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he emeging maket economies va experienced

a gea deal of fnancial wlatility and macobece
nomic instaility in the 1990s. Br mary of them,es
pecialy in Asia kut to some xtent also in L&n
America, the frst pat of the decade as haracteized
by consideable optimism and boyant gowth. Duiing
a peiod when gowth was la&luster in mag indus
trial counties and yields on irestmentselatively low,
increasingy integrated inancial makets helped lcant
nel financial esouces fom Jpan and Ewpe in par
ticular, toward greener past@s in emeaging makets.
The subsequentinfancial cises, beginning with
Mexico in 1994-95the Asian cisis of 1997-98and
the cises in RussiaBrazil, and segeral other Lain
American counties in 1998-99 led t@versals of ca-
ital flows, portfolio and banking lbws in paticular,
away from emeging makets tavard the nev most ¢-
namic econom in the world, the United Stees.

Looking aheagdthe global economic @ironment in
which the emaging maket economies will beecor-
ering from their ecent ecessions is lédy to undego
substantial kanges. Mud will depend on the timing
and etent of the gclical slovdown likely to occur in
the United Stees, and on the lility of Japan and
Europe to sustain singer gowth of domestic demand
and theeby suppot global actvity. During the adjust
ment pocess,the emeging maket economies will
have a substantial impact on éamther as ide among
them contimes to &pand and also on theverall per
formance of the warld econony. If they again become
the ecipients of substantial p#al inflows, it is essen
tial tha the lessons éim ealier excesses and the-r
cent fnancial turlulence beeflected in stonger polr
cies and institutionsand especiall stonger financial
systems.

While the vorst of the emaging maket ciisis seems
to be wer, risks of setbaks cannot be>eluded gven
the vulneability of systemicaly important counties
and the still widesgrad needdr stuctural reform. In
east Asia, confidence is being abuilt and output
growth has esumedwith relaively strong fundamen
tals,especialy high piivate sector sang rates,provid-
ing suppot for what could well tum out to be elaively
vigorous ecovelies. Favorable macoeconomic deel-
opmentshowever, could wealen the impetus to push
ahead with strctural reforms,which ae needed to sus
tain reasonhly strong gowth over the medium ten.
In Brazil, the recession assod&d with the dses has
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been less sere than éaed but considesble uncer
tainties emain &out contgion in Lain America and
about the speed and shigth of the @covery in the e
gion. Some couniges in the egion have contiued to
shawv consideable vulnesbility, pattly reflecting long-
standing iiscal and gtemal imbalances thdase been
exacerbéed duing the cises.Among the tansition
counties,even the moe ad/anced eformers in cental
and easter Eulope hae been décted ly the ecent
crises,the Russian tunoil in paticular, but they have
shavn some esilience The vulnesabilities of the slav
reformers have, by contiast,been operyl exposed un-
derscoing the gowing divergences in economic per
formance among theansition counies.

This chapter focuses on the courgs tha were &
the center of theecent cises in emaging makets—
the easiAsian counties, Russia,and Bazil—as vell
as the counies which have been most &dcted ly
spillover efects fom the cises, those in L&n
America and among theansition economies in par
ticular. While this dgpter also delgs into the xpeli-
ence of some counds which have weahered the e-
cent cises epasonhly well—including the integesting
case of Soutifrica (Bax 2.1)—other emeging mar
ket economies thehare also sutred from spillover
effects ae not ceered bgond a bief discussion of
significant domestic ifiancial maket developments
since the sping.

Impr oving Financial Conditions

Reflecting the impoved economic outlook ancr
covely in investor conflence domestic ihancial mar
kets and asset ipes in mag emeging maket
economies contined their ebound though mid-dily.
In a rumber of countes, interest ates kIl near or
belov preciisis levels (Rgure 2.1).The curencies of
IndonesiaKorea, Thailand and the main cerdl and
easten Eulopean countes stengthenegwhile, with a
few exceptions,exchang rates in other couns, in-
cluding Brazil and Russiastabilized Emeging equity
maikets, in eastAsia and Russia in pécular, ex-
tended theally seen in the ebr months of the gar
outpacing the gins in the dstest ising industial
county equity makets. The ebound in domesticif
nancial makets and asset ipes was, however, not
pamalleled ty a compaagble narowing of yield speads
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in intemétional credit makets,which even tended to
widen aain in ealy July for countres sut as Bazil
andArgentina. Since the mdtle of dily, sentiment has
turned mided in the major emging financial makets
on concens @out higher US. interest ates and coun
try-specifc developments.A number of curencies
have come underenaved doavnward pressue, and eq
uity makets hae gven up some of their grious
gains.

With retuming confdence and ddioes in infation
creding room to ease monetapolicy without putting
pressue on &chang rates,cental banks in a mmber
of emeging maket economies k& cutpolicy interest
ratesfurther in ecent months. l1Asia, official interest
rates hae been bwught devn signiicantly since the
beginning of April in Indonesia, Malaysia, the
PhilippinesandThailand In Korea,on the other hand
the cental bank in edy May announced thats key
policy interest ete, which by then had been bught
down to 44 percent,would be put on holdn spite of
strong upvard pressue on the wn. China in edy
June cut dposit and lendingates,in some cases to
belov compaable U.S. rates,in an efort to stinulate
economic gowth. A trend tavard lower oficial inter
est etes was also obsged in theWesten Hemisphes
where, as infation feas easedthe Cental Bank of
Brazil has gadualy lowered the berttmak SELIC
rate from 45 pecent in edly March to 194 percent ly
the end of dly, the lowvest level since Sptember 1998.
In Chile, a cunulative reduction of 200 basis points in
the cental banks real ovemight reference ate duing
the second quter was motvated by the county’s
deeening ecession. In SoutAfrica, the epurchase
rate of the Resee Bank vas bought dovn to apund
13.1 pecent ly the midlle of S@ptember some 875
basis points belw its October 1998 peakmong the
counties in tansition, the Cental Bank of Russia
lowered its efinancing ete in line to 55 pearent flom
60 pecent,the frst sud reduction sinceuly 1998,
while dedines in infation gave the Cech RepuHic
and Hunguy room to laver benbbmak official inter-
est ates in succes# stps by 150 and 125 basis
points,respectiely, since the end of Mah.

In foreign exchange makets the Indonesianupiah
and the Krean von were subject to signifant up
ward pressue duing the second quisr of 1999.The
rupiah gpreciaed by more than 30 peent ajainst the
U.S. dollar, reflecting piogress with polig implemen
tation, the impoved economic outlookand educed
political uncetainty (Fgure 2.2).The gprecigion of
the won, however, was nuch mote limited as the au
thorities took stps to &@sorb the prssue, including
through oficial intervention and meases to aise br-
eign chang holdings in the banking sectdoth
curencies came under woward pressue in
July—August,in paticular the vpiah,which depreck
ated by more than 10 peent in this paod, mainly as
a result of setbdcs in banking sectoreform. The &-
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Figure2.1. Selected Emerging Market Economies:

Short-Term Interest Rates
(Percent)

Interest rates in most emerging market countries have come down
significantly since the Brazilian crisis.
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Sources. Bloomberg Financial Markets, LP; and IMF, International
Financial Statistics. Three-month interbank rate or, if unavailable, com-
parable market-determined short-term rate.

1The Indonesian short-term rate in the first half of September 1998
averaged 70.6 percent.

2The mid-rate in the overnight call money market.

3Three-month interbank transactions were suspended on August 17,
1998, when interest rates reached 127.6 percent, and they resumed on
February 26, 1999 with an interest rate of 55.1 percent.
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Figure2.2. Selected Emerging Market Economies:

Bilateral U.S. Dollar Exchange Rates
(U.S dollars per currency unit; January 5, 1996 = 100)

Exchange rates in Indonesia and, to alesser extent, Korea have
appreciated since the middle of 1998. The Brazilian currency
recovered in March-April but has gradually depreciated since then.

110_' Malaysia . Hong Kong SAR! -.110

o 100

- Sngapore - 0

z _ 80

Taiwan . 0

- Province - 60

- of China 50

- - 40

- .. 30

- - 20

I I I I 510

1996 97 98 Sep. 10,
99

110- China Argentinal 110

100 ¢ L = -100

90- India \ - 90

80 } ) Mexico h 80

70 - South Africa - - - 70

60 . "\1” | . Chile . 60

50 - Pakdstan S Brazl | v 50

40| ! ! ! N L ! ! ! ) 40

1996 97 98 Sep. 10, 1996 97 98 Sep. 10,

99 99
110 - czech Republic -
AA 4
100 Poland .
90 '.
80 - vé“‘,w %
70- i -
60- yd 3
50 - Hungary _
40- :
30- Russia -
20 - <
L 1 1 1 ]
10 1996 97 98 Sep. 10,

99

Sources: Bloomberg Financial Markets, LP; and WEFA, Inc.
1Pegged to U.S. dollar.
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chang rates of the other tlee brmer cisis counties
in eastAsia were bioadly uncangd duing the see
ond quater, and in the cases of the Philippine peso
and Thai baht,deprecided modeately thereafter In
Latin America, the Biazilian eal stengthened in the
second half oApril and ealy May, and then kvadly
stabilized in the 1.75-1.86aisper US. dollar angg,
roughly 20 pecent gprecided from its Mach nadir
The Meican peso also dtdized in the second half of
June after wealening in lde May and edry June as in
terest mtes pse in the United Stas.The curencies of
Colombia and Ecuador came under sigaifit pes
sure in the same pied, reflecting economic and-f
nancial sector difculties. In lde ling the Colombian
authoities devalued the pesaogainst the US. dollar by
9 pecent in tems of the cenal paity of its trading
band and widened theatting band fom 14 to 20 per
cent. Ldin American curencies gnenlly came under
reneved dovnward pressue in mid-dly, in pat be
cause of ina@ased concas &outArgentina. Both the
Brazilian real and the Colombian pesacéd futher
downward pressue in August,but the eal ecovered
to aound 1.85-1.90 per.8. dollar in the ifrst half of
September Elsevher in Lain America, in eaty
September Chile suspended thading bands aund
the peso.effectively introducing a fee-loating ex-
chang rate system. In the Eape and Midlle Easte-
gion, in recent monthshe Turkish lira has contined
to depreciae in nominal tems boadl in line with in
flation. The Czd koruna and Blish zloty stength
ened signitantly against the ewr and som&ha more
modegetely in effective tems duing the second quar
ter and though mid-aly, recorering from the losses
incurred ealier in the year The zloty bgan to dere-
ciate again in the second half ofuly, falling temt
poraiily belaw its cental paity in eaty September as
Polands gowth and curent account outlook toed
less avorable. The Russianuble stailized a around
24.5 per US. dollar in the midle of May, in pat re-
flecting the dffects of breign exchange restictions,in-
cluding a dual gchang rate systema ban on the use
of ruble balances indreign bankscomrespondent ac
counts or purchasing breign cureng/—both elimi
nated a the end of Une—and an>gort receipt sur
render equitment.The uble wealened gain in ealy
September dllowing the centl banks announcement
it would let the cuieng/ depreciae bioadly in line
with inflation.

By the midile of S@temberemepning equity mar
kets had on serage stengthened Y more than 30
percent in US. dollar tems since the lggnning of the
year! Equity makets in easf\sia,and also in Russia,
have perbrmed paticulady strongly (Figure 2.3).
Among the brmer cisis counties in easAsia, stok

1Stodk maliket piices in US. dollar tems ae measued by the cor
responding compositeregional, and county IFC Investdle
Indices.
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market pices in US dollar tems iose in the gar
through mid-Sptember lp amund 90 pearent in

Korea and P around 45 pearent in Indonesia. Chinese

stoks staed a shay rally in Jung following the e
ductions in dficial interest mtes and also in paas a
result of gvemment meas@s to stinulate equity in
vestmentand thg recoded a 60 pe&ent @in in the
year though mid-Sptember Emeging equity mafs
kets in theWesten Hemispheg contirued their ifr st-
quater recovery until the bginning of duly, on aver-
age cpining aound 15 perent in US. dollar tems
during the second quear. Equity pices in Ldin
America wealened gain in ealy July, as irvestor
sentiment tward the egion tumed moe neative.
Mexico was elaively little affected and thee, equity
prices ty the midlle of S@tember had stngthened
by more than 30 peent in US. dollar tems from the
beginning of the yar outperbrming other emajing
markets in theWesten Hemisphee. Among other
emepging maket economiesequity pices in the
Czedh Repubdic, Hungary, and the Sleak Repulic
rebounded fom lows registered in Februaly—March
amid eneaved foreign investor inteest,but contirued
to lag other emaging equity makets in the egion.
These intude in paticular, the Turkish maket,
which stengthened on impved pospectsdr macp-
economic sthilization, and also the #lish maket,
which experienced a sustained irease in geces fom
eaty March through mid-aily, and the Soutifrican
martket, which was vitually unscaéhed ly the
Brazilian cisis last druary and where piices ose ly
around 20 perent in the gar though mid-Sptember
The Russian stécexchang staed a shay rally from
Februaty through duly, suppoted ly higher oil pices,
abundant liquidity in the banking sect@and an b-
sence of alteraive investment oppaunities in de
mestic ixed income maets. Bllowing a corection
owing to inceased political andrfancial uncemain-
ties, the Russian mé&et in mid-S@tember vas still
up by around 110 perent in US. dollar tems from
the baginning of the yar

The ecovery in domestic ihancial makets and »-
change rates in the emging maket economies in the
first half of 1999 has owlpaitly extended tocondk
tions in intenational cgpital maikets including the
terms of pivate maket access 6éred to borowers
and the wvlume of pivate caital flows to ecipient
counties. These conditionseflect a combingon of
economic andimancial fictoss in both the ecipient
and cpital exporting counties? In the frst half of
1999,these &ctos were conducte to someeacovety

2For an woerview of these &ctos, see Mihael Mussa and
Anthory Richamds,“Capital Flows in the 1990s Befe andAfter the
Asian Cisis; paper pesented @athe World Bank/Intenaional
Monetay Fund/World Trade Oganizdaion Conkrence on Cepital
Flows, Financial Cises, and PRlicies, April 15-6, 1999
(WashingtonWorld Bank).

39

Figure 2.3. Emerging Market Economies:
Equity Prices

(U.S dollar terms; logarithmic scale; January 1996 = 100)
Equity prices in emerging market economies have strengthened

considerably since the beginning of 1999. The gainsin Asia have been
particularly strong.
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Financial makets in SouthAfrica were first afected ly

the lecent emaing maket ciises in October 199%hen

theAsia ciisis eupted in full brce Domestic long-ten

bond vyields ose ly 105 basis pointsshae piices de

clined by about 14 perent, and the and dereciged

against the US. dollar ky 3 pecent (seeifure). The lim-

ited extent of the impactin spite of SoutlAfrica’s rela

tively open caital accountis atributable patly to favor-

able initial conditions—including a foating exchange

rate tha was not seously misaligned (theand had de
preciged in eal efective tems by about 12 pecent in
the year though October 1997 modest cuent account
deficit (1.5 pecent of GDP in 1997) sound and ®ll-

regulated banking systenand an onging process ofis-

cal consolidion—and paily to anappropriate policy re-

sponse dung the cisis, which involved allaving the
rand to dperecige and madet inteest etes to ise in e

sponse to tighter liquidity conditions.

In eaty May 1998, investor conflence vealened
again, with a nav bout of contgion, despite &orable
initial conditions.The impact on SoutAfrica was moe
severe than in the mvious eisode reflecting in pat the
strength of the contiion, but also the polig response
Initially, the authaities intevened hedly in the breign
exchang maket, leading to aise of nedy US$10 bit
lion in the net éreign exchange liabilities of the South
African Resare Bank,also knevn as its net operof-
ward position (NOFP}.This was combined with an un
even monetar policy responserelaed in pat to tedni-
cal difficulties with the ne repurchase system of
influencing domestic liquidity conditionsyhich led to
large swings in the epo rate. Together these actions nya
have contibuted to unceainty ébout exchang rate pot
icy and afected ivestor sentiment. Subsequenthe au
thorities raised integst etes substantialland maintained
tight policy until dear signs emeed tha the pessues
had subsidedBetween end-Mg and end-Aigust,when
the impact on SoutAfrican inancial makets eahed a
peak,at the time of the Russianisis, the and dereck
ated by 25 pecent gainst the US. dollar, interest ates
rose ly about 670 basis pointand shag pices detined
by close to 50 paent in US. dollar tems.

Since Sptember 1998inancial maket conditions hee
improved considably. Neither the dsis in Brazil nor the
SouthAfrican pesidential elections had a sigo#nt im

1 The NOFP is défied as netdrward foreign exchang lia
bilities less net interional spot eseves.

Box 2.1. The Ememing Market Crises and SouthAfr ica

South Africa: Impact of Emerging Market Crises,
September 1997—-July 19991
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IThe vertical lines refer to the three stages of the
emerging market crises.

of flows, but their wlume ne&ertheless emained
lower than bedre theAsian cisis and the tens of -
nancing lessavorable. Subsequeny) the goss fows
slowved anev in the dily—August peiod. In emeging
maikets, mary borowers, sovereigns in patcular,
have reduced theirx@emal financing needs since the
crises eupted Other borowers have lost access to4n
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temaional makets altgether; these irade the
Russian and Ulainian seereigns and pvate compa
nies undegoing restuctuting in the brmer cisis
counties of easAsia.Also, the @andonment of cur
reng/ pegs in Biazil and seeral eastAsian counties
appeas to hae led to a mar realistic peception of
cureng risk. In mdure makets,investos’ attention
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pact on inancial makets.A strong fscal perbrmance
in 1998/99 and a pdent ludget for 1999/2000¢despite
pressues in agtance of the electionbave helped con
solidae poligy credibility. Caital inflows hae re-
sumed with net puchases of bonds and equitieg b
nonesidents amounting to US$3.5 billion ohg the
first half of 1999 compad with a sale of US$0.5 bil
lion duing the second half of 1998wo successful
global bond issuesylthe SouttAfrican Gawemment &
an aerage spead of dout 370 basis pointsbave
bentcimak pgper, a tunamound in the cuent account
balanceand pivatization receipts fom the paial sell-
off of SouthAfricanAirways hare helped sengthen the
extemal positionThis resulted in a déine in the NOFP
to US$17.5 billion i end-dily 1999. Oficial interest
rates ecenty have been belw their pe-1998 cisis lev-
els, while the and has #@ded in the R6-6.3 per.8
dollar mnge duing the last 12 months.

