANCIAL CYCLES IN
SELECTED EAST ASIAN COUNTRIES

(Percentage points)

Boom Bust Recovery
1990- 1997-

Country 19964 1998 1999
Indonesia

Savings -1.3 -7.6 -0.8

Investment 3.0 -18.1 -1.0

Budget balance 3.0 -4.4 -4.5

Current-account balance -2.3 8.0 -1.0
Malaysia

Savings 6.9 5.9 -1.7

Investment 8.0 -14.8 1.6

Budget balance 4.2 -3.9 -3.9

Current-account balance -2.6 17.3 -1.3
Republic of Korea

Savings -1.9 -0.7 0.7

Investment 4.8 -17.5 6.4

Budget balance -0.1 -4.4 0.4

Current-account balance -7.2 17.3 -6.4
Thailand

Savings 7.5 5.9 -55

Investment 13.9 -16.4 1.0

Budget balance 4.6 -5.9 -2.0

Current-account balance -7.4 20.9 -4.1

Source: World Bank, Country at a Glance, various issues
(www.worldbank.org/data); ESCAP, Economic and
Social Survey of Asia and the Pacific 2000, United
Nations publication, sales no. E.00.1I.F.19, New York,
2000, tables 11.14 and 11.17.

Note: The ratio of each variable to GDP in the last year of
each phase is compared with that in the terminal year
of the preceding phase.

a 1991-1996 for Malaysia and 1988-1996 for Thailand.

tor difficulties ... are dealt with. In the cur-
rent crisis, too, how deftly the financial and
corporate sector problems are managed will
be important — not only for the strength of
theinitial pickup in activity, but also for the
prospects for sustained recovery.®

Indeed, the present recovery is probably more
fragile than it may appear. Exports are unlikely to
continue at the recent pace to provide either the

markets or the liquidity needed to expand produc-
tion, since the initial surge had one-off elements
associated with the sharp swingsin exchange rates.
In the Republic of Korea, for instance, the trade
surplus hasvirtually disappeared asimports surged
with recovery and outstripped growth in exports:
during January—May 2000 exports were some
29 per cent, but imports 41 per cent, higher than a
year earlier. In Thailand imports rose by 20 per
cent in 1999, while exportsrose by 9 per cent. On
the other hand, despite the recovery in employ-
ment and wages in the Republic of Korea, private
consumption is following, rather than leading,
income growth, and the household savings ratio
is expected to rise over the coming years.™ Pri-
vate investment in 1998 was 25 per cent lower
thanin 1996 and isunlikely to regain its past level
in the near future; in terms of its share in GDP,
gross domestic investment fell by more than
10 percentage points from 1996 to 1999. The same
goes for other countries in the region: in both
Thailand and Malaysia private consumption rose
in 1999 much lessthan income after sharp declines
in 1998, and the share of investment in GDP was
around 15 percentage points lower than in 1996
in both countries (table 4.1). In Malaysia, how-
ever, there was a sharp rebound in private con-
sumption in the first quarter of 2000, when it rose
14 per cent above the corresponding period of
1999. Thiswasthe sharpest increase since the end
of 1993. Together with investment, private con-
sumption has become the main factor driving
recovery, with the GDP growth rate reaching al-
most 12 per cent more than in the same quarter of
the previous year. Otherwise, recovery in the re-
gion appears to be dependent on the fiscal stimu-
lus, at least for thetime being. In Thailand, where
fiscal deficits are currently 7 per cent of GDP, it
has been argued by IMF that “fiscal stimulus has
been helpful and, if necessary, should be main-
tained over the next few quarters through the tem-
porary extension of social spending programs.
As the recovery becomes self-sustaining, it will
become necessary to begin the task of fiscal con-
solidation, which is essential to check the growth
in public debt”.*? But since domestic public debt
is rising rapidly — from less than 16 per cent of
GDPin 1996, it is projected to reach 40 per cent
at the end of the current year — it isimportant that
aquick transition be attained to arecovery that is
driven by private demand.

Not only the speed but also the sources of
the current recovery in East Asia are quite differ-
ent from what was expected on the basis of ortho-
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dox diagnosis and interpretation of the crisis. For
instance, according to a baseline scenario designed
by IMF, recovery in the four most affected coun-
tries was expected to be driven primarily by pri-
vate investment, even though many countries in
the region were known to have significant excess
capacity, while the contribution of public con-
sumption and the foreign balance to growth was
projected to be negative.r®

In assessing the sustainability of the current
recovery, it isimportant to note that so far global
conditions have generally been favourable. The
strength of the United States economy has been
an important factor in the expansion of exports
from theregion. On the other hand, unlikein 1997,
the recent rise of the dollar did not create serious

problems of competitiveness, since the dollar has
remained weak vis-a-vistheyen. While the recent
increases in United States interest rates put some
downward pressure on the East Asian currencies,
notably in Thailand and the Philippines, this it-
self should cause no concern. However, as noted
above, external payments are moving towards
deficits and maintaining imports will require ad-
equate capital inflows. Similarly, the region is
relying on foreign capital to restructure its banks
and corporations. Therefore, rising foreign inter-
est rates could pose adilemma: attracting foreign
capital would call for areversal of the monetary
stance and higher interest rates which, in turn,
could stifle growth by blocking the transition to a
recovery led by private domestic demand and ag-
gravating the difficulties of the banking system.

