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Economic Recovery and Reform in Indonesia

-

Badi Soesastro
-CSIS, Jakarta (Indonesia)

ABSTRACT

Amongst the crisis-hit countries in Asia, Indonesia was hit hardest. A great deal has
been written about the origin and the unfolding of the crisis in Indonesia. The
detenioration of its economic “fundamentals” was not immediately obvious as the
economy continued to grow by about 7 percent in the first half of 1997, exports
remain strong, the current account deficit was manageable, and the budget exhibited a
surplus. Yet, the economy had became very vulnerable to external shocks. Short term
debt had accumulated rapidly since the beginning of the 1990s, in part to finance long
term projects. The banking system, which expanded rapidly following a major
deregulation in 1988, had been under lax supervision. Economic liberalization and
deregulation, which began in the mid 1980s, slowed down in the early 1990s. Certain
sectors of the economy were re-regulated and a number of activities, in manufacturing
and services, were given protection or other favorable treatment because of their close
links to the power center. However, the depth of the crisis cannot be explained by
these factors alone. In fact, it was the mishandling of the crisis that led to free fall of
the economy and the currency (Rupiah) in the beginning of 1998. This was followed
by the fall of the Soeharto regime that was in power for more than 30 years. The
collapse of the regime resulted in an equally deep political crisis. In the four years
since Soeharto’s fall in May 1998, Indonesia has three presidents.

Given the depth of the economic and financial crisis, coupled, with the political crisis,
Indonesia’s recovery process had been slow, difficult, and frustrating. With each new
government, a new recovery program was introduced, but its implementation was poor
due to lack of economic leadership and administrative capacity as well as continuous
political interference. The involvement of the IMF has been critical to the setting of
the recovery and reform agenda, especially with the changes of government. However,
IMF’s tendency to “micro-manage” Indonesia’s IMF-supported program has added to
the difficulties in implementing it.
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The Indonesian economy began its recovery in 2000. The economy grew by 4.8
percent, driven to a large extent by domestic consumption and export growth. This
recovery, however. was not sustained. Economic growth slowed down to 3.5 percent
in 2001. This performance was better than many other Southeast Asian countries.
Malaysia, Singapore and Thailand were adversely affected by the slowdown of the US
and the global economy, especially since September 11. However, these economies
will recover more swiftly with a recovery of the US and the global economy.
Indonesia, on the other hand, has to overcome a number of systemic problems internal
to its economy and polity. Its slow “recovery without reform” is not sustainable. The
banking system remains weak and, in fact, faces the danger of another crisis. The
government’s budget is experiencing a temporary relief as a result of higher oil prices
and the successful rescheduling of public extemal debt through the Paris Club. The
challenge of fiscal sustainability remains great.

Reforms are also necessary to enhance the economy’s intemational competitiveness.
The weak currencv has been a factor in its international competitiveness, but this
cannot be relied upon indefinitely. The competition from China and other economies
in the region is real. Increased productivity, moving up to higher value-added
production, and a further diversification of the economy requires new_investments,
especially from abroad. This also requires further reforms and the maintenance of

political stability.

Indonesia’s recovery and reform agenda has been formulated since the IMF was
invited to help support the program. The agenda has not been without criticism, and
over the vears modifications have been made. Some lessons have been learnt. But the
lessons drawn need to take into consideration the overall political environment, which
at times had been favorable but at other times had caused severe obstruction.
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INTRODUCTION

Amongst the crisis-hit countries in Asia, Indonesia was hit hardest. A great deal has
been written about the oriéin and the unfolding of the crisis in Indonesia. The
deterioration of its economic “fundamentals” was not immediately obvious as the
economy continued to grow by auout 7 percent in the first half of 1997, exports
remained strong, the current account deficit was manageable, and the budget exhibited
a surplus. Yet, the economy had became very vulnerable to external shocks. Short
term debt had accumulated rapidly since the beginning of the 1990s, in part to finance
long term projects. The banking system, which expanded rapidly following a major
deregulation in 1988, had been under lax supervision. Economic liberalization and
deregulation, which began in the mid 1980s, slowed down in the early 1990s. Certain
sectors of the economy were re-regulated and a number of activities, in manufacturing
and services, were given protection or other favorable treatment because of their close
links to the power center. However, the depth of the crisis cannot be explained by
these factors alone. In fact, it was the mishandling of the crisis that led to the free fall
of the economy and the currency (rupiah) in the beginning of 1998. This was followed
by the fall of Socharto who had been in power for more than 30 years. The collapse of
the regime resulted in an equally deep political crisis. In the four years since

Soeharto’s fall in May 1998, Indonesia has had three presidents.

Given the depth of the economic and financial crisis, coupled, with the political crisis,
Indonesia’s recovery process has been slow, difficult, and frustrating. With each new
govemment, a new recovery program was introduced, but its implementation was poor
due to lack of economic leadership and administrative capacity as well as continuous
political interference. The involvement of the IMF has been critical to the sétting of
the recovery and reform agenda, especially with the changes of government. However,
IMF’s tendency to “micro-manage” Indonesia’s IMF-supported programs has added to

the difficulties in implementing them.
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The Indonesian economy began its recovery in 2000. The economy grew by 4.8
percent, driven to a large extent by domestic consumption and export growth. This
recovery, however, was not sustained. Economic growth slowed down to 3.5 percent
in 2001. This performance was better than maﬁy other Southeast Asian countries.
Malaysia, Singapore and Thailand were adversely affected by the slowdown of the US
and the global economy, especially since September 11. However, these economies
will recover more swiftly with a recovery of the US and the global economy.
Indonesia, on the other hand, has to overcome a number of systemic problems internal
to its economy and polity. Its slow “recovery without reform” is not sustainable. The
banking system remains weak and, in fact, faces the danger of another crisis. The
government’s budget is experiencing a temporary relief as a result of higher oil prices
and the successful rescheduling of public external debt through the Pars Club.

However, the challenge of fiscal sustainability remains great.

Reforms are also necessary to enhance the economy’s intemational competitiveness.
The weak currency has been a factor in its intermational competitiveness, but this
cannot be relied upon indefinitely. The competition from China and other economies
in the region is real. Increased productivity, moving up to higher value-added
production, and a further diversification of the economy requires new investments,
especially from abroad. This also requires further reforms and the maintenance of

political stability.

Indonesia’s recovery and reform agenda has been strengthened through the IMF-
supported program. The agenda has not been without criticism, and over the years
modifications have been made. Some lessons have been learnt. But the lessons drawn
need to take into consideration the overall political environment, which at times had

been favorable but at other times had caused severe obstruction.
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This paper begins with a discussion of the overall process of recovery and reform in
the context of Indonesia’s changing political landscape, affecting the implementation
of the recovery and reform programs as well as relations with the IMF. This will be
followed by an examination of the evolving programs and policies and the difficulties
of implementing them. The final section looks at the overall macroeconomic

performance under the recovery program over the last five years.