Apat from the emajing maket cises, South
African inancial makets hae also been agrsely af-
fected since 199%ithe detine in the pice of gld—
the county’s main &port commodity—and its lge
net oficial foreign exchange liability position. Never-
theless,during the peiod, interest ete increases and
the derecigion of the cureng/ were smaller than in
mary other emaging maket countres, and the e
quired adjustment in the aent account &s also con
sidembly less.These elaively muted efects patty re-
flect the &vorable initial conditions and Iéxible
exchang rte polig/: the gedest pessues gpear to
have been xpeilienced dung the bref episode of
heavry intervention ty the authdties in the breign e-
chang makets, which heightened unceinty aout
its exchange rate polig/. The impact on economic -ac
tivity has also been mted Real GDPwhich grew by
1 pecent in the gar though mid-1998¢edined in the
second half of 1998ybabout 1 pecent. Output ppeas
to have tuned up in edy 1999,and ly the burth quar
ter it is pojected to be 2 percent higher than aear
eatier, but its gowth in 1999 as a hole is pojected
at only ¥ of 1 pecent. In spite of the limited impact of
the cises,SouthAfrican economic adtity has thee-
fore genenlly remained weak,and a einvigoration of
structural reforms, notebly in reletion to the I#or mar
ket, privatization, and tade is essential to boost the|
trend gowth rate of the economnto levels tha can
make a dent in the unemplment poblem, increase
incentives to see and inest,and educe the countrs
vulnembility to adverse extemal developments.

to risk gppeas to hae increased signi€antly in the
wake of the cises,as eflected in an in@asing dif
ferentigdion among instiments and boowers3 In

3See Inteational Caital Markets: Developments,Prospects,

and Key Policy Issues Chater 1l (Washington: Intemational
Monetay Fund 1999).
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addition, in recent monthshigher long-tem interest
rates in the United Stas hae helped to makmaure
capital makets elaively more atractive.

Reflecting these dctoss, the tems and conditions
of primary maket accessdr emeging maket bor
rowers in the frst eight months of 199%yhile im-
proved compagd with lde 1998 contirued to be gn
erally less &vorable than pior to the Russian wis.
This was the caseof Latin America borowers in par
ticular, with intemational bond médgets bginning to
shav sduration for regional issues inacent months.
However, with increased dfferentigion by investos
accoding to cedit quality Hungary, Mexico,
Urugug, and the Philippines &re &le in the frst
half of 1999 to issue sereign bonds aterms com
parble with those issued aegr edier. Chile and
SouthAfrica were also successful irgaining access
to intemational financial makets a relaively favor-
able teims, as eidenced ly bond issuestasspreads of
about 180 and 370 basis pointgspectiely, in the
second quder.

In secondar maikets, yield speads hee come
down since the bgnning of the war but they remain
above levels in ealy 1998, between the peaks of the
Asian and Russian ises.Average speads (as com
monly measued by the JP Mogan EMBI + ind&) fell
from moe than 1500 basis points in midriary,
1999 to the 1050-1250 basis poinang in
June—August, well above the 450-600 basis point
range obseved in the ifrst half of 1998As a futher in
dicaion of investor diferentidion, however, spreads
for some insttments—sule as swereign bonds issued
by Korea, Mexico, and Thailand—hae narowed to
belovn ealty-1998 levels, while speads ér South
American counties emained elaively high in the
first half of 1999 and tended to iease gain in
July—August,reflecting higher US. interest etes,in-
creased political unctinties,and fscal poliy con
cems (Fgure 2.4).At the same timethe arerage dif-
ferential betveen secondgr and pmary maiket
yields iemains wideat around 600 basis pointsug
gesting th& some potential boowers hare been dc
ing availability constmints & prevailing primary mar
ket inteest @tes. This is the caseof pivate and
unrated borowers in paticular.

Associded with the lessaliorable pricing condt
tions, gross pivate fnancing fows (not induding
foreign diect investment (FDI) or interbankdws)
to emeging maket economies emained subdued
in the first eight months of 199% around $157 bi
lion a an anmal rate, $40 billion higher than the
low reated in the second half of 1998ut still
only somevha more than half the kel recoded
in 1997 (®ble 2.1). Recweries in fnancing fows
in the frst eight months of 1999 ere obseved in
three out of thedur major egions,Asia in paticular,
but not in the Euwpean em@ing makets, owing
in patt to Russias loss of access in theake of the
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Figure 2.4. Selected Emerging Market Countries:
Eurobond Yield Spreads and Brady Bond Spreads

Yield spreads have come down since the Brazilian crisis. In east Asia
they have generally fallen below levels preceding the Russian crisis,
while in Latin Americathey remain considerably higher.
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1Spreads are calculated relative to a U.S. treasury bond of compa-
rable maturity.

2Stripped yields are adjusted to exclude both the value of collateral
held as security against repayment of the bond and the value of coupon
payments. Spreads are caculated relative to a U.S. treasury bond of
comparable maturity.
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August 1998 gsis. Following an uptun in the frst
half of 1999, flows toWesten Hemisphez counties
fell badk significantly in July—August as conditions
facing these courns deteiorated The composition
of flows also bangd noticelly between the second
half of 1998 and theirst eight months of 1999.
Issuance of bonds ineased 1 80 pecent to eah
$87 billion & an anmwal rate, or aound 55 perent of
the total, while syndicded loan commitments cen
tracted ly 20 pecent to $47 billion or less than one
third of total fows, acceleating a decade long dixe
in the shae of syndicéed loans in emgmng maket
financing

In line with the golution of goss fows in the irst
eight months of theaar the \olume ofnet piivate cap-
ital flowsto emeging maket economies is pjected to
remain sthle & some $65-70 billion in 199%ss than
one-thid of the decads’high of $214 billionecoded
in 1996 (Bble 2.2).A more substantialacovery is pro-
jected br next year as gpwth is expected to accelate
in mary emeging maket economiesbut to wealen
somevha in the industial countres. The pojections
shav consideable vanation acoss the major compo
nents and emging maket regions (see B 2.2). Net
direct investment is xpected to be soméa belov
1997-98 lgels in both 1999 and 200&flecting laver
projected fows to Biazil and Chinawhile net potfo-
lio investment is mjected to ddine further this wear
but then to ebound in 2000. Other net\estment
flows ae piojected to tun less ngative both this gar
and net, as epayments to commeial banks a& e-
pected to sha. On a egional basisnet infows into the
Westen Hemispheg ae pojected to &ll in 1999 as a
whole hut to rebound in 2000The emeging maket
economies oAsia, on the other handire expected to
see net outbws slav in 1999 and outbws broadly
balance inbws in 2000,with only the ormer cisis
counties contining to e&pelience net outbws net
year These ifve counties ae also pojected to ad fur-
ther to their intanaional reseves both this gar and
next.

In pat reflecting the still educed waailability of
private financing the combinedcurrent account
deicit of the emaging maiket economiess projected
to fall to a decade 1@ of amund $25 billion in 1999
from $42 billion in 1998 before inceasing as f-
nancing constints easeto aiound $45 billion in
2000, still well below the levels of 1995 to 1997The
projected golution of the combined ctent account
position of the emeging maket economieseflects
the signifcant narowing of supluses inAsia in both
1999 and 2000,which this year—hut not n&t—is

4In view of the tension in the global gent account mjections,
which shav a widening in the rgative discepang tha is unlikely
to maerialize, the actual synluses of the eagtsian counties ma
turn out to be signi€antly larger, and the dis@pangy accodingly
smaller than those mjected in the baseline sceimar
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Table 2.1. Gross Pivate Financing to Emerging Mar ket Economies
(Billions of US dollars)

1998 1999

1996 1997 1998 Q1 Q2 Q3 Q4 Q1 Q2 July  Aug.
Total 218.4 286.1 1485 395 50.9 305 27.2 32.6 49.7 14.6 6.7
Asia 118.5 127.5 34.1 7.1 14.1 55 7.5 11.9 15.3 7.1 3.9
Europe 21.3 375 36.1 7.5 12.7 9.9 6.1 3.1 7.8 4.8 4.8
Middle East and\frica 15.5 30.8 13.7 3.3 2.4 4.9 3.2 4.4 6.8 -0.7 -3.5
Westen Hemisphes 63.1 90.3 64.6 21.7 21.8 10.2 10.5 13.2 19.8 3.4 1.6
Bond issues 101.9 128.1 7.7 25.3 28.0 14.1 10.3 21.8 255 6.1 3.4
Asia 43.1 45.5 11.5 2.7 6.7 0.3 1.8 7.0 6.3 2.4 1.7
Westen Hemisphes 47.2 54.4 38.3 14.8 13.3 51 5.2 10.8 13.1 3.2 1.1
Other egions 11.6 28.2 27.9 7.8 8.1 8.7 3.3 4.1 7.1 0.6 0.6
Other fixed income 9.4 10.0 0.5 0.1 0.4 — — — — — —
Asia 9.4 9.8 0.5 0.1 0.4 — — — — — —
Westen Hemisphez — — — — — — — — — — —
Other egions — 0.2 — — — — — — — — —
Loan commitments 90.7 123.2 60.4 11.0 18.7 16.2 14.2 8.4 17.6 3.4 2.2
Asia 56.2 58.9 17.7 2.5 5.0 5.2 4.9 3.5 51 2.3 1.1
Westen Hemisphes 12.3 30.9 26.1 6.9 8.5 5.0 5.3 2.2 6.7 0.1 0.4
Other egions 22.2 33.4 16.6 1.5 5.2 6.0 4.0 2.7 5.8 0.9 0.6
Equity issues 16.4 24.8 9.9 3.1 3.7 0.2 2.8 2.4 6.6 51 1.2
Asia 9.8 13.2 4.4 1.7 1.9 — 0.7 1.4 5.6 2.4 1.0
Westen Hemisphez 3.7 51 0.2 — 0.1 0.1 — 0.2 — 0.1 0.2
Other egions 3.0 6.5 5.3 1.4 1.7 0.2 2.0 0.8 0.9 2.6 0.1

Soure: Capital Daa Loanvare and Bondare.

offset in pat by reductions in the dgfits of the
emeging maket economies of th&/esten Hemt
sphee and the Midle East and Eope and of the
counties in tansition.The curent account position
of theAfrican counties is pojected to be lwadly un
changed

The narowing of supluses imMAsia is accountedof
mainly by Korea,whose suplus is pojected to &ll by
around $16 billion to $24 billion in 199@wing to the
recovery of domestic demand and thppgecidion of
the won from its lawvs, and Chinawhose $33 billion
sumplus in 1998 is mjected to naow to aound $13
billion in 1999, owing to a wealening of &port per
formance The pojected impovement in the eerall
curent account position of the ergerg maket
economies of thé/esten Hemisphez in 1999though
quite widespead is largely due to eductions in the
cumrent account défits of Brazil and Me&ico, mainly
reflecting in the érmer case the geeciaion of the
real and the compssion of domestic demarahd in
the later case higher oil pres and contimed stong
U.S. impott demand

Patterns of Recwery in Asia
and Latin America

While economic actity in most of the emeing
maiket economies &cted ly the ecent cises has
begun to tun awound the pdtems of ecovery have
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been quite dierse Output bottomed out in the east
Asian cisis counties and also in Siragore in the sec
ond half of 1998. &urquater gowth rates tuned
positive in the irst quater of 1999 in Krea,where the
rebound has been ganulary strong, and also in the
Philippines,Singapore, and Thailand (Fgure 2.5). In
Hong Kong SAR,output bottomed out in dgr1999
and on a yearon-year basisreal GDP gowth tumed
positive in the second quar China andTaiwan
Province of China bothx@elienced modete deceler
ations of actity in 1998 and contimed to egister
positve gowth through eadly 1999.

In Latin America, in spite of the con@ion from the
Asian cisis, growth did not bgin to wealen sig
nificantly in most cases until mid-1998ut maked
contractions bllowed in seeral counties. This was
the case i\rgentina,where the dekine in real GDP
continued though the second quar of 1999 and
where industial production inApril-May was 104
percent laver than a gar edlier. In Brazil, real GDP
bottomed out in the last quar of 1998 and output
began to ecover in the frst half of 1999—a mch bet
ter outcome thanxpected in the aftemah of the
Jaruaty crisis. In Chile the index of economic act-
ity in the frst five months of 1999 as 3.1 parent
lower than a gar edier. In Venezuelaputput is &-
pected to congct fuither in 1999 despite thecent
uptick in oil prices. Ecuador has contied to sufer
financial instaility in the wake of its fnancial cisis
in Februaly, and Colombia delued its cureng in
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Table 2.2. Emeging Mar ket Economies:Net Capital Flowst

(Billions of US dollars)

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Total
Net pivate caital flows? 1181 1206 176.3 143.4 192.9 213.8 148.8 66.2 68.3 1185
Net direct investment 31.5 35.3 57.9 84.7 93.0 113.5 142.6 132.4 1185 128.4
Net potifolio investment 24.7 55.6 98.7 104.9 38.3 74.0 66.7 27.1 21.6 40.2
Other net imestment 62.0 29.7 19.6 -46.3 61.7 26.4 -60.5 -93.3 -71.8 -50.1
Net oficial flows 36.0 23.1 19.1 8.6 28.8 -17.9 24.4 43.6 9.4 2.4
Chang in eseves -51.2 -58.8 -70.3 -64.0 -118.0 -108.7 -74.2 -49.9 -51.1 -76.1
Memorandum
Current accourtt -85.1 -75.4 -115.7 -73.3 -85.8 -92.1 -77.2 —-42.0 247 -45.2
Africa
Net piivate caital flows? 6.1 3.4 9.7 35 2.6 9.2 19.4 13.2 11.7 18.3
Net direct investment 2.1 0.6 1.9 2.3 21 4.7 7.4 4.8 8.4 8.7
Net potfolio investment -2.0 1.3 -1.6 2.3 6.6 3.1 4.1 6.6 2.4 4.7
Other net imestment 6.1 1.6 9.4 -1.2 -6.1 1.4 7.9 1.7 0.9 4.8
Net official flows 9.1 12.1 8.3 13.5 11.7 0.2 4.7 2.2 4.8 -3.5
Chang in reseves -3.0 0.3 -2.2 -5.6 -0.7 -10.1 -14.2 -2.5 -1.4 -8.2
Memorandum
Current accourft -74 -103 -11.6 -11.9 -16.1 -6.2 -7.1 -18.8 -18.8 -15.2
Asiad
Crisis countries®
Net piivate caital flows? 24.8 29.0 31.8 36.1 60.6 62.9 -22.1 -29.6 -18.1 -8.2
Net direct investment 6.2 7.3 7.6 8.8 7.5 8.4 10.3 9.7 9.4 8.4
Net potfolio investment 3.2 6.4 17.2 9.9 17.4 20.3 12.9 -7.3 4.5 5.6
Other net imestment 15.4 15.3 7.0 17.4 35.7 34.2 -45.3 -32.0 -320 -22.2
Net oficial flows 4.4 2.0 0.6 0.3 0.7 -4.6 30.4 20.2 -4.5 -0.6
Chang in eseves -8.3 -18.1 -20.6 -6.1 -18.3 -5.4 30.5 -52.1 -39.9 -299
Memorandum
Current accourtt -25.2 -16.1 -135 -23.2 -40.5 -53.4 -24.3 68.8 49.3 29.4
Other Asian emeging markets
Net piivate caital flows? 7.4 -9.4 24.6 27.7 30.2 39.3 25.4 -14.7 -11.5 4.9
Net direct investment 8.3 8.4 26.3 38.8 41.1 45.8 50.9 46.9 32.2 34.7
Net potfolio investment -2.0 2.6 4.5 1.1 -6.1 -8.3 -11.8 -12.3 -12.8 -8.5
Other net imestment 1.2 -20.4 -6.2 -12.2 4.7 1.8 -13.8 -49.2 -30.8 -21.3
Net oficial flows 6.5 8.3 7.9 10.2 6.0 4.1 -0.4 7.3 4.1 2.9
Chang in eseves -31.5 -7.8 =179 -48.3 -26.9 -43.6 -46.5 -17.6 -2.3 -17.4
Memorandum
Current accourtt 23.7 14.0 -8.2 16.8 16.2 17.8 43.9 43.2 26.2 26.4

late ine in esponse to sing chang rate pres
sures. In contast with most of Lén America, Mexico
has weahered the intemational financial tumoil well
over the past te yeass, and output contined to
expand in theifst half of 1999albeit @ a deceleat-
ing pace

The dvergences in yclical patems betveen and
within the two regions stem not ogl from the dif
ferences in the timing of theiinfancial crses and
in contagion, but also fom a umber of otherdctoss
relaing to the economichamacteistics of the coun
tries concemed A first set of &ctols petains to
differences infinancial and tade linkages and &-
temal competitteness. IMAsia, a relatively high de
gree of openness tareign tade and lose inta-re-
gional trade links—impatant contibutors to the
region’s successful rgwth recod—exacerbged the
effects of inancial maket contgion on economic ac
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tivity.5 In 1997-98,the detine in world prices of
these counies’ main port products tgether with
falteing impot demand in the egion’s ciisis-hit
economies hamped &port growth and placed the
burden of curent account adjustment in thegion
mostly on the impar side® By the same tadn, more
recenty, with the geneanl recorery throughoutAsia,
sustained immvements in competitenessthe bot
toming out of vorld commodity pices (kgure 2.6),