C. Macroeconomic and labour market indicators
over the financial cycle

Large swingsin economic activity associated
with financial boom-bust-recovery cycles have
far-reaching consequencesfor longer-term growth
and development. Surgesin capital inflows often
lead to a deviation of key macroeconomic ag-
gregates such as savings, investment, fiscal and
foreign balances, exchange rates, employment and
wages from their longer-term, sustainable levels.
Rapid exit of capital and financial crises, on the
other hand, tend to lead to overshooting in the
opposite direction. The recovery process which
restores aggregate incometo pre-crisislevels gen-
erally results in a different configuration of key
macroeconomic variables from those prevailing
before the outbreak of the crisis. In this sense, fi-
nancial cycles in emerging markets appear to be
quite distinct from traditional business cycles.
First, they tend to result in large shifts in income
distribution and poverty, which can only be cor-
rected after many years of growth. Second, the
boom-bust process has implications for longer-
term accumulation and growth; in some cases the
pace of accumulation is expected to be dampened,
whereas in others it may accelerate to the extent

that the surge in capital inflows supports unsus-
tai nable consumption booms.

The remainder of this chapter addressesthese
issues. In this section an attempt is made to ex-
aminethe shiftsin key macroeconomic aggregates,
labour market variables and poverty indicators
over the full financial cycle in order to identify
broad trends. In thisanalysisacomparison is made
with some earlier episodes of financial crisis in
other parts of the developing world, including the
Southern Cone crisis in Argentina and Chile in
the early 1980s and the crises of the 1990s in
Argentina, Mexico, Turkey and Venezuela.* It
considers the full financial cycle, distinguishing
the different periods: before the surge in capital
inflows (the base period); the peak of the boom
in capital flows and economic activity; the crisis
phase, characterized by arapid exit of capital and
acollapse of the currency; and the recovery phase,
when aggregate income is restored to pre-crisis
levels. Although, the duration of each of these
phases and the behaviour of key variablestherein
vary from country to country, there are a number
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of common features in the boom-bust-recovery
cycles in emerging markets.

1. The boom

Typically, surges in capital flows are asso-
ciated with the widening of the gap between
domestic income and absorption, and with rising
external deficits, which often result from the ef-
fects of capital inflowsthemselves.* The resource
gap usually originates from rising private con-
sumption or investment, but there are also cases
where capital inflows serve to finance large and
sustained public-sector deficits.

The surge in capital inflows into East Asia
started in the early 1990s, in some cases (such as
the Republic of Korea) constituting a reversal of
the previous capital outflow. By 1996, net annual
inflows into the four countries most affected by
the crisis had reached some $90 billion. The ear-
lier episodes of surgesin capital flowsto emerging
markets depict a similar picture. In most cases
there was a substantial reversal from a net out-
flow to a net inflow, while in some there was a
sharp increase in capital inflows within a short
period, usually a single year. Such reversals oc-
curred in Argentina in 1979 and 1991, and in
Venezuela in the early 1990s. Chile experienced
a fourfold increase in capital inflows in 1978,
Mexico a sixfold one in 1990, and Turkey an 18-
fold increase in 1990. Such booms lasted from
three to seven years, and all ended up with rapid
capital flight and financial crisis.'®

In East Asiathe surgein capital inflows was
associated with a boom in private investment. In
comparison to the base year, investment/GDP ra-
tiosin the peak of thefinancial cyclein Indonesia,
Malaysia, Republic of Korea and Thailand were
higher by 3-14 percentage points (table 4.1), ex-
ceeding 40 per cent in the last two countries. The
increase was already from a very high base; in-
vestment ratiosin the late 1980s were above 30 per
cent of GDP. In Malaysia and Thailand, where
savings ratios rose by some 7 percentage points
during the boom phase in the early 1990s, the
increase in investment ratios exceeded the rise
in capital inflows as a percentage of GDP. In
Indonesia and the Republic of Korea, on the
other hand, the surge in capital inflows was not
associated with any significant change in domes-
tic savings ratios, with the rise in public-sector

surpluses compensating for asmall declinein pri-
vate savings.

By contrast, in the earlier Latin American
episodes, surgesin capital inflowswereinvariably
associated with a boom in private consumption.
Domestic savingsratios declined in all the booms,
both during the late 1970s in the Southern Cone
and during the first half of the 1990s in Argen-
tina, Mexico and Venezuela (table 4.2). This
inverse relationship between external and domes-
tic savings has also been noted by ECLAC: “There
is... aconsiderable degree of substitution between
domestic and external savings, particularly when
financial flows are volatile, and ... variations in
external savings are reflected, to alarge extent, in
increased or reduced public or private consump-
tion.”*” The Turkish boom during 1989-1993,
which in some respects resembled the Latin
American pattern, was associated with asharp rise
in public spending, resulting in a 3.4 percentage
points increase in the public-sector deficit as a
proportion of GDP.

In all the four countries in East Asia, the
boom was associated with arapid increase in real
wages, but in general labour productivity rose
even faster (tables 4.3 and 4.4). In Malaysia and
Thailand, real wage earnings in manufacturing
rose moderately, on average by lessthan 5 per cent
per annum. In the Republic of Koreathe rise was
much greater (7.6 per cent per annum during
1989-1996), but productivity growth was twice
as fast. The gap between real wages and produc-
tivity growth provided some cushion against
falling profitability of exports after the mid-1990s.
Neverthel ess, wages still recorded a sharp increase
in dollar terms, particularly where the currency
appreciation was large: in Malaysia, for example,
wage costs in dollar terms rose by 68 per cent
during 1990-1996 and in local currency by 33 per
cent.!® Growth in productivity and wages was as-
sociated with a rapid increase in employment;
during the boom phase manufacturing employ-
ment rose by 43 per cent and 78 per cent in
Malaysia and Thailand, respectively, and non-
agricultural employment rose by 30 per cent in the
Republic of Korea. Unemployment in all three
countries practically disappeared, while it was
moderate (under 5 per cent) in Indonesia (ta-
ble 4.5).