THE PROCESS
Initial Handling of the Crisis

The Indonesian crisis, which perhaps could be dated to 21 July 1997 when its currency
fell by 7%, has been characterized by the extreme depreciation of the rupiah. In the
following months th; rupiah continued to slide. By 22 January 1998 the currency fell
to a record low of about Rp 17,000/$, which amounted to a devaluation of more than

80% since it was floated on 14 August 1997.

The initial debate in the country centered on the link between currency depreciation
and “economic fundamentals.” One view suggested that Indonesia’s economic
fundamentals were as sound as they had ever been, and more sound than those of
Thailand. Thus the large deprcciation must have been caused by other factors. Yet,
“contagion” alone cannot account for this. The financial health of the economy, or the
lack of it, which was largely overlooked when assessing a country’s economic
fundamentals, was thought to play a critical role in the crisis. Some argued that
“political fundamentals”, including good governance, are equally important. The
currency crisis as it unfolded came to be seen largely as a symptom of a much deeper

crisis of confidence in the government.
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Fhe other view argued that the large depreciation must mean that Indonesia’s-
sconomic fundamentals were much less sound than was generally believed, and that
the public was not sufficiently informed about the real state of the economy. In fact,
both views appear to converge in identifying the steps necessary to overcome the
crisis, namely to increase transparency in both public and corporate governance, and
to resume the reform process that seemed to have come to a halt. Indeed, concems had
been raised since about 1992 or so that the country was cxperienéing “deregulation
fatigue”. The crisis was thus seen as a blessing in disguise, in that it might produce a

new sense of urgency that would revive the drive for economic reforms.

Pressures on the rupiah began to be felt following the decision by the Thai govcr-nmcnt
to float the bath on 2 July 1997. On 11 July Bank Indonesia {BI), Indonesia’s central
bank, widened its intervention band to avoid having to sell foreign exchange to
speculators in defense of the rupiah. On 13 August the upper limit of the intervention
band was exceeded despite further interventions by BI. The next day, concemed that it
may squander its foreign reserves, BI decided to let the rupiah float freely. The rupiah
continued to weaken, and BI responded by tightening liquidity in its efforts to keep
inflation under control and to stem the tide of large shifts into dollar holdings by
residents. This policy was ineffective because the rupiah continued to slide. This tight
money policy was widely criticized, including by President Soeharto himself. The
monetary authorities gave in to these pressures but as a precaution BI put a limit on

forward transactions in the foreign exchange market.

In mid September the Finance Minister outlined for the first time the government’s
program to overcome the crisis. It had five main objectives: (a) stabilization of the
rupiah; (b) fiscal consolidation; (c) reduction of the current account deficit; (d)
strengthening the banking sector; and (e) strengthening the private corporate sector. A
number of measures were outlined to achieve these objcctives. Among the measures

were cancellation of a number of budget-financed (iarge) projects and the reduction of
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subsidies on fuel. On the banking sector, the government proposed the mergers of state
banks and private banks and the liquidation of insolvent banks. Private companies
were advised not to expand their activities, especially if they relied on foreign funding.
The government also put an end to the 49% foreign ownership limit on Indonesian

stocks.

Following this policy announcement the currency s‘tabi]izcd, but only briefly. By the
beginning of October the rupiah had already depreciated by about 35%. Similarly, the
Jakarta Stock Exchange index had fallen by 44%. There were reports that private
companies were having difficulties to meet their external debt service obligations.
This led the Cabinet to decide on 8 October to seek assistance from the International
Monetary Fund (IMF). In his initial statement the Finance Minister explained that the
government sought technical assistance from the IMF to strengthen the financial
system. The possibility of financial support would be explored only as a precaution. It
was somewhat ot:vious that President Soeharto was hesitant to draw in the INMF.
However, during the process of exploration with the IMF it was felt that an IMF
standby loan, backed by an economic program, was becoming necessary to restore

confidence.

In compaiative perspective, Indonesia had drawn in the IMF to help overcome the
crisis ate an earlier stage than Thailand had done or Korea was to do. It had not drawn
down its reserves. An aérecment was reached with the IMF on 31 October 1997, in the
form of a letter of intent (LOI) signed by the Finance Minister and the Governor of Bl.
The program to overcome the crisis and towards economic recovery, accommodating
IMF’s conditionality, were contained in the Memorandum of Economic and Financial
Policies (MEFP) that was attached to the LOI. The program was to be implemented

over a three-year period.
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The program was built around three main pillars. First, a strong macroeconomic
framework designed to achieve an orderly adjustment in the external current account,
and incorporating substantial fiscal adjustment as well as a tight monetary stance.
Second, a comprehensive strategy to restructure the financial sector, including early
closure of insolvent institutions (banks). Third, a broad range of structural measures
that also improve governance. The program was clearly aimed at restoring
macroeconomic stability and confidence. Stimulating or revitalizing the economy was
not the essence of the program. Indeed it was only much later that the problem of
corporate debt and the revitalization of the economy were taken into consideration.

The first pillar was simply a continuation of the policies that were already introduced
by the government since August. However, a much tighter budget appeared to have
been demanded by the IMF. A budget surplus of 1% of GDP was aimed for. The
Justification for this stance was to support the required external adjustment, finance the
costs of restructuring the financial sector, and bring down the government debt/GDP

ratio.

Within the second pillar, the following day after the announcement of the program the
government closed a total of 16 banks. This was a very controversial decision and may
have caused an irreparable damage. As there was no deposit guarantee in place, the
decision was a big shock to the public. This had led to waves of severe bank runs that
forced the government to provide emergency liquidity to save the banks. This rescue
operations tum out to be vcry‘ costly for the government, and for the country. The
media had reported that the IMF realized that it had given the wrong advise. However,
liquidation of banks was already in the government’s own agenda. On 2 September Bl
had already issued a decree regarding procedures for the liquidation of banks.

However, nobody, including banks, appeared to have taken notice of this decree.

The third pillar was the structural reforms. In its design, the recovery program

included a strong structural reform component. It was felt that the program, whose
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main aim was to restore confidence, would not have credibility if it did not have this
third pillar. The Indonesian side in the negotiations, supported by the World Bank,
could be the party that insisted on including this component in the program. The IMF
was said to be reluctant to\do so as it had no expertence in managing it. Indeed, it is
these structural reform .measures that become the IMF’s Achilles heel in its
involvement in Indonesia. It one of the major causes of the mishandling of the crisis,

resulting in the very deep and protracted crisis.

1997 - 1999: Difficult Recovery, Difficult Reform

Unlike the Thai and other previous IMF-supported programs, Indonesia’s program has
a strong structural reform component. Subsequently it became an integral part of
IMF’s approach, although the current Managing Director, Horst Koehler, has de-
emphasized it. However, in the Indonesian case, it cannot be easily taken out from the
program as progfess in implementing an economic recovery program is constantly
threatened by entrenched vested interests, corruption and poor governance, as well as

lack of institutions and administrative capacity.