5For a discussion of intagtional financial contgion, see Chpter
11l of the May 1999World Economic Outlook

SIntra-regional exports accountedar eéout 50 pecent of east
Asia’s total &ports just pior to the 1997 gsis. In some economies,
sud as Indonesia anthiwan Povince of Chinathe shae of intra-
regional exports in total &ports was signifcantly higher at 58 and
63 pecent, respectiely. SeeWorld Bank, East Asia: Road to
Recaery, Chepter 11 (1998).
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Table 2.2(conduded)

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Mid dle East and Euope’

Net pivate caital flows? 65.7 38.8 29.1 16.1 8.0 6.4 17.0 10.3 17.4 11.1
Net direct investment 1.2 0.9 4.1 6.0 5.4 2.0 2.8 2.6 3.8 9.5
Net potfolio investment 10.8 14.9 8.8 9.0 2.4 1.8 3.7 -8.6 6.5 6.2
Other net imestment 53.7 22.9 16.1 1.1 0.1 2.6 10.4 16.3 7.1 4.7

Net official flows 3.9 -1.2 2.2 -1.5 -1.5 -1.1 -0.8 -1.1 -1.7 -2.0

Chang in reseves -3.9 -9.0 1.0 -1.8 -9.1 -20.9 -19.7 11.5 -6.8 -5.1

Memorandum

Cument accourtt —64.2 -26.7 -31.1 7.2 -5.4 51 3.3 -20.9 -8.9 -9.2

Westem Hemisphere

Net pivate caital flows? 24.1 55.7 61.4 44.1 46.7 79.7 86.1 73.8 47.2 62.7
Net direct investment 11.3 13.9 12.0 23.4 23.1 38.9 51.3 48.1 42.8 43.1
Net potfolio investment 14.7 30.3 61.1 61.8 4.6 37.9 36.2 39.7 12.0 23.6
Other net imestment 2.0 114 -117 -411 18.9 29 -14 140 77 -40

Net official flows 2.7 -1.7 0.7 -3.4 21.1 -14.1 -8.4 4.1 4.8 -0.1

Chang in reseves -17.4 -22.6 -21.3 4.2 -25.5 -28.1 -14.5 12.9 6.7 4.1

Memorandum

Cument accourtt -16.9 -34.5 -45.8 -51.6 -37.0 -38.7 —66.7 -89.1 -56.5 -56.5

Countries in transition

Net pivate caital flows? -9.9 3.1 19.7 15.9 44.8 16.3 23.1 13.2 21.6 29.7
Net direct investment 2.4 4.2 6.0 5.4 13.6 13.7 19.8 20.3 21.9 23.9
Net potfolio investment — 0.1 8.7 20.6 13.3 19.1 215 9.0 9.0 8.6
Other net imestment -12.3 -1.1 5.0 -10.1 17.8 -16.4 -18.3 -16.1 -9.3 -2.8

Net official flows 9.3 3.6 -0.7 -10.5 -9.1 2.4 8.2 10.8 1.9 1.1

Chang in eseves 13.0 -1.6 -9.3 —6.4 -37.6 -0.6 -9.8 2.1 -74 -115

Memorandum

Cument accourtt 4.9 -1.7 -5.4 3.8 -2.9 -16.7 -26.3 -25.1 -16.1 -20.2

INet capital flows compise net diect investmentnet potfolio investmentand other long- and sheterm net irvestment bws, including
official and pivate borowing. Emeging makets indude deeloping countes, counties in tansition,Korea, Singapore, Taiwan Povince of

China,and Iseel. No dé&a for Hong Kong SAR ae available.

2Because of da limitations, “other net ivestment’may include some dfcial flows.

3A minus sign indicees an inaease

4The sum of the cuent account balanceet pivate caital flows, net oficial flows, and the bang in eseves equalswith the opposite

sign,the sum of the gatal account and esrs and omissions.

SIncludes Korea,Singapore, and Taiwan Ppovince of China. No da for Hong Kong SAR ae available.

6indonesiaKorea,Malaysia, the PhilippinesandThailand
“Includes Isael.

and contimiing kluoyant demand &m Noith America,
exports from ChinaKorea,Malaysia, Singapore, and
Taiwan Povince of China heae beun to ecover
Also, several of theAsian economies gend stongly
on the electnics industy and benef from the up
turn in the global electmics sectolAnd daa on wer-
all export orders point to a fuher stengthening of
demand in the second half of theay

In Latin America, by contiast, intra-regional trade
has gneally played a moe limited io0le as a bsiness
cycle transmission méwanism. While the bilderal
trade links betwenArgentina and Bazil ae exten
sive, and mg hae played a ple in economic
spillovers and inancial contgion between the tw
economiesin both counties ports accountdr only
some 8-10 peent of GDPIn the case of Chijavith
copper accountingf 40 pecent of &ports and 9 per
cent of GDPthe key development emaring patly
from the emaying maket ciisis has been the emk
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ness of wrld copper pices? In Mexico, exports ac
count br a higher shar of GDP (&out 27 perent),
but over 80 pecent of the total is &ded within
NAFTA. Pulled ly buoyant demand in the .8. and
Canada,Mexico’s eports hare contirued to gow
through 1998 and ther$t half of 1999.

The second set ofattos thd helps e&plain the
different recovery patems is the stngth ofeconomic
fundamentals tathe onset of the i=is. In most of
Asia, relaively strong fiscal positions allwed
govemments to pwsue countecyclical policies in

Between 1996 and therét quater of 1999,copper pices de
clined by 39 pecent in US. dollar tems; thg are pojected to de
cline further in the second half of 1998yt to gadually recover in
2000. Fr an analsis of the impact of copperipes on the Chilean
econony, see Antonio Spilimbego, “Copper and the Chilean
Econony: 1960-1998, IMF Working Paper 99/57 (Vdshington:
Intemational Monetay Fund April 1999).
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Figure 2.5. Selected Emerging Market Economies. Real GDP

(Percent change from four quarters earlier)

Crisis and recovery patterns have been diverse acrossAsia. In Latin Americathe crisis came later, but it had a significant impact in the main emerging
markets in the region with the exception of Mexico.
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Figure 2.6. Selected Asian and Latin American Economies: Real Effective Exchange Ratest

(June 1997 = 100)

Real effective exchange rates in Asiaremain below precrisis levels.
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Source: IMF staff estimates.

1Defined in terms of relative consumer prices based on 1988-90 trade weights.
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Figure2.7. Selected East Asian and Latin American
Countries: Bank Credit to the Private Sector

and Total External Debt, 1998
(Percent of GDP)

Private sector indebtednessis generally lower in Latin Americathan in
most Asian countries, while differences in external debt positionsin
the most indebted countries in both regions are less marked.

Domestic bank

credit to private sector Total external debt

Chinat
Hong Kong SAR?2
Indonesia
Korea
Malaysia
Philippines
Singapore3
Thailand
Argentina
Brazil
Chile

Mexico
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Sources: IMF, International Financial Statistics, and IMF staff esti-
mates.

1in China, bank credit to private sector includes lending to state
owned enterprises and collectively owned enterprises.

2Total external debt data are not available.

3Externa debt only covers external bank and trade-related non-bank
claims of the Bank of International Settlements (BIS) reporting countries.
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the wake of the cises and to commit lge pubic
funds to ecaitalize banking systems and speed up
financial sector estuctuiing. The stength of ece
nomic fundamentals w~ertheless w@red widely
acoss the egion. In Singpore, a long tadition of
prudent fscal mangement had been accompanisd b
a stong temal position and a &l cepitalized and
regulaed banking system. Indfea,a favorable fiscal
position and a modaie curent account défit on the
eve of the cisis made oom for subsequenidcal &-
pansion and nonitdtionaly financing of banking and
corporate restiuctuling. By contast,in Indonesia and
Thailand combinaions of lage curent account
deficits and pody regulaed banking sectsrcon
tributed both to thergaer seerity of the 1998 dan-
tumns and to ma subdued acoveries elaive to
Korea.While possessing aeil-regulated and cpital-
ized banking systentlong Kong SAR vas paticu-
larly vulnemble to the slavdown in regional trade
and the need tode interest ates high atimes to
defend the pg exacerb&ed the ngative impact fom
trade

In Latin America, there ae bioad diferences in eco
nomic fundamentalsybcompaison withAsia, and the
strength of economic fundamentals hagied moe
widely acioss counies. Well-cgpitalized and signif
canty smaller (than inAsia) banking sectar in
Argentina,Brazil, and Chile combined with lav levels
of private sector indetedness (igure 2.7) helped mit
igate contgion from the 199Asian cisis. But eter-
nal curent account défits in excess of 4 peent of
GDP in all thee counties,together with sizble exter-
nal and pulic sector déet in Argentina and Bazil, and
the later’'s laige fiscal deicit rendeed the egion vul-
nerble to financial pessues. In Chilethe stength of
pubic finances and thefancial systemand benign
private sector det profiles all bode ell for robust e
covery, but in Brazil, large, albeit detining, fiscal im
balances hae kept real inteest etes high and also er
vented the use ofsttal poliy to suppor demand In
Argentina,concens @out the curent account dédit
and elaively high public sector inancing needs in
1999 and 2000 e also estmined the use ofidcal
policy as a counteeyclical instument,while an &-
pansionay monetay policy is mled out ly the cur
rengy boad arangement,and monetar conditions
more bioadly have been kpt tight by the stength of
the dollar

Third, wherever oom for maneuer was povided
by initial fundamentalsmacoeconomic and stic-
tural policieshave had an impaant ole in fosteing
recovery. The le of stuctural policies is discussed
below in the contet of eastAsia,and is in adition il-
lustrated by the ekample ofArgentina (Bx 2.3).With
regard to monetayr policy, the ecovery has tended to
proceed éster in countes tha could laver inteest
rateswithout wealening the rchang rate. In an ef
fort to stdilize the &chang rate and pevent a de
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Box 2.2. Capital Flows to Emeging Mar ket Economies:Composition andVolatility

Net intenational caital flows (pivate and dficial) to
emepging maket economies & inceased shaty in
absolute tems since the 1970s (segure). The inceased
supply of foreign inancing has enlged the esouces
available to these counts for cgital accunulation and
economic gowth. On the other handhe incease in net
capital flows to emeaging maket economies hasmdeed
the recipients moe vulnegble to wlatility in these fows.
The financial cises thahase eupted in emeaging maket
economies inecent yars have gain raised the question
of whether lage exposue to intenaional caital flows,
in paticular shot-temm flows, should be #oided because
of their wlatile naure.

The theoetical distinction beteen shadrterm and
long-tem caital flows is usualf intended to dfierenti
ate betveen fows tha are easy reversible and sensitie
to fluctuaions in epected isk-adjusted interdional
yield differentials—fows tha are sometimesefered to
as speculave or “hot mong/"—and flows thd are not
easily reversible and thaare detemined moe by longer-
term fundamentals. In pctice in balance of paments
stdistics, the distinction beteen sharterm and long-
tern flows—a distinction dawwn for “other net ivest
ments;, which excludes breign diect investment (FDI)
and potfolio flows—is based on the ruaity of the in
strument or assetwolved with shot-temm flows relaing
to instuments with a ntarity of less than one gar!
However, suc a deihition fails to cgture the notional
distinction betveen shdr and long-tem flows: thus
“short-tem” loans ae often olled over repeaedly. And
there is some degte in the liteature eout whether par
folio or shot-tern capital flows ae moe wlatile than
FDI and other long-ten flows.2 Thus although the usual
caegories of cpital flow may give useful inbrmation
about the maurity and type of the undiing assetshey
may be of limited use in distinguishing beten wlatile
and moe stdle flows. To illustrate, the tdle shavs some
summay stdistics measung the mean andolatility of
net caital flows in recent decades. It indiess tha while
FDI has in most cases been the leasdtite caegory of

1Balance of Byments Manal: Fifth Edition (Washington,
DC: IMF, 1993).

2Stijn ClaessensMichael P Dooley, and Andrew Wamer,
“Portfolio Cepital Flows: Hot or Cold?"Wbrld Bank Economic
Review, Vol. 9 (Aruary 1995),pp. 153—174found in most of the
cases thgexamined thashot-term capital flows were not moe
volatile than other aaital flows. For empiical evidence in sup
port of the contention thashot-term flows ae moe \olatile
than long-tem flows seefor example Philip Tumer, “Capital
Flows in the 1980sA Suwvey of Major Trends, BIS Economic
Papers 30 (BasleBank for Intenaional Settlementdylonetay
and Economic Dgatment,April 1991), or Chater 1 ofWorld
Bank,Private Caital Flows to Deeloping Counties: The Road
to Fnancial Intgration (WashingtonWorld Bank,1997).
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1For ASEAN-4 plus Korea, the 1970s do not include 1970.

flow, other fows dassifed as‘long-term” have been just
as \latile as thoselassifed as‘shont-term.” For exam
ple, for deseloping couniies as a Wwole other long-ten
investmentibws have been mae \olatile than shartem
investment bws in the 1990sas measwd by the stan
dad deviation in pecent of GDPthe coeficient of \ari-
ation, and the nmber of sign ksanges.

FDI and potfolio flows accountdr the lager pat of
the incease in net gatal flows to deeloping countes
as a vnole since the 1970@nd to the mainegional
groups. FDI has shen a step increase and it is nothe
single lagest component of long-ter ceital flows in
mary developing counties. The gowing impoitance of
FDI as a sowe of Preign fnancing has been thegult
of a umber of &ctois, sud as maaveconomic and ade
reforms, which havte made manemeging maket coun
tries moe atractive destintions for foreign investment;
privatization; and adances in infrmation tedinolagy,

(contirued on net page)

preciaion-inflation spimal, monetay policy was tight
ened in a nmber ofAsian counties betveen lde
1997 and edy 1998. But once it becaméearer tha

the pass-tlough of edier devalugions onto pices
would be limited tha the isks of futher exchange
rate instdility dissipaed and as dreign exchange re-
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Box 2.2 (conduded)
Emerging Mar ket Economies:Volatility of Net Capital Flows!
Volatility
Coeficient Number of
Mean Standad deviation of varation? sign danges
1980s 1990s 1980s 1990s 1980s 1990s 1980s 1990s
(In percent of GDP) (Rétio)
FDI
Developing counties 0.4 1.5 0.1 0.6 0.3 0.4 0 0
Africa 0.3 0.9 0.2 0.5 0.6 0.5 2 0
ASEAN-4 plus Korea 0.6 1.1 0.3 0.3 0.5 0.2 0 0
Latin America 0.7 15 0.2 0.8 0.3 0.5 0 0
Transition economies 0.0 1.3 0.0 0.8 0.6 2 1
Portfolio
Developing counties 0.2 1.0 0.1 0.6 0.7 0.6 0 0
Africa -0.2 0.1 0.1 0.3 -0.8 2.8 2 8
ASEAN-4 plus Korea 0.3 0.9 0.3 0.9 1.0 0.9 4 2
Latin America 0.1 1.8 0.3 1.0 5.8 0.6 2 0
Transition economies 0.0 1.5 0.0 1.2 S 0.8 0 2
Other net investmeng
Developing countes 1.3 0.5 0.5 1.2 0.4 2.4 0 3
Africa 2.9 25 1.0 1.6 0.3 0.7 0 0
ASEAN-4 plus koreg 2.0 1.0 2.0 3.0 1.0 3.1 2 1
Latin America 1.5 —0.3 1.7 1.0 1.2 3.7 1 4
Transition economies -0.2 —-0.4 0.2 1.4 -1.4 -3.4 S 7
Of which:
Other long-term®
Developing countes 1.2 0.2 0.5 0.8 0.4 3.6 1 4
Africa 2.6 2.3 1.0 1.8 0.4 0.8 0 0
ASEAN-4 plus Korea 1.5 0.0 1.1 1.3 0.7 R 2 5
Latin America 1.5 -0.3 1.1 1.1 0.8 -3.5 1 6
Transition economies -0.5 -0.3 0.3 1.4 -0.5 -5.4 0 2
Short-term
Developing countes 0.2 0.3 0.4 0.6 2.5 2.2 4 1
Africa 0.3 0.2 0.5 2.2 1.7 9.8 3 4
ASEAN-4 plus Korea 0.5 0.9 1.1 8.3 2.4 SE5) 2 1
Latin America 0.0 0.0 1.3 0.6 .. c. 4 1
Transition economies 0.4 -0.2 0.1 0.4 0.3 -2.6 0 7
Total net flow
Developing counties 1.9 3.0 0.4 1.0 0.2 0.3 0 0
Africa 3.0 3.6 1.0 1.0 0.3 0.3 0 0
ASEAN-4 plus Korea 2.9 3.0 2.2 3.2 0.8 1.1 2 1
Latin America 2.2 3.0 1.9 0.9 0.9 0.3 0 0
Transition economies -0.2 2.4 0.3 1.5 -1.3 0.6 1 2
1Caegories of caital flow are in accodance withBalance of Byments Manal: Fifth Edition (Washington,DC: Intemational
Monetay Fund 1993).
2Standad deviation divided by mean.
3ls a esidential ctegory including financing fom oficial and pivate souces. Instuments in this dagory are usualy not taded in
secondar maikets,in contast to instnments tassifed with potfolio investment.
4The ASEAN-4 counties ae IndonesiaMalaysia,the Philippinesand Thailand
SIncludes fnancing fom official and pivate souces.
which have made it easieof foreign investos to acquie abroad Net potfolio flows hare gown considesbly
information aout investment oppaunities aound the since the 1980seflecting in adlition to the &ove fac
world, and which has also dcilitated the contl tha tors, the deelopment of stdc maikets in a mmber of
multinational enteprises can xert over their subsidiaes emeping maket economieshut this has been less im
sewnves kecovered, successie cuts in centd bank tar and eal inteest ates were belav preciisis levels.

get rates bllowed In Korea,by mid-1999 the Cenal Meanwhile, the won stengthened fim its lowvs, re-
Bank’s call ete had been leered to aound 5 pecent flecting the ising curent account sptusesrestoed
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portant than the inease in FDI. Other shistrerm
flows to deeloping counties as a Wwole hae also in
creased in this pard, but this incease is lajely ac
counted 6r by the easfAsian cisis economies—the
ASEAN-4 plus Korea. In most otheregions, other
shot-term flows have dedined since the 1970s.

