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he east Asian financial crisis was a sharp shock, which a

decade ago rocked financial markets globally for a short

time. It was one of the more glaring examples of “contagion
effects” in financial markets, spreading rapidly from Thailand
to other countries in the region even when the economies con-
cerned appeared to have different characteristics. It created huge
disruptions in the economies and societies of the region, caus-
ing large increases in unemployment, sharp increases in poverty,
and in some cases major political changes. It also presaged the
other financial crises that have hit various parts of the developing
world (Russia, Turkey, Argentina) since then.

At the time, during and just after the financial crisis in 1997
and 1998, there was surprise and some amount of consternation
in international policymaking circles as well as in the main-
stream financial press. The east and south-east Asian economies
that were hit by the crisis were, after all, among the best per-
formers among developing countries in terms of both Gpp
growth and exporting ability. Their governments had embraced
globalisation in all its aspects, not only in terms of export orien-
tation but very extensive trade liberalisation and, more recently,
financial liberalisation.

The five countries that were particularly affected by financial
crisis — Thailand, South Korea, Indonesia, Malaysia and the Philip-
pines — had all been characterised by rapid export growth, espe-
cially in “sunrise” manufacturing industries, and were substantial
recipients of private foreign capital. In general they were charac-
terised by “prudent” macroeconomic policies — three of them were
running government budget surpluses and the other two had
budget deficits that could be considered as moderate rather than
excessive. They were regularly lauded by the Bretton Woods insti-
tutions as positive examples for other developing countries to
follow, and cited as success stories of global integration.

Explanations Outside Integration

Therefore, when the crisis struck, the attempt was made, espe-
cially in mainstream policy discussions, to find causes for the crisis
that were outside the pattern of economic integration and liberali-
sation that had been so favourably cited [Corsetti et al 1999;
Radelet et al 1998; Johnson et al 2000]. “Crony capitalism” and
opaque financial systems that distorted the pattern of investment;
exchange rate rigidity because of the practice of pegging exchange
rates to the appreciating us dollar, that adversely affected export
competitiveness; these and other such factors were routinely
evoked to explain away the crisis in what were otherwise
apparently still model economies.
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The more plausible reasons for the crisis were rarely discussed or ~ economies of the region appear to have recovered quite substan-
all too quickly swept away in the mainstream discussion. Thus, the  tially. Indeed, by now in mainstream discussion, the Asian crisis is
more structural problem of fallacy of composition that made the ex-  often discussed not in terms of its negative impacts, but rather pre-
cessive focus on exports as the engine of growth more difficult as  sented as an example of how economies can recover relatively
competing developing country exporters entered the scene was ig-  quickly from crisis and continue on a favourable growth trajectory.
nored in favour of blaming fixed exchange rates per se. The more  There are even those who argue that the Asian financial crisis was
Chart 1a: Export Growth Rates- Indonesia, Malaysia and South Korea (% peryearin US $ terms) in general a good thing, since it did not destroy the basic
economic growth trajectory of the region and forced the
economies in question to intensify liberalising reforms,
especially in the financial sector, and thereby reduce
“crony capitalism”. In addition, the reduction of mono-
/ / ‘.\\ poly power through the break-up of some of the large

) South Korean industrial conglomerates (or “chaebols”)
and the political collapse of the Suharto dictatorship in
Indonesia are cited as some of the positive by-products
of the crisis.

This view is current not only in international financial
circles but even among some Indian policymakers. This is
of especial concern, since it suggests that policymakers in
proximate impact of external financial liberalisation — in terms of al-  India (and other developing countries) may not be sufficiently
lowing inflows of capital that enabled short-term borrowing for long- ~ worried about a potential financial crisis as to take adequate pre-
term projects, breaking the link between the ability to access foreign  cautionary measures to avoid it. Given the large capital inflows
exchange and the need to earn it, and causing appreciation of thereal ~ because of financial markets’ fascination with India as a hot desti-
exchange rate that shifted incentives within the economy from trade-  nation even with the increasing volatility in this and other mar-
ables to non-tradeables — were also underplayed. Yet of course, these ~ kets, the continuing policy moves towards external financial liber-
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were primary instrumental factors in causing the crisis [as elaborated ~ alisation and recently increased reliance on exports as a growth
in Jomo (ed) 1998; Johnson 1998; Ghosh and Chandrasekhar 2001]  engine, there are certainly at least some similarities of current eco-
and the failure to recognise these as potentially destabilising econom-  nomic conditions in India with the situation of pre-crisis south-
ic strategies was part of the problem in subsequent crises in Turkey, east Asian countries.