It should be noted that at the time of the Indonesian program any such agreement with
the IMF was only announced, as the official document was not made available to the
public. It was not long there after, following a lot of criticisms, that the IMF agreed to
henceforth make such -agreements public. As stated in the MEFP structural reforms
were aimed at promoting greater transparency in policy making and competition to
support ongoing restructuring of the economy. In regard to this the govemment
intended to speed up its structural reform program through further trade and
investment liberalization, and deregulation and privatization. Indeed, the public and
the media focused their attention on the structural reform component of the program,
and generally found that it did not go far enough. Nevertheless, it helped restore

confidence, which proved to be short-lived.
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As mentioned before, on 1 November the government announced the closure of 16
banks. Panic broke lose, leading to large withdrawals by depositors even from banks
that were generally believed to be healthy. Public confidence in domestic private
banks was shattered, literally overnight. Meanwhile, in cooperation with the Bank of
Tokyo and the Monetary Authority of Singapore, BI began to intervene in the market
to stabilize the rupiah. The government also issued a sen'esﬁ of policy measures to

implement the deregulation component of the program.

By the third week of November the crisis had hit Korea, resulting in renewed volatility
in regional currency markets. The concerted intervention in support of th§3 rupiah was
terminated as it was felt that it could no longer be effective under those circumstances.
In addition, President Soeharto showed great reluctance to implement the program.
The September decision to cancel the implementation of large projects was reversed
for 15 projccts that were linked to the Palace. One of the 16 liquida;ed banks that was
owned by Soeharto’s son was allowed to continue to operate under a different name.
In the midst of the crisis Soeharto gave approval for the first private petroleum

refinery plant, costing $3.2 billion, to be built by a consortium that included his son.

The various policies introduced by the President who tried to reassert his authority
created even greater uncertainties. In early January 1998 the President presented a
draft budget to the Parliament that was different from the one that was outlined in the
IMF-supported program. The r‘narket reacted negatively, causing the rupiah to
plummet. The final straw came when the international media reported the alleged
unhappiness of the IMF with the way Indonesia implemented the program
(Washington Post, 8 January 1998). The rupiah hit the *psychological level” of Rp
10,000/$ (compared to Rp 5,000/ at the end of December 1997), leading to an
outbreak of panic buying. Supermarkets were emptied in no time. The IMF team had

to come back to Indonesia to “rescue the rescue program”.
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Within a few days a new agreement was reached. It was a “strengthened” program that
was signed by the President himself on 15 January 1998. It came to the surprise of
many that Soeharto was willing to sign the agreement covering a program that
included the commitment-to bring all off-budget resources (controlled largely by
Soeharto) into the budget, to again cancel infrastructure projects that were recently
reinstated, to discontinue any government support given to the National Car Project
(of Soeharto’s other son), as well as to discontinue any budgetary or extra-budgetary
support to the state-owned aircraft industry, IPTN, which was the pet project of
Soeharto’s favorite minister, Habibie. The press interview given by Soeharto
following the signing of the agreement did little to convince the public that he was
serious in implementing the program. If anything, it became all the more clear that

Soeharto had his own plans, that was soon to become more apparent.

Soeharto established a Council for Economic and Financial Stabilization, chaired by
himself, to undermine his economic team in the Cabinet. On 22 January 1998 the
rupiah fell to its historic low of $17,000/S, following the nomination of Habibie as a
vice presidential candidate by Soeharto’s party, Golkar. The President used the
collapse of the rupiah to discredit the IMF-supported program. Then in mid February,
almost out of the blue, he indicated an interest in adopting the concept of a currency
board system (CBS). In spite of the opposition by the Governor of BI to this idea, on
1 March, in his accountability speech to the People’s Consultative Assembly (MPR),
President Soeharto proposed a course of action that he called “IMF plus”, which
included the possible adoption of the CBS. In the second week of March, President
Socharto was re-elected for a seventh term. Subsequently the IMF announced that it
was postponing the release of the second trance of its financial assistance because of
concerns about Indonesia’s commitment to the recovery and reform program, resulting
in serious slippage in implementation. The slippage included: monetary policy being
too loose; questionable personnel changes within BI, failure to lift the monopoly of

Bulog, the state logistics agency; and circumvention of the agreement to abolish the
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plywood and clove cartels (under the control of a Socharto crony and son,
respectively). During the period of standoff with the IMF the economy continued to
deteriorate rapidly. The condition was most sericus in regard to the financial position

of the domestic banking system.

A new Cabinet was announced on 14 March. Its first big task was 1o re-establish
relations with the IMF. On 17 March an IMF team retumed to Indonesia. A
supplementary MEFP was submitted on 10 Apnl following successful negotiations
under the Coordinating Minister for the Economy, Ginanjar Kartasasmita. This was
the first MEFP that addressed to debt problems of private corporations. But Soeharto’s
days were numbered. Riots began to break out and demonstrations demanding him to
step down were on the nse. The announcement on 4 May of a 71% increase in fuel
prices and a 20% increase in electricity prices provoked an escalation of social unrest.
It culminated in a two-days rioting that left Jakarta devastated. As efforts to shore up
his power were unsuccessful, President Soeharto stepped down on 21 May. He handed

his power over to his Vice President, Habibie.

On the next day Habibie announced his Cabinet. Ginandjar Kartasasmita was retained
as Coordinating Minister for the Economy. On 29 July 1998 under Ginandjar’s
leadership a new IMF-supported program was drafted. In comparison to the old
program, it contained a strategy for corporate restructuring and a more elaborate bank

restructuring program.
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Table 1 List of Indonesia’s IMF Supported Programs
31 October 1997 - 7 June 2002
Date Agreement Signatory (ies) IMF Review
31/10/1997 MEFP MoF, Gov.BI a)
15/01/1998 ‘Strengthened * MEFP Pres. Soeharto
10/04/1998 Supplementary MEFP Coord. Minister b completed
Socharto’s Seventh Term .
24/06/1998 Supplementary MEFP Coord. Minister b) completed
Habibie Government
29/07/1998 New MEFP*) Coord. Minister b}
11/09/1998 Supplementary MEFP Coord. Minister b) completed
19/10/1998 Supplementary MEFP Coord. Minister b) completed
13/11/1998 Supplementary MEFP Coord. Minister b) completed
16/03/1999 Supplementary MEFP . Coord. Minister b) completed
14/05/1999 Supplementary MEFP Coord. Minister b) completed
22/07/1999 Supplementary MEFP Coord. Minister b) suspended
Wahid Government
20/01/2000 New MEFP~) MoF, Gov.BI,
- Coord. Minister ¢)

17/05/2000 Supplementary MEFP MoF, Gov.Bi,

Coord. Minister c) completed
31/07/2000 Supplementary MEFP MoF, Gov.BI,

Coord. Minister d) completed
{New Wahid Cabinet}
07/11/2000 . Supplementary MEFP Gov.BI, Coord. Min. &) suspended
Megawazati Government
27/08/2001 Extended MEFP") MoF, Gov.BI,