The dang in the composition of net pigal flows
to developing counties gppeas to hae had no signif
icant, systeméc effect on the wolatility of total net
flows: in some goups of countes (theASEAN-4
plus Korea, and the countes in tansition), the in
creases in the shes of FDI and pdfolio flows hae
coincided with inceases in theolatility of total net
flows, whereas in other igpups of counies (notély,
Latin America) they have coincided with ma stdle
net foreign inancing3 FDI flows ae histoically the
least wlatile caegory of intemaional caital flows—
as indicéed in the thle, both in tems of \anation
around the mean of théofv (the coeficient of \aria-
tion) and in tems of the mmber of sign kkangs in the
net fow—and an incease in their sharin the total
might be &pected to esult in less wolatile foreign -
nancing The fact tha this has not gnerlly been the
case mg sugyest,for instancetha FDI flows ae cor
relaed with moe wlatile “other shot-tem” flows,
for example because dreign investos ae heding
their eanings#

Some supparfor this explandion is povided by
the dda.As the tdle shavs, FDI and potfolio flows
in peccent of GDP inaased in all egions in the
1990s, but shot-tem flows increased ol in the
ASEAN-4 plus Korea,where the incease in FDI \as
associted with an incease in thealatility of total net
flows? It is undear whether the in@ase in shoiterm
flows to the easfAsian cisis economies has beern
causal linked to the inaase in FDI Ibws, but this
expelience demonsttes tha increases in FDIldws
do not automigcally lead to moe stdle net breign -
nancing

3Compae the standar deviations in pecent of GDPthe
coeficients of \aration, and the mmber of sign kanges of
the total netlbw for the diferent goups of countes be
tween the 1980s and 1990s in thieléa

4See also Bo 2.2 of the 1998Intemnational Capital
Markets Reort (WashingtonDC: IMF, 1998) br a discus
sion on the staility of FDI flows and hedigg.

SAnnual dda, not shovn hek, indicae thd the wlatility of
net foreign inancing &ll in all regions in the edy 1990s put
tha it rose @ain in the easAsian cisis economies with the
shap reversal of shor-term flows in the second half of the
decadeVolatility of net foreign fnancing also in@ased in
Africa in the second half of the 1990ghich gppeas to be
associted with the gowing shae of pivate souces in total
financing

credibility in macoeconomic polig, and the substan
tial progress in banking sectoestuctuiing. Similaly
in Thailand the avemight interbank ate has éllen
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belov 1 pecent fom 20 pecent in edy 1998.
However, pattly because of the high incidence of
problem loans in theifancial system and banks’
more cautious @itude tavard nev lending lending
rates hae fallen by much less,to aound 10 perent.
Interest mtes hae also been lwered considably in
Singapore.

In ead of these casesxtemal cgital accountse-
mained boadly open anddreign avnership ules were
liberalized so as totaact foreign irvestment into the f
nancial and cquorate sectos and helpabuild investor
confdence A somevhat different pah was bllowed by
Malaysia: selectve caital contols were introduced in
September 1998 ollowing which monetay policy was
eased (see B02.4). In adition, a ceiling on loan
spreads vas imposed on bankand tagets br credit
growth were set ér the banking system as chale
However, as the maximam loan spead filed to eflect

banks’risk assessments and because institutions with

cepitalization problems had dficulties in etending
new credit,the measwes £ll well shot of adieving the
targets br credit gowth.

A combindion of inteest ate cuts and tighter
capital contols was also adopted in China. jmEsit
rates were reduced i 1% percentage points in 1998
and ly a further 1 pecentaye point in dine 1999with
the benbmaik one-year inteest ete falling some
3! percentge points belw coresponding Us. doh
lar rates—a diferential made possié by stingent
capital contols. In Hong Kng SAR, the mainte
nance of the cureng/ boad arangement entailed
significant inceases in intest \tes & various times
of turbulence in the past twyeass. The gneanl im-
provement in ivestor sentiment teard the egion has
pemitted an easing of moneyaconditions since ta
1998, but, with inflation negative, real inteest ates
have remained the highest in thegion. In Indonesia,
owing to a combinton of political turlulence andxe
treme fnancial system waknessest took longer to
stebilize the wpiah and laver inteest ates.

Fiscal polig/, which was initially restictive after the
eruption of the dses patly owing to undeestimaion
of their contactionay impact,was subsequenteased
consideably in all countres in the egion.8 The most
significant shifts in iscal stance took place in
IndonesiaKorea,Singapore, andThailand

Among emeging maket economies in thé/esten
Hemisphee, monetay conditions inArgentina tight
ened considebly in the wake of the Russian iis.
As in Hong kKong SAR,the real econom has been
adjusting to a combirtin of tighter fnancing condi
tions and aiked exchang rate against a stong US.

8Timothy Lane et al.IMF-Suppoted Pograms in Indonesia,

Korea, and Thailand: A Preliminary Assessmen@ccasional Bper
178 (Washingtonintemational Monetay Fund July 1999).
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The se&ere macoeconomic dses in Lain America dur
ing the 1980s lmught into shar relief the needdr deg-
seded eforms to estoe fiscal and monetgrdiscipline
and incease eliance on mé&et metanisms ér resouce
allocdion. Stating in the lae 1980smost counies in
the region embaked on ambitiousaform agendasyhich
ranged from steamlining the pulic sector and libealiz-
ing foreign tade andihancial makets,to increasing the
flexibility of labor makets and impaving govemance
Since then substantialqggress has been made innde
sizing the stee thiough deeguleion and pivatization,
lowering trade bariers, and pomoting the interaionat
ization of domestic qaital makets. Total factor poduc
tivity has fsen signifcantly in most eformed counties,
in some cases dstically reversing pevious tends te
ward stagnaion of per caita income lgelsl
Notwithstanding these adncesthe reform agenda in
most of Ldin America is far from complete Close
scuutiny of paticular reform aras aarss diferent cour
tries indicdes tha the eform process has been quite-un
even:progress in ldor maket reform and in ley areas of
fiscal eform has lgged behind considably in most
cases,while progress with banking sectoeforms has
been &r moe substantial in some couies than othex?
Argentina is one of the courgs wher stuctural re-
forms hae adianced the most. Wang stated in
1989/90, the eform process gined momentum @m
1991 with the intnduction of a cueng/ boad arange-
ment—the cent@iece of the gvemments stdilization

1For evidence on the ceelaion between stuctural reforms
and the gowth of total factor poductiity, see Rblo Fajnzylber
and Daniel Ledenan, “Economic Rebrms andTotal Factor
Productvity Growth in Lain Amerca and the Cdvbean,
1950-1995An Empirical Note” World Bank, Policy Reseath
Working Paper 2114 (VEshington1998).

2For a boad eview of recent pogress in these dirent re-
form aras aarss Lain America and the Cdvbean, see
Norman Log/aza and Luisa &acios,“Economic Rebrm and
Progress in Lan America and the Casbean” (Washington:
World Bank,1997). or a eview of adzances in @de eforms
across the egion in the 1990ssee Claudio Loser and Mare
Gueguil, “Trade andlrade Reérm in Lain America and the
Cairibbean in the 1990sJournal of Applied Economigsvol. Il
(1999),pp. 61-96.

Box 2.3. Structural Reforms in Latin America: The Case ofAr gentina

program. In the éllowing years, unprecedented jpgress
was made on tkee impotant fronts. On pulic sector e-
form, virtually all stae enteprises vere pivatized and
the social secity system eformed; taether with wide
spread deegulation, and simplifcation and endrcement
of the taxéion systemthis helped lwer signifcantly the
shae of ggneal govemment gpenditue in GDP and
bring the cental govemment deitit down to under 2 per
cent of GDP in 1993-94from doulte-digit levels in
1989-90. On thexéemal front, cepital account estic-
tions were eliminded and eerage impot tarff rates lav-
ered to aound 10 pegent? helping to incease @de and
financial intgration with the vorld econony. In the aea
of banking sectoreform, cepital adequag requirments
were tightenedregulaions on eseve and liquidity e
quirements \ere rationalized and erdrced and the @ans
pareng of financial institutions enhanced tlugh the
obligation of making pubc their monthy balances as
well as peiodical ratings from authoized ayencies; athe
same timea rumber of undergpitalized pivate institu
tions were dosed several provincial pubic banks vere
privatized, and the paicipation of lage intenaional
banks in domestic edit makets has become @er than
tha of local banksthereby helping to stengthen conf
dence in theifiancial system.

By enhancing the edibility of the ggvemments stédbi-
lization program, promoting competition in gods and
credit makets, and dtracting substantial @étal flows
into the county, the eforms boosted mductvity, and
real GDP gpanded i 5/ percent a yar on &erage be
tween 1990 and 199%lespite the seiity of the 1995
“tequila” crisis. At the same timeinstitutional suppdr
for the werall tightening of maaeconomic policies
made possie by the eforms helped toeduce infation
and frm up conidence in the cueng/ boad regime.

These major sigles were followed by several measugs
to stengthen futher the banking system in the afteth
of the“tequila” crisis, and ly the passge in lae 1998 of
a well-balanced taxaform which, inter alia, has made

3See Macelo Gariga and RBblo Sanguinetti;Es el Mercosur
un Hoque naural? Efctos de la politica comaal y la g
ografia sobe el intecambio egional; Estudios XVII, No. 73,
April/June 1995.

dollar thiough laver actvity and defation (Fgure
2.5). In contast,monetay policy has been eased con
siderbly in Brazil and Chile since elgr 1999, as
noted edrer. In Chile the easing of monetaipolicy
has been wmranted ly the maked wealening in
economic actiity and detining inflation since lée
1998, while in Brazil, the so-&r limited pass-ttough
of the &ruary 1999 dealuaion onto pices and some
tightening of the itcal stance hee endled the au
thorities to lover inteest ates without fueling iré-
tion. Yet, monetay easing in both BExzil and Chile
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stated from nuch higher leels of inteest @ates in
nominal and eal tems in the second half of 1998,
and its full efects on economic awtty could tale
some time to beeft. Monetay policy in Mexico has
been lept tight duing 1999,reflecting the countrs
relaively good gowth perbrmance and the need to
lower inflation from the douke-digt rates epeli-
enced ecenty.

Fiscal poliy has also been easedAngentina and
Chile ut only modesty. In Chile a defcit of 1.7 per
cent of GDP is mjected br 1999,compaed with a
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some oom for a eduction in pgroll taxes (see belw).
Neverthelessreforms in ldbor legislation and in institu
tional arangements to ensar fiscal discipline in the
longer tem have fallen well shot of expectdions.
Flexible labor makets ae an essential conditiolrf the
smooth functioning of aiXed echang rate regime and
yet Argentinas labor maket Iggislation contirues to be
chamacteized by a centalized bagaining pocess,high
dismissal costsand a host of paoll taxes and conibou-
tions tha, even taking into account theductions deed
uled for the emainder of 1999impose a mda&-up of
close to 60 perent on net \ages# Although a nev labor
law introduced in 1998 @es some ay toward reducing
dismissal costst has efectively increased theigidity of
the collectve bagaining pocessyesticted consideably
the scopedr tempoary contiacts and pprenticeship po-
grams,and failed to eliminge cetain mand#ory contii-
butions tha add to the vege bill. Ther is &idence tha
the coaistence of apid output gowth and doule-digit
unemplyment ates in ecent yars (see gure 2.5 and
figure in Bax 2.6) has been due not grib transitional
factos petaining to economic libatization and indus
trial restuuctuiing, but also to the high cost offar rela
tive to caital resulting fom high paroll taxes and some
other paroll contibutions,as well as fom the stingent
constaints to himg and iring pepetuded by the eist-
ing legislation® The aderse efects of insufcient labor
maiket flexibility on extemal competitveness and the
trade balance ke also been signdant, paticulady

4See FIEL,ElI Empleo en |IArgentina. El ol de las institu
iciones ldorales Fundacion de Mesticgaciones Economicas
Latinoameicas (Buenod\ires,1997),pp. 43—44The dove es
timate has been adjustedrfthe 6 perentaye point eduction in
payroll tax rates intoduced in theiffst thiee quaters of 1999 and
by an adlitional 4 pecentaye point eduction sheduled ér
Decemberwhich were not talken into account in the FIEL (1997)
estimae.

SFor a compehensie discussion of lzor maket develop-
ments and deterinants of unemplgment inArgentina in ecent
yeas, see for instancePessinoCorrola, “Argentina:The Laor
Market Duiing the Economidransition’; in Sebastian Ed/ards
and Noa C. Lustig eds.,Labor Markets in Ldin Ameica:
Combining Social FRitection Wth Market Flexibility
(WashingtonBrookings Institution,1997),pp. 151-200.

given the cureng deprecidions in tading pamers and
temms of tade shoks tha have occured in the past tw
yeas, rendemng the couny more vulnesble to
contagion 8

The long-tem viability of the cureng/ boad arange-
ment in Argentina deends not ol on lebor maket
flexibility but also on institutional eingements thiaef-
fectively restict pulic indebtedness andeduce the in
centive to deéult or infate the det avay. In eaty August
1999, a lav to c@ the siz of hudget defcits (the so-
called“fiscal cowettibility law”) was gproved ty con
gress calling ér a gadual dekine in the fscal deicit,
leading to a balanceditget in 2003.The lav only cov-
ers the centrl govemment,and as thé\rgentine fscal
system is highl decentalized as &r as spending is cen
cemed (with nedy half of total noninteest spending
being manged ty the povinces),it is crucial tha chedks
and incentres Pr fiscal discipline pply to the povincial
govemment leel as vell. At present,most everues
contirue to be aised and a&nskred from the &deal
govemment to the mvinces though a pedetemined
formula tha provides little incentie for provincial gov-
emments to ina@ase theirwn reverue base or limit their
spending accaiingly. Moreover, the pesent everue-
shaing sthheme intudes a minimm floor to the tansers
tha limits the povinces’ reverue losses dimg reces
sions. This tends to sa&in cental govemment fnances
during ¢yclical dovnswings (as a layer shae of total ev-
erues is tansemred to the povinces to maintain the min
imum reverue floor), while also educing incenties br
fiscal discipline i provincial administations.

In sum,Argentina has implementedrreading stuc
tural reforms in the 1990sWhile overall progress has
been impessve, advances in By areas—nothly the fs-
cal relaions betveen &deml and povincial govem-
ments,and ldor maket reform—have fallen shor of
wha would be desable. Substantial mgress still needs
to be made on theseofits, if satisfactoly economic
growth and the cueng/ boad regime ae to be compa
ble and sustairize in the longr tem.

6See Luis Ctio and Elisbetta Flcetti, “Determminants of
Argentinas Extenal Trade” IMF Working Paper (forthcoming
1999).

0.1 pecent suplus last yar® In Argentina,the po-
jected incease in cenal govemment deitit to 1.8per
cent of GDP in 199%rom 1.3 pecent in 1998repre-
sents a signi€ant tightening of theidcal stanceigen
the siz&le contaction of economic actity. In Brazil,
there has been a shmrise in inteest &penditues
stemming fom the combin@gon of higher inteest

9Figures ae based on stlprojections vhich trea the use of the
copper sthilization fund as aifiancing itemyrather than an laove-
the-line component as in thefiofal figures.
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rates in the pastgar and the composition of the ceun
try’s public debt, which males inteest pgments ery
sensitve to dhianges in shartem interest etes and the
exchang \alue of the US. dollar A number of nev
reverue and spending measgr hae theefore been
needed to secaran inceased pmary sumplus,and this
has impated a ngative fiscal impulse to the econgm
In Mexico, despite the mjected slavdown in eco
nomic actvity in 1999,the govemment detit is bud-
geted to emain unbanged a 1.3 pecent of GDPen
tailing some tightening in the stance of pglic
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Box 2.4. Malaysia’s Response to theiRancial Crisis: How Unorthodox Was It?

The imposition of cgital contols in Malgsia in
September 1998—the were patially relaxed in
February 1999—has beenhamacteized by mary ob-
sewvers as méking the doice of a distincyl different
and unothodox response to thésian fnancial cisis.
This boax examines the dferences in Malgsia’s polio
approac and in the maceconomic outcomes to t@a
It condudes th& with the exception of the cpital con
trols, the policies implemented in Malsia were bioadly
similar to those in the otherisis countres. Likewise,
while yield speads ér Malaysia hae remained higher
relative to Korea andThailand than bebre the imposi
tion of contols, and caital inflows hae been ela
tively subdued macioeconomic deelopments to da
in Malaysia and the other isis counties hae been
broadly similar, making it dificult to identify, at least in

the shor time tha has elpsed since the imposition of

the contmols, any effects tha they may have had This
may be considexd not altgether suprising, both be
cause cpital outlows had aaed makedly by the time
the contols were imposedand because thefetts of
sudch contols can usuayl be judgd ony over a lon@r
peliod.

Initial conditions in Malaysia were stionger than in the
other ciisis countiies in some espectsbut there were
also common signs of @akness

At the time the dsis hit,the Malg/sian econom had
mary strengths,including—in compaison with its e-
gional neighbos—a high ndonal saing rate, large fis-
cal suplusesrelaively low extemal déot, and lav infla-
tion (see igure).
soundness—sicas nonpedrming loans and gataliza
tion levels and cquorate sector vulnebility measued
by ratios of dévt to equity—also sugpsted geder
strength than in its neighb®rHavever, there were also
areas vihere Malaysia, like Thailand and lérea,shoved
signs of vulneability, suc as high ates of pivate sector
credit gowth, a lage extemal curent account défit, an
“overheaing” econony as @idenced l a neative out
put gap, and asset e inflation, in both eal estge and
equities.