By contrast, both the Latin American and
Turkish booms were characterized by increases
inreal wagesin excess of productivity (table 4.4).
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Table 4.2

CHANGES IN MACROECONOMIC RATIOS OVER RECENT FINANCIAL CYCLES IN SELECTED
LATIN AMERICAN COUNTRIES AND TURKEY

(Percentage points)

Country

Boom

Bust

Recovery

Argentina (1980s)

(1979-1981)

(1982-1983)

(1984-1985)

Savings -8.5 2.0 -1.2
Investment -5.1 -1.8 -3.3
Budget balance -5.8 -1.3 2.4
Current-account balance -9.2 3.7 1.3
Argentina (1990s) (1991-1994) (1995-1996) (1997-1998)
Savings -2.1 0.5 -0.7
Investment 5.9 -1.4 1.4
Budget balance 0.2 -1.9 0.6
Current-account balance -6.8 2.3 -3.6
Chile (1978-1981) (1982-1983) (1984-1985)
Savings -3.2 0.2 7.1
Investment 2.4 -6.6 4.8
Budget balance 3.7 -5.2 0.3
Current-account balance -10.4 8.6 -2.9
Mexico (1990-1994) (1995-1996) (1997-1998)
Savings -6.0 8.5 -3.0
Investment -1.2 1.5 1.1
Budget balance 4.5 -0.2 -1.1
Current-account balance -4.5 6.4 -3.3
Venezuela (1991-1993) (1994-1996) (1997-1998)
Savings -11.0 13.0 -12.0
Investment 5.9 -2.6 3.5
Budget balance -2.3 3.7 -3.9
Current-account balance -20.4 16.0 -15.5
Turkey (1990-1993) (1994) (1995-1997)
Savings 0.0 0.5 -3.2
Investment 3.7 -1.9 0.5
Budget balance -3.4 2.8 -4.8
Current-account balance -4.4 6.5 -4.4

Source: World Bank, Country at a Glance, various issues (www.worldbank.org/data); ECLAC, Preliminary Overview of the

Economies of Latin America and the Caribbean, various issues.

Note: The ratio of each variable to GDP in the last year of each phase is compared with that in the terminal year of the

preceding phase.

In the Latin American episodes growth in labour
productivity wasrelatively slow or even negative
(e.g. Venezuela). Moreover, unlike in East Asia,
unemployment kept on rising (see table 4.5), as
in Argentina and Mexico (and also in Brazil), or
stayed high, as in Chile and Venezuela. In addi-
tion, in Argentina, Brazil and Mexico rising wages
were accompanied by declining levels of formal

employment and increases in the labour force in
the informal sector.®

The policy of reliance on capital inflows to
support a consumption-led growth based, at |east
partly, on rising wages had a populist twist as it
helped to correct some earlier distortions in in-
come distribution at the expense of labour. Indeed,
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Table 4.3

Table 4.4

CHANGES IN REAL WAGES IN
MANUFACTURING OVER RECENT
FINANCIAL CYCLES IN SELECTED

DEVELOPING COUNTRIES

(Per cent per annum?)

INCREASE IN REAL WAGES AND LABOUR
PRODUCTIVITY IN MANUFACTURING DURING
RECENT PERIODS IN SELECTED
DEVELOPING COUNTRIES

(Per cent?)

Country Boom Bust Recovery
Indonesia 5.6 -25.1 -
Malaysia 3.4 -1.2 n.a.
Republic of Korea 7.6 -4.9 13.9
Thailand 4.7 -2.3 3.2
Argentina (1980s) 4.1 -5.9 10.9
Argentina (1990s) 0.5 -0.5 -1.0
Chile 16.6 -3.3 -6.9
Mexico 6.2 -11.4 0.5
Venezuela -3.5 -14.6 15.0
Turkey 16.1 -25.2 2.0

Source: UNCTAD secretariat estimates, based on ILO data-
base (LABORSTA), http://laborsta.ilo.org/cgi-bin/
broker.exe; ESCAP, Economic and Social Survey of
Asia and the Pacific 2000, United Nations publica-
tion, sales no. E.00.11.F.19, New York, 2000; ECLAC,
Preliminary Overview of the Economies of Latin
America and the Caribbean, various issues.

Note: The periods of boom, bust and recovery are as de-
fined in table 4.1.
a Change from the year immediately preceding the
period in question to the last year of that period.

most Latin American episodes and the Turkish
boom had been preceded by a period of signifi-
cant erosion of real wages. In Argentina the
pre-boom real wage decline had been over 30 per
cent in both episodes (1975-1978 and 1986—
1989); it was 25 per cent in Brazil (1985-1991),
over 40 per cent in Mexico (1984-1988) and Ven-
ezuela (1983-1990), and 33 per cent in Turkey
(1979-1988). In all these cases there were also
large declines in the share of wages in industrial
value added.® By contrast, real wage reductions
were not a feature of the pre-boom phase in East
Asia, although there was some decline in Malay-
sia after the 1985 recession.

In most Latin American episodes, the pre-
boom real wage erosion had taken place in an
environment of chronic price instability, and the
subsequent correction took place in the context
of exchange-based stabilization programmes, of-

Real Labour
Country Period wages productivity
Indonesia (1990-1996) 46 85
Malaysia (1991-1996) 22 34
Rep. of Korea (1990-1996) 67 138
Thailand (1988-1996) 32 32
Argentina (1979-1981) 13 6
Chile (1978-1981) 85 23
Mexico (1990-1994) 35 22
Venezuela (1991-1993) -10 -11
Turkey (1990-1993) 82 66

Source: See table 4.3.
a Percentage change from the year immediately
preceding the boom period to the last year of that
period.