Coord. Minister f) completed
13/12/2001 Extended MEFP") MoF, Gov.Bl,

Coord. Minister f) completed
09/04/2001 Supplementary MEFP MoF, Gov.Bi,

Coord. Minister f) completed
07/06/2001 Supplementary MEFP MoF, Gov. Bl,

Coord. Minister f) 777

*)Second Arrangement; +)Third Ammangement; “Ybased on Third Arrangement.
a) Mari'e Muhammad and Scedradjad Djiwandono

b) Ginandjar Kartasasmita

c) Bambang Seedibjo, Sjahril Sabirin, Kwik Kian Gie

d) Bambang Soedibjo, Anwar Nasution, Kwik Kian Gie

¢) Rizal Ramli, Anwar Nasution

f) Boediono, Sjahnl Sabirin, Dorodjatun Kuntjoro-Jakti
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For the next one year, six successful reviews of the program took place (see Table 1).
But the Habibie government was entangled in a serious scandal of political financing
(the Bank Bali scandal) to help win his election as president. The scandal perhaps
involved Habibie himself, a number of his mimsters, the GOLKAR party, and
allegedly also the Governor of BI. The Govemor of Bl was taken to court, sentenced,
but following an appeal he was later acquitted, while some ministers have been
sentenced, but others have not been investigated at all). The government refusal to
publicize the audit on Bank Bali by PricewaterhouseCoopers, as demanded by the IMF
led to a second standoff with the IMF, resulting in a suspension of the program in

September 1999.

At the General Session of the People’s Consultative Assembly in October 1999,
Habibie’s *“accountability report” was rejected by 355 votes t0_322. He decided to
withdraw from the presidential race. Although Megawati came out as the “winner” in
general elections in June, because her party, PDI-P, won the largest votes, she lost
against Abdurrahman Wahid, who joined the presidential race at the eleventh hour.
There was the hope that from then Indonesia will be on its way towards sustained

recovery.
Since 2000: Slow Recovery without Reforms

The honeymo.n period following the election of Abdurrahman Wahid as President
under a more democratic system was only a brief one'. It basically ended with the
announcement of the National Unity Cabinet. Wahid’s cabinet was a great
disappointment to many. Firstly, it did not reflect the spirit of “reformasi” (reform)
because it was not free from individuals that were associated with the status quo
forces. Secondly, it was regarded as a “political” cabinet rather than a cabinet that can

deliver the reforms because it incorporated all major political parties with diverse
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interests and agendas. Thirdly, the capability of the economic team was highly
questioned as it consisted of politicians from different parties (and some military
officers) with no technocratic background.

Abdurrahman Wahid, knO}vn as Gus Dur, was fully aware of these shortcomings. He
had consciously made a political “trade off” be. - een effective government on the one
hand and national unity and reconciliation on the other hand. Gus Dur was of the view,
even before assuming the Presidency, that national unity and reconciliation should be
given highest priority. He was deeply concerned with the political polarization in the
country. This had motivated him to run for the Presidency himself in order to prevent
a deepening rift within the nation between the nationalists, represented by Megawati,
and the Muslims that are organized into different groups and factions that initially

rallied behind Habibie,

The economic situation of the country remained dire. The President, however, was
least interested in the economy. There was the hope that he would grow in his job and
would begin to attend to the economic problems of the country. When installing the
National Economic Council (Dewan Ekonomi Nasional) at the beginning of December
1999, President Wahid stated that the Council’s main task was to advice him on
economic matters, specifically to provide him with a “second opinion”. He further
stated that this was deemed necessary because his cabinet was the result of “horse
trading” with various political parties. Gus Dur did not personally know a number of
the candidates but accepted them under that guarantee. It was clear from the outset that
those ministers would have difficulties working together unless there was strong

leadership from the President himself or from the coordinating ministers.

Soon the media was full of rcports about the lack of cooperation and coordination
among members of the economic team. The media exposed the struggle between two

ministers simply as a struggle between two political camps. However, observers
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believed that the struggle was one for the control over financial resources by
competing political parties. Gus Dur was given 100 days by opinion leaders to prove
that his “political” cabinet could deliver. Initially it was widely believed that this kiﬁd
of pressure would have no constitutional implications. He was legitimately elected by
the People’s Consultative Assembly (MPR), and constitutionally only the MPR can
unseat him. However, as a reaction to the earlier period, the MPR session was to meet
every year Instead of every five years, and the MPR could ask for an accountability
report by the President every year. The first annual session was scheduled for August
2000. There was, thus, an implicit “threat” of the possibility of a constitutionally
legitimate change of government before the end of the term of the president. There
was the hope that this could provide an incentive for the Wahid Administration to
shape up.

After retumning from his trip to Europe, Gus Dur decided to take charge of the
economy himself. Despite the assistance given by his two economic councils, the
National Economic Council (or DEN) and the National Council for Business
Development (or DPUN), the President failed to exercise economic leadership. With a
weak economic team in the cabinet, it was the executing agencies that held the key to
the successful implementation of policies to revive the economy. In resolving the
crisis the previous government had established new institutions, which included the
Indonesian Banking Restructuring Agency (IBRA), the Indonesian Debt Restructuring
Agency (INDRA), and the Jakarta Initiative Task Fore (JITF). Together with Bank
Indonesia, the Ministry of _Finance, the State Minister for Investment and State
Enterprises, all those “crisis institutions™ were to be involved in the gigantic task of
credit restructuring, which was one of the main ‘tasks towards the recovery of
economic activities. Coordination amongst these institutions and agencies was at best

very weak and of an ad-hoc nature.
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Since the Habibie Administration there was a lot of political interventions towards
those “crisis” institutions, IBRA in particular, as these institutions are where
possibilitiés exist for mobilizing financial resources for political funding. The Bank
Bali scandal was a clear case in point. There was also intervention towards state banks
to conceal huge non-performing loans of politically connected companies. For the
very first few days of the Wahid Administration there were also attempts by certain
political groups to gain control over IBRA, the institutions that is in control of a lot of
“nationalized” assets. To prevent this from happening, the strengthening of IBRA was

stipulated in the new three-year IMF-supported program, agreed upon on 21 January

2000.

The new program canceled the 29 July 1998 i)rogram and would extent to December
2002. As will be elaborated upon later, this new program incorporated a medium-term
agenda with four components, namely a medium-term macroeconomic framework,
restructuring policies, rebuilding economic institutions, and improving natural
resource management. The medium-term macroeconomic framework was to outline
the recovery while maintaining price stability. The targets were set for a 5 to 6 percent
growth over the medium term with inflation below 5 percent. Other targets included
gross international reserves at about six months of imports, and a gradual reduction of
public debt to GDP from more than 100% in 2000 to 65% by the year 2004. The new
govemnment was reluctant to adopt even a slightly expansionary fiscal policy. This

stance was taken to limit foreign borrowing (including development assistance).