Malaysia’s initial interest ate policies vere not as
aggressve as those in the other izis countiies, while the
fiscal policy responses &re similar

The initial maniéstdions of the dsis were similar
across all the dsis counties. Eab county expelienced

Indicdors of banking system

severe losses in westor conflence and lae caital

outflows, which resulted in shar dedines in leseves,

stodk maiket collgpses,and cureng/ depreciaions. The

immedide policy responses to theisis were also simi

lar in the afected countes, and induded de&énsve in

tervention in breign exchang makets coupled with
hikes in inteest etes, followed ty the foating of cur

rencies. Some coumds also tightened p#al and &-

chang contols, paticulaly on forward or deivative

transactions and theiinfincing These actionswhich

were genearlly inadequte to lestoe investor conflence
and stem ggaital outfows, were followed by the adop

tion of adjustment p&ages thaincluded tight monetgr
and fscal policies and wideangng programs of stuc-

tural reforms.

Although the monetgrpolicy responses in Mayasia
were bioadly similar to the est of the dsis counties,in
the sense thhanominal inteest |tes were increased
there were also some imptant diferences. In pdicu-
lar, Korea andThailand initialy raised inteest etes
more shaply and maintained thent aigher levels for
some timebut were ale to bing them devn ealier and
more rapidly. In contast,nominal inteest etes peakd
later and eated a laver peak in Malgsia than in other
counties. The davnward movement in integst etes
began in Mach 1998 in Korea andThailand while
Malaysia bgan lavering inteest ates inAugust 1998.
Furthemore, interest ates in Korea andThailand vere
brought devn to pecisis levels ealier than in
Malaysia.

With respect toiscal poligy responses—measd by
changes in the planned ceatr ggvemment balances
in 1998—all counties shifted fom initially planned
sumpluses to sidale defcits, as the dpth of the output
collapse in 1998 came to be@ecided The shift te
ward defcits to piovide a stinulus to economic adtity
took place as ebr as Februaly and Mach 1998 in the
case of Krea, Thailand and the Philippines. In
Indonesia and Malaia,the shifts iniscal polig/ toward
stimulus took place soméha later—in April and dily
1998, respecitiely.

Malaysia kept pace with the other ¢sis counties in
structural reforms

Another commonédaure of the adjustment fefits in
all countres was the écus on stictural reforms aimed
at strengthening theifiancial sector and impving the
efficiengy of financial intemedigion. Measues in

Thus,in comparson withAsia, where both mone

Structural Reform Requirements in

tary and fscal policies hee been lealy counter
cyclical since the midle of 1998,in Latin America,
paitly because of the conaints imposed Y less
favorable initial fundamentalsthere has onf been While it is dear tha a signifcant recovery in
limited scope dér macpbeconomic policies to sup  economic actiity is nov undervay in mostAsian
port aggregate demand and speed up economic counties, the etent to which the unddying stuc-
recovery. tural problems in these economies eabeen ad

Crisis-Hit Asian Economies:Conditions
for a Durable Recwery
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Asian Crisis Economies; Macroeconomic I ndicators, 1994-98
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11n 1998, Indonesia’s inflation reached 59.6 percent.

volved tightening prdential egulations, including loan
classifcation and povisioning guidelines and p#al ad
equay standagls; enhancing &anspaeng/ with regard to
the distosure of key economigfinancial,and coporate
sector inbrmation; and stengthening the social sty
net. Eforts to estucture coporate sector det were also
made but they were begun laer than theifancial sector
reforms. Despite a tar stat than in the other @gis
counties, Malaysia has kpt pace with krea and
Thailand in implementing sictural reforms, especialy
with respect to the pahase of nonpeofming loans and
bank ecaitalization.

The role of caital controls in Malaysia

By July—August 1998some measer of stéility had
retumed to fnancial makets in the dsis counties. By
tha time, cureng/ and stok maikets had bwadly stebi-
lized after another ound of seere instdility in
April-May 1998, resulting pimarily from the political
turmoil in Indonesiathe fall in the &panese gn, and
feas of a dealuaion of the enminbi. Seereign bond
spreads had peakli for Korea, Thailand and the
Philippines,and in Malgsia andThailand the ofshore
swap differential was deary trending davn. Impotantly,

(contirued on ngt page)

dressed is mar difficult to assessnd thee ae fewer
indications of dear pogress. Stuctural reforms
take time to design and implementheir initial
impact mg well be painful 6r those thehave bene
fited from themary distotions tha the eforms seek
to remove, while their bendfs may be moe dis
persed less ppaent, and spead wer a longr time
frame As a result, significant political couage is
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often needed to see $ua eform process thwugh to
its condusion.

Of paticular concen is tha recent &vorable maco-
economic deelopments could valen suppdrfor the
reform agenda,and tha the poor banking and quo-
rate sector pactices athe oot of the cisis could con
tinue Pubic sector ddtits and dét have inceased
substantialf as authdties have talen action to boost
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Box 2.4 (conduded)

the curencies emained stale even as interst etes were
gradually being lavered and cital outiows had aaed
markedly.

In September 1998\Vialaysia imposed gatal contols
aimed pimairily at drying up the dkhore ringgit market.
Although the inggit had emained bvadly steble when
monetay policy was eased lginning in August,the au
thorities remained conceed dout the gistence of a sig
nificant ofshore maket for the inggit that they believed
was instumental in fueling specuiae outfows of ling-
git and constaining their &ility to bring inteest ates
down more mpidly. Consequeny| controls were inm+
posed requiing all ringgit funds droad to be kought
onshoe by end-Setember 1998A one-year holding pe

was talen from the starto exempt bonaitle curent ae
count tansactions anddnsactionselaed to FDI fows.
The caital contols were accompaniedybthe pgging of
the exchang rate & the ate of RM 3.8/$jmplying an a-
precigion of the mggit relaive to the then-mwailing
market rate. The contols were modifed in February
1999, with the shift fom a mand@ry holding peiod on

graduaed «it levies.

With the exception of foreign capital inflows,economic
outcomes to diz have been boadly similar in Malaysia
to the other cisis counties

In mary respectsthe eolution of key economic wari-
ables has been similar axss the dsis countres. Gowth
dedined shaply in 1998, but since the durth quater of
1998, there hare been signs ofecovery, of varying
strengths, in all of them. Rdécting the collase of
domestic demandnflationaly pressues hae been all bt
noneistent (except in Indonesiawhere the have @aed
markedly in recent monthsyotwithstanding theery large
nominal echang rate derecidions betveen mid-1997
and mid-1998. Rvate sector adit gowth fell shaply in
all cases in 199&nd is ory very recenty shaving signs
of revival in Korea,Thailand and Malgsia.

In the urth quater of 1998,signs of etuming in-
vestor conflence bgan to emege in all counties. Bond
spreads,which pealed in August br Korea, Thailand
and the Philippines and in @ember ér Malaysia and
Indonesiahave since come duan, althoughjn contast to
the peiod prior to the imposition of gaital contols, the
premium br Malaysia is higher than th&or Thailand
and Korea.The echang rates in all the counigs stdi-

riod was imposed on all funds in these accountse Car

the pincipal amount of gaital inflows to a system of

lized in the 6éurth quater of 1998and in the frst half of
1999, all curencies rcept the inggit expelienced mod
est pprecidions. Foreign exchang reseves in eab of
those countes bse makedly duiing this peiod, reflect
ing not ony large curent account spiuses it also,in
varying degrees cepital inflows. The timing and xtent of
the ecorery in stok makets since bout Setember
1998 and tlough dine 1999 s also bwadly similar in
all countres, and since then Maaia has been outper
formed ly Korea.

One diference betwen Malgsia and the other isis
counties has been withespect to thealume of ecent
cepital inflows. With Malaysia iemaining out of &y in-
temdional investment indicegortfolio investment tbws
have remained subduectletive to the other counés.
Furthemore, preliminary daa indicae tha FDI inflows
have failed to ecover to edlier levels and hee dedined
relaive to Korea andThailand Although this diference
in the wlume of infows has not gt had a major impact
in Malaysia, looking ahead it could be ak factor tha
distinguishes Malgsia un@wvorably from the est of the
region.

This review suggests (1) thaMalaysia’s policy response
has,in most respectsnot been unothodax and (2)that
its economic pedrmance at least to dée, has been
broadly similar to tha of the other cisis counties

The imposition of contis does not gt gopear to hee
made a substantial fi#rence—positie or ngative—to
economic deelopmentsat least in the shotime thd has
elapsed since their imduction.This seems to be pghr
because the &fcts of the contls were limited ty the
timing of their imposition:cepital outiows had alead/
abated fPllowing the etum of investor conflence to the
region in late 1998.The stailization of the curencies in
the region and the undealudion of the mggit, together
with large curent account spitusesfurther boosted cen
fidence to the benief the capital account. Mag impor
tant, however, Malaysia has madeagpd piogress in i-
nancial and cqrorate sector estiuctuiing, strengthening
regulation and supetision of inancial makets,and im
plementing cquorate govemance eforms.Thus ay neg-
ative impact of the gaital contols ma/ have been dbet
by the incease in comflence fom the acceletion of
structural reforms and g genemlly sound mawmecoe
nomic mangement. Havever, Malaysia’s inteest ete
spreads emain elatively wide, and the ecovery of cai-
tal inflows relaively subdued

domestic demand ancehailitate banking sectsr
While these couniies’ generlly strong pullic finances
at the onset of the @is gave them scopeof providing
sud suppot, the mom for maneuer in this egard has
cettainly narowed With the costs of the es and
their aftemah still undear, the authaties could &ce
difficulties in containing thadcal impact and ultinta
costs to taxpgers if pulicly funded suppdrhad to be
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maintained aa high leel. Fnancial sector eforms
need to be combined withogemment eforts to -
cover a signiicant shae of the cost of banlecaital-
ization from piivatizations, through the disposal of
non-perbrming assetsand where possike, from pre-
vious avners.

A longer-run question conces the &tent to which
the easfsian economies cargain reat and sustain
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the high gowth rates tha prevailed bebre the ecent
crisis. In this egard, it would be unealistic to &pect

a retum to gowth based lagely on a spid rate of cap-

ital accunulation, given the inancial and cqrorate
sector veaknesses thdave been unogered As dis
cussed in the October 199®rld Economic Outlook
Chapter lll, there is still substantial scoperfproduc
tivity catch-up in these economies. But this potential
can be ealized ony if wide-rangng stiuctural reforms
are implemented

The FHnancial Sector

The economic @sis in Asia exposed major wak
nesses not just in the balance sheets andctapes of
the egion’s financial institutions bt also in the super
visory and egulaory regimes under \Wwich they func
tioned Improving regulaory framevorks has thexfore
been a ky element in theaform process and a pre¢
uisite for the neededestuctuiing. In this espectthe
design of eforms is gnenlly well advanced The au
thority and indg@endence of supeésory authoities
have been sangthenedwith more hamonizd systems
of supevision acpss all inancial institutions. In Krea,
for example a FHnancial Supersory Commission
(FSC) vas esthlished in 1998 to tak full responsibi
ity for the supesision, restuctuing and (moe re-
centl) licensing of all bank and non-banrkdncial in
stitutions, including the paver to evoke licenses. In
IndonesiaMalaysia,andThailand supevisory respon
sibilities remain with the cerdtit bankswith new legis-
lation in place (in Indonest® or being pepared
(Thailand) to enhance their authgrin this aea.
Prudential egulaions,including mininum caital ade
quag ratios, rules Pbr dassifying and pavisioning
against nonpedrming loansand &posue limits hae
generlly been singthened in tems of their sin-
gengy, coverage, and enbrcement! The Philippines,
while less hat-hit by the fnancial crsis, has also taén
steps to enhance bankability to withstand shaks,
strengthen the pidential and egulaory framevork,
and steamline the esolution pocess in the case of
troubded banksThere hare also been mes (br exam
ple, in Malaysia) tavard conducting supgision on a
consolidaed basis aoss all the actities of eab fi-
nancial institution.With accounting and disasure
standads being bought doser to intenational best
practicesthe aility of superisory authoities to assess

10A second phase of the corepensie review of the banking &
and elaed egulaions in Indonesia is to be completey énd-
1999.

11Going ayainst the egional trend as discussedbave, and in the
December 1998 World Economic and Interational Cegpital
Markets Interm Assessmenklalaysia elaxed cetain loan tassif-
cation and povisioning requirments in Setember 1998; heever,
it appeas tha most fnancial institutions in Malssia meet the mer
stringent intenational standats.
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compliance with prdential standals has been substan
tially improved

With improved iegulatory framevorks lagely in
place the momentum ofestuctuiing itself has in
creasedNeverthelesssubstantial diersity is gopaent
both acoss counies,and within eat county, acioss
different pats of the fnancial sectorSome details of
bank estuctuting in the bur counties most dkected
by the 1997 dsis ae povided in B 2.5. Indonesia
has fced the seerest poblems in tems of banking
sector insoleng/ and ecaitalizaion requirments
(Table 2.3).The main aga of concaer is with the st
banks and those tak over by the Indonesia Bank
Restuctuing Agengy: together these accountof
around 70 perent of total lidilities and nedy all of
the systens insoheng/. While some initial stes hae
been takn tavard reoganizing these puiecly con
trolled institutionsmuch remains to be done testoe
their financial vidility and pepare their pivatization.
Moreover, with ongoing opestional lossesdedining
loan recovery rates,and inceasing estintas of non-
performing loansthe cost of theastuctuing process
has contimed to imb. Curent estimges sugest tha
pubic bond issues equalent to aound 47 perent of
GDP ma be needed teehailitate the banking sector
but considesble uncetainty—and pobably upside
risks—suround sub estimé&es.

Elsevhere in Asia, financial sectorestuuctuting is
geneally on tad, although,as noted in Bw 2.5,the
full costs of ecaitalization are still undear In
Korea,Malaysia,andThailand a laige rumber of in
stitutions,holding anund 40 perent of system assets,
have been meed closed or otherwise subject to -of
ficial intevention (Bble 2.3). Recpitalization (a
end-Mach 1999) anged from 31 pecent of est
mated total equirments in Krea to 51 pearent in
Thailand The emaining fnancial institutions—espe
cially the banks—a enenlly well capitalized,
mary have access to prate as vell as pulic funds,
and thg appear to be subject to aedlide threa of in-
tervention ty the superisory authoities if they are
unadle to meet the stingthened prdential standais.
Nevertheless, progress is still equired in seeral
areas.The bank pwvatization programs in Korea and
Thailand hae been shver than edier ervisaged, al-
though seeral sales a expected to be coheded in
the second half of 1999. Due in p&v piioritization
in the eform strategy, reforms among nonbankan
cial intemediaies hae been taking placd a slaver
pace than in banks.oF example in Korea, reforms
now need to dcus on imestment st companiesn-
surance companiesand leasing companie®hile
pubicly owned asset magament companies ha
been fulflling their assignedale in puchasing im
paired assets &m financial institutionsthe slav pace
of selling these assets lxaio the pivate sector mga
delay the overall realignment of assetipes and other
aspects ofestucturing.
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Table 2.3. Financial Sector Restucturing
(End-March 1999 or laest aailable daa—pecent unless otherwise indieal)

Indonesia Korea Malaysia Thailand

Capitalization
NPLs/Total loan$ 55 16 24 52
NPLs/GDP 22 23 35 53
Provisions/NPL$& 22 13 43 25
System cpitalization? -29 29 12 15
Financial Restructuring
NPLs sold t)AMC/Total NPLs 51 42 23

Average discount of NPL pehasé 100 55/97 40
System ecaitalization/GDP 35 8 2 14

Of which: Pulic funds 33 8 2 7
System ecaitalization/Est. ecg. requirment — 31 40 51
Number of meged institutions 5 4 12 18
Number of intevened institutiorfs 93 59 9 17
Number of dosed institutions 66 44 — 57
Merged institutions/system ass&is 30 15 >20 16
Intervened institutions/system as$ets 75 14 >20 12
Closed institutions/system assets 14 7 — 13

Soures: Data piovided by county authoities; Fund stdfestimdes; and Maill Lynch, Asia-Racific
Banks:Progress in Bank Restcturing, February 23,1999.

lIncludes nonpedrming loans (NPLs) sold to asset mgeaent companies (AMCd) better eflect the
magnitude of the pyblem piior to balance sheeéstiuctuing. In Indonesiafor example NPLs on banks’
balance sheetelf to 41 pecent of total loansand 11 perent of GDPafter some NPLs are transemred to
the IBRA. For Korea,the NPL fgure is based on miaet souces. or Thailand the figure is for commer
cial banks.

2Figures br Korea andlhailand ae for commecial banks onf.

3In Korea,the KAMC acquied unsecugd loans fia discount of 97 peent and seced loans ta dis
count of 55 parent.

4Estimded lecaitalization requirrments inkude ecaitalization alread/ undetaken; these aroficial es
timates br Malaysia,and staff estimdes br Korea andlhailand

5Data for Indonesia in this andflowing rows ae as of endy, after the érmaion of Bank Mandir
(see Ba 2.5).

6For Korea, “intervened”institutions ae those underehailitation and &cludes the omewous lut rela-
tively small Cedit Unions and Mutual $angs institutions. Br Malaysia andThailand they compise e
capitalized institutions.

"For Korea,this figure excludes the omeous hut relaively small Cedit Unions and Mutual Sangs
institutions.

8For Indonesiathis figure and those in the rietwo rows represent shas of total lidilities. The per
centayes ad up to wer 100 because some intened institutions he subsequentlbeen meged or ¢osed
For Malaysia, the igure is poxied from the shag of institutions loans in the system total.

9For Korea,these igures ae for commecial banks onf (sourced fom Merrill L ynch) and ag not diectly
compaegble to the mmber of meged intervened and dosed institutions laove, which indude mechant
banks and insance companies.