Argentina and elsewhere. That is why it is particularly important to evaluate the subse-
quent performance of those economies that were particularly af-
Multiple Interpretations fected by the 1997 financial crisis. Of course, a decade is in any

Similarly, the subsequent economic recovery in the crisis-ridden  case a useful time to take stock, especially as it is considered suffi-
countries of south-east Asia has also been subject to multiple inter-  ciently long for the basic tendencies in the economy to have
pretations. Some have argued that the quick and brutal policy —emerged. In this paper, the post-crisis experience of the five econo-
response of fiscal and monetary tightening enabled the economic  mies of Thailand, South Korea, Malaysia, Indonesia and the
stabilisation and generation of current account surpluses that Philippines is considered. It is found that while output growth has
followed relatively quickly. But there is no question that the iIMF-  recovered to varying degrees, in all these countries there has been
inspired strategy of high interest rates, tight monetary policy and  a significant change in the pattern of growth and investment,
fiscal compression actually made things worse in terms of deepen- ~ which has meant that the subsequent growth has had very
ing the crisis into a downward spiral especially over 1998, most  different implications for employment generation compared to
notably in Thailand, Indonesia and the Philippines. The subsequent  the previous period.

recovery, when it did occur, was essentially led by fiscal ex-
pansion - first in Malaysia where the use of expansionary
fiscal policy began as early as 1998, and subsequently in 5,

Chart 1b: Export Growth Rates- Philippines, Thailand and World (% peryearin US § terms)

South Korea, facilitated by external resources through the Thailgnd

Miyazawa Initiative from Japan. Even so, the recovery too \* y

has been treated rather differently in some analyses, which V
Cd s\ 4

have argued that the period of the crisis was simply a minor ~ ;, _.* Y
blip in an otherwise healthy and sustainable growth pro-

cess driven by reliance on market-based reforms, foreign
investment and export orientation. 1991 1993

A Good Thing?

This interpretation has been further fuelled by the fact that
10 years after the east Asian financial crisis broke out, the  source:World Bank, World Development Indicators online and IMF, Balance of Payments Statistics online for world.
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It is essential to examine export performance, if only because for
some time now it has been considered as central to how the econo-
mies have performed overall. Export growth was seen as the key to
the success of these five economies in the late 1980s and the first
half of the 1990s, and it is routinely cited as the best indication of
the recovery as well. Export growth in the region was very high in
the pre-crisis years, with these countries showing among the most
rapid rates of export expansion in the world, between 10 and 20
per cent per year in us dollar terms. The deceleration of export

Chart 2: GDP Growth, Savings and Investment in South Korea
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growth in 1996 is widely recognised as one of the proximate causes
of the crisis.

This is evident from Charts 1a and 1b (p 53). The slump in exports
that began from the middle of 1996 continued well into the crisis
years of 1997 and 1998; however, exports recovered fairly quickly
in these countries immediately thereafter, aided by the very major
depreciations of currency that were induced by the crisis. As is evi-
dent from Charts 1a and 1b, by 2000 all these five countries were
showing sharp increases in rates of export growth of more than 10 per
cent, and in Indonesia it was even more than 30 per cent.