Table 4.5

RATES OF UNEMPLOYMENT OVER RECENT
FINANCIAL CYCLES IN SELECTED
DEVELOPING COUNTRIES

(Per cent?)

Country Base Boom Bust Recovery
Indonesia 25 4.7 5.5 6.4
Malaysia 5.1 25 4.9 4.5
Republic of Korea 2.6 2.0 6.8 6.3
Thailand 5.9 11 53 53

Argentina (1980s) 3.3 4.7 5.3 6.1

Argentina (1990s) 7.5 115 17.2 12.9
Chile 13.9 9.0 19.0 17.0
Mexico 2.9 3.7 5.5 3.2
Venezuela 104 6.6 11.8 11.2
Turkey 8.7 8.0 7.9 6.9

Source: See table 4.3.

a Unemploymentin the last year of each of the phases
in table 4.1 and in the year immediately preceding
the boom (“base”), except for Indonesia, where the
base refers to 1990.
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ten accompanied by rapid trade and financial lib-
eralization. This populist policy mix thus served
to avoid hard policy choices and allowed price
stability to be achieved without running into dis-
tributional conflicts. However, in some cases, the
correction turned out to be excessive, leading to
real wage increases at the expense of profits. In
Chileduring thelate 1970s, and in Brazil, Mexico,
Turkey and Venezuela during the early and mid-
1990s, rising real wagesresulted in large declines
in the share of profits. So long asthe mass of prof-
its was rising, this did not create a problem.
However, since such wage-profit configurations
depended on capital inflows, the rapid exit of capi-
tal and the decline in economic activity laid bare
the latent conflicts, often leading to a redistribu-
tion from wages to profits.

2. Thecrisis

The effects of financial crises on key macro-
economic and labour market indicators depend,
inter alia, on the evolution of these indicators
during the boom phase. First, lower investment
ratios during the crisiswere generally afeature of
countries which had experienced investment-led
booms, as in East Asia and in Argentina in the
1990s. Declinesin investment ratios were dramatic
inthe four Asian countries, exceeding 15 percent-
age points of GDP (table 4.1). On the other hand,
the Latin American countries, which had con-
sumption-led booms typically experienced sharp
declines in consumption, reflected in rising pri-
vate savingsratios (table 4.2). One exception was
Chile in the early 1980s, where, despite a con-
sumption-led boom, the burden of the subsequent
adjustment in domestic absorption fell on invest-
ment.

Secondly, except in a few cases where the
boom had been associated with rapidly rising
public spending, the crisesled to increasesin pub-
lic-sector deficits (tables 4.1 and 4.2). This was
the case in East Asia as well asin many episodes
in Latin America, where budgets turned from sur-
plusesinto deficitswith the outbreak of the crisis.
Of all the episodes considered here, it wasonly in
Turkey and Venezuela that the ratio of the public
deficit to GDP fell during the crisis. In most other
cases where deficits rose, this was due to the
effect of cyclical contraction on the budget rather
than to discretionary fiscal expansion.

Third, in all cases the crisis led to a sharp
turnaround in current-account balances (tables 4.1
and 4.2). In most Latin American countries this
took the form of a sharp reduction in the current
deficits, whereas in East Asia (aswell asin Tur-
key and Venezuela) there was a shift from deficit
to surplus. As a percentage of GDP, swingsin the
current-account balance often reached double-
digit figures. Invariably, the shift was brought
about by massive cuts in imports rather than ex-
port expansion.

Fourth, labour market conditions deteriorated
in all countries with the outbreak of the financial
crisis. Indeed, it appears that reduced incomes and
employment in organized and informal |abour
markets have been the main social conduit of the
adverse impact of financial crises on poverty and
equality.?r As in other episodes of emerging-
market crisis, in East Asia too there was a sharp
drop in the demand for urban labour. In 1998
manufacturing employment declined by 17 per
cent in the Republic of Korea and 11 per cent in
Indonesia, while construction employment fell
by 37 per cent in Thailand. The surpluslabour was
partly absorbed elsewhere as workers crowded
into low-wage jobs or self-employment in the ur-
ban informal sector, withdrew from the labour
force, returned to the land,? engaged in part-time
or unpaid family labour or, in the case of migrants,
returned to their home country. Rising informal-
ization and disguised unemployment appear
to have been the trend almost everywhere.Z In
Indonesia the share of informal employment
rose and —in contrast to other countries — the par-
ticipation rate increased, suggesting that declines
in wages brought down single-wage families
below the poverty level. Inthe Republic of Korea,
the ratio of temporary and daily workers (as
opposed to regular employees) to total wage earn-
ersrose to 45 per cent in 1998 and 53 per cent in
1999.

Despite such flexibility and generally de-
clining participation rates, unemployment rose
everywhere (table 4.5). The sharpest rise was in
the Republic of Korea, where the rate peaked at
8.7 per cent in February 1999, affecting particu-
larly unskilled workers.?* In Thailand it exceeded
5 per cent, whereasin Indonesiathe increase con-
tinued throughout 1999, reaching 6.5 per cent in
the first quarter of 2000. The unemployment rate
in Malaysia doubled despite the repatriation of
many migrant workers.



66 Trade and Development Report, 2000

Falling real wages had a more serious social
impact than rising unemployment in Indonesiaand
the Republic of Korea; in 1998 alone real wages
fell by more than 40 per cent and 10 per cent, re-
spectively. High inflation was the main cause in
Indonesia and lower money wages in the Repub-
lic of Korea. Evidence from the latter country
suggests that production workers, particularly in
small- and medium-sized enterprises, were hit
hardest by the crisis. Real wage declines appear
to have been much more moderate in Malaysia
and Thailand.?