Financial sectorestuctuiing cannot be loatd d in
isolaion from the est of the eform process.
Restuctuiing in the coporate sector is less adnced
and an impdant emaining issue conaes the alloca
tion of accunnlated losses in this sectdf past &pe-
rience is a guidghere is a majorisk tha a lage shae
of these lossesather than being boe by comporate
shaeholdes, may be shifted to theiriancial system
and ultimaely to taxpgers thiough epeded ecaital-
izations of banks.

Corporate Restucturing

In contiast with the pogress in theihancial sectqr
corporate restiuctuiing is & a relaively eaty stage in
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all the counties under considetion. Rebrm eforts
to dae have focused mairyl on impoving the under
lying legal and institutional fimevork for financial
and opedtional restuctuing. Bankuptey and bre-
closure piocedues hae generlly been sengthened
including though measws to incease the ingen
dence and authity of the judiciay. In Thailand for
example specializd bankuptcy coutts have been es
tablished and the banuptcey law has beenaformed
to indude and s&ngthen coursupevised eomgani
zaion. In Indonesianewn anticoruption leislation
and impoved stafing practices (intuding higher
salaies) ae intendedin pat, to increase the standing
and efectiveness of the cots. Eat of the counies
has also put in place an ingeed framevork for out-
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of-coutt settlements andoluntary debt restuucturing,
with quasi-pubic agencies taking a leadingle in
coodindaing débt workout agreements beteen hee-
ily indebted coporations and their &ditors (espe
cially the banks). Ebrts ae also being made
throughout the egion to impiove coporate gover-
nance—br example by upgading accountingaudit
ing, and distosure standals, and stengthening the
rights of minoity shaeholdes. Complementing these
measues ae reforms designed to inease competi
tion in coiporate opeations and wnership,including
strengthening antitrst pocedues, increasing the
scope 6r foreign investment in the economand
prepaiing stde-ovned enteprises br full or patial
privatization.

While the famevork and stategy for coiporate re-
structuiing are geneally in place their implementa
tion has been sla Most of the pogress to dee has
been in inancial ether than opetional restuctuiing
of indebted entaurises,reflecting the tosely relaed
process of ihancial sector adjustmenthe inheent
compleities of intoducing opeational dhangs,and
the esistance to shcadjustments. EBBn with fnan
cial restuctuiing, though,much remains to be done:
the amount of cquorate déot tha formally awaits e
structuiing (for example as a esult of g@plications to
the workout committees set upIif this pupose) ep-
resents aather small popottion of total nonpeidrm-
ing loans—just wer 30 pecent in Malgsia and
Korea, and 47 parent in Thailand—and ther has
been mixed success in cohmling workout agree
ments (Fgure 2.8).While compasble daa ae not
available for Indonesia,progress thez gpeas to
have been paiculady slow, both in @plying the nee
essay improvements in cquorate govemance and in
restiuctuiing the \ery high level of coporate debt.
However, implementéion of a substantial pratiza-
tion program is on tack with more than half the tar
geted poceeds of $1.5 billiondr 1999/2000 a&ad/
adieved

In Korea,while voluntar debt workouts among the

second-tier sadols hae led to a substantial amount

of debt being estuctured concens hae emeged
about the werkouts: some lisiness plans ka been
oveily optimistic; ddt restiuctuiing has not gne dep
enough; margement hastatimes emained in place;
and thee ae cases Were creditors hare not popety

monitored companiesperformance and sanctioned

those thaiwent of tradk. Progress vas initially even
slower with the top ive chadéols regarding both f-
nancial and opetional aspects ofesstuctuing. But
following the emeagence of seere difficulties a
Daewoo, reform of the top iive conglomestes has
begun to accelete. On the inancial side ther ae
several indicaions of pogress:the lage dadols
have eliminded coss-guaantees beteen afiliates in
different industial sectos, reduced their outstanding
bank loans v over 25 pecent in the gar toApril
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Figure 2.8. Selected East Asian Countries:

Progresswith Corporate Sector Restructuring?
(Percent of total nonperforming loans)

There has been mixed progressin concluding debt workout agreements
in the crisis-hit economies.

Corporate debt Corporate debt
restructured pending restructuring
- - 50
- - 40
-30
-20
- -10
Malaysia Korea Thailand

Source: IMF staff estimates.

1End-March 1999 or the latest available data. While the total amount
of nonperforming loans to be restructured is unclear, a proportion less
than 100 percent should be expected.
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In Indonesia.the poogram for recaitalizing piivate see
tor banks has been completednder an greement
reahed inApril 1999, seven lage pivate banks hee
been ecagitalized on the basis of an inter 4 pecent
capital adequag ratio (with one futher epected),pri-
vate ovners contibuting 20 pecent of the fundsequired
and the authdties the est (in etum for a coresponding
equity shae). The emaining 74 smaller puate banks
have been assessey the authdties as adequely capi-
talized although aound one-quaer of avners and man
agers failed the“fit and poper” test and a being e-
placed Progress is slwer in the case of the \sen stée
banks and the 12 banks émk over by the Indonesian
Bank Restuctuing Ageng/ (IBRA). These two groups
account 6r aound 75 perent of total dposits,and 90
percent of the estintad $40 billion ngative net vorth of
the domestic banking systerneand-Mach 1999. Bur of
the stée banks wre meged on dily 31,and ecaqitaliza
tion of the nev institution—which has a m&et shae of
around 30 parent—is intended in 1999 as itsvdwsizing
and otherestuctuling proceeds. Sétegic decisions con
ceming the other thee stée banks @& epected in
August.The estim#ed costs ofehailitating the banking
sector hge lisen since eder in the year as aasult of
higher estimges of nonpedrming loans Jower loan e-
covery rates,and opeating losseshut nav seem to hae
stebilized Owerall, bonds totaling some $68 bhillion
(around 45 parent of GDP) maneed to be issuedifthe
recaitalization of banks andesolution of tosed institu
tions.The hudgetary cost br 1999/2000 is estinied & 3
percent of GDP bt, including quasi-scal items,the
gross fscal cost could be ndgirdoulie this level. A re-

Box 2.5. Financial Sector Restucturing in Indonesia,Korea, Malaysia, and Thailand

newved efort is nov being made to impre loan collee
tion from the banksnajor détors in oder to ofset these
costs to thexdent possile.

In Korea, the ehailitation and consolidion of the
banking sector argeneally well advanced although the
full extent of the poblem is still uncetain because of en
going coporate restuctuiing. As demonstied by the e
cent neabankuptey of Daavoo, coporate weaknesses
pose isks to the system.ive of the 26 commeral banks
tha opested d@ end-1997 hee been Iwsed and the est
(including those thiawere ndionalized and othex recev-
ing pubic suppot) are engged in \arious forms of -
structuiing, including megers and aising adlitional ca-
ital. Opestional dhanges ae substantialinvolving a 25
percent eduction in the wrkforce, salay reductionsand
brand dosures. Negotiations hae been underay since
late-1998 or the sale of tw naionalized banks; ther
have been dficulties in eading final agreement with
prospectve foreign huyers, but a tems of areement ér
the sale of lkrea Rrst Bank vas signed in S#ember
1999.The main aga of poliy atention nev is with the
nonbank ihancial intemediafes (sub as iwvestment
trust companiesyyhich accounteddr just under one-half
of financial sector assets end-1997 and arheaily ex-
posed to lage chaéhols sub as Dawoo. The 11 emain
ing mechant banks (of the minal 30) ae all under &
habilitation plans aproved ty the Fnhancial Superisory
Commission,as ae all the iwvestment tust companies
and 16 of theemaining 45 ins@ance companies. Plib
funds equralent to 16 perent of GDP hae so &r been
allocaed for financial estuctuing, although the een
tual resouces equired could be substantiglebove this

1999, and areed to laver their dét-equity etios to
200 pecent ty the end of this gar—an ambitious eb
jective gven tha this r@tio was aer 500 perent &
end-1998.

In view of the slav pace of adjustmenspme polig
measues h&e recenty been intoduced in Indonesia,
Korea, and Thailand to encoage financial institu
tions to speed up—jpat least,not Hock—the iestiuc-
turing of coporate dédt. The Indonesian authities
have directed st financial institutions to tget re-
structuting eforts on their 20 lagest delinquent ber
rowers, with explicit timetables and loan acovery
goals.The authaities in Korea ae pessing the major
commecial banks to tighten thevailability of credit
to the lagest hadols, with credit suppy tied in pat
to the dadols’ fulfillment of restuctuing commit
ments,and more geneally, tax incentves br debt re-
structuing have been intwduced 6r both ceditors
and détors. Sub incentves were also intoduced in
Thailand in l&e-1998,and theThai gpvemment has
made sailable Tier Il cepital suppor for financial in
stitutions tharestiucture debt.
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Social Policies

The stengthening of social suppgosystems in the
crisis-hitAsian economies has been ruaited pimar-
ily by the need to combahe ise in paerty and en
sure a mininum level of suppor for those worst af
fected ly the economic dentum.2 As discussed in
Box 2.6, the cisis has esulted in signi€ant output
losseswhich in tum have contibuted to inceases in
unemplyment. In adition, social &penditues can
play a longerterm role in suppaing stdilization and
adjustment—ér example by reducing some of the un
certainties assoctad with stuctural change and job
loss,and inceasing economidexibility against futue
macioeconomic shdcs.

12Social poliy developments a discussed in merdetail in
Sanjeg Gupta et al./Mitig ating the Social Costs of the Economic
Crisis and the Refm Piogram in Asia; IMF Paper on Blicy
Analysis andAssessment 98/7 (&ghingtonintemational Monetay
Fund June 1998),and Timothy Lane et al.,IMF-Suppoted
Programs in Indonesia&orea,and Thailand
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level—for example if nonperbrming loans tun out to be
higher than cuent estimees. Fnancial sectorestuctur
ing in Malaysia also gpeas to be pogressing well,
probably helped ly the limited mmber of institutions af
fected ly the cisis and ly Malaysia’s relaively good
prior recod with sud reforms. The govemment-avned
entities damged with taking @er nonperdrming loans
and ecgitalizing banks hee mised funds totaling
around 9 perent of GDPin line with curent estimees of
their requirrmentsand these a&rnav being povided to
institutions equiing suppot. As of April 1999, capital
injections amounting to justver 2 pecent of GDP had
been distbuted with recaitalization sthheduled ér com
pletion by end-dine 1999The estuctuing process has
emphasied the apid purchase of nonpesfming loans
and ecaitalization. Since drualy 1999 the cental bank
has assumed magement conwl of four financial insti
tutions,which remain open to custon®m@nd is seeking
suiteble meger patners. For institutions eceving nev
capital, Danamodal (the bankecaitalization agengy)
patticipates diectly in bank mangement though its ep-
resenttion on the boat of directos. The rumber of f-
nance companies has beeduced fom 39 as of mid-
1998 to 25 apresent,and futher megers ae planned
involving these institutions along with the comuiaft
banks and mehant banks.

In Thailand, implementéion of the October 1997 and
August 1998 ihancial estuctuing plans is gneally
on trakk. The restuuctuing stiategy emphasies pivate
sectorled recaitalization, with stae supparwhere nee
essay. In its Jrnualy review of financial institutions’
business planghe Bank ofThailand detenined tha six

private bankswith around 56 pegent of total dposits,
met curent cagital requiements and W& access to suf
ficient funds (intuding from foreign avners) to meet
higher futue ciiteria. Two other pivate banks a raising
private caital with assistancedm theTier-1 capital sup
port scheme! Two lamge stae banksholding 20 perent
of deposits,have been drmed though megers of &ist-
ing institutions,including 12 intevened fnance compa
nies. These banks arnav being ecaitalized, and the
govemment intends to pratize them @er the medium
temn. After some initial delgs, privatization of the bur
remaining intevened banks is keduled ér completion
by October 1999The Rnancial Restictuing Authotity
(FRA) has conducted eral rounds of auctions of assets
taken over from the 56 ihance companies thavere
closed in 1997and epects to complete these salgsle
third quater of 1999. Rédécting the FRA sategy of auc
tioning off the simplest and best assetstfthe ecovery
rate in asset sales has tieed from just under 50 peent
in the case of hi& puchase loans andesidential mar
gages sold in mid-1998p aound 20 perent in moe re-
cent auctions of isiness loans. Re&d to this,a rising
shae of assets has been ¢hased p the govemment-
ownedAsset Mangement Compan acting as bider of
last resot.

ITheTier-1 andTier-2 caital suppor schemes \ere discussed
in the December 1998\brld Economic Outlookwhich also
notes an estinted total cost of banlkestuctuiing of 32 pecent
of GDP (in tems of the stdc of pulic debt issued).

Pubic spending on social setfy nets has ineased
substantialf over the past tor yeass, reflecting higher
unemplyment, the epansion of eligility criteria,
and inceases in some beitefentittements. In
Indonesia andrhailand for example sakty net &-
penditues ae piojected to ise by 0.5-1 pecent of
GDP in 1999 wile, in Korea,these gpenditues hae
roughly quadupled compard with peciisis levels
(from 0.4 pecent of GDP in 1997 to 1.7 pemt in
1999). In @nenl, much greaer emphasis is being
placed thoughout theagion on the tageting of bene
fits, involving both cash and in-kindanskrs to the
most vulneable. Corresponding}, the use of aass-
the-boad beneits sud as pice subsidies has bees r
duced although some subsidies—s$uas onice and
enepy in Indonesia—emain an impdant pat of the
social poliy frameavork. Along with increased tayet-
ing, administetive reforms hae been (or & being)
introduced to impove the monitang of these -
grams. Br example Indonesia is to makgedaer use
of local comnunities and indeendent aiil groups as
monitors.
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Korea is the om crisis-hit county with an unem
ployment insuance systengnd the potential a@rage
of its shheme has been ddel to aound 70 perent of
wage eaners thiough etensions of elidpility to em-
ployees of smallifms and to pastime workers. The
duration of benets has also been lengthened and
qualifying perods for coverage shotened

A further impotant deeelopment is the inease in
employment-genegting shhemes. In lérea,funding for
neaty half a million jobs has beengwided Ly local
govemments and pudic corporations, with 150,000
jobs talen up in theihal quater of 1998; Krea and
Indonesia a& epanding special edit stiemes ér
small enteprises,with Indonesia also inbducing tern
porary, community-based emplonent pograms; and
Thailand is inceasing funding\ailable for tempoary
employment in sub aleas as consiction and infe-
structure rehailitation. Attention is also beingigen to
investment in human péal and infastucture. Health
and eduction spending has been ieased tloughout
the iegion, and pullic pension sbemes & being de
veloped in Indonesia andtended in Krea.
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Table 2.4. Russian Federation: Macroeconomic Indicdors, 1996—-99

1998 1999
1996 1997 Estimaed Projected
(Anrual pecentage changes)
Production and prices
Real GDP -3.5 0.8 -4.5 0
Chang in consumer fges
Annual arerage 47.6 14.6 27.7 87.8
12-month 21.8 11.0 84.4 45.0
Chang in GDP ddator 43.9 16.6 11.4 52.7
(Percent of GDP)
Public sector
Fedeal govemment
Overall balance (commitment) -8.4 -7.1 -5.9 -5.2
Primary balance -2.5 -2.5 -1.3 2.1
Reverue 12.5 12.3 10.7 13.0
Of which: cash 9.2 10.0 9.0 13.0
Expenditue 20.9 19.0 15.6 15.1
Interest (cash) 5.9 4.7 4.0 4.3
Nonintelest 15.0 14.3 11.6 10.8

(Billions of US dollars unless otherwise inditsd)

External sector

Total exports, f.0.h 90.6 89.0 74.7 73.6
Total impots,f.o.h 72.8 77.4 56.8 45.3
Extemal curent account (défit—) 3.9 -3.0 2.5 14.4
Federl govemment etemal dévt sewvice due 17.5 15.9 17.5 18.6
As pecent of eports of goods and seices 17.0 15.4 19.9 21.9
Stod of fedenl govemment etemal debt 136.1 134.6 152.4 157.5
As pecent of GDP 32.6 30.9 48.7 90.1
Gross eseves coerage (months of
imports of goods and seices) 2.0 2.2 2.0 3.7
(Units as indicéed)
Memorandum
Nominal GDP (billions of ubles) 2,146.0 2,522.0 2,685.0 4,100.0
Nominal GDP (billions of US. dollars) 417.4 435.5 313.0 174.8
Exchang rate (ubles per US$peiiod average) 51 5.8 9.7

Sources:Russian authdies; and IMF stdfestimdes and pojections.

Russia and Neighbomng Countries in
Transition: Prospects 6r Recovery
and Reform

In the wake of theAugust 1998 dsis, the Russian
authoities faced a ange of major ballenges. They
had to adress the consequences of thisisrfor do
mestic fnancial makets and the banking secgtand
for the county’s relaions with intenational creditors.
Moreover, they were confonted with the need to
tadkle the fscal and stictual problems tha were &
the oot of the cisis. The subsequenecod has been
mixed Monetay, and subsequentlfiscal, policies
were relaxed in the aftenah of the cisis, but were
tightened gain in the irst half of 1999Also, stes
have been tafn to evitalize domesticihancial mas
kets and to nanalize relaions with ley intemational
creditors. On the other handnly limited progress has
been made inestiuctuiing the banking sector and in
addressing the pemsive fiscal and stictural prob-
lems,with bak tradking in some aas.
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The authoties’ main abievement in ecent
months has been the measwf macoeconomic sta
bilization resulting fom the mee tovard tighter
macioeconomic policies in er 1999 (Bble 2.4).
The dereciaion of the wble against the US. dollar
was halted in ey May, and monthy CPI inflation
dedined from a peak of 38 percent in Sptember
1998 to 14 percent inAugust. Helped ¥ this retum
to broad cureng stability and relaively modegte in
flation, and also the competigness gin from the
ruble depreciaion in the second half of 1998)dus
trial production has tured up being moe than 5 per
cent higher in duary—August 1999 than in the same
peiiod a year edier. Impoit-competing actiities
have beneted the most fom the lage real dgrecia
tion of the wble with impots in U.S. dollar tems
more than 40 peent laver in the frst half of 1999
than in the same ped of 1998,before the cisis.
However, there has not been grpronounced &cov-
ery in exports or output in the >gort-oriented
brandes; in paticular, production of oil and gs has
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broadly staggnaed aving to etraction and @mnspota-

tion constaints. Output in major sec®rmther than
industry, including agriculture and constrction, in

the frst half of 1999 emained laver than a gar ear

lier. As a lesult,real GDP in theifst half of 1999 was

1 pecent laver than a gar edier. Both macoecc

nomic stdility and piospects dr sustainedecovery

remain a risk unless futher piogress is made in ad
dressing thei$cal and stictural problems tha were

the oot causes of th&ugust 1998 gsis.