Subsequently, however, export growth has been very volatile in
all five countries. There was a dramatic collapse (associated with
absolute declines in us dollar terms) in 2001. This was also the pe-
riod when world trade values fell. The apparent synchronicity of
export behaviour in these five countries, despite rather different
domestic economic strategies, suggests that export performance
from the late 1990s, but especially after 2000 has been strongly
influenced by global developments. This is also evident from Charts
1a and 1b, which shows that the cyclical pattern of world exports is
reflected in the export performance of these five countries. Thus,
the period 2003-05 has been one of global export boom, with both
primary producers and manufactured goods exporters in the devel-
oping world posting high rates of growth.! So Asian export per-
formance has generally tracked global exports. The difference is
that before the crisis, export growth in these countries was gener-
ally higher than the world average (with the exception of South
Korea, where it was only slightly lower). However, from 2002 on-
wards, exports in these countries (again except for South Korea)
have grown at a lower rate than the world average. Also, the rates
of export growth in the most recent three-year period, which is
seen as the period of export boom, are below the rates of increase
achieved in the period 1992-95, just before the crisis.

One difference, which may become more significant in future, is
that a higher proportion of exports from these countries is now
directed towards other countries in Asia, reflecting the new
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patterns of trade created by relocative capital and the crucial role
of processing. The now dominant role of processing exports in
China has made that country a huge and growing market for
manufactured goods from these five countries as well as other
Asian countries, these imports being further processed for re-
export. In that sense the us and European Union (£U) still remain
the main drivers of export demand for the region as a whole.

In term of other variables which may be more indicative of the
actual health of these economies, the evidence is more mixed.
Both aggregate gpp growth and industrial growth are still sub-
stantially below the average rates achieved in the period before
the crisis. They have also been more volatile and fluctuating.
Charts 2 to 6 provide information on trends in annual real Gpp
growth rates, savings and investment rates in these five countries.

One striking feature of the growth experience of all these five
economies, as evident from Charts 2 to 6, is how dramatic the
shock of 1998 was in terms of absolute declines in aggregate
income. Subsequently, gpp growth did recover, but in general this
involved growth rates that have been slightly lower, and definitely
more volatile, than the growth rates of the previous period.

Savings and Investment

But the most startling change that has occurred in these countries
is the broad macroeconomic shift in terms of a large divergence
between savings and investment rates. The east and south-east
Asian region has generally had very high savings rates — between
30 and 45 per cent in these five countries — for some time now. But
the period subsequent to the financial crisis has seen an increase in
these already high rates, especially in the “crisis” countries. How-
ever, investment rates (that is the share of investment in Gpp) have
plummeted in all these countries.

Thus, in South Korea the savings rate increased from just under
40 per cent in the three years before the crisis, to more than 42 per
cent in 2003-05 (Chart 2). But the investment rate collapsed by al-
most half over the same period, from 42 per cent to 21 per cent. An
almost identical pattern is evident for Malaysia, where
investment rates halved from 42 per cent to 21 per cent, but
domestic savings rates increased from an already high 41 per cent
to more than 43 per cent between the same two years. (Chart 3) In
the Philippines, over the same years, the savings rate went up from
26 per cent to 30 per cent, but the investment rate fell from 24 per
cent to only 16 per cent (Chart 4, p 55).

In Indonesia, the savings rate has remained unchanged at
around 29 per cent but the investment rate has fallen from 31 per

Chart 3: GDP Growth, Savings and Investment in Malaysia
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cent to 23 per cent (Chart 5). Only Thailand shows a different re-
cent trajectory: while the investment rate fell sharply after the cri-
sis, it has recovered somewhat in recent times, although it is still
only 28 per cent in the latest three-year period compared to 41 per
cent in the pre-crisis period (Chart 6, p 56). The savings rate has
also shown a different trend from the other countries: it has actu-
ally declined somewhat from 35 per cent average for 1994-96 to 31
per cent in 2003-05. This different pattern has also resulted in a

Chart4: GDP Growth, Savings and Investment in the Philippines
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different employment pattern in the recent past, as is described in
the following section. However, even in Thailand, the pre-crisis
period was generally characterised by investment rates that were
higher than savings rates, whereas the post-crisis period has
generally been one in which savings rates have been higher than
investment rates.

The recovery in output growth (even if not to the rates achieved
in the pre-crisis years) along with the decline in investment rates
in these countries suggests that the incremental capital-output
ratios (1cors) would have been increasing in the recent period.
Obviously this requires further investigation, but it is clearly the
case that the recent period has been marked by productivity in-
creases, especially in manufacturing. This certainly reflects the im-
pact of external competition, in both exporting and import-substi-
tuting activities, as producers find it necessary to adopt the most
recent and cost-reducing technological changes. While increasing
aggregate ICORS are clearly to be desired, they also point to great-
er losses of possible output expansion because of investment rates
below the potential offered by the higher domestic savings rates.