Declines in wages and growing unemploy-
ment combined to produce a sharp increase in
poverty throughout the region. In 1998 the number
of people living on less than $1 a day was esti-
mated at 65 million in the East Asian economies
taken together, 10 million of whom were crisis-
precipitated. These figuresriseto 260 and 30 mil-
lion, respectively, if the poverty benchmark is put
at $2 a day. Of these countries, poverty appears
to have increased most in Indonesia and the Re-
public of Korea, a critical factor having been a
faster increasein food pricesthan in prices of other
consumer goods, particularly in Indonesia, where
inflation accelerated rapidly.

The impact of financial crises on wages,
employment and poverty was similar in earlier
episodes in Latin America. In some cases the ad-
justment was more in terms of declines in real
wages, which exceeded 20 per cent between the
peak and the trough (e.g. in Mexico and Ven-
ezuela). The decline also exceeded 20 per cent in
Turkey. In other Latin American episodes, wage
declines were moderate but there were sharp in-
creases in the unemployment rate, in the order of
6-10 percentage points, as in Argentina during
1995-1996 and in Chile during the Southern Cone
crisis (table 4.5).

Theimpact on poverty in Latin Americawas
equally devastating. Although growth during the
first half of the 1990s had resulted in a gradual
reduction of the high poverty levelsinherited from
the 1980s, even before the subsequent crisesthere
were still more than 200 million living below the
poverty line. One reason for the persistence of
such high numbers was that growth in Latin
America during the 1990s was generally accom-
panied by rising income inequalities. Taking into
account the adverseimpact of financial crisesfrom
the mid-1990s onwards, ECLAC estimated that

the decade would end with higher levels of pov-
erty than those of the 1980s.%

3. Therecovery

The speed and sustainability of recovery from
afinancial crisisin an emerging market depends
on how quickly the supply constraints of the eco-
nomic downturn are overcome, the balance sheets
of corporations and banks restructured, and new
sources of demand exploited. On the supply side,
perhaps the most important constraint arises from
the breakdown of credit channels, both domestic
and external. On the demand side, domestic
private expenditure (both consumption and in-
vestment) isunlikely to play amajor independent
role in the recovery, which would have to rely on
autonomous sources of demand, especially ex-
ports, which are typically stimulated by sharp
currency depreciations. If allowed to operate, cy-
clical budget deficits can also act as built-in
stabilizers.

Asnoted in the previous section, recovery is
well under way in East Asia, even though at the
end of 1999 incomes were still below the 1996
levels in Indonesia and Thailand. A comparison
of investment ratios shows that, in all four coun-
tries, they are currently well below those attained
during the peak, as well as below the levels at-
tained before the boom in capital flows. As
discussed in the subsequent section, investment
ratios in these countries are unlikely to return to
the peak levels even after the recovery is com-
pleted and productive capacitiesare fully utilized.
In these respects the experience in Latin America
was different. There, in most episodes where the
boom was consumption-led, recovery in output
was associated with arisein the investment ratio.
Thiswas also the casein Turkey, where the boom
in capital inflows was associated with fiscal ex-
pansion. In such cases, the post-crisisincreases in
investment often reflected the impact of currency
realignment on profitability in the traded-good
sectors.

In almost all episodes considered here, post-
crisis savings ratios were higher than pre-crisis
rates. The recovery in domestic savings was al-
most invariably due to arise in private savings,
since financial cycles typically lead to a de-
terioration in public finances. Indeed, except in
Argentina during the Southern Cone crisis, post-
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crisis public-sector deficits were higher than pre-
crisis deficits. An important reason is increased
interest payments on public debt, which tend to
mount during acrisis, partly as aresult of higher
interest rates and financial rescue operations. For
instance, such payments in 1999 reached almost
4 per cent of GDP in Indonesia and absorbed as
much as 30 per cent of tax revenues.?

Again, in all the episodes considered here,
the domestic resource gap (the excess of invest-
ment over savings) was lower in the recovery
phase than during the peak phase, as it was also
in episodes where post-crisis investment was
higher, with a consequent improvement in the cur-
rent-account balance. Although, as recovery got
under way, the trade balance started to move into
deficit as imports picked up, the current-account
bal ance always showed considerable improvement
over the pre-crisis period. In East Asia, current
accounts were still in surplus at the end of 1999,
supporting reserve accumulation and debt repay-
ments. However, in none of the Latin American
episodes considered here did current accountsreg-
ister a surplus during the crisis, let alone the
recovery. Furthermore, post-crisis current-account
deficits were much higher than before the surge
in capital inflows, largely because of a deteriora-
tion in trade balances arising from rapid trade and
financial liberalization.?

These shifts in macroeconomic aggregates,
notably the narrowing of the domestic resource
gap, as well as sharp currency devaluations over
thefinancial cycle, suggest significant changesin
income distribution. Indeed, they are often asso-
ciated with declines in the share of wages in
national income. In East Asia real wages have
fully regained their pre-crisis level only in the
Republic of Korea, while they remain depressed
in Indonesia and Thailand. However, in all four
countries, employment lagged considerably be-
hind output. In the Republic of Korea at the end
of 1999 GDP exceeded the pre-crisis level, but
the unemployment rate was higher by more than
4 percentage points. There has been further im-
provement in the current year, but it appearsto be
due to declining participation rates; indeed, the
World Bank has cautioned that unemployment
rates might increase even if participation rates
stabilize in the immediate future.®® Again, in
Malaysia GDP was about the same in 1999 as in
the pre-crisis peak, but the unemployment rate was
higher by 2 percentage points despite the shed-
ding of migrant labour.