Implementation of the new IMF-supported program was extremely slow. In April Gus
Dur reshuffled the Cabinet. The public responded negatively to this decision,
suspecting that the new ministers were to become Gus Dur’s instruments in his drive
to mobilize financial resources for political purposes. In addition, it also became
apparent that the Wahid govemment was not serious in dealing with the KKN

{korupsi, kolusi, nepotisme or coruption, collusion, and nepotism) issues. In fact, 1t
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was itself already entangled in such issues. By June 2000, there were three cases of
KKN that had links with the President. One of this was the Bulog scandal (Bulog-

gate), which eventually led to his removal from office.

IMF loan disbursements were delayed because of the above as well as the poor
implementatior. of the new program by the economic team, which was basically
opposed to an involvement by the IMF. However, public pressures began to mount for
the government to be serious about its recovery and reform program. In May and again
in July, the govemment issued a supplementary program, and again in July. The
August session of the MPR began with the possibility that some of its members would
mount a serious effort to impeach the President. His “progress report” ‘was poorly
received. In response to the criticism the President agreed to delegate much of the
authonty for day-to-day administration to the vice president, Megawati. On 29August
he also streamlined his Cabinet and installed a new economic team; headed by Rizal

Ramli, who was openly critical of the IMF.

Nevertheless on 7 September the new economic team issued a new Letter of Intent and
a supplementary MEFP which was to become the basis for further IMF support. The
document stipulated a 10 Point Economic Recovery Program, which was known to be
drafted by the new Coordinating Minister himself. This was to give “ownership” to the
program, which until then was largely prepared and drafted by the IMF team. This 10

Point Program consisted of the following:

- Maintain macroeconomic stability with the support of IMF/World
Bank/ADB.

- Reduce unemployment by creating jobs in all regions.

-

- Improve agricultural productivity and farmer welfare.
- Increase non-oil export revenues, particularly in manufacturing and agro-

industry.
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- Promote domestic and foreign equity investment.

- Expedite banking and corporate restructuring.

- Accelerate privatization of state-owned enterprises.

- Initiate comprehensive small and medium scale enterprises (SME)
development program.

- Ensure sustainable development of natural resources.

- Implement economic decentralization through an orderly and phased

transition.

Many of the points in this new program were never translated into plans of action. In
November the government and the IMF met to discuss the (third) review of the
program, which was the first review under thé new economic team. [mplementation of
the program was deemed to be too slow. Ramli complained that the IMF was pressing
too hard. He argued that it was difficult to implement every reform, while the country
was going through a complex transition to democracy. In December the IMF
suspended the further disbursement of its funds. In February 2001 Rizal Ramli went to
Washington, DC for talks with the IMF. It failed to break the deadlock. Rather
surprisingly, on 23 February the World Bank announced that it was sharply reducing
its assistance {o Indonesia under the new program. Restoration of higher funding

levels was made conditional upon economic reforms and improved govemance.

The suspension was a-major blow to Indonesia’s foreign credibility. However, as
stated by Dick (2001), it “served the government’s political agenda by showing the
government as standing up to foreign pressures.” Although the IMF had become as
much hostage to the government as vice-versa, it did not give in. Yet, in securing its
objectives, the IMF was drawn more closely into the political process. In a sense, the
IMF was the remaining voice for policy discipline. Dick (2001) argued that it
remained an open question whether continuing IMF tutelage is a good or a bad thing.

There is a kind of “moral hazard” in the nature of the support program. It “creates
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perverse incentives for the goverument to act irresponsibly in public, while making
excuses and apparent concessions in private.” It is not unusual that the government
would evade responsibility by portraying the IMF as imposing harsh or unrealistic

discipline.

In April the IMF sent another high-level-mission to Jakarta,to get the relationship
moving. But this mission slipped quietly out of Jakarta. The ‘IMF insisted that the
government revised the state budget because of the danger that the budget deficit
would be blown out by the growing economic and political instability to a level of 6%
of GDP. Relations between the President and the Parliament had become very tense.
The President was not willing to respond to the two Memoranda from the Parliament
in relation to his involvement in the so-called Bulog-gate. In his effort to deflect his
critics, the President made a plan to hand over “constitutional duties” to the vice
president. However, Megawati rejected the plan. On 30 May the Parliament called for

a special session of the MPR. That was the beginning of Gus Dur’s ending.

A special session of the MPR was imtially scheduled for 1 August. President Wahid
made it known that he would not attend the session because he regarded it as
unconstitutional. On 22 July he wrote a letter to the MPR board stating the above. In
response to this, the special session was brought forward to 23 July. In the evening of
22 July the President declared a state of emergency, which allowed him to dissolve the
Parliament, and with that the MPR would no longer exist. The decree was ignored by
the MPR, and on 23 July a Supreme Court decision stated that the decree had no
constitutional basis. There was little support left for President Wahid. He was
dismissed by the MPR for refusing to make himself accountable and for issuing the
decree. The MPR elected Megawati as Indonesia’s fifth President, the third in just 40
months after the fall of Soeharto in May 1998.
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It took Megawati about three weeks to form her Cabinet. There was a lot of praise for
the economic team in the Cabinet. Indeed, they moved swiftly to mend relations with
the IMF. On 27 August the government produced a MEFP, which was built upon the
MEFP of 20 January 2000 (tiw 3rd Program) as the basis for renewed IMF support.
This led to the disbursement of a $400 million loan. Another “extended MEFP” was
issued on 13 December, with a request to the IMF to extend the program to December
2003. Two supplementary MEFPs were issued in April and June 2002. A review that
was to be completed before the end of September 2002 was not concluded. This
suggests the limited capacity of the government to implement the program. Is this
mainly because of the nature of the program or because of the weak economic and
overall leadership of the country? Meanwhile there were increased calls for the
government to terminate the program with the IMF when it ends in December 2003. A

small group has demanded that the program be ended in December 2002.

The Megawati government has entered its second year. Megawati has passed her first
year in office albeit not with flying colors. The media and public opinion have been
rather harsh in evaluating the performance of her government in its first year. The
general view is that the government has failed to implement the necessary reforms.
This is particularly the case with legal reform. Political reform and economic reform
have been slow. The economic recovery program was kept on track largely through
the IMF-supported program. Yet, the ability of the IMF to act as the “police” in
maintaining policy discipline may be waning, perhaps more rapid than gérerally

anticipated.

Although the economy grew by about 3.5 percent in 2001, this is not good enough for
Indonesia in view of the need to create job opportunities for the 2.5 million people
entering the work force each year. Observers are of the view that a 3 to 3.5 percent
growth rate is the “natural” growth rate for the Indonesian economy, this natural rate

being the result of population growth. It cannot be regarded as an achievement of the



1D-22 Country Paper: Indonesia

government.

The Indonesian economy can be said to be recovering if it can grow again by 6 percent
or more per annum. However, this higher growth rate must be accompanied by its
sustainability and improved social justice and greater equity. That is why Indonesia’s
agenda for economic recovery must include wide-ranging reform measures, covering
improved economic governance and the establishment of new economic institutions.

This is not an easy task.