The authadties hare also takn st@s to estat the
opemtion of the domestidxed income maets and to
avoid a futher deteoration in relaions with intena
tional creditors. A final corversion stieme ér the de
mestic teasuy bills tha were frozen in theAugust
1998 dét restuctuing was adopted in Mah 1999,
and a eomanizdion of the teasuy bill market com
pleted in dine As a esult of these sps, by the end of
June the &ce alue of outstanding easuy bills had
been educed i more than one-thd (more than tve-
thirds when adjusteddr inflation) and their eerage
maturity extended to aund 24 years from less than 1
year just pior to the 1998 eastuctuiing. However, the
domestic teasuy bill market remains hight illiquid
and secondgrmaiket yields,at more than 60 peent
in ealy Segtember very high; reflecting these uraf
vorable conditionsthe govemment has notetumed to
the maket to mise ne financing In the contet of the
treasuy bill cornversion stieme incentves were pio-
vided to major companies to issue domesticengy
cormorate dédt instumentsppening the pepective of
a revival of the coresponding maet. But werall,
among the domestianancial makets,only the equity
maiket has as gt resumed actities on a substantial
scale with broad irvestor inteest, including among
bankscontibuting to the sharrally in Russian equity
prices duing 1999.

Some pogress vas also made on thetemal déot
front. The authadties contiued their dialgue with
major intenational creditors, following the announce
ment in lae 1998 thathe county would be unhble to
make payments on Sdet-era ddt but would fully
honor déts incured ty the Russian sereign.The di
alogue has been successful woiing a brmal de
fault tavard Paris or London Club @&ditors, although
Russia has &ctively failed in ecent months to mak
a seres of stieduled pgments to both mups of ced
itors13 In the midlle of luine in the contgt of the
Cologne summitthe major industal countyy men
bers of the Rris Club announced their suppéor a e
structuting (but not patial write-off) of the Swiet debt
owed to oficial creditors, and an greement to
restedule aound $8 billion of this det was eaded

13A number of secondgmaiket holdes of London Club dat not
represented tathe London Club ha formed a sparate representa
tion group,which is exploring the scopedr defwult litigation against
Russia.
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at end-ailly. The ine announcementas intepreted
by investos as also immwving the pgment pospects
for London Club det and eusbonds,and secondar
maiket pices br these insttments subsequewntl
staged a signitant ecovery. The govemment has
continued to meet its digations on eurbonds,and
also on the &, dollardenomin&ed domestic d# in-

struments issued in 1996.

Only limited progress has been made sstuctur
ing the banking sectoifhe August 1998 dsis in
flicted heay losses on this sectawhich was alead/
structurally weak,and made comphensie and lage-
scale estuctuiing even moe uigent.The main ehide
for bank estuctuiing is theAgeng for Restuctuiing
Credit Oganizdions (ARCO), creaed in October
1998 and sl®d to acque contpolling stales in banks
in distress,manaye bad assetand initige bank liqui
daions. Havever, the ayeng/’s resouces ae modest
compaed with the estuctuing and ecaitalization
needsand signifcant deiciencies in the Igal frame
work goveming banking sectoreform remain. The
cental bank has beereluctant to withdaw licenses
from ailing banks and place them under admiaistr
tion, although thez has ecenty been some pgress
in this regard as par of the nev IMF program. The
cental bank has alsoafled to act decisely against
extensve asset sipping of insolent institutionsThe
lack of progress in bank estuctuing has futher
eroded commaial banks'willingness to &tend nev
lending to households anidriis,and nev credit to the
private sector has contied to deline in real tems
since the dsis, from alead/ very low levels. In the
absence of imestment oppaunities other than equi
ties, mary commecial banks hee kuilt up lage lig-
uidity positions in their caespondent accounts the
cental bank.

Long-standingiscal poblems were & the oot of
the August 1998 dsis, including the &deal govem-
ments poor everue perbrmance and tax anckgen
diture areas. Mud remains to be done to digss
these poblems; neerthelesssome signs of jpgress
are gpaent in the everue and gpenditue measws
introduced to ead the tageted 2 perent pimary
sumplus taget induded in the ne& stand-ly arang-
ment. Moeover, the iscal situéion & the fdeal
level has impoved since the lgnning of the ar
with a stong recovery in reverues eflecting both the
improvement in the maoceconomic evironment,in-
cluding higher oil pices,and einforced tax collee
tion efforts. Federnl govemment everues in the sec
ond quater of 1999 vere aound 14 pearent of GDP
compaed with less than 11 psent in the same quar
ter of last yar and everue collection has faner im
proved since thergxceeding nominal ldget tagets.
In paticular, cash everues elaive to GDP heae
risen fom the \ery low levels recoded in the second
half of 1998. Noninterst penditues hae been e
strained futher and the pmary balance haswang
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Box 2.6. Counting the Costs of the Recent Ges

To quantify some of the costs inced duimg the ecent
financial cises,the frst teble presents estimtas ofcu-
mulative output lossefor the bur economies wrst af
flicted by the Asian cisis and alsodr Argentina and
Mexico duiing the 1994-95tequila” crisis. The esti
mates efer to the dur yeas following the espectie
crises,are based on cuentWEO output pojections br
yeass after 1998and shav curmulative output losseel-
ative to typothetical nondsis output pths. The est

projections.

In the estimaon of output losses dung the“tequila”
crisis, it is assumed than a noncisis scendo output
would hare gown & 4 pecent a ar; this caresponds
roughly to the @erage anmial gowth rate of real GDP in
Mexico duiing 1990-94 and to thewer bound of pe
tential output gowth estim&es br Argentinal Despite
the apid recovery of output in both counigs dumg

associted with the dsis were substantialespecialy in
the case of Mdco.

For theAsian economiesdt is assumed thain the d-
sence of a @sis, output gowth would have slaved davn
from rates in the 7—& percent ange pior to the cisis to
4 pecent a yar fom 1997 onwrds—a lypothetical
“soft-landing” scenaio. The output losses impliedyb
comparson with sub a scenao are sizdle, paticulady
for Indonesia antlhailand where they appear to hee far
exceeded those incwed by Argentina and Meico ealier
in the decade

Increases inunemplymentand the assodiad social

crises inAsia, although thg have not been as lge as
was widey feaed when the dses vere & their peaks.
All the Asian counties considexd hee hare witnessed
marked iises in measead unemplgment in the ake of
the cises (seeifure), often to the highest \els in over
a decadeThe inceases in unempyonent eldive to out
put dedines hae been lagest in Korea, Thailand and
Hong Kong SAR. In Korea andlhailand job losses hae
been gacerbged ky banking and cqorate sector e
structuiing. In Hong Kong SAR,with the exchange rate
peg having been maintainedadjustment calledor de

1See IMF Argentina: Recent Economic Delopmentg§Wash
ington,1997).

mates theefore rely on counterdctual assumptions and

1996,1997,and the ifst half of 1998the output losses

costs hae been impdant by-products of the 1997-98

Cumulative Output Losses of 1990s @ses
(In percent of‘potential” output)

Cunulative Four-Year Output Loss

“Tequila” crisis

Argentina 15
Mexico 30
Asian crisis

Indonesia 82
Korea 27
Malaysia 39
Thailand 57

Souce: Intemational Monetay Fund World Economic
Outlook daabase; and sthéstimaes.

1Calculaed as the sum of the outpupgover a bur-year pe
riod, stating with the cisis year The output gp is defned as the
percentae difference betwen the actual and theygothetical
(or “potential”) level of real GDP ér eat county. Graphically,
the cunulative output loss wuld thus beapresented pthe aea
between the“potential” and actual output plas, stating from
the cisis year and gpressed as a pmntge of “potential” real
GDR It follows tha accunulated losses will be posit, and
possilby large, even in cases here output is bacto “potential”
at the end of theduryear peiod. In the countedctual scenéw,
it is assumed thidpotential’ GDP gows & 4 pecent per anom
and tha actual andpotential” output coincided within the to¢
year peiod preceding the gsis. “Actual” GDP dumg 1999—
2002 efers toWEO piojections.

clines in output gces,and in eal and nominal eges.
Output pices and—to a lessextent—weages adjusted
downwards, but unemplygment still boe a signifcant
patt of the sharrterm burden of adjustment. In Majsia,
wher measwrd unemplgment has notisen commen
surately with output delines, labor maket adjustment
has been dcilitated by the epatriation of migant
workers to Indonesia as ell as ty a combindon of
falling real wages in the érmal sector and the naement
of workers into lov-paying informal sector jobé&.
Unemplgyment has alsdsen shaply in Brazil and Chile

2Tamar Mamelyan Atinc and Midael Walton, “Social
Consequences of the E@stian Rnancial Cisis;’ available &
http://wwwworldbank.og/poverty (Washington:World Bank,
1998).

into suplus, in pat due to the tightifancing con
straint since the gvemment has lost access toang-
nancing in domestic and intettional financial masr
kets. Havever, federnl reverues emained lav as a
percent of GDP and the authdties have failed to
beneit fully from the fancial @quins in the engy
sector stemming &m the wble derecigion and
higher enggy prices.Also, recent cuts in nonintest
expenditues hae been mairyl ad hoc (intuding
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through a less than full adjustment oéges and pen
sions to infation) rather than being based on the com
prehensie expenditue reduction plan inwduced in
eaty 1998. Inteest &penditues,and hence the sz
of the overall defcit, have been kpt atificially low
as inteest pgments hae beenesheduled and inter
est haiges on dbt held ly the cental bank hae been
maintained aabelov maket rates. Fnally, and most
importantly, the authaities hare contirued to &il to
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Selected Emerging Market Economies: Unemployment?

(Percent of labor force)
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1Shaded areas indicate IMF staff projections.
21998 data are IMF staff estimates.

since edy 1998 in spite of some diawe in real wages.
In Argentina,buoyant economic aatity through the if st
half of 1998 helped égp unemplgment on a ddming
trend until lde in the yar but the combinton of weak
ening actvity amidst delationaty pressues and lhor
market rigidities (see Br 2.3) mised the unempjmnent
rate by 3 pecentaye points betwen October 1998 and
May 1999.

The pproximate maynitude of the social costs can be
gleaned fom a \ariety of socioeconomic inditars.

RecentWorld Bank estimi&es? indicate thd in Indonesia
the shae of the populéon living belav the (naionally
defined) pwerty line increased fom 11.0 pezent in
1997 to 19.9 peent in 1998. In Krea,the shae of the
urban popultion living in poverty increased fom 8.6 to
(contirued on net page)

3SeeWorld Bank,1999,“World Bank Pverty Updée: Trends
in Poverty,” available on the Intamet & http://whforumonecom/
poverty/daa/trends.

act decisrely against tax delinquencand the use of
noncash t@nsactions.

The authatties hare futhemore been unsuccessful
in moving beyond the postdsis standstill in other
areas of stuctural reform. Ther has been little or no
further pogress in the libelization of the economor
in enteprise estuctuiing, and thee hare been ever-
sals in some eas,including in the endrcement of
bankuptcy procedues,the egulaion of infrastucture
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monopoliesand tade polig. The pivatization effort
has also skwed considably, with no major sales thus
far in 1999.

Without a einvigorated efort to move ahead with
banking sectorahailitation, fiscal, and other strc-
tural reforms, the recent maaeconomic stailization
and tunaround in indusial output ae unlikely to last.
As set out in the e IMF program,banking sectore
habilitation needs todcus on the enfcement of sound
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Box 2.6 (conduded)

(Percent a gar)

Selected Emeging Mar ket Economies:Average Growth of Real GDP and ItsVolatility

1962-1999 1979-1989 1989-1999
Standad Standad Standad

Mean deviation Mean deviation Mean deviation
Asia
HongKong SAR 6.3 4.3 7.0 3.9 3.2 3.6
Indonesia 5.1 4.6 5.2 2.7 4.2 7.3
Korea 7.5 3.7 7.5 4.1 5.4 4.4
Malaysia 6.4 3.5 5.6 3.1 6.2 5.0
Philippines 3.7 3.4 1.9 5.2 2.6 2.3
Singapore 7.8 3.8 7.1 3.9 6.9 3.0
Taiwan POC 7.8 9.9 7.8 2.7 5.8 0.9
Thailand 6.6 3.6 7.1 2.9 5.0 5.8
Latin America
Argentina 2.1 6.9 -1.0 4.9 4.2 4.7
Brazil 4.8 5.0 2.8 4.6 1.7 3.0
Chile 3.9 5.7 3.4 7.2 6.4 8.3
Mexico 4.6 3.7 2.2 4.3 3.2 3.6

Note: 1999 gowth rates ae IMF staf estimdes.

19.2 pecent wver the same perd. In Thailand—where
the midlle dass seems to i@ been dected the most—
the paerty headcount in@ased fom 11.0 to 12.9 per
cent. Inceases in peerty have theefore been signitant
in the counties most dkected ly the cisis, but they have
not been as lge as initialy feaed and pwoerty rates
have remained well belov the levels of the 19808.
Marked inceases in unempyment and in consumer
prices bllowing devaludions put consideble stain on
existing social saty netsAs descibed in the main td,
in all ciisis-sticken counties with IMF pograms sadty
nets hae been put in place oxtnded to help mitige
the impact of the ¢ses on Wing standads?® In Thailand

4For example in Indonesiathe shage of the populgon belav
the paerty line was estimged to hae been 32 peent in 1985.
SeeEastAsia: The Road to Rewery (Washington DC: World
Bank,1998).

SFor a moe detailed desigtion and estimi@s of the sie of the
respectre social safty net pograms,see SanjeeGupta et al.,
“Mitig ating the Social Costs of the Economidsty and Refrm
Programs in Asia; International Economic Blicy Review
(WashingtoniMF, 1999).

expenditue on social suppbmeasues, including food
subsig¢ programs and de&ct hudgetay transers to the
poor, is estimaéed to hae douled over the last tw years
adding to the detéoration in the fscal balance betaen
1996 and 1998\bthe equialent of 1 perent of GDPA
fiscal cost of similar ngnitude has been estited for
Indonesia. In lérea,on the basis of a bader dédhition
of the social saity net,it has been estinted tha higher
social ependitues adled the equialent of some 2 per
cent of GDP to the detieration of the fscal position in
the same p&rd.6

Apaitt from the costs of the social eaf net and the de
cline in reverues esulting fom lover economic adtity,
the other mainiscal costs assoded with the dses hae
been associad with banking sectoestuctuiing.” Soon

6See Timothy Lane et al.,IMF-Suppoted Pograms in
Indonesia, Korea, and Thailand A Preliminary Assessment
Intemational Monetay Fund Occasional Bper 178,1999.

7No quantifcation of coporate losses is pvided because of
the lak of compehensie dda and unceainty @out hav these
costs will be disibuted In piinciple, these costs should be
bome ty shaeholdes kut the epeiience of other coungs is

regulatory policies, the eferal of insohent banks
meeting spedif criteria to ARCO for restuctuing,
and the wift closure of banks thiecannot be seed The
structural reform agenda needs t@m€us on the full and
prompt implementdon of measugs to takle the non
payment poblem; stirmmulate industial restuctuing,
private sector deslopment, and irvestment; and
strengthen the lgal system. IScal eform, in tum,
should bcus on sictly enforcing tax pgments; elimi
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nating recouse to tax dkets; and poritizing expendi
tures and contiling spending commitments madg b
ministies and gencies.While the authaties nust
give nav impetus to a lwad ange of reforms,the high
est piority should be gyen to bank estuctuing and
steps to adress the nonganent poblem.

The Russian @sis has had signdant spillover ef
fects on neighbang countres in tansition.These ef
fects hae been most pnounced in the coumgis tha
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after the outbeak of the dses in 1997jt became lear
tha sizeeble pubic sector disbhrsements wuld be needed
in IndonesiaKorea,Malaysia,and Thailand to ecaital-
ize banks and pvide guaantees to daositos.
Estimaing the net costs of bankingstuctuing is not
straightforward as it equires assumptions to be maéier
example about the pesent and futer incidence of non-
performing loanstheir recovery rate, and the amount of
liquidity suppot. On a goss basis (i-eexcluding future
proceeds fom reprivatization, loan recovery, and epay-
ment of the liquidity assistanceqgeided by the govem-
ment),official estimdes of the cost ofirfancial sectore
structuiing range from 15 pecent of GDP in lrea to 41
and 45 perent of GDP inThailand and Indonesiegspee
tively.8 On the assumption thaud dishursements a fi-
nanced B the issuance ofayemment bondsthe fscal
burden can be measd ty the inteest costs on an anal
basis.These hee been estinmad as being in the neigh
borhood of 1 parent of GDP in K§rea in 19992 pecent
of GDP inThailand and 2.8 in Indonesia in 1999/2000.

Further costs mahare aisen flom ary increase in ac
tual or pected income olatility associged with the
crises.Theoetically, even if long-un or“permanent”in-
come is undected increased glatility will lo wer welfare
to the atent tha it makes consumption-smoothing neor
costly, paticulady in economies with less deloped f-
nancial makets?® Also, insofar as higher outputoletility
increases uncinty éout futue income sams;it will
tend to aise pecautionay saving and thus lver the p¢h
of private consumption in the longn 10

The second tae shavs estimées of @gregate income
volatility in terms of the unconditional standideviation

tha the banking sector ends upsarbing parof these losses.
Insofar as this leads to p#al adequag problems,and equires
the injection of pulic sector funds toecaitalize banks,the
costs mg ultimately be bone by the taxpger.