Break from Past

Therefore in all these five countries, the crisis years of 1997 and 1998
mark a clear break from the earlier trend, when typically domestic
investment rates were higher than saving rates, and the balance was
met by an inflow of foreign capital. The latter is in fact what one
would expect in a developing country; since it is generally supposed
that developing countries are characterised by a shortage of investi-
ble resources. Therefore economic openness, especially to foreign in-
vestment, is designed to allow foreign resources to add to domestic
savings in order to generate a higher rate of investment than would
be possible using only domestic resources.

After the crisis, from 1998 onwards, these five economies actu-
ally became more “open” in policy terms, especially with respect
to rules regarding foreign investment. Nevertheless, after 1998 all
these five countries have stopped being net recipients of foreign
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savings and instead have shown the opposite tendency of net re-
source outflow, as domestic savings have been higher than invest-
ment. This has meant that there has been a process of squeezing
out savings from the population as a whole but not investing it
within the economy to ensure future growth. Instead, these sav-
ings have effectively been exported, either through capital out-
flows or by adding to the external reserves of the central banks,
which are typically held in very safe assets abroad (such as us
treasury bills). This has happened even though the need for more
investment within these countries is still very great. Indeed, the
development project is still not complete in these countries and
especially not in Indonesia, Thailand and the Philippines, where
poverty and backwardness remain substantial.

‘Savings Glut’?

This rather paradoxical situation, which is reflective of a broader
international tendency whereby developing countries have been
providing their resources to the developed world, and in particu-
lar to the us, has been described by some American commentators
as a “savings glut” [Bernanke 2005]. Quite apart from the many
problems with such an argument, it is immediately apparent from
Charts 2 to 6 that the problem in these countries has not been the
rise in savings so much as the collapse in investment. True, savings
rates have increased, affected also by crisis-induced shifts in in-
come distribution that have reduced workers’ consumption and
transferred more income to those in a better position to save. But
the sharp collapse in investment rates that has been noted above
has come about because of other factors that have led to the emer-
gence of this “savings surplus”.

Thus, the growing savings surplus is partly — but only partly —
the result of the decisions of private agents in these countries. And
even these private decisions have been strongly affected by official
economic policies. For example, stringent monetary conditions,
increasing real interest rates and an excess of very rigid and
inflexible forms of prudential regulation have caused bank credit
to be less easily available for investment. A range of other post-
crisis measures dampened private investment by directly and indi-
rectly raising the costs of finance and reducing access to it. This
has obviously reduced investment by large corporate entities, but
it has had even stronger detrimental effects upon small enterprises
which have found it more difficult to access credit. It is worth
noting that the only economy that has shown a different pattern in
savings and investment — that of Thailand - is one where the

Chart 5: GDP Growth, Savings and Investments in Indonesia
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government of Thaksin Shinawatra systematically made greater
access to institutional credit by small enterprises and farmers a
major plank of the post-crisis reconstruction strategy.

But monetary and financial policies are only one part of the
story. A very large role in the reduction of aggregate investment

Chart 6: GDP Growth, Savings and Investments in Thailand
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was played by fiscal policies of governments in these countries,
who increased their own savings and cut down on fiscal deficits or
increased fiscal surpluses across the region. Even though the
financial crisis in these countries was essentially brought on by
private profligacy in a financially liberalised environment, the
aftermath of the financial crises has created an environment of
excessive caution on the part of governments. The pressure on
government has been to keep government budget deficits under
control by reducing their spending. This in turn means that gov-
ernments in these countries have not spent as much as could be
easily sustained by the economy, to ensure better conditions for
the people or to encourage more sus-

Table 1: Worker-Population Rates (in %)

Why are governments in these countries pursuing such an ap-
parently counterproductive policy which runs against the interests
of their own current and future economic growth? One obvious
reason is the fear of a repeat of the large and destabilising move-
ments of speculative capital which were such a strong feature of
the financial crisis of 1997-98. The idea is to guard against the pos-
sibility of such potentially damaging capital flight by building up
substantial foreign exchange reserves, even when these may in-
volve large fiscal losses. But this is only one reason. The other rea-
son is that the current economic strategy in these countries is still
centred around the obsession with exports as the engine of growth,
which are combined with deflationary domestic policies that keep
levels of aggregate domestic investment lower than savings. This
causes an “excess supply” of foreign exchange in the currency
market, which would in turn involve an appreciation of curren-
cies, thereby adversely affecting exports!