In the meantime, efforts to rehabilitate the failed banking and financial system have
not been all that successful despite their high cost, particularly to the government. The
burden to rescue failed banks and to recapitalize others is carried by the government
through its budget that is already very tight. And this burden will be felt for many
years to come. It is the government that bears the costs of the ﬁr:ancial cnsts of
1997/98 which largely originated with the private sector. The domestic debt of the
government increased from virtually nothing at the onset of the crisis to about 50

percent of GDP.

In addition, private debt restructuring has been extremely slow. Many private
companies have been trying to get out of the problem by being bailed out by the
government. A few, politically connected business groups have been rather successful
in soliciting the government’s helping hand. However, this too resulted in higher

contingent liabilities on the part of the government.

Private assets that fell into the hands of the govemment in exchange for the
government’s assistance to banks are being handled by the Indonesian Banking
Restructuring Agency (IBRA). It is the policy of the government to dispose of these
assets as quick as possible. The process has been extremely slow and frustrating. Apart

from problems non-cooperation by previous owners, the agency itself suffers from a
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deficit of competence and transparency, perhaps also honesty, and the inherent
difficulties of restructuring. But equally problematic has been the problem of political
interference. The sale of these private assets is one source of funding political
activities. The Bank Bali scajndal during the Habibie presidency exemplifies this

problem.

The government’s policy to finance up to a significant portion of the budget deficit
with domestically mobilized resources is a good way to force IBRA to expedite the
process of assets disposal as well as to accelerate the program of privatization. Both
asset sales and privatization are expected to finance about 70 percent of the budget

deficit, the remaining 30 percent being financed through foreign assistance.

The tight budget has also been helped by the willingness of donor governments to
reschedule public external debt service payments. This rescheduling exercise through
the Paris Club has been repeated for three times and in all likelihood will have to be
repeated again in the years to come to give Indonesia the necessary breathing space to

overcome the bunching of debt, both external and domestic, in 2003 to 2006.

Central government development outlays have significantly decreased in the last few
years. This is also caused by fiscal decentralization as part of the implementation of
regional autonomy. It is as yet unclear as to how local governments will allocate their
spending for infrastructure, education and health, expenditures that have impacts on

the country’s future growth potentials.

In the first few years, there are likely to be problems in the implementation of regional
autonomy. Capacity in the regions is still weak, but problems in the implementation
are caused to a large extent also by the absence of clear implementation regulations. In
addition, local govemments are trying to maximize local revenues in ihe short term by

introducing new taxes and other user charges. Many of these new taxes and user
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charges do not make sense and result in high economic cost. Efforts are being made by
the central government to control this but with mixed results. There is also the
oroblem of the sharing of revenues from natural resources between the central and
regional governments. Disputes on this matter have caused problems for investors in
particular in mining and forestry. The weak government at the center is not helpful to

resolving this problem.

Perhaps, the bright side of the picture is that the country has been spared from major
political upheavals since Megawati assumed the presidency. There is “quasi” stability.
There is political guarantee, reiterated recently by the Chairman of the People’s

Consultative Assembly (MPR), Amien Rais, that Megawati would stay through 2004,

The government has not becn at the forefront in promoting the country’s reform
agenda. Neither is the parliament. In fact, the parliament has been Blocking a number
of efforts by the government. Megawati’s governmeni appears to suffer from a serious
paralysis. She herself is not a champion of the reform. In the political field, she is on
the conservative side. In the economic field, she lacks the ability to comprehend the

scope and depth of Indonesia’s economic problems.

The “muddling through” scenario is still as valid for Indonesia today as it was a few
years ago. There are still no political breakthroughs and none is expected to happen in
the foreseeable future. Indonesia and the leadership are still in a state of drift. In the
short term perhaps even this “quasi” stability is not bad: However, the longer term
prospects are worrying if such “quasi” stability continues for an extended period. This
stability is characterized by the absence of political uplfeavals but there is only little

movements, especially in pursuing the country’s reform agenda.
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THE PROGRAMS AND POLICIES

Indonesia’s recovery program, as formulated in its first IMF-supported program, is
built around three main pillars>First, a strong macroeconomic framework. Second, a
comprehensive strategy to restructure the financial sector. Third, a broad range of
structural reforms. Subscquéntly, a fourth element has been included, namely

measures to restructure corporate sector debt.
Macroeconomic Policies

Fiscal Policy. The government’s fiscal policy was inttially very tight, aimed at a
surplus of 1% of GDP. To achieve this objectivc, the government began with a
program to adjust administered prices of petroleum products and electricity, with a
view to eliminating subsidies for these products. Other measures included the
introduction of local-sales tax on gasoline, increased revenues from the luxury sales
tax, and increased revenues through land and building tax. However, most importantly
was the plan to improve tax administration in general and the structure of the tax
system. In addition, it finally took steps to consolidate all off-budget funds into the

budget.

The target of a 1% surplus in the 1998/99 budget was abandoned due to the sharp
depreciation of the rupiah.and the deterioration of the economy. Additional measures
to strengthen the budget were introduced. These included the increase in excises on
alcohol and tobacco, and the removal of all VAT exemptions. As described earlier, the
government canceled 12 major infrastructure projects, many of which were to be

undertaken by Soeharto’s cronies or children.

Continued sharp deterioration in economic conditions in the first quarter of 1998

greatly endangered the budgetary position. It was estimated that the budget deficit
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could increased to 6% of GDP. Additional measures were introduced to limit the
deficit to about 3% of GDP. This level was determined by the possibility of additional
foreign financing. The further deepening of the crisis, following the social turmoil and
political changes, put severe pressures on the budget, especially since the government
introduced a social safety net (SSN)program to alleviate the impact of the crisis on the
poor. The overall cost of the SSN program was initially set at about 7.5% of GDP.
There were few options left to reduce the deficit, exl:épt for further cuts in

infrastructure projects.

By July 1998 the new govermnment under Habibie formulated a new program. In view
of the above developments, the IMF allowed Indonesia to run a fiscal deficit of up to
8.5% of GDP to provide room for increased social spending. However, as it tumed
out, the social impact of the crisis was less severe than initially estimated. This high
level of deficit was never reached. In addition, implementation of many development
programs was slow, mainly due tc administrative delays. During the first five months
of the fiscal year, the budget recorded a small surplus. Increased criticisms by the
public on the implementation of the SSN programs led the govermment to develop an
mtemnal government oversight mechanism to ensure accountability as well as schemes
to cooperate with local governments and civil society. The actual budget deficit in

1998/99 was only 2.1% of GDP. It failed to deliver the planned stimulus.