8Some maket obsevers have estimé&d the costs to be consid
erably higher See“Financial Sector Gsis and Restrctuing—
Lessons mmAsia; mimeo (WashingtoniMF, 1999). Narower
estimdes of estuctuiing costs and other assdeid stéistics ae
provided inTable 2.3.

9For a figorous anaftical treament of this point,seeA.
Deéaon, Understanding ConsumptiofOxford: 1992).

10For a discussion of the impact of higher incor&tility on
precautionay saszing and consumptionrgwth, see dnahan
Ostly and daquim Ley, “Household Seings in Fance’ in
IMF Staf Papers (1995),pp. 375-97.

of yearon-year gowth rates of eal GDP ér selected
emepging maket economies\er 1963-99 and the tw
most ecent decades inddually. As one vould epect,
output \olatility in the 1990s vas noticehly higher than
in the 1980s or the ped as a Wmole in theAsian
economies thawere most seerely affected ly the
1997-98 ihancial cisis—namey, Indonesia, Korea,
Malaysia, and Thailand However, although the ecent
crisis also dfected Hong kKng SAR,the Philippines,
Singapore, and Taiwan POC output wlatility was actu
ally lower in these economies dog the 1990s than in
the 1980s or the pied since 1963 as ahwele (see second
table). But prvate consumption déioed or decelated
shaply in 1998 in all the ésis-sticken counties.And it
may be tha even in the lder goup of economies the
severity of the ecent ecessiongoupled with uncéainty
geneeted by job dislocgion duing the eform process,
raised pecautionay saving and lavered pivate con
sumption @er the past to yeas. On the basis of the
present eidence however, it is not possike to estalish
tha wealer pivate consumptionasulted fom systemia
ically higher output glatility in the 1990s.

In Latin America, output \latility fell in Argentina,
Brazil, Chile, and Mico in the 1990snotwithstanding
the seeiity of the 1994-95 Medcan cisis, the spillosers
from theAsian and Russian ises,and the ihancial tur
moil in Brazil itself. Particulary notevorthy is the dop
in output \olatility in Chile, where the standarderiation
of yearon-year gowth rates moe than haled betveen
the 1980s and the 1990s. Mover, three out of thedur
major Ldin American emeging maket economiesthe
exception being Bazil, achieved higher outputrgwth in
the 1990s than in the 1980ghile also &oiding the moe
dramaic boom-lust g/cles of the pevious decade

In sum,the economic and social costs of the 1997-98
Asian cisis in the countes diectly affected though less
than widey feaed aound the peaks of theises,have
been substantialyith output lossesxeeeding those in
cured by Argentina and Meico as a esult of the
1994-95‘tequila” crisis. But it is not tear, on the basis
of simple measas of wlatility of real GDP gowth,
whether maaeconomic instaility has gneally in-
creased among engéng maket economies in the 1990s
in tandem with the libexizetion of caital flows and i-
nancial intgration; nor is it olvious what effects the e
cent bouts ofihancial instdility will have on consump
tion and seing in the lon@r tem.

maintained gtensve trade links with Russia jor to
the cisis, namel the Baltics and the courgs of the
Commonvealth of Indpendent Stes (CIS) other
than RussiaThe dereciaion of the uble and &ll in
Russian impdr demand put signidant pessue on
these countes’ curencies (part from in the Baltics).
With Kazakhstan hang éandoned its magad float
in eaty April 1999, the rumber of CIS counies, ex-
cluding Russiatha have swvitched to moe flexible ex-
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chang rate regimes since thédugust 1998 dsis has
risen to sixwhile in Belaus,where foreign exchange
contwls remain in placgthe ate of devaludion of the
cureng/ has inceased# The associ®d cunulative
losses in thealue of the gchange rate versus the US.

L4Apartt from Kazakhstarthose countes ae Geogia, the Kyrgyz
Repubic, Moldova, Tajikistan,and Ukaine
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dollar ae in the 30-80 peent ange, broadly accod-
ing to the impaance of edt county’s pieciisis trade
links with Russia. In all casetf)e derecidions hae
led to sizhle uptuns in infation. Armenia andwith
some adjustment to thelae of its cureng in eaty
July, Azerbaijan and also the Baltic coupts hae
maintained their cuencg/ regimes in the ke of the
crisis, and their ®&chang rates hae gpreciaed
shaply versus the uble, while remaining boadly sta
ble against the US. dollar Dedines in domestic cur

reng/ prices of impots from Russia and other CIS

counties hae put devnward pressue on infation in
these iive counties,in Azerbaijan in paicular, where
consumer pces in August were aound 9 pecent
lower than 12 months daar.

In most CIS countes,both exports and impats re-
main well belov preciisis levels. In the ifst half of
1999, exports in U.S. dollar tems were davn by 20
percent or moe compaed with the same pied of
1998 in Belans, KazakhstanMoldova, and Ukaing
mainly reflecting the shar contaction in impot de-
mand in Russia and their cancies’real precia
tions ajainst the wble. Estonia and Lizia recoded
dedines in ports of moe than 10 peent, and
Lithuania—the Baltic counyrwith the highest gacii-
sis tlade &posue to Russia—of @und 25 perent in
this perod.’> The dedine in trade fows has in tum
had a ngative impact on actity in industy and the
transit sectorAs a esult,real GDP &ll in Kazakhstan
and Ukaine ly around 3 perent,and in Moldwa by
more than 5 perent,in the irst half of 1999 gar
onyear In the Baltics,all three counties hae had
contractions in eal GDP in theifst half of 1999 com
pared with the irst half of 1998,with the lagest
dedines in Estonia,by amund 4 petent, and in
Lithuania,by around 5 pecent.

Apar from its macoeconomic impacthe Russian
crisis has also &tcted neighbang CIS and Baltic
counties’ banking secta and inancial makets,their
access to intetional financial makets,and the pace
of maket-oliented eform more geneally. Losses on
assets with x@osue to Russia and g@esit with
drawals induced ¥ dedines in confdence hae led
to widespead banking mblems tha&, except in the
Baltic counties, have still to be adressed déctively.
The deelopment of domestidrfancial makets has
suffered a setbdcas vell. Pices and tumover in the
equity makets of the Baltics and Uaine hae been
depressed while actvity in the fledgling equity
maikets elseshere in the CIS has wually dried up.
Except in the Baltics,domestic eal inteest ates
have remained high,with negative consequences
for the deelopment of mone and teasuy bill

15In the frst half of 1999/ ithuanias eports to Russia in L&
dollar tems had plummeted to onetiith of their \alue in theifst
half of 1998,and Russi& shae in the counir's total eports had
been educed fom 24 pecent to less than 7 pEmt.
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Table 2.5. Countries inTransition: Average
Annual Growth Rates in 1994-98and 1998 GDP
Per Capita in U.S. Dollar Purchasing RFower
Parity Terms

Average Giowth Per Caita GDP

Central and easten
Europe and Baltics

Croaia 55 6,839
Czedh Repuhic 2.2 12,479
Estonia 4.2 7,607
Hungary 3.1 10,202
Latvia 3.2 5,657
Lithuania 2.1 6,437
Poland 6.0 7,658
Slovak Repubic 5.9 9,817
Slovenia 4.3 14,305
Average 4.0 8,989
Southeasten Europe
Albania 5.7 2,860
Bulgana -2.1 4,776
MacedoniaFYR of 0.4 4,432
Romania 0.2 5,646
Average 1.1 4,428
Russia -4.2 6,474
CIS
Armenia 5.7 2,162
Azerbaijan -2.9 2,211
Belawus -0.2 6,131
Geogia 3.1 3,330
Kazakhstan -4.2 4,300
Kyrgyz Repubic -1.3 2,336
Moldova -9.5 1,927
Tajikistan —-6.3 884
Turkmenistan -11.1 3,169
Ukraine -10.0 3,248
Uzbekistan 0.4 2,117
Average -3.3 2,892
Mongolia 3.7
Memorandum
EU15 2.5 20,031
Japan 1.1 23,979
U.SA. 3.4 30,057

Source: OECD and IMF stdfestimades.

markets. Conditions &cing the Baltic counigs in
intemational financial makets ha&e become less
favorable, mostly so in Lithuanid® while elsevhere
progress tawvard gaining access to shcmakets
hascome to a standstill pin Moldova and Ukaine
been eversed More nejative investor sentiment
toward the egion has also &&cted FDI fows, delay-
ing the sale of some Ilg& stae enteprises to intema-
tional investos. Fnally, in a rumber of CIS counies,

16ln Lithuania,a five-year euo-denominged Eupbond issued in
June 1999 cared a pemium of 374 basis pointbave compaable
Bunds,as @ainst a pemium of 117 basis pointbave U.S. trea
suiies for a fve-year US. dollar—denomin@d Eupbond issued in
the thid quater of 1997.
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Table 2.6. Countries inTransition: Structural Reform Indicators,

1994-98Averages

EBRD Annual Giowth Private
Transition FDI of Fixed Broad Mong  Sector Cedit
Indicators  Per Caital Investment to GDP Rédo to GDP Ré&o

Central and easten

Europe and Baltics
Crodia 3.0 393 4.1 32 33
Czech Repubic 3.5 818 6.2 72 60
Estonia 3.3 555 10.1 28 24
Hungary 3.5 1,113 6.9 43 23
Latvia 29 646 8.8 27 11
Lithuania 3.0 318 7.8 21 13
Poland 34 321 14.3 36 15
Slovak RepuHbic 3.3 144 9.1 68 36
Slovenia 3.2 530 11.2 39 29

Average 3.2 538 8.7 41 27
Southeasten Europe
Albania 2.5 103 L 50 4
Bulgaria 2.6 140 —-6.2 32 13
MacedoniaFYR of 2.7 58 4.2 13 28
Romania 2.6 208 1.6 25 11

Average 2.6 127 -0.1 30 14
Russia 2.7 92 -15.2 19 10
CIs
Armenia 2.3 64 8.0 10 8
Azerbaijan 1.8 406 32.6 21 2
Belaus 1.8 42 -7.0 24 11
Geogia 2.2 37 12.7 5 4
Kazakhstan 2.4 312 -15.4 11 10
Kyrgyz Repuhic 2.8 69 -15.4 14 8
Moldova 25 113 -13.2 17 8
Tajikistan 1.7 16 11 5
Turkmenistan 1.3 108 C 9 C
Ukraine 2.2 43 -18.4 16 4
Uzbekistan 2.2 23 4.2 16 26

Average 2.1 112 -1.3 15 9
Mongolia . 39 1. 23 11

Sources:EBRD, UNECE,and IMF staff estimdes.
1Cunulative FDI in US. dollars for the peiod 1994-98.
2Average for 1993-97.

the cisis has slwed the oerall pace of suctural re-
form. The taste dr reform measwes tha involve
shot-term costs bt only medium-tem beneits has
wealened inview of the laver shot-term growth
prospects andeduced access tanéncial makets
which could smooth the impact oéforms on de
mand In fact, pressues br badsliding—induding
the reimposition of pice contols on basic commodi
ties and the aintroduction of potectionist arange-
ments—have intensifed.

The economic ecod of the Baltics and the CIS
counties in the vake of theAugust 1998 gsis illus-
trates the impdance of tvo factoss in paticular in
shaing the spilleers from the Russian mis—trade
exposue and the pace of stural reform. The pio-
nounced walening in &port and output pedrmance
in the Baltics and most CIS couies in lae 1998 and
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eaty 1999 eflects the commorote of trade linkaes
in transmitting the décts of the dsis, and sugests
that trade-based comgan efects hae been the main
transmission ltcannel fom the Russian i@is for
counties with a elaively high tade &posue to
RussiaAt the same timga compaison of the Baltics
with the CIS countes also shws hav faster pogress
with structural reform, as in the Balticsmay have
been impatant in limiting vulneability to setba&s in
financial deelopment and other sittural areas.The
roles of the tw factors ae illustrated fuither by the
expelience of the counis of cental and easter
Europe which by virtue of the eorientaion of their
trade teovard westen makets, in pat facilitated
by geagraphical pioximity, and their sustained sir-
tural reform eforts in recent yas hare by and lage
avoided ay major impact fom the Russian i@is
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beyond a modest and tempay slovdown in
growth.1” Their experience undescoes the link be
tween pogress in stctural reform and esilience to
extemal shoks.

The Russian sis has ealy exposed the vulner
bilities of those tnsition economies thdave been
relatively slov in making pogress with stuctural re-
form. In recent ars, a widening gp has deeloped
between the economic permance of these shore-
formers and those ansition counies tha hase been
genenlly successful in lilding a maket econory
and in most casesnaking signifcant pogress tavard
meeting the dteria for EU accession.Thus, in
1994-98, the (unweighted) amerage anmal GDP
growth rate of the moe adranced eformers of cental
and easter Eulope was 4.0 pearent, but tha of the
countiies of southeasterEuope ony 1.1 pecent,and
tha of the CIS countes other than Russia —3.3 pent
(or —0.3 petent,if 1994, which was a pdiculary bad
year Dbr the CISis excluded) (Bble 2.5,page 68). In
1998, average per cpita GDP in cenal and easter
Europe and the Baltics a8 moe than twice the iel
elsavhere in the tansition egion. Unless—and the
Russian dsis could act as a tayst—the less ad
vanced eformers bajin to cach up in their eform et
forts, these diferences in gowth perbrmance and VWi-
ing standads seem likly to remain or widen fuher

This dvergent gowth perbrmance in adition to
being the outcome of dédrences in initial conditions
and in the amber of yars lgpsed since the baning
of the tansition,stems fom une&en piogress in stuc-
tural reform, which is reflected in a arety of indica
tors covering sut areas as institutionthblding, compo-
rate restiuctuing, and fnancial depening A number
of indicaors,computed as thevarages wer the pepnd
1994 to 1998are presented inTable 2.6 (pae 69).
The EBRD tansition indic#éors piovide a measur of
progress made in edilishing an institutional and ¢l
framavork tha ensues the dictive opeation of a
maiket econom. The arerage scoes eported for the
countiies in cental and easterEuiope and the Baltics
are notdly higher than thoseof southeasterEuiope
and the CISAnother citerion, the lerel of FDI per
cepita, and the assodied tanser of resouces and
manayernal skills, is indicdive of the scale of cpo-
rate restuctuing tha has takn place The anmal
growth of goss fxed investment is a joxy for the de
gree of caital stok renaval. According to both dte-
ria, the estuctuing and eneval process is signif
canty more adranced in cenal and easter Euope
and the Baltics. iRancial sector deelopmentfinally,
is another impdant dimension of the dnsition.

17For an analsis of the geneally limited, spillovers from the
Russian dsis on fnancial makets in cental and easter Euope
see R. Gaston Gelos andtRaSahg, “Comovements and @Ges—
Financial Maket Spillorers in Transition Economigs, IMF
Working Paper (WashingtoniMF, 1999,forthcoming).
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Table 2.7. Countries inTransition: Indicators of
Export Performance and Laor Productivity in
Industry, 1994—-98Averages

Average Annual Labor Poductvity
Expott Growth in Industy?!

Central and easten

Europe and Baltics
Crodia 6.8 9.2
Czech Reputic 12.8 8.5
Estonia 29.7 7.9
Hungary 21.9 11.0
Latvia 15.3 9.4
Lithuania 26.9 54
Poland 18.6 9.9
Slovak Repuhbic 12.2 6.5
Slovenia 8.6 7.1

Average 13.5 8.3
Southeasten Europe
Albania 12.9 S
Bulgara 4.1 2.0
MacedoniaFYR of 4.8 3.2
Romania 12.1 5.6

Average 8.4 3.6
Russia 5.3 1.2
CIS
Armenia 9.5 13.9
Azerbaijan -1.8 1.1
Belaus 32.3 4.0
Geogia -3.3 1.2
Kazakhstan 7.8 3.4
Kyrgyz Repubic 11.1 14.3
Moldova 8.0 -3.2
Tajikistan 8.4 -1.2
Turkmenistan -22.0 -12.0
Ukraine 1.0 -1.1
Uzbekistan 5.5 5.0

Average 51 2.7
Mongolia 6.7 9.4

Source: EBRD, UNECE, CIS Intestae Staistical Committee
and IMF staff estimdes.

IManufactuiing in the counies of cental and easterEuiope and
the Baltics.

2Average for 1993-97.

Outstanding bank ltilities relaive to GDP a& an in
dicator of the fnancial sectos overall size, while
bank cedit to the pvate sector elaive to GDP is a
proxy for the inbrmation, monitoiing, and isk man
agement serices povided ly the sectoi® The
199498 werages Dr both \arables shav financial
sector deelopment to be still in its initial sges out
side cental and easterEuiope

Institutional eform, corporate restuuctuiing, and f-
nancial sector deslopment a all pected to im
prove pioductiity and intendional competitieness.

18Thorsten Bek, Ross L&ine, Norman Logza,“Finance and the

Souces of Gowth,” World Bank Plicy Reseath Working Paper
2057 (WashingtonfFebruary 1999).
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Increases in laor pioductvity in industy and eport
growth can thesfore be intepreted as indidars of the
overall progress in these aas.The 1994-98 mduc
tivity and eport numbes illustrate further the diide
between the mar adranced eformers, which, while
reorienting tade tovards westen Euilopean madets,
have made signitant gains on both accountand the
other tansition counies, where lebor pioductiity
has been staant or gen falling and &port growth
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modest & best (Bble 2.7). These ihdings povide
strong e&idence thastuctural reform efforts pay off
and sugest tha less aslanced eformers can signif
cantly improve their long@rterm growth perbrmance
by narowing the stuctural reform gap. The Russian
crisis, which has highlighted the diional vulnegbil-
ity of slow reformers to etemal shoks, further
strengthens the caserfa sustained &drt to narow

this cap.
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