The same pattern is observed in almost all
other episodes examined here. With the exception
of the recovery in Argentina from the Southern
Conecrisis, post-crisisreal wageswere lower than
their peaks reached during the boom. Except for
the Mexican cycle of the 1990s, thisis also true
for unemployment rates, which were higher in
comparison not only with the peaks, but also with
pre-boom levels. Further, for all cases where data
are available, the share of wages in value added
declined. Thus, the boom-bust-recovery cyclesin
both East Asiaand Latin America appear to have
been highly regressive so far as labour income is
concerned.®

Thisdeterioration in the conditions of labour,
particularly among the unskilled, is a major rea-
son why the reduction in poverty levels has so far
lagged behind economic recovery in East Asia
Indeed, empirical studies show that thereisasig-
nificant asymmetry in the impact of growth and
crises on poverty in developing countries: the
poverty-alleviating impact of a given rate of
growth is significantly weaker than the poverty-
augmenting impact of a comparable decline in
GDP. In Indonesia and the Republic of Korea,
improvements in headcount poverty indices,
which had taken many years to achieve, were
wiped out within a single year, and “returning to
the pre-crisis level of poverty ... islikely to re-
quire more time ...” .3 According to the World
Bank, under a “slow growth rising inequality”
scenario associated with unfavourable global de-
mand conditions, it would take East Asia over a
decade to eliminate the poverty created by the fi-
nancial crisis. Only with a return to a more
“inclusive growth” strategy, where annual growth
rates are closer to the long-term average for the
region and inequality isunchanged, could thefight
against poverty be effectively resumed.®

The persistence of widespread poverty and
declines in wage incomes despite the recovery of
output provide prima facie evidence that finan-
cia cyclesresult in regressiveincome distribution.
However, it appears that for various reasons re-
lated to data problems as well as conceptual
difficulties, the standard measures of income dis-
tribution cannot always capture such changes. In
the Republic of Korea, for instance, the data show
that whilein the first quarter of 1995 the incomes
of therichest 10 per cent were about 7 times those
of the poorest 10 per cent, they were more than
10 times higher in the first quarter of 1999.3* By
contrast, Gini coefficients appear to have remained
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unchanged in Indonesia and Thailand, despite
substantial increasesin the poverty-stricken popu-
lation in both countries.®

It is also extremely difficult to assess the
equally important impact of financial crisis on
wealth destruction, which appears to have hit pri-
marily small- and medium-sized enterprises that

provide extended family employment opportuni-
ties. Theloss of income and employment in these
sectors probably increases the share of population
dependent on wage labour and brings an increase
in formal unemployment. It may also contribute
to the rise in saving ratios and explain the lag in
consumption observed after the crisis as attempts
are made to keep family-owned businesses alive.

D. Growth prospects

and policy challenges

Despite rapid recovery, the concerns raised
by the crisis in East Asia over growth prospects
for the region have continued to dominate the
policy debate. There is a growing opinion that
structural and institutional weaknesses laid bare
by the crisis need to be corrected, and that de-
velopment strategies need to be adapted to the
realities of globalization if the fight against pov-
erty isto be effectively resumed and the gap with
more advanced countries closed. Even then, it may
not be possible to replicate the earlier growth per-
formance; it will be necessary to settlefor agrowth
path consistent with the logic of globalization. The
financial crisis has, from this perspective, been a
cathartic experience setting the stage for clearing
away theinstitutional and policy vestiges of aby-
gone development era.®®

The policy advice following from this per-
spectiveis clear: achieve much closer integration
with the world economy, combined with insti-
tutional changes designed to reduce the risks as-
sociated with globalization. To that end reforms
should aim at reduced state intervention, moderni-
zation of corporate and financial structures, de-
regulation of product and labour markets, and
increased opennessto foreign corporations, invest-
ment and trade. These measures follow from the
diagnosis that the crisis occurred largely because
government intervention and institutional prac-
tices had prevented firms and financial institutions
from operating under the discipline of global mar-
ket forces. Thus, greater openness and liberaliza-
tion, rather than aretreat from globalization, holds

the key to future success. Appropriate macroeco-
nomic and exchange-rate policies, tighter pruden-
tial regulation and supervision of the financial
system, and greater transparency and improved
disclosure of macroeconomic variables, and of
corporate and financial data, are essential ingre-
dients of reforms to safeguard against the risks
associated with closer integration with the world
economy.

From this same perspective, the increased
discipline of global market forces over national
firms would also help overcome a major short-
coming of the East Asian process of accumulation
and growth. The superior Asian performance in
the past was based on exceptionally high savings
and capital accumulation rather than on produc-
tivity growth. But this rapid pace of catch-up
growth over the past few decades has been ac-
companied by excessive rent-seeking behaviour,
lack of innovation, inefficient capital marketsand
institutional sclerosis, all of which have held
total factor productivity (TFP) growth below po-
tential. Greater competition brought about by
institutional changes and closer integration into
the world economy would help raise efficiency.
Thisisall the more necessary in view of prospects
of diminishing returns to capital accumulation,
and of atighter labour market that is likely to re-
sult from alowering of what were relatively high
participation rates.

According to an exercise undertaken by the
World Bank, without faster TFP growth, output
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growth per capita associated with the same rate
of investment in the next decade as in the 1990s
is expected to decline by about 1.0 percentage
pointsin the region. However, this could be more
than offset by improvements in the macroeco-
nomic, trade and financial spheres, and in public
institutions, which could add as much as 2.0 per-
centage points in the Republic of Korea and
Malaysia, 1.8 pointsin Thailand and 1.4 pointsin
Indonesia.® Institutional reform and greater inte-
gration with the world economy are thus seen to
constitute the basis of a new “miracle”.