In a world of liberalised trade where exchange rates cannot be
easily controlled, this means that currencies have to be kept at
“competitive” levels through market based means. And this in
turn means that foreign currency inflows — whether through
more exports or remittances or through capital flows — must be
counteracted by central bank market intervention to purchase
foreign currency, to prevent undesired appreciation of the cur-
rency. The macroeconomic counterpart — and cause — of the ris-
ing foreign exchange reserves held by the central banks of all
these countries is therefore the excess of domestic savings over
investment, which is actually a huge potential wasted for these
economies. So financial liberalisation forces a deflationary
strategy on governments, that in

tainable growth and generate more

turn contributes to the accumu-

Indonesia South Korea Malaysia Philippines  Thailand
employment. This is evident from M F M F M F M F M F lation of unutilised foreign ex-
. . 1991 789 474 720 462 789 426 762 420 847 704 .
Chart 7, which sh9w§ how t.he Asian 1952 08 1 713 461 787 3 J6s 430 851 689 change, thereb.y threatening cur-
NIGs (a group which is dominated by 7553 789 471 718 460 794 426 757 428 843 664  rency appreciation.
the five countries being considered in 1994 781 469 728 469 794 425 763 428 839 637
. 1995 785 467 734 417 794 424 768 444 836 653 i
thi 1) have not onlv run v Deflationary Effect
s paper) ha 'e' Ot Only run Very  Jos 801 470 735 484 799 425 776 449 830 665 ) )
low budget deficits (around or less 7997 798 466 730 490 799 424 768 447 829 668 The deflationary effect of this eco-
than 1 per cent of GpP since the late 1998 791 466 683 447 794 419 759 445 804 639  nomic strategy is reflected in lower
. 1999 799 472 682 455 786 422 751 453 796 630 . L
1 but also have been runnin; levels of economic activity than could
990s) but also have been ru & 2000 801 471 694 469 792 441 733 436 801 639 ‘ ty :
budget surpluses for the past few 3g07 787 461 695 475 790 439 754 468 804 634 have been potentially achieved, as
years. All other developing countries 2002 778 455 706 482 789 438 749 468 807 637  well as higher levels of unemploy-
. . . 2003 775 452 703 471 786 436 747 468 805 637 P
h.ave still been running budget defi- 5004 1 7lo 485 Js7 444 744 45 8o eig  ment This in turn helps us t.o under-
cits, even though these are small and 3003 777 443 709 486 786 448 769 507 799 650 stand why growth rates are in gener-

getting smaller. M: Male, F: Female.

It is worth noting that the devel-
oped countries have not been so circumspect: the us moved from
budget surplus to growing budget deficit after 2001, and the us
deficits are now once again the highest in the world in absolute
terms and also high as a share of Gpp. Even the euro area has
shown higher budget deficits in the recent past.

So the major cause for this apparent excess of capital which is
then being exported to the us and other developed countries is
deflationary policies on the part of these governments, which sup-
press domestic consumption and investment. This obviously has
effects on current levels of economic activity, but it also negatively
affects future growth prospects because of the long-term potential
losses of inadequate infrastructure investment, etc.
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Source: /L0 Key Indicators of Labour Markets, 5th edition, 2007.

al lower, why employment genera-
tion has been inadequate and unem-
ployment rates are rising, and why conditions of a large section of
the poor do not improve in these countries, despite the apparent
aggregate economic “recovery”.