The 1999/2000 budget was p}ojectcd to experience a deficit of almost 6% of GDP.
This deficit was to be financed not only from external resources but also from bank
asset recoveries. A “high quality fiscal stimulus” was to be achieved through better
targeting and monitoring of public expenditures. With the assistance of the IMF, the
government began to outline structural fiscal reforms, including fiscal
decentralization. The latter was to response to the decentralization program that was
approved by Parliament and would begin as soon as in 2001. Due to development

spending shortfalls, the fiscal deficit for 1999/2000 was much lower than projected.
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In 2000, the budget year was moved to coincide with the calendar year. The 2000
budget was drafted by the new Wahid govemment. This budget was based on five
principles, namely: (a) to strike a careful balance between supporting the economic
recovery and starting the process of reducing government debt; (b) to continue to
avoid domestic bank financing; (c) to initiate a range of structural tax reforms; (d) to
start the process of graduaily reducing untargeted subsidies; and (e) to begin to restore
public sector wages. A budget deficit of 5% of GDP was expected, which was to be
financed about equally from foreign sources and domestic sources (asset recovery and
privatization). In the end, higher oil prices helped to reduce the pressures on the

budget.

Given the high level of debt, especially d'omcstic debt, that had been building up
during the cnisis, the 2001 budget was designed to restore fiscal sustainability over the
medium term. One major component of the policy measures to achieve this goal is the
reduction and restsucturing of subsidies, a politically sensitive and difficult issue to
handle for the govemnment, particularly in the new political environment. The original
2001 budget deficit was set at 3.7% of GDP. The Megawati government that adopts a
conservative_fiscal policy stance, as its predecessors, was able to contain the budget
deficit within that target. As part of its medium-term fiscal consolidation strategy, the
2002 budget targeted a further reduction in the deficit to 2.5% of GDP. Domestic
budget financing was targeted at 1.4% of GDP. The draft budget for 2003, recently
submitted to the Parliament proposed a budget deficit of 1.5% of GDP. Fiscal
sustainability continues to be a serious challenge in the years to come due to the high

level of public debt and the pressures of fiscal decentralization..

Monetary Policy. From the outset the government was determined to adopt a tight
monetary stance, essentially to support the exchange rate. The wisdom of achieving
exchange rate stability as an objective for monetary pdlicy (by using interest rates) has

been questioned. The ceiling on base money, which is a main performance criterion in
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the program, would be adjusted automatically in line with the net international
reserves position. Monetary policy remained focused on controlling inflation. The
implementation of this policy, however, was hampered by problems in the banking
system. As a consequence of the closure of 16 banks discussed earlier, the public had
shifted sizable amounts of deposits to state and foreign banks. This led to a bifurcation
of the banking system: a large number of banks faced liquidity shortages and were
unable to obtain sufficient funds in the interbank market (even at interest rates of up to
75%), while a smaller group of banks became very liquid and were trading amongst
themselves at a low rate (of 15%). This had complicated the task of monetary policy.
Bank Indonesia (BI) had to provide liquidity support to distressed banks, while
withdrawing funds from banks with excess liquidity. The IMF had voiced its concern
about monetary loosening. By the end of 1997, as discussed earlier, interest rates were
further increased but the rupiah continued to fall.

The liquidity support to banks led to an expansion of central bank credits. In response,
monetary policy was further tightened to bring the exchange rate to a more appropriate

level and to reduce inflation.

From mid 1998 BI introduced a new system to strengthen monetary management. The
system whereby interest rates on SBls (central bank paper) are set administratively
was replaced by an auction system. This will also promote the emergence of a market-
determined term structure of interest rates. By late 1998, the Habibie government was
becoming more concerned about the impact of high interest rates on the banking
system and the corporate sector. The mood was to introduce a more “flexible”
monetary policy, to reduce interest rates but at the first s‘ign of inflation or weakening
of the exchange rate a tightening of monetary policy would be reintroduced. During
the last quarter of 1998, the base money was allowed to grow by 6%. The rise of base
money above the target in February 1999, largely due to uncertainty about the bank

restructuring program, led to a new round of tightening. For fiscal year 1999/2000 as a
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whole, the base money increase was set at 9.5%.

BI which had become an inde;{endent institution since mid 1999 focused its monetary
policy on the control of inflation, more precisely on the so-called “core” inflation. It
faced continued pressures to-reduce interest rates, and often tried to accommodate
those pressures. On the other hand, it did not try to tighten monetary policy furthg:r
when there were increased inflationary pressures resulting from sources beyond its
control, such as adjustment of administered prices or confidence problems. The issue
of independence of the central bank remains controversial, and the unresolved revision
of the Central Bank Law is another main factor that weakens BI monetary
management. It should also be mentioned that. for an extended period BI was headed
by a Govemnor that was sentenced by the court but refused to resign, and more then
half of its directors had tendered their resignation but remained in place so long as
their replacement cannct be decided upon given that revision of the Law remains a

-

pending issue.

At the end of December 2001 the government admitted that it was unable to keep base
money growth within the target. This was blamed on prolonged political instability
and uncertainty over the direction of economic policies. Furthermore, the impact of
upward adjustments in administered prices has added to the higher inflation since mid-
2000. The policy of the Megawati government is to restore singie digit inflation by the
end of 2002, To this end, BI will gradually reduce base money growth to 12-14% by
the end of 2002 from about 20% at the end of 2001. By mid-2002, inflation had been
brought down, and interest rates began to fall. It remains to be seen whether this would
help stimulate the economy that has experienced a weakening, both due to intemal

conditions and external developments.
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Financial Sector Restructuring

The critical importance of financial sector restructuring for the success of the recovery
program has been realized from the outset. The main challenge was to be able to
overcome the problem of high nonperforming loans (NPLs) of the banking system.

There was, in fact, great unde. stimation of the extent of NPLs in both private national

and state banks.

A four-part restructuring program was undertaken. The first measure taken was to
close insolvent banks. This led to the closure of 16 banks on 1 November 1997. The
second was to require weak, but viable, banks to formulate and implement
rehabilitation plans. The third was to resolve the specific problems of state and
regional development banks. A plan to merge state banks was also announced on 1
November. The fourth part was to improve institutional, legal, and regulatory
framework for banking operations. On the latter, prudential regulation enforcement, a
key task in strengthening the financial sector, has been attempted through the
establishment of a graduated system of penalties for noncompliance. This could
culminate in the withdrawal of banking license. To strengthen the institutional
infrastructure for banking, the following measures were taken: (a) revise the legal
framework for banking operations; (b) improve transparency and disclosure in
banking; (c) level the playing fieid for foreign investors in banking; and (d) eliminate

all restrictions on bank lending,

At the end of January 1998 the government announced its. long awaited rehabilitation
program for the banking sector. The program has twp elements. The first is the
government’s full (blanket) guarantee to all depositors and creditors of locally
incorporated banks. The second is the creation of the Indonesian Banking
Restructuring Agency (IBRA) that is to become the key player in the restructuring of

the banking sector.
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The cost of the guarantee is huge, although it becomes real only in the case of a
default. This effectively means that BI assumes the risk of the banking sector. At the
announcement, the intention was to have the guarantee in place for at least two years
and in due time 1t will be repfaced by a deposit insurance system. Four years after its
introduction the system 1is sti}l in place and no replacement is being seriously prepared.
IBRA also has a limited lifespan and will be terminated in 2004. IBRA’s two main
functions are to supervise banks that are in need of restructuring and to act as the
management agency for assets that it acquires in the process of bank restructuring. The

cost of IBRA turns out to be high as well.

