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THE EAST ASIAN CRISIS: LESSONS FOR OIC COUNTRIES
Enver Hakan Konag

The crisis, which erupted in Asia’s financial masken 1997, had severe
effects on the involved countries. It started iraildnd with a sudden fall in

the stock market and then spread to IndonesiahS¢otea, Malaysia and to

other countries in the region. It also spread taricial markets around the
world, threatening the global economic expansioithiW East Asia, the crisis

resulted in a decline in living standards, risimgmployment and falling real

wages. The crisis also influenced other distanbreg This paper analyses the
causes and consequences of the East Asian crisssfd draw lessons for the
OIC member countries and makes policy recommenastior the recovery

process.

1. INTRODUCTION

Following over thirty years of rapid economic grbwtwhich led the

East Asian countries to be known as Asian Tigens, East Asian
countries found themselves facing one of the meser® economic
crises of the century. As a result of the cridig halt in the rural credit
to the rural areas has lowered the income levetsarfy. Accompanied
by the sharp recession in Asia, the East Asianscrigated a risk to the
world economic growth. Getting back to the previgunjoyed level of

income in the crisis-stricken economies may takmeséime, although

recovery in the involved countries is at its lasage.

The East Asian crisis affected not only the finahsiector, but also
the real economic prospects, demand and interraticmade.
Additionally, its spillover effects are much morelgal than those of the
financial crises experienced in the past two oeeghlecades, including
those in Latin America. For the first time, a ficéal crisis in the South
has had a profound impact on capital markets inNbgh. A drop in
global growth is an anticipation created by the ralle crisis
environment, in which the East Asian crisis occg@r important place.
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The East Asian crisis stemmed mainly from the faiansector
fragilities, weaknesses in governance in corpordieancial and
government sectors, which made the crisis econornriegeasingly
vulnerable to deteriorating external market condsi Only in Thailand,
the existence of external current account imbalackled to the causes
of the crisis.

Although the economic problems encountered pridhéocrisis are
experienced commonly by most of the developing twes) the
magnitude of the combined effect of these problelistinguishes the
East Asian case from the others. The problems enemd can be
summarised as a serial speculative attack on aomaligroup of
countries, provoking massive capital outflows, diameous crises, and
recession for a whole region.

Furthermore, the economic conditions during thsi€ihave not been
promising at all. With the reverse turn in the talgfiows, the currencies
started to depreciate causing inflationary pressurespecially in
Indonesia. The worsening conditions of the domestanks and
corporations had negative impacts on domestic ddraad production.
The growth turned into a downturn in all crisis eomies and the
current accounts showed fluctuations.

Thailand, South Korea, Indonesia, Philippines andldysia have
been severely affected by the crisis and experteneep recessions,
whereas Singapore, Taiwan, Vietham and China csaléar avoid the
recession, but still experienced a fall in theiowth paths. The crisis
erupted after three decades of rapid growth dusihigh the East Asian
countries achieved a remarkable economic successciarly for this
reason, the crisis was a big shock for the world.

This paper will analyse the causes and consequesfcdse East
Asian crisis and try to draw lessons for the OlCmhber countries. It
would be fair to say that the implications of thesEAsian crisis on the
developing countries have been enormous. It isanobincidence that
the Japanese recession and Russia’s financiat anigiugust 1998 were
experienced very shortly after the East Asian ri$hus, the spillover
effect of the East Asian crisis on Japan and Ruasiavell as the
economic turmoil in other regions, such as Brazilatin America, have
indeed created a global impact from which the dmvealy economies
have gravely suffered.
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The paper will first examine the causes of theigrigen explain
how the crisis started and continued. The reasonoafagion of the
crisis will also be included under this headingpdt of this section will
describe the economic situation before and afeerctisis in four crisis-
stricken countries (Thailand, South Korea, Indomesid Malaysia) in
the region. The crisis has forced Thailand, Ind@nasd South Korea to
sign stand-by arrangements with the Internationah&ary Fund (IMF),
whereas Malaysia did not necessarily need an IMfpsued program to
overcome the effects of the crisis. The followiegton concentrates on
the regional and global implications as well asithpact on developing
and oil-exporting countries. Finally, the papercdisses a series of
lessons drawn from the East Asian crisis, espgciatl the developing
countries and makes policy recommendations forr¢lcevery process.
The last section of the paper is the conclusion.

2. CAUSESOF THE CRISIS

2.1. Current Account Deficit and the Overvalued Real Exchange
Rate

TABLE 1: CURRENT ACCOUNT BALANCE
Million US Dollars

1993 1994 1995 1996 1997 1998
Thailand -6364 | -8085 |-13554 | -14691 -3024 14241
Indonesia | -2106 | -2792 | -6431 | -7663 -4889 3972
Korea 990 | -3867 | -8507 | -23006 -8167 | 40552
Malaysia | -2991 | -4520 | -8469 | -4596 -4792 9200
Philippines| -3016 | -2950 | -1980 | -3953 -4351 1287
Sourcelnternational Financial Statisticslanuary 2000, IMF.

From the theoretical point of view, a country witthigh current account
deficit and a fixed exchange rate regime is opeirdable as foreign
investors start attacking the overvalued curreircythailand, the current
account deficit (Table 1) has been high since 188 the country was
running an exchange rate that had been pegged to.8 dollar (Table
2). However, the high current account deficit alamamnot explain the
emergence of a crisis of this magnitude. What isemimportant here is
how this deficit was financed. In other words, toenposition of capital
account inflows used to finance the deficit is mianportant than the fact
that the country had a large deficit plus a fixate r
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TABLE 2: EXCHANGE RATESIN 5ASIAN COUNTRIES
National Currency per U.S. Dollar (Period Average)

1993 1994 1995 1996 1997 1998
Thailanc 25.32(| 25.15(| 24.92(| 25.34(| 31.36(| 41.36(
Indonesii | 2087.101 | 2160.801 | 2248.60( | 2342.301 | 2909.40! | 10013.6!
Koree 802.67( | 803.45( | 771.27(| 804.45( | 951.29( | 1401.44i
Malaysie 2.57¢ 2.62¢ 2.50¢ 2.51¢ 2.81: 3.92¢
Philippin | 27.12(| 26.41:| 25.71<| 26.21¢| 29.477| 40.89:
Sourcenternational Financial Statisticsdlanuary 2000, IMF.

In East Asia, the current account deficit/GDP mafidable 3) during
the two years prior to the crisis were not veryhhigxcept for Thailand
and Malaysia. Additionally, in East Asia there wgenerally a fiscal
surplus (Table 4) and high investment and savirgesr Besides, in
Thailand, returns on domestic capital formationengufficiently high to
repay foreign creditors and additional productiapacity was converted
into extra earnings in terms of foreign currency.