Thus, aggregate employment growth is also much slower than
before. This has in turn been reflected in a drop - substantial in
some of these countries — worker population rates. This is evident
from Table 1, which shows that both male and female work par-
ticipation rates have tended to decline, although they have shown
somewhat divergent trends in the different countries. In Indone-
sia, male worker population rates have fallen from an average of
79 per cent in the three years preceding the crisis to 77 per cent
over 2003-05, though of course that is still a high rate. For

DECEMBER 15, 2007  Economic & Political WEEKLY



EAST ASIA: A DECADE AFTER

women, the decline has been from 47 per cent to 45 per cent. For
South Korea, the decline is not so marked between the two peri-
ods — there was a very sharp drop for both men and women in the
period just after the crisis, but a recovery thereafter. Male work
participation rates in the most recent three-year period at 71 per
cent were still below the pre-crisis rate of 73 per cent; however,
for females the rate ac-

Chart 7: Fiscal Deficits (as % of GDP)
increased be-

has any unemployment benefit or social security system worth the
name. Open unemployment rates in Indonesia have increased from
an average of 3.6 per cent in the three years before the crisis to 10 per
cent in 2003-05. Open unemployment rates for Indonesian women
were as high as 14 per cent in 2005. In South Korea the increase in
unemployment has been from 2.2 to 3.7 per cent of the labour force.
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In Thailand female rates
have remained broadly unchanged at 65 per cent, but males rates
have fallen substantially from 83.5 per cent to 79.8 per cent be-
tween the two periods. The Philippines is the clear outlier in this
case — aggregate worker population rates have actually increased
between the two periods, and this is even though male rates have
remained unchanged, but female rates have moved sharply up
from a pre-crisis average of 44 per cent to 50 per cent in the most
recent period. Once again, in the Philippines there is other qualita-
tive evidence suggesting that much of the new work is in the form
of part-time and less formal employment.

Even in the sectors where export growth has been buoyant,
such as manufacturing, employment has not picked up and in
South Korea and Malay-

Table 2: Unemployment Rates (as % of labour force) . .
sia manufacturmg em-

Indonesia  South Malaysia Philippines  Thailand

Korea ployment has actually
1990 47 8.1 22 .
1991 7 30 57 fallen in absolute num-
1992 28 25 37 86 14 bers compared to the
1993 29 30 8 15 pre-crisis years. Overall,
1994 44 25 84 4 .
1995 T3 o T survey and other micro
1996 55 20 25 74 11 evidence suggests that
1997 26 25 79 0.9 even where employment
1998 6.3 70 32 96 34
1999 61 63 34 92 30 has not fallen or has
2000 8.1 44 30 101 24 evenincreased, the qual-
2001 91 40 35 98 26 ity of employment has
2002 95 33 35 10.2 8 . .
300399 EY IR 103 15 deteriorated in that
2004 103 37 109 15 there is a greater pro-
2005 37 13

portion of insecure cas-
ual contracts, low-grade
self-employment and part-time work in total employment, espe-
cially for women workers.

Further, unemployment rates are on the rise, even in the countries
where there has been an increase in worker-population rates. Table 2
shows that there has been an increase in open unemployment rates in
these countries, even though, except for South Korea, none of them

Source: ILO Key Indicators of the Labour Market, 5th edition, 2007
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bour force.

Overall, for these four
countries, these higher open unemployment rates have been asso-
ciated with declining rates of labour force participation, indicating
more and more “discouraged workers”, especially among women.
Thailand is the only country where, after an initial post-crisis in-
crease, unemployment rates are down to the relatively low pre-
crisis levels. And it has already been noted that Thailand has been
something of an exception in avoiding the most extreme deflation-
ary policies, and has therefore experienced higher investment
rates and output growth recovery than the other countries.

Most crucially of all, one important fallout of the financial crisis
has been that the project of the developmental state, which was
such an essential feature of economic progress in the region in the
past, has effectively been abandoned. So financial crises do more
than simply create sharp and painful economic shocks for the resi-
dents of the country - they also alter longer-term economic trajec-
tories in unfortunate ways.

NOTE

1 The rates of growth described in Charts 1a and 1b, in US dollar terms, would slightly
overestimate the real rate of export expansion in this most recent period because
this is also the period when the US dollar’s value has been falling in international
currency markets.
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