A total of 54 banks, representing 40% of banking assets, were immediately brought
under IBRA’s supervision. In April1998 the government announced the suspension of
seven relative insignificant banks while a further seven banks that could continue
operate were placed under IBRA’s management. The latter includes some of the
largest national private banks, which comprise 20% of the banking system assets and
account for 75% of the total liquidity support provided by BI to the banking system.
The liquidity support given exceeded 500% of equity. The transfer of banks to IBRA
was crucial for stopping the flow of liquidity support to banks and for BI to regain
monetary control. However, the transfer to IBRA is only the first step in restructuring
the banking sector. Its real task is to restructure the banks. This is an enormous task

for such a new institution.

In the May riots, BCA, the largest national private bank, became the target of looting
due to its close connections with Soeharto. This was followed by a huge depositors
run, creating enormous problems not only for the bank but for the financial system as
well. BI had to provide substantial liquidity support and the bank was placed under

IBRA’s management.



ID-32 | Country Paper: Indonesia

In June 1998, the 128 private banks were grouped into three categories: 32 banks were
placed in category A (having CARs of more than 4%); 62 in category B (with CARs
of between -25% and 4%), and 34 in category C (with CARs below -25%). Those in
category C faced the prospect of being forced to close or merge with other banks
unless they could raise their CAR above -25%. Restructuring of state banks has been
conducted in a separate program. This too has been slow. Rccgpitalization of two large

state banks, BRI and BNI, was completed only in July 2000.

The total cost of bank restructuring, which includes the cost of recapitalizing banks to
an 8% CAR (capital adequacy ratic) and of repaying Bank Indonesia fo; the liquidity
support provided to banks taken over by IBRA, was estimated in the Apri11998 IMF-
supported program to amount to about 15% of GDP. This is financed by issuing
government bonds. It turned out later to be much costlier and reached the order of

50% of GDP. )

Throughout 1998 the conditions of banks continued to deteriorate. A comprehensive
strategy was drawn to arrest this situation. Weak banks will be addressed through a
combination of mergers, recapitalizations and freezings. Deposits of a frozen bank will
immediately be transferred to a designated recipient bank. The bad loans of banks will
be transferred to an Asset Management Unit (AMU) within IBRA. In all cases,
depositors and creditors will b‘? fully guaranteed. All bank are to achieve minimum

CARs of 4% by end-1998, 8% by end-1999, and 10% by end-2000.

The bank recapitalization program did not go smoothly. By mid-November 1998, only
27 of the 54 banks under the control of IBRA was audited. There was considerable
opposition to the program. Bank’s owners, on their part, feared that they would loss
control of the banks. Thcre was also concern that the costly recapitalization will
transfer wealth from the general public to the wealthy elite who are the principal

shareholders of the banks. Essentially, the government lacked a clear and coherent
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program for bank recapitalization. Details of the bank restructuring program were
announced in March 1999. The government closed down a further 38 banks (in
category B and C), took over 7 banks (category B), and recapitalize 9 banks (category
B). The recapitalization was undertaken jointly, roughly 80% by government and 20%
by the original owners. Delays in the restructuring of the banks had greatly increased

the cost of the exercise.

It was in January 2000 when BI publicized its estimate that the total amount of
government bonds needed to recapitalize the banks would amount to about 51% of
GDP. The bonds comprise two parts: (a) those needed to replace the loans made by BI
to failed or taken over banks; and (b) additional bonds needed to restore a CAR to 8%
by end of 2001.

IBRA was under great stress to sell off assets and restructure debt as quickly as
possible. The chairman of IBRA has been replaced several times, in some cases
clearly based on political consideration. This has been another cause for IBRA’s
disappointing performance. As discussed earlier, IBRA was to raise Rp 17 trillion in
FY 1999/2000 and Rp 16.3 trillion in FY 2000 from asset sales and the earnings of its

performing assets.

IBRA has 1aced enormous difficulties to work out the debt of some of the largest
debtors. Despite its special legal powers given by the Parliament since late 1999, it
was unable to deal with recalcitrant debtors and shareholders. In mid-2000 the
government announced a plan to establish a Committee for Resolving the Cases of
Recalcitrant Debtors. All IBRA’s non-cooperative debtors and shareholders will be
referred to the Committee for resolution. The Committee was established on 17 July.
The Committee will also decide on cases to be brought to court. However, IBRA does
not have a good record in this regard. Of the 60 or so cases that it had brought to ccurt

it lost in almost all cases. There continued to be heavy political interference towards
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IBRA'’s activities. A new governance framework was proposed in July 2000 to ensure
IBRA’s independence in carrying out its mandate. A new govemning board, composed
of independent professionals, will be at the center of this framework. The final
governance framework included an Oversight Committee, rather than a governing

board.

As part of the asset recovery effort, on 7 March 2002 the government embarked on a
strategy to resolve the long-standing problem of shareholder settlement agreements
with former bank owners. After delays, by September 2002 a number of these debtors

have made an agreement with IBRA to accelerate the settlements of their debt.

With the program of bank recapitalization essentially completed, IBRA’s task has
become much more demanding. Its new focus, as described in the July 2000 Letter of
Intent (LOI) to the IMF, is to drive asset sales and debt restruct';lring, return assets to
the private sector quickly, and achieve budgetary collection targets. The role of IBRA
has become crucial to fiscal sustainability. It was able to meet the budgetary targets in
FY 1999/2000 and FY 2000 as well as FY 2001. IBRA’s target for 2002 is a net cash
recovery of up to Rp 35 trillion. However, the challenge appears to become greater as

attractive assets have been sold off and the economic prospects remain far from bright.

Nationalist sentiments and interference by various political interests have made the
sale of assets a difficult and frustrating one. The sale of BCA was successful but the
process took about 2 years to complete. The sale of another private bank, Bank Niaga,
is another big headache for IBRA. Allegations that IBRA has attempted to bribe
members of Parliament to smoothen the process of the Bank Niaga sale may end up in

a failure to sell the bank.

Many issues regarding policies on and the handling of the banking sector during ihe

crisis will continue to preoccupy analysts for many years to come. Was there a better
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way for BI to rescue banks in tlie wake of the large bank runs? What needed to havc
been in place before the closure of the 16 banks in November 1997? Should a new,

single institution like IBRA be given the responsibility to manage such a huge task?

Structural Reforms

As discussed earlier, structural reform programs have become an important part of the
IMF-supported recovery program. Fundamental structural reforms that were identified
included further liberalization of foreign trade and investment, dismantling
monopolies and price controls, greater private sector participation in the provision of

infrastructure, and expansion of the government’s privatization program.

Liberalization of Trade and Investment. This part of the structural reforms is
esscnﬁally a continuation of the policies that have been put in place since the early
1990s. On tanff redu-ction, the program extends the tariff reduction