TABLE 3: CURRENT ACCOUNT ASPERCENT OF GDP

Percentage
1993 1994 1995 1996 1997 1998
Thailanc -5.1 -5.€ -8.1 -7.9 -2.C 12.€
Indones -1.3 -1.€ -3.2 -3.4 -2.3 4.2
Koree 0.3 -1.C -1.7 -4.4 -1.7 12.€
Malaysie -4.7 -6.2 -9.7 -4.€ -4.9 12.¢€
Philippin -5.5 -4.€ -2.7 -4.8 -5.3 2.C

Minus indicates deficit.
Source: Derived.

Therefore, the large current account deficit canpetthe factor
which triggered the crisis. However, the way chogenfinance it
becomes crucial in understanding the fundamerttatsunderlie the East
Asian crisis.

TABLE 4: GOVERNMENT FINANCE
Million US Dollars

1994 1995 1996 1997 1998
Thailanc 4025.¢ 5415.¢ 1708.¢ -480.% -3117.¢
Indonesii -121.2 1172.7 133.¢ -52.¢€ n.a
Koree 12247 1341.¢ 535.¢ -6041.: -14034.¢
Malaysie 1679.7 743.1 721.¢ 2355.7 -1274.¢
Philippines 685.7 430.5 238.¢ 53.1 -1222.;

Minus indicates deficit.
Sourceilnternational Financial Statistigslanuary 2000, IMF.
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2.2. Short-term Foreign Borrowing

Short-term debt accumulation became possible in Hast Asian
countries because of liberalisation of the cagitadount. Even in South
Korea, where strict controls on foreign direct istveent are practised,
controls on short-term borrowing had been remolrethdonesia, South
Korea and Thailand, the ratio of short-term debfa@ign exchange
reserves was more than 100 percent in mid-1997 IQABank Global
Economic Prospects 1998). It is worth noting tiese three countries
were the worst affected by the crisis. On the ottaerd, the Philippines
and Malaysia, with short-term debt ratios below J@dcent were not
affected by the crisis as much.

TABLE 5: PORTFOLIO INVESTMENT LIABILITIES
IN5ASIAN COUNTRIES
Million US Dollars

1994 1995 1996 1997 1998
Thailanc 2486 408¢ 358t 479¢ 15¢
Indonesi 3871 410(C 500¢ -2632 -200z
Koree 814¢ 1387¢ 2118: 12281 -292
Malaysie -164¢ -43€ -26¢€ -24¢ n.a
Philippine: 901 261¢ 512¢ 60C -27€

Sourceilnternational Financial Statistigslanuary 2000, IMF.

Prior to the crisis, certain similarities could @smtly be observed
across Indonesia, South Korea, and Thailand. Inthe#ée countries,
inadequate regulation and supervision in the fir@raector as well as
varying degrees of traditional government guarantead a heavy
governmental role in credit allocation had beenleotéd in the
misallocation of credit and inflated asset pricEgedit was combined
with the prevalence of large unhedged foreign-cuayedenominated
corporate and bank debt. The large unhedged prshaig-term foreign
currency debt in all three countries contributed ttee observed
fragilities. The overvalued real exchange rate leen the main reason
of the unhedged foreign currency borrowing. As aulte of this
unhedged currency borrowing, especially in the abseof adequate
financial regulation and supervisions, banks andp@@tions were
rendered vulnerable to sudden currency fluctuations

As domestic interest rates were higher than foremjerest rates,
corporations started to borrow heavily from foreiganks in order to
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finance their expansion and became vulnerable terdst rate surges.
This risk was also bolstered by the exchange iskefaced by the East
Asian companies. The absence of developed bondequitly markets
caused an increase in the borrowing from banksghvim turn increased
the interest rate risk. The excessive borrowingatbrby the private
sector or excessive lending by the internatiomadricial markets may be
considered the bottom line that highlights the BEasian crisis. The
over-lending by foreign financial markets was emaged by the high
marks given to the East Asian banks and firms ley\Western rating
agencies as well as by the implicit and explicitggmment guarantees.
These guarantees were even institutionalised inldarth through the
establishment of the Bangkok International Bankilfa¢BIBF) — a tax-
exempt entity specialised in short-term borrowingnf abroad and on-
lending in the domestic market. The growth in shenn foreign
liabilities exceeded the growth in internationateeses and created a
potential for liquidity problems.

In his study fkytiz, 1998) Yilmaz Akyuz argues that the acquisition
of property and securities by non-residents hase played some role in
sustaining speculative bubbles in equity and ptypsarkets in South
East Asia: 'ndeed increased access by non-residents to sexurit
markets (as well as greater access by resident®lilar assets) tends to
establish a close link between the two inherentigtable markets,
namely currency and equity markets. This generatestabilising
feedbacks: a currency crisis could easily lead tostack market
collapse, while a bearish mood in the equity marketld easily
translate into a currency crisis. Again, one mayetemore direct
measures to control such destabilising linkagesluiting restrictions
over foreign acquisition of domestic securities

The role of central banks in containing the effemftscrisis is very
important. If foreign capital inflows are the madnving force behind
the crisis, as in the East Asian case, then th&atdmanks should take
steps to sterilise the impact of foreign capitaflowws on domestic
liquidity. If the central banks are not able to dhat, there will be an
increase in domestic lending which will eventuadlyill over from the
financing of safe and productive investments t&yriand speculative
assets. Lending was increasingly channelled towardgerty and non-
traded activities. 20 to 25 percent of commercaikbdebt was allocated
to real estate in Indonesia and between 15 and €26ept in the
Philippines, Malaysia and Thailand (Ranis and Stew298, p.5).
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2.3. Private Capital Inflows and Imperfections in the Domestic
Financial System

As stated earlier, the continuous rapid growth smccessful economic
progress of the East Asian countries for three diexdave put a mark
on the welfare of the region. These favourable enoa circumstances,
bolstered by low government indebtedness, havetded significant

amount of private capital inflows to the economasthe East Asian

countries.

In addition to the favourable economic circumstanemother reason
of the massive capital inflows to the East Asiamnetnies is the
overvalued real exchange rates and rapidly growisget prices. The
inflows caused an increase in the domestic credvamesion. In the
1990s, Indonesia, Malaysia, the Philippines andlaha experienced a
more rapid expansion of credit than any indust@aintry.

However, despite improving growth, these capitdloims were
intermediated through poorly regulated and/or suiped domestic
financial systems. Financial institutions played iamportant role in
channelling these inflows and provided guaranteefoeign borrowing
by corporations. While the inflows were perceivedbaing attributable
to favourable investment prospects associated with sound
macroeconomic environment, it was then understbatl these inflows
were used to finance asset price inflation andat@mulation of non-
performing loans in the portfolios of banks and esthfinancial
intermediaries. In fact, financial reforms wereradaluced in the East
Asian countries during the 1980s and the 1990s.dv¥ew enforcement
and implementation of regulation of the financiatt®r remained far
behind, resulting in a significant proportion oédit being allocated to
unproductive or speculative investment.