However, there seemsto be considerabl e con-
fusion regarding the past role of TFPin East Asia.
Indeed, empirical estimates of its contribution to
output growth fall within too wide a range to al-
low meaningful comparisons across countries and
to draw firm conclusions for the future growth
prospects of the region. For instance, while some
studies found that during 1970-1985 developing
countries such as Bangladesh, Cameroon, Congo,
Pakistan and Uganda had higher TFP growth rates
than the Republic of Korea and Taiwan Province
of China,®® the conclusion reached in an earlier
World Bank study was totally different:

What is most striking, however, is how lit-
tle we are able to account for differences
in growth rates between HPAEs [highly-
performing Asian economies] and other
economies on the basis of conventional eco-
nomic variables ... Controlling for their
superior rates of accumulation, the HPAES
still outperform, while sub-Saharan Africa
and Latin America underperform the sta-
tistical relationship between accumulation
and growth, leaving much of the regional
difference in per capitaincome growth un-
explained (even though a large fraction of
HPAE successisexplained). They have been
apparently more successful in allocating the
resources that they accumulated to high-pro-
ductivity activities and in adopting and
mastering catch-up technologies.*

A study undertaken in IMF gives yet differ-
ent results regarding possible TFP growth in the
East Asian countries. It finds that potential (fea-
sible) TFP growth in the Republic of Koreais not
much different from the rate attained during 1984—
1994; it is moderately higher in Malaysia (0.5 per
cent), substantially so in Indonesia (2.5 per cent),
but lower in Thailand (0.7 per cent). Projections
on this basis show a considerable slowdown in
growth of per capita output in the Republic of
Korea (to 4.0 per cent per annum) and Thailand

(4.9 per cent), little change for Malaysia (4.0 per
cent), but an acceleration in Indonesia (6.0 per
cent).* Clearly, these conflicting viewsregarding
the past and potential TFP growth performance
of East Asia, together with conceptual and em-
pirical difficulties associated with this concept,
cast serious doubts on thereliability of TFP growth
as aguide to policy.

Given that hourly labour productivity in the
Republic of Korea is around one half that of the
major industrial countries, while in the second-
tier NIEs it is much less, there is considerable
scope in East Asia for productivity growth and
technological catch-up based on structural change,
but these are unlikely to come about without rapid
investment. Investment and technical progress
needed for catch-up growth might benefit from
the pattern of regional aid, trade and FDI link-
ages which were instrumental to growth in East
Asiain the 1980s and the early 1990s. In particu-
lar, high rates of investment and productivity
growth based on arapid increase in Japanese FDI
in the region’sinformation technology sector may
play some role in restoring high growth rates.

However, as discussed in TDR 1996, the
earlier regional growth dynamic hinged on a par-
ticular set of macroeconomic circumstanceswhich
promoted Japanese greenfield FDI in the region
on an unprecedented scale along with asharp rise
in exports to Japan from Japanese affiliates. The
resulting “hollowing out” of Japanese industry
during the 1990s raises serious doubts about re-
peating the large outflows of FDI over the coming
decade.** On the other hand, signs of a conver-
gence in export structure among countries in the
region pose the danger of heightened price com-
petition, a tendency which is only likely to be
exacerbated by the entry of new competitorsfrom
countries such as China and India.** Moreover,
reliance on regional growth would, in view of the
close links between trade and finance, call for
more formal institutional arrangements to ensure
the stability of financial markets. Equally impor-
tant, prospects under such a scenario would still
depend on robust growth and open marketsin the
North. In their absence, it is uncertain that there
would be sufficient demand to absorb the in-
creased output of I T goods from the region, even
with an expansion in intraregional trade.

Thefinancial crisis has shown that excessive
reliance on external resources and markets leaves
growth prospects in the region vulnerable to po-
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tentially sharp shocks and reversals in trade and
finance, particularly when integration is not
properly managed. Many of the institutions that
functioned extremely well under aregime of strict
control over international capital flowsand invest-
ment decisions, including interlocking ownership
between banks and non-bank corporations, the
concentration of ownership in the hands of inside
investors or high corporate leverage, became a
source of instability with the dismantling of checks
and balances and financial liberalization.** While
altering these practices may result in undermin-
ing some positive entrepreneurial attitudes such
asavibrant corporate culture, ahigh animal spirit
or taking a long view, such reforms would not
necessarily guarantee financial stability even if
they were accompanied by measures designed
to increase disclosure and transparency and to
strengthen prudential regulation and supervision
of the financial system. The continuing incidence
of financial instability and crises in industrial
countries with state-of-the-art practices in these
areas suggests that such reforms are unlikely to
provide fail-safe protection.** The appropriate
management of integration into the global finan-
cial system calls for measures that go beyond
information disclosure and prudential regulations,
and should include close supervision over private
borrowing abroad, as well as tight control over
speculative capital flows. As experience has
shown, such forms of control are quite compat-
ible with continued access to foreign capital.

Again, the events leading up to the crisis
highlight the increased risk of vulnerability to
trade shocks. While the emergence of hew com-
petitors in labour-intensive products was an
important factor in the weakness of export per-
formance for some of the second-tier NIEs, there
was a sharp decline in the terms of trade for the
first-tier NIEs between 1995 and 1997 which was,
in part, due to excess capacity in higher technol-
ogy sectors, such as semi-conductors.* Conditions
were further complicated by the re-emergence of
imbalances in global demand, the decline in
developed country import propensities and insta-
bility in the yen-dollar exchange rate in the
mid-1990s. These pressures culminated in a dra-
matic drop in the growth of manufacturing exports
throughout the region in 1996 and 1997. Excess
capacity continues to be particularly high in the
second-tier NIEs and in key export sectors such
as the automotive industry, where capacity utili-
zation is as low as 40 per cent.*s External demand
prospects are also less favourable than in the past

because of global gluts in some key export sec-
tors as more and more developing countries opt
for export-led growth strategies. The cyclical
boom in world semi-conductor prices which con-
tributed significantly to the speed of recovery in
some countries is expected to enter a downswing
in 2002 due to heavy investments in that sector.