The capital flows to each of the crisis-strickerstEAsian countries
have been excessive and much more than the cauotidd absorb in
the short-term without destabilising the foreigrcleange and the other
domestic financial markets. The capital inflows sedian excess supply
of foreign exchange and led to a substantial apgtien of the real
exchange rates.

The weak monitoring and supervising capabilitiestioé central
banks is the main reason that lies behind the bagnKragilities.
According to Kumar and Debroy, under such settingmmercial
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banking and non-banking financial companies hawenbeharacterised
by the following:
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- significant undercapitalisation, widespread insideonnected or
directed lending, weak credit appraisal and padfehanagement
capacities,

- non-observance of prudential norms, unsatisfactoagset
classification, and

- inadequate loan loss provisions (Kumar and Delk899, p.7).

TABLE 6: NET PRIVATE CAPITAL FLOWSIN 5ASIAN COUNTRIES
Billion US Dollars

1996 1997
Private Flows (Net) 97.1 -11.9
Non-debt Flows 18.7 2.1
Foreign Direct Investmen 6.3 6.4
Portfolio Equity 12.4 -4.3
Investment
Debt Flows 78.4 -14.0
Banks 55.7 -26.9
Non-banks 22.7 12.9

Source:llF, Capital Flows to Emerging Market Economies tptin East
Asia: The Road to Recovery.

The inadequate legal framework in the crisis-seickcountries,
which worsened the situation even further, accongganthis
characterisation. In 1997, capital flows turned aieg. The negative
change in the net private capital flows in 1997frthe previous year
was very significant in the five East Asian cougsr{Table 6).

2.4. M acr oeconomic Environment

For three decades, trade has been the enginewfigio the East Asian
economies. Implementation of reforms and adoptfaappropriate trade
and investment regimes as well as exchange rates sound
macroeconomic policies by the East Asian governmenglded a
considerable increase in the Gross Domestic Pred@bP) of these
countries. The export-promoting government policiptayed an
important role in this achievement. In 1995, tharshof trade in GDP
was 50 percent in the region. Between 1970 and,1€g%orts grew by
10 percent per annum every quarter and per capfares grew from
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$100 to $400 in South Korea and from $80 to $85UHailand (World
Bank, 1998, p.20).
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However, economic growth in the region slowed i®@9In South
Korea and Thailand the deceleration in the outpuivth was more visible
than in the other countries, causing increasekerunemployment rates.
With the real effective exchange rate appreciat@acsompanied by the
weakening demand in the partner countries, Indanesid Thailand
experienced a fall in their export market shardse $harp decline in the
prices of key import commodities such as semicotmisiccontributed to
that fall by further decreasing the export revendes1996, following
years of rapid economic expansion, all three casaxperienced a fall in
their export growth (Table 7), the largest in thstl15 years, which was
coupled by a negative terms-of-trade shock.

The World Bank lists the causes of the fall in é&xgport growth as
follows:

- Alarge fall in world trade growth,

- Yen depreciation in Japan,

- Real effective exchange rate appreciations in sdmst Asian
countries, and

- Significant price declines for major export producin some
countries in the region (The World Bank, 1998, p.36

In 1996, export growth fell from an average of 2pe3cent in 1995
to an average of 6.9 percent in 1996 in the 5 Eaistn countries (Table
7). This situation put pressure on the externahrds and domestic
economic activity, curbing the overall growth rafithe slowdown in
growth yielded a deterioration in the quality oétasset portfolios, and
the fragilities of the financial sector became molearly visible. This
situation caused concerns among foreign invest@garding the
credibility of East Asian financial institutions.

TABLE 7: GROWTH RATE OF EXPORTSIN 5ASIAN COUNTRIES

Percentage
1994 1995 1996 1997 1998
Thailanc 22.4 24.¢ -1.3 34 -5.7
Indonesii 8.8 13.4 9.7 7.3 -8.€
Koree 16.€ 30.z 3.7 5.C -2.8
Malaysie 24.F 25.¢ 6.C 0.3 -6.9
Philippine: 18.€ 32.2 16.5 22.€ 17.7

Source: Derived.
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Notwithstanding that the economic tensions, priothe crisis, had
been clearly visible in all three countries, the crmaconomic
imbalances in Thailand were more serious than tiogbe other two.
Thailand recorded a negative export growth (Tablenfhominal terms
in 1996. The improper financing of the large cutrancount deficit,
which reached 8 percent of the GDP (Table 3) and fnaanced by
short-term flows, associated with the overvalueal exchange rate led
to sudden reversals in the Thai economy. The m@igattor, relying on
the pegged exchange rate, borrowed enormously &broad without
taking into account the foreign currency risks. Mad the credit
acquired by the poorly-regulated finance companias invested in the
real estate market. Prior to the crisis, Thai foertompanies could
borrow in Japanese Yen at almost zero interess rael invest in the
property market whose expected annual return waseent.

Thailand suffered the most from the export conioacin the region.
This situation was owing to various reasons suckthasdecline in the
demand for its products, the slow-down in the Japareconomy, the
stop in the growth of the real asset prices andemmtion-accompanied
loss of wage competitiveness. In fact, decliningeaprices provided the
earliest sign of trouble in the region. During 198tck prices fell by an
annual average of 20 percent in South Korea anethoreein Thailand.
The decline continued in Thailand in 1997. In Sdktiiea, although the
stock price decreases could be interrupted for réaiceperiod, they
started to decline again in the second half of 1®milarly, property
prices declined in Thailand prior to the crisis.

3. ANALYSISOF THE FOUR ASIAN ECONOMIES

For the three most affected countries (Thailandoihesia and South
Korea), the crisis paved the way for arrangemerith the IMF. All
three countries were forced by the crisis envirominie sign stand-by
arrangements with the IMF. Malaysia, on the othaerd) did not need to
sign a stand-by with the IMF, but started annudicke IV consultations
with the Fund. This section tries to explain theremic situations in
the four crisis-stricken countries before, during after the crisis.

3.1. Thailand

The economic situation in Thailand prior to thesisrican be summarised
as one characterised by an unsustainable currettumic deficit,
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significant appreciation of the real effective eange rate, rising foreign
debt (in particular short-term), a deterioratingcél balance, and
increasing difficulties in the financial sector. Aspolicy response, the
Bank of Thailand provided liquidity support for tioded financial

institutions, which in turn sharply accelerated tbgerve money growth.

The exchange rate was floated on July 2, 1fé@idwing mounting
speculative attacks and concerns about the regas#ion. However,
the accompanying policy package was inadequatefailedi to restore
market confidence. The baht depreciated by 20 peamgainst the U.S.
dollar during July 1997, while short-term interestes were allowed to
decline sharply after a temporary increase.

On August 20, 1997, the Thai government signedyaa3-stand-by
arrangement with the International Monetary FuMdF), amounting to
US$4 billion (505 percent of quota). Additionallfyrther financing,
totalling US$2.7 billion was pledged by the Worldrik and the Asian
Development Bank, which included extensive tecHniassistance.
Japan and other interested countries also proviisheshcing support,
totalling US$10 billion. In accordance with the ipglpackage, Thailand
was to introduce measures that aimed at restragttine financial sector
(including closure of insolvent financial institois); bringing the fiscal
balance back into surplus, contributing to a reidacof the current
account deficit; reconstituting foreign exchangserges; limiting the
rise in inflation; and controlling the domestic dite with indicative
ranges for interest rates.

To help stabilise the exchange market situatiodijtihal measures
were introduced. Reserve money and net domestatsastthe Bank of
Thailand were to be kept below the original programlimits, the
indicative range for interest rates was raised,asgecific timetable for
financial sector restructuring was announced. Messalso included
strengthening of the social safety net and broaderthe scope of
structural reforms to strengthen the core bankygjesn and promote
corporate restructuring.

After falling to an all-time low against the U.Soldr in early
January 1998, the baht began to strengthen in dalyruary as
improvements in the policy setting revived markenfcdence. Growth
projections, however, still remained lolmplementation of tight fiscal
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and monetary policies caused a decrease in thealbvetonomic
activity. Exports remained low.

After September 1998, the programme for financiad &orporate
sector restructuring was broadened significantlyg ahe structural
reform agenda in other areas such as privatisafaejgn ownership
and social safety net was strengthened.

3.2. South Korea

Although South Korea initially appeared relativédgs affected by the
crisis than Thailand and Indonesia, its high lesiebrt-term debt and
only moderate international reserves caused thé¢hS¢arean economy
to be troubled during the months following the istig\s South Korean

banks began to face difficulties rolling over thshort-term foreign

liabilities, the Bank of Korea shifted foreign excige reserves to the
banks’ offshore branches and the government aneouaguarantee of
foreign borrowing by South Korean banks.

By early December 1997, the won had depreciatedovsr 20
percent against the US dollar and usable foreigmaxge reserves had
declined to US$6 billion (from US$22.5 billion &tetend of October).

On December 4, 1997, the South Korean governmgnédia 3-year
stand-by arrangement with the IMF, amounting to IS$illion (1939
percent of quota)Other financing commitments included a total of
US$14 billion by the World Bank and the Asian Dewhent Bank,
which also provided extensive technical assistaAcklitionally, other
interested countries had pledged US$22 billion.

In order to restore market confidence, the programaimed to
improve the current account position, build up igne exchange
reserves, and contain inflation through a tightgrofi monetary policy
and some fiscal measures. In addition, the progranmtiuded a range
of structural reforms in the financial and corpersgctors.

Following the temporary agreement reached with ghevbank
creditors on December 24, 1997 to maintain exposine structural
reform agenda of the programme was strengthenedirdarkst rates
were raised significantly.
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In January 1998, signs of stabilisation emerdgéshble international
reserves stabilised, and the won appreciated mtieegainst the U.S.
dollar. The current account had moved into surghus,due to the large
depreciation of the exchange rate, inflation was eapected to exceed
original programme projections. In addition, thewere growing
concerns about the deceleration of economic agtivit

By February 1998, the won had appreciated 20 pefoam its low
December level, the agreement with bank creditaed helped to
improve financing conditions, usable reserves haceased, but signs of
a pronounced decline in economic activity had iasesl. Monetary
policy was expected to remain tight as long as @kehange market
situation continued to be fragile. The structuraform agenda was
broadened to take into account trade liberalisateonaccord between
business, labour and the government, strengthesfitige social safety
net, an increase in labour market flexibility, pation of corporate
restructuring and enhancement of corporate goveman

By August 1998, South Korea had made substantiadyrpss in
overcoming its external crisi$he won remained stable and appreciated
against the U.S. dollar in July, permitting a fertreasing of interest
rates. South Korea had successfully launched aapgkdvereign bond
issue. Significant capital inflows into the domesstock and bond
market had been registered, and usable reserveserceeded US$30
billion. The slow-down in the output growth and thgact of economic
conditions in the region, however, continued teeatoncerns about the
domestic recession. Interest rates declined futibek to the levels prior
to the crisis, and a supplementary budget was updgparation to
support economic activity and strengthen the saeifdty net.

3.3. Indonesia

In Indonesia, the macroeconomic environment wasngér than in
Thailand. The current account deficit had been rapdexport growth
had been reasonably well maintained, and the fis¥edhnce had
remained in surplus. However, as was the case a&ildrd, Indonesia’s
short-term private sector external debt had besngirapidly and there
were weaknesses in the financial sector. In Jul§719ollowing the

floating of the Thai baht, pressure on the rupiatensified andt was
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floated on August 14, 199This was followed by a sharp depreciation
(Table 8) of the exchange rate. Although the exgbarate indicated
temporary recoveries as a result of measures t@ptre deterioration of
the fiscal balance, the cumulative depreciationictviieached over 30
percent in October, was the largest in the region.

On November 5, 1997, the Indonesian governmentedign3-year
stand-by arrangement with the IMF amounting to UB$illion (490
percent of quota). Additionally, further financitgtalling US$8 billion
was pledged by the World Bank and the Asian Devakq Bank,
which included extensive technical assistance. Qttterested countries
also provided financing support totalling US$18iti.

TABLE 8: APPRECIATION/DEPRECIATION OF NATIONAL
CURRENCIES AGAINST U.S.DOLLAR

Percentage
1994 1995 1996 1997 1998
Thailanc 0.6¢ 0.9z -1.6¢€ -19.2( -24.1¢
Indonesii -3.41 -3.9C -4.0C -19.4¢ -70.9¢
Koree -0.1C 4,17 -4.1z -15.4¢ -32.1:
Malaysic -1.91 4.7¢ -0.4¢ -10.5% -28.3:
Philippine: 2.6€ 2.7¢ -1.91 -11.0¢4 -27.9%

Minus indicates depreciation.
Source: Derived.

The aim of the underlying adjustment programme weasestore
market confidence, bring about an orderly reductionthe current
account deficit, limit the unavoidable decline imtgut growth and
contain the inflationary impact of exchange rateprdeiation. In
accordance with the policy package, Indonesia wasintroduce
measures that aimed at maintaining a tight moneialgy, stabilising
the rupiah with exchange market intervention ifessary, strengthening
the fiscal position to enable current account ddjest, strengthening
the financial sector and enhancing efficiency arahdparency in the
corporate sector. Upon approval of the programmedpnesia drew
US$3 billion from the Fund.

As an initial response to the programme the rugtikngthened
briefly. The measures undertaken temporarily babstarket confidence
and the exchange rate. However, the latter felipthauring December
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1997-January 1998. While the current account imgaovcapital
outflows increased and reserves declined sharphe deterioration
stemmed mainly from problems related to the imbadanof
implementation between support for the exchange &aid strong
liquidity expansion in the face of financial sect&train and runs on
deposits as well as uneven implementation of ingmdrtstructural
measures.

A strengthened programme was announced on Jan6ard/98 to
reverse the decline of the rupiah, but market reaatvas scepticallhe
programme included comprehensive structural refoang a bank
restructuring plan, but implementation of theseudttrral reforms
continued to lag, and the requirements of the nemEomMIc
programme were not met, as Bank Indonesia’s litypidupport for
financial institutions increased rapidly, resultimg an increase in the
base money growth. The economic deterioration dempand inflation
accelerated sharply.

As the economy was now on the verge of a viciotdecbf currency
depreciation and hyperinflation, the programme veagsed in order to
stabilise the exchange rate at a more realistiellend to reduce
inflation. In addition, the programme sought to itithe decline in
output, eventually restore growth, and protect gber from the worst
effects of the crisis. Additional measures includéghtening of
monetary policy with sharply higher interest rategjct control over
central bank’s net domestic assets, adjustmentoélfframework that
allowed for the cost of bank restructuring andrargjthened plan for the
restructuring of the banking system. Furthermoreargety of structural
reforms such as privatisation, dismantling of masligs and price
controls to improve efficiency, transparency andsegnance in the
corporate sector were introduced. In addition,salk agreements with
private creditors regarding the restructuring ofrpooate sector
obligations and the rollover of short-term banktdebre under way.

The civil unrest, in May 1998, caused a severe domnin the
Indonesian economy. Production, exports, and doc&spply channels
were disrupted, banking activities were paralyse@mployment started
to rise and food prices started to increase. Th&huhit an all-time low
of 16,650 against the U.S. dollar in mid-June, wi&hcumulative
depreciation of 71 percent during 1998 (Table 8).
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By July 15, 1998, the programme expectations haenlseverely
altered due to this situation. Output was expeétedecline by 10-15
percent in FY1998/99 (Table 9) and inflation wasjgcted to average
60 percent. Restoration of the distribution sysserd a strengthening of
the social safety net became immediate key prasitMonetary policy
remained focused on inflation and the exchange raltdle the fiscal
deficit target was adjusted significantly in viewtbe sharp contraction
of output and special expenditure requirementskBastructuring plans
were strengthened to deal with the deterioratingditmns in the
financial system, and further steps were takemdtdifate corporate debt
restructuring. Access under the stand-by was isectay the equivalent
of US$1 billion.

TABLE 9: REAL GDP GROWTH RATE IN 5ASIAN COUNTRIES

Percentage
1081-90 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998
Thailand 7.9 8.5 8.6 8.8 5.5 -0.4 -8.0
Indonesia 5.4 7.3 7.5 8.2 8.0 46 -13J)7
Korea 9.1 5.8 8.6 8.9 7.1 5.5 5.5
Malaysia 6.0 8.3 9.3 9.4 8.6 7.1 -6.8
Philippines| 1.7 2.1 4.4 4.7 5.8 5.2 -0.5

SourceWorld Economic Outlookylay 1999, IMF.

In view of the deep-seated nature of Indonesiatactiral and
balance of payments problems, the stand-by agreéewareplaced on
August 25, 1998 by an extended arrangemeitlh the same access
(US$6.3 hillion, or 312 percent of quota, for tleenaining 26 months).
Additional financing sources included US$2 billidrom the World
Bank and the Asian Development Bank, close to UB#iion from
bilateral sources, and a prospective reschedulingxternal debt to
official creditors.

On September 23, 1998, an agreement was reachedhen
rescheduling or refinancing of Indonesia’s bilategaternal debt to
official creditors.The agreement covers principal payments on official
debt (excluding public enterprises) and export itréar the period
August 6, 1998 to March 31, 2000 (US$4.1 billiortatal).

Market sentiment has improved in recent monthsthadupiah has
appreciated significantly, providing room for louey interest rates.
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Fiscal targets were eased further in the light lné deteriorating
economic outlook. The output decline in 1998 hanhE3.7 percent and
year-end inflation stood at 80 percent, with a redrkleceleration in
recent months. The current account has registersdirplus of 4.2
percent of GDP (Table 3). The structural reform raige has been
broadened further, but implementation has been whiate uneven,
particularly in the area of corporate restructuring

As of the end of September 1998, US$9.5 billiorthef augmented
financing package for Indonesia (US$42 billion) Haeken disbursed
(most of which—almost US$5.7 billion—was disbursiutce the end of
April 1998).

3.4. Malaysia

Starting from early 1997, the East Asian crisisvaé its effects on the
Malaysian economy. The first signs of the crisisMalaysia took the
form of sharp falls in Malaysian share prices amel ¢xternal value of
the ringgit (Table 8). As a first step to avert thether contagion of the
crisis, fiscal and monetary policies were tighteneith the aim of

restoring stability and confidence in financial kets, as well as
containing the impact on inflation of the depreoiatof the ringgit.

Despite these measures, however, equity pricesnceat to fall and the
exchange rate continued to depreciate. In 1998, rthggit had

depreciated 28.3 percent (Table 8) from its presdpear level, while the
Kuala Lumpur Stock Exchange composite index wasndé®@ percent
(IMF, Public Information Notice, N0.99/88).

In Malaysia the collapse of market confidence ed tontraction of
consumer and investment spending by early 199&8h&wumore, financial
institutions were faced with non-performing loansd ecapital losses.
Domestic demand fell by 26 percent in 1998 (IMFbIRulnformation
Notice, N0.99/88). This contraction in demand weftected in the fall
in total imports, and, therefore, Malaysia’s cutretcount balance
turned from a deficit of around 5 percent of GDPL&97 to a surplus of
13 percent of GDP in 1998 (Table 3). Overall, r&é&®)P declined by
6.8 percent in 1998 (Table 9). The weakness inditestic demand
limited the rise in inflation arising from the depration of the ringgit.
As a result, the 12-month CPI inflation rate rosent a little over 2
percent prior to the crisis to a peak of 6.2 peréermid-1998 before
declining to 5.3 percent by the end of the yearHJNRublic Information
Notice, N0.99/88).
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The economic measures adopted by the Malaysianoriigs in
order to restore market confidence aimed at sthemgtg the financial
system. Measures taken included the partial revefsearlier cuts in
government expenditure, interest rate reductiongpamsionary
government budget, credit growth and acceleratgdeimentation of the
financial and corporate sector restructuring progras well as the
establishment of entities to restore the financsgstem through
recapitalisation and the purchase of non-perforrtoags.

In September 1998, the Malaysian government, irotd insulate
domestic interest rates from continuing pressures \latility in the
foreign exchange market, introduced capital costrahd pegged the
exchange rate of the ringgit to the dollar. Accogdito the IMF
authorities, the pegging of the exchange rate @dUils. dollar had been
positive for the economy, so far, while the undaiuation of the
exchange rate had implications for the inflationtlmak over the
medium term.

In 1999, there were increasing signs in Malaysiarofmprovement
in economic activity. These signs appeared to Blected in stabilising
property prices and a significant recovery in eguiarket prices.
Inflation also fell to a little under 3 percent the effects of the earlier
depreciation of the ringgit wore off. Progress iestructuring the
financial sector was significant. Malaysia's ex#ricurrent account
position remains in substantial surplus, and fareegchange reserves
have strengthened to over $30 billion, equivalerdggproximately seven
months of imports of goods and services.

4. THE CRISIS

The declines in the stock and real estate pricdgt@slow-down in the
economic activity reinforced each other and cawstedk imbalances in
Thailand, South Korea and Indonesia. What followesl situation were
bankruptcies in all three countries. In Thailandngicant amounts of
increases in the non-performing loans were obseirvélde Thai-owned
commercial banks. Similar difficulties erupted irouh Korea and
Indonesia as well. In 1997, there was a sharpiriaie deposits of the
Bangkok Bank of Commerce. The financial turmoic@opanied by the
erosion in the foreign exchange reserves, creafedding crisis which
caused the collapse of the exchange rate regifikaiiand.
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The finance companies started to experience seddfisulties in
1997. In response, the Bank of Thailand providgdidiity support for
the troubled finance companies and this causedag shcrease in the
reserve money growth. Following the speculativackis and emergence
of concerns regarding the reserve position, on 2ul¥997, Thailand
was forced to float the baht in response to thdetiep in the foreign
exchange reserves and the difficulties in defertirgpayment of short-
term debt. The policy package failed to restorerttegket confidence.
The baht depreciated by 20 percent against the &l&arn July.

4.1. Reasonsfor the Contagion of the Crisis

Other than the emergence of the crisis itself, lr@rosurprising feature
of the East Asian crisis is its deep, contagious @olonged nature. The
reasons for the contagion may be listed as follows:

- Inappropriate management of the crisis, both bygtheernments and
the IMF,

- Close trade links between the East Asian countries,

- Financial linkages in the region, and

- The recession in Japan.

Inappropriate management of the crisis can bebattd to the
inexperience of the East Asian countries in thesgétars as well as to
mistakes made in the crisis management. Also, tisecencern among
the economists that the IMF policies are not hgjdim restore market
confidence.

Despite being a favourable factor under normalucitstances, close
trade links between the East Asian countries haelgative effect on the
deepening of the crisis. The East Asian countniesraain trade partners
with each other. With the exclusion of Japan, Hnégional exports
among the East Asian countries account for 40 peroé the total
exports in 1996 (World Bank, 1998, p.11). Besidbss high level of
intra-regional trade takes the form of a specitibsaof activities from
more advanced to lower-income countries in theoregbuch a structure
speeded the contagion of the crisis. Thereforerdbession in East Asia
weakened demand for intra-regional imports and temetpthe growth
of the countries in the region.
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An important factor that should be taken into cdasation while
dealing with the contagion of the crisis is theemipts of the affected
countries to restore their export competitivenebs. general, the
immediate effect of a devaluation on an exportsiagd corporate sector
will be an increase in international competitivenel a regionally
contagious crisis — as in the Asian case (ParkSomh, 1998, p.21) —
this has led to competitive devaluations (Table lBhwever, these
devaluations do not always result in positive inweroents in all
economies. An initial depreciation in the currerafya crisis-stricken
country could lead to deteriorations in the curr@etount balances and
competitiveness of other partner countries. Thateiactly what
happened in East Asia. The devaluations worsereeddbnomies of the
crisis-stricken economies through the following rohels:

a. A devaluation increases the domestic currency vafude foreign-
denominated debt burden. This is particularly danti the case
of short-term debt, which has to be repaid befbedxchange rate
gets back to its previous stable level. Even incdme of longer-term
obligations, devaluation increases the domesticeogy value of
debt servicing costs. This problem is further exaated if interest
rates have to be raised in order to stabilise #leevof the currency,
since such a move also increases the debt-servamag of loans
denominated in domestic currency. Furthermore, \aldation can
lead to an increase in the prices of imported isptiterefore have
adverse effects on domestic firms. These adverfgetgfcan be
dismissals of workers and, in cases of serious rideation,
bankruptcies.

b. A devaluation increases the profitability of expgoinh terms of
domestic currency terms and may result in increaseports.
However, if a simultaneous increase in exporthiefdountries in the
region is concentrated in the same sector, thedwoirket prices
will be depressed. In addition, the ability of egieg economies to
increase their exports would depend upon the dvhilaof trade
credit, which the East Asian countries lacked rigfier the crisis.
Trade credit is expected to increase exports teldped countries,
but a major part of the trade prior to the crisisk place within the
region. As a result, the export markets were ndficsent to
compensate for the falling demand in East Asiannenues
including Japan.
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With respect to the financial linkages in the regibnancial events
in one country affected the others. This aspedudws capital market
activities, foreign direct investment and bank fegd In this context,
foreign investors may sell assets in one countmegponse to losses in
other countries. In a highly economically-integdateegion, like East
Asia, the financial links among the countries catomatically pass the
real shocks over to the financial markets of theptountries. Park and
Song add to this reason one very important viewhdffinancial markets
of the countries in the region are tightly integtht then market
participants will expect to see co-movements imaritial asset prices in
those markets. This condition may give rise to agian of a shock
(Park and Song, 1998, p.22).

Finally, the recession in Japan implies that, githenfact that Japan
is accounting for over half the output of the Asragion, any negative
or positive development in the Japanese economyldvbave a
significant impact on the economies of the regibmerefore, the slow-
down in the Japanese economy has affected the edenomies through
both financial and trade channels. The sharp dedlinthe Japanese
imports from the East Asian countries put a loadhentrade balance of
these countries. Also, the decline in the Foreigned Investment (FDI)
from Japan led the East Asian countries to switchank finance and
short-term borrowing.

5. REGIONAL AND GLOBAL IMPLICATIONS
5.1. Regional Implications

As stated earlier, the East Asian crisis startethailand, then spread to
the whole Southeast Asia. During the six-monthquefrom July 1997
to December 1997, prices in the stock markets ell49 percent in
South Korea, 48.6 percent in Indonesia, 41 percefhailand and 32.7
percent in the Philippines. Furthermore, theses fatintinued thereafter
until September 1998: 64.7 percent in Indonesia6 38ercent in
Singapore, 38.5 percent in the Philippines, 37r¢qre in Malaysia and
17 percent in ThailandThe EconomistOctober 3-9, 1998, p.136).
These drops in the stock markets triggered a suddeft in the
perceptions of the investors, caused by a larderfalonfidence in the
economy. The five East Asian countries hardesbyithe crisis (South
Korea, Indonesia, Malaysia, Thailand and the Ppittips) experienced a



38 Journal of Economic Cooperation

turnaround of US$109 billion in a single year, #tdhom an inflow of

US$97 billion in 1996 to an estimated outflow of &1 billion in 1997
(Table 6). Most of this swing occurred in commerdank lending,
followed by short-term portfolio flows, whilst fagn direct investment
remained constant. The turnaround of US$109 biliiothe five Asian
economies represents more than 10 percent ofdbeibined GDP (The
East Asian Financial Crisis, Jones, Cailloux arafféhzeller).

The outflow of capital from the crisis countrieslieased the demand
for foreign currencies, especially for the US Dolldhis forced the
currencies to be devalued. From July 1997 to theé @n1998, the
Indonesian Rupiah was devalued by 71 percent, thydian Ringgit
by 28.3 percent, the Philippine Peso by 27.9 pérdae Thai baht by
24.2 percent and the South Korean Won by 32.1 pe(dable 8). The
devaluation process in the crisis economies plaednportant role in
the need for arrangements with the IMF. That isabee, with the
devaluation, the indebted companies in the regaled to pay back
their debts and forced their governments to borfrom the IMF.

Thailand, South Korea, Indonesia and Malaysia hiallen from
their high level of growth to deep recession. Tis¢éite of recession also
continued in 1998. This even took the form of aatig growth in the
crisis-stricken East Asian economies: -13.7 perdantndonesia, -8
percent in Thailand, -6.8 percent in Malaysia, -pd¥cent in South
Korea and -0.5 percent in the Philippines (Table 9)

On the trade side, the value of imports fell byusprecedented 17
percent in the Asian region and by as much as 3depein the five
most affected Asian countries. In volume terms,félieamounted to 22
percent for those five countries, compared to 1@qre for the Asia
region as a whole. On the export side, only thdigthines, among the
most affected countries, registered a sharp inerei$6.9 percent. With
the exception of strong increases in South Koreah Rinlippines, the
export volume declined in the other countries (UMDT 1999, p.25).

Currency instability, which stemmed from the crisisaused
unexpected shifts in the relative positions of wulial countries and
created considerable uncertainty regarding the etithjeness of
various industries across the region. Thereforgstment in tradeables,
including intra-regional investment prospects, hagen undermined to
a certain extent.
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Unemployment in the region has increased dramticahd is
expected to continue increasing in the future. Irhailand,
unemployment increased from an annual averageofdtes4 percent in
1996 to 5.6 percent by 1998 (ILO 1998). The sitwatcontinued to
deteriorate, with around 2,000 job losses occurnitaily since the
beginning of July 1998 (Reuters, 1998d). In Soutind&, unemployment
rose from 2.3 percent to 7 percent, the highestmpi@yment rate on
record (Reuters, 1998e). The immediate effectisfwlas a dramatic fall
in the income of the affected workers since unegmknt provision
was almost universally absent (with the partial eptons of South
Korea and Japan).

5.2. Global Implications

The East Asian countries, with their successfuineauic history, have
not only become major actors in the world economyabso role-models
for developing countries in the world. A declinetire growth rates of
the crisis economies and a reduction in their doution to global

demand made it especially difficult for industrigconomies, in
particular Europe and Japan, to expand at ratededet® reverse the
upward trend in their unemployment rates.

The crisis also influenced other distant regiorfee Tirst impact was
on Japan. Being a net creditor to the crisis ecoe®ndapan has been a
main player for the East Asian countries. From 1897 to July 1998,
the Japanese Yen lost 20.4 percent of its value, Tthkyo stock
exchange fell by 39.1 percent and the Japanes®egocontracted by —
1.8 percent. The contraction continued in 1998 by -percent (World
Economic Outlook, May 1999). This situation is partiue to the
weakening demand in the crisis economies and prttiie weakening
in private demand as a result of declining confagem the financial
sector.

The East Asian countries have been major contnbuto global
demand. They have been running large current atcdeificits and
financing it with short-term capital flows. As astdt of the crisis,
however, these countries had to cut their defigitsich meant a cut in
their contribution to global demand. This may shiésvimpact on the
U.S. and European markets. For some countrieseirEth., exports to
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East Asia have been the most dynamic componenhefaggregate
demand in recent years. In order to overcome theevability to an

interruption of capital flows, the East Asian caieg may tend to cut
their imports and external deficits, which in tumplies a decrease in
the net exports of European and U.S. markets toctims-stricken

region. This situation implies that the global emmy was indeed
affected by the East Asian crisis.

5.2.1. Implications for Developing Countries

By October 1998, developing countries in Latin Aic@rand Eastern
Europe as well as Russia also began to feel tleetsefbf the crisis with
plunging stock markets and rising interest rates.year after the
emergence of the East Asian crisis, Russia’s ecgngiomged into a
deep crisis, following the devaluation of the rubled the meltdown in
its foreign exchange and financial markets.

According to the World Bank, the East Asian crigigt Latin
America's growth in 1998 by 1.0 percentage pointovdh is now
expected to slow t@.7 percent, down from 5 percent in 1997 (Rojas
Research Unit, Press Release, 1998). Although thedevays the risk of
being exposed to similar problems in the regioe, Bank says that, on
balance, Latin American economies look strongem thiaeir Asian
counterparts.

Furthermore, flows from international capital maskéell sharply.
Bond issues were particularly hard hit. Only oneell@ping country,
Argentina, issued a sovereign eurobond during &sé two months of
1997. In a number of other countries, outflows aitfwlio equity
investment were coupled with sharply falling stqeices. For the year
as a whole, net long-term flows from capital masketre $127 billion,
about the same as 1996. However, total externahnfie was
significantly smaller in 1997 because of short-teatflows and capital
flight in the fourth quarter of 1997 (Rojas Resédunit, Press Release,
1998).

Private capital flows to developing countries exgared a sharp fall
right after the East Asian crisis. This took maitthg form of a retreat
from new investments in emerging markets. Furtheemthe world
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economy suffered a sharp fall in commodity pridgsth oil prices and
the prices of non-fuel commodities weakened stgalioughout 1998.
By March 1999, the prices of non-fuel commoditiesrevmore than 15
percent below their level in the previous year. Sagently, the import
demand in the industrial countries for the goodd aarvices of the
developing countries declined, which in turn hadate effects on the
exporters of oil and raw material products.

In addition, a World Bank report shows that offi@asistance to the
poorest developing countries continues to fall assalt of tighter aid
budgets in donor countries and a decision by mamemments to
reduce direct lending as private capital flows ¢éwaloping countries.

5.2.2. Implicationsfor Oil Exporting Countries

Notwithstanding the fact that the East Asian cridig@ not affect the

Middle East states directly because of their lichiteade and financial

links to the Far East, it did have a critical irdit effect on the region
through the collapse in oil prices. Asian demand wae of the driving

forces among all others behind the rising oil wider the two years

preceding the crisis. It was only in November 199 oil prices could

reach their pre-crisis level. During the crisis,ElPbattled the excessive
supply problem by reversing its quota rise and pgsh few non-OPEC

producers into concerted cutbacks. However, thtefvas not enough

to recover the prices that dipped to a 12-yearito®@ecember 1998. In
1999, oil supplies still remained excessive. Thagiance with the new

OPEC quota was poor. The growing concern, duriegctisis, that the

low oil prices were not just a passing phase bpérmanent feature of
the years ahead led to a variety of policy resporisg the OPEC

countries. Even the most conservative states eghlisat oil revenues
and investment income alone are not sufficiente¢epkthe economy on
track and began to turn to privatisation, dereguatforeign investment

and market liberalism.

In contrast with these concerns, oil prices begamd¢rease during
the first quarter of 1999 and reached their prsisiievel by November
1999. As of today, the rise in oil prices is stiintinuing and the effects
of the East Asian crisis on the oil exporting coi@st has been
neutralised.
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6. LESSONSFROM THE EAST ASIAN CRISIS

A recovery in the crisis economies is now under .wiygether, the 5
Asian crisis countries--Indonesia, Malaysia, Plpilies, Thailand and
South Korea--are now expected to grow by an avecdde percent in
1999 and 4 percent in 2000 (Fischer, 1999). Thevtjr@xpectation for
Asia as a whole is 4.1 percent for 1999 and 4.3querfor 2000.
Unfortunately, in Indonesia, renewed uncertaint@ger both the
economic programmes, resulting in large part frbm Bank Bali case,
and the political situation, present risks to tleeovery that was so
clearly getting under way.

However, although the environment is now much betteere are
certain risks and challenges to meet in order teuen sustainable
growth. Sustainable growth will depend upon sevéaators such as
reactivation of aggregate demand, due implememaifathe structural
reforms, protection of low-income groups and reatpthe international
capital flows. These factors will have to be death different priorities
in each crisis-stricken country, since the domes&conomic
circumstances differ in each country. Thereforee thacroeconomic
policies need to be accommodative in each country.

Some lessons that can be drawn from the East Asisis may be
listed as follows:

» Although capital account liberalisation is suppoded facilitate
growth and reduce risks, the benefits of such atigeare limited,
especially in countries with high savings ratesei®ithening of
regulatory institutions and safety nets is cruamimplementing a
rapid financial and capital account liberalisation.

» Reforms which aim to stabilise short-term capitavs and effectively
address systematic bankruptcy should be given meight.

Past experiences of countries like England sugthedt prudential
limits on bank lending, capital adequacy requiretsieand currency
matching conditions for assets and liabilities thgg properly enforced
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can help prevent excessive risk-taking by bankss tbontaining the
adverse effects of widespread defaults.
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Government policy will play an important role iretfuture. Without
government intervention to restore the economynewuc crisis can
be deep and prolonged. The co-operation betweestéte and the
other segments of the economy should be transpaaswt

accountable. The Asian model of development witlkergjithened
governance systems can provide the most efficieeans of

recovery. In the crisis economies, policies aimethe rapid increase
of the capacity to spur growth have been adoptedweder,

adoption of such policies has often resulted irustanable rates of
capital accumulation and unhealthy debt levelsthia future, the
East Asian countries should seek to spur growthphbymoting

productivity through moving away from the highlyn¢eally directed

systems toward a more market-oriented model.

As regards the regulatory environment and instindl structuring,
less developed countries have less capacity. Hawesxeen the
countries with the most advanced regulatory frantewshould
recognise that their regulatory tools may not lveags sufficient to
protect them from the impact of major shocks.

Automatic stabilisers should be readily availableew dealing with
crisis and these stabilisers should be complememtgd due

macroeconomic policies. In developed countries, dad welfare
programmes act as automatic stabilisers, but irLéast Developed
Countries (LDCs) these tools are either weak oemtdn the East
Asian case, increased interest rates even for peoids, had large
adverse effects on the net worth.

Another factor that contributed to the emergenctnefcrisis was the

withdrawal of government support and a credit sgaeen working
capital during the periods of overcapacity. This tmbe avoided in the
future.

Measures to improve risk management and reducesability must
play a central role in the region's longer-termatstyy. Rapid
innovation in capital markets should be accompamiggrudential
and supervisory systems. Additionally, the macroecaic

imbalances, including unsound fiscal positions andent account
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positions, excessive external debt (particularlythwshort-term
maturities), and unsustainable exchange rate pslicghould be
tackled with care.

7. CONCLUSION

The recovery of the crisis-stricken economies altlo depend upon the
timing and the extent of the cyclical slowdown tisatikely to occur in
the U.S. and the ability of Japan and Europe ttagustronger growth
of domestic demand. The U.S. economy may not coatio grow at
rates above any estimated potential growth, esibeciashen
unemployment is so low. Therefore, for the gloleslavery to continue,
European and Japanese growth will need to accelex#ficiently to
offset the cyclical slowdown in the U.S. economy.

To sum up what we have learned from the East Awiisis, we can
say that certain policies weigh heavier than otlaensng the recovery
process. The most important policy is the impleragon of institutional
and regulatory policies, both by financial instibms and by the
concerned governments. Reforming the financial baking laws as
well as the control mechanisms for short-term ediows would be of
great importance when countries attempt to recfreen a crisis such as
the East Asian one.

In other words, policies adopted for macroeconovaitables should
also take into account the social, structural amddn dimensions of the
situation as a whole. Stabilisation of an excharaje, for example,
should not be considered a success, if this sutsdming accompanied
by a danger of deep recession. Therefore, govensnaam institutions
should adopt a more risk-bearing attitude than kifbasing the increase
in foreign debt on optimistic export growth projeais, while in fact the
actual exports grow at a much slower rate.

Both in the LDCs and in all developing countridgere is a need for
a system of well-organised policies and studiesedasn rules and
bankruptcy procedures governing international debteditor relations.
Improvements of financial institutions, corporat@vegrnance and
transparency as well as not running a large cumenount deficit and
not having an overvalued exchange rate will bereétd the prevention
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of future crises. This overall picture needs to lbeked at by the
international community as part of the efforts tdv@nce the governance
of international finance.

Considering the depth and prolonged nature of tst Bsian crisis,
one can ask the questioWwhy East Asia, and not another region in the
world?” Although the answer lies within the causes of bib#n crisis
and the contagion, there is no particular intuiawswer to this question.
However, as stated earlier, the economic problemsuntered prior to
the crisis are experienced commonly by most ofigeloping countries
and it is the magnitude of the combined effectiwfse problems that
distinguishes the East Asian case from the otHénse take the old
Asian miracle that had continued for over threeades as given, it will
not be an exaggeration to say that even the ragidiwing economies
which lack due regulatory and legal financial framoeks as well as
appropriate monitoring systems will be vulnerabte unanticipated
shocks.
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