The increased vulnerability to trade shocks
in manufactures results from far-reaching changes
that have taken place in the global economy in
the past few decades. International trade flowsand
prices have become more unstable partly because
of increased instability of growth and persistent
demand imbalances in the major industrial coun-
tries, and partly because of sharp swings in ex-
change rates and competitiveness. Moreover, as
more and more developing countries opt for out-
ward-oriented development strategies, the vul-
nerability to trade shocks and the risk of fallacy
of composition have been increasing. In these re-
spects today’s conditions are quite different from
those prevailing in the 1960s and 1970s, when
only a handful of East Asian countries were pur-
suing outward-oriented strategies, had easy access
to the markets of industrial countries, and faced
no major challenge from other third-world pro-
ducersor from the importing countries themsel ves.
Indeed, the latter showed considerable tolerance
of market penetration, thanks largely to cold-war
politics.

Inview of theincreased vulnerability of rapid
and inclusive growth to external trade and finan-
cial shocks, a more balanced long-term growth
path may be desirable for countriesin the region,
reducing their dependence on foreign markets and
resources.*” In this respect conditions are differ-
ent for first- and second-tier NIEs.

The Republic of Korea, where less than
10 per cent of the labour forceisnow in agriculture
and per capita income is two thirds the Western
European average, has entered a more demanding
catch-up stage and islikely to face arather differ-
ent growth path from its neighboursin South-East
Asia. Its position is similar to that of countries on
the Western European periphery (Austria, Finland,
Italy and Germany) in the early 1950s. Annual
growth rates of some 5-6 per cent could still be
expected over the coming two decades, down from
some 8 per cent per annum during 1973-1992.48
Domestic savings are high enough to bring this
about without relying on foreign capital. Such a
slowdown is to be expected with economic matu-
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rity; it occurred, for instance, in post-war Japan,
where growth averaged some 8 per cent until the
early 1970s, falling to 4 per cent thereafter, be-
fore collapsing in the 1990s. Regarding reliance
on domestic and external markets, the post-1990
experience of Japan, as well as the post-war ex-
perience of Western Europe, hold useful lessons.
The Japanese experience highlights the problems
associated with heavy reliance on export-oriented
industrial growth. Striking a more balanced growth
path in the Republic of Korea is unlikely to re-
guire as extreme a shift as faced by Japan, since
investment opportunities to strengthen competi-
tiveness are still available, given the productivity
gaps which exist with industrial economies. Even
S0, astrategy of greater reliance on domestic mar-
kets with stronger social dimensions, of the kind
that underlined the successful experience of the
Western European periphery during the Gold-
en Age, offers a viable option. The elements of
this experience are familiar: a rapid and parallel
growth of real wages and productivity, strong
growth in domestic demand, including rising pub-
lic expenditures largely financed by taxation, and
increased intraregional trade.*® Emulation of this
experience in the Republic of Korea should per-
haps include a rise in the wage share, associated
with areduction inworking hours, and an increase
in public expenditure on health and education.
Sincethe savingsratio was already very high prior
to the crisis, and even allowing for a lower sav-
ings ratio over the coming decade as the wage
share rises, there should be ample room to raise
investment from the crisis levels without relying
on foreign capital of the kind which distorted eco-
nomic development prior to the crisis. A larger
domestic market would also stimulate the wider
adaptation of new information and telecommuni-
cations technologies, which appear to have high
social returns. Although, this new investment dy-
namic would be consistent with closer regional
ties, growth could actually be less dependent on
foreign markets than in the past.

The position of the second-tier NIEsis some-
what different because the opportunities for

catch-up are greater and their external linkages
are likely to remain stronger. Their productivity
gap with industrial countriesissimilar to thekind
of gapsfacing thefirst-tier NIEsin the early 1970s,
and annual growth rates over the next two dec-
ades of some 7 per cent may not be unrealistic
targets for these countries. At such low levels of
income and labour productivity, they are unlikely
to suffer from a rapidly diminishing return to
capital, so that with arelatively high rate of accu-
mulation they could attain considerable growthin
labour productivity and per capita income. With
domestic savings ratios over 30 per cent, heavy
reliance on foreign savings would not be nec-
essary. With abundant labour (much of it still
employed in agriculture, where productivity lev-
els arerelatively low) and natural resources, there
is considerable scope for structural change away
from low-productivity sectors, which could lead
to a considerable increase in overall labour pro-
ductivity. New investment will be needed to
upgrade manufacturing activities, including in
more technology-intensive sectors, where import
dependence is very high, and to ensure that a
higher share of value-added from manufactured
exports is retained in the domestic economy. In
countries such as Malaysia, this would be con-
sistent with a significant reduction in the share of
importsin GDP as the domestic value-added con-
tent of exportsincreases. Thishealthier integration
into the global trading system would also be con-
sistent with an emphasis on capital formation in
areas such asinformation infrastructure, transpor-
tation and training. Much of thisinvestment would
requirerising public expenditures. Given the way
in which high-tech sectors are organized interna-
tionally, industrial, trade and financial policies
would be required that bring about the desired
growth through a conscious effort by policy mak-
ersto direct and coordinate foreign and domestic
investments and to develop local technological
skills.®® Thus, contrary to the mainstream view,
renewing catch-up in the second-tier NIEs would
still require the involvement of a developmental
State, albeit with new, and in some respects even
more demanding, policy agendas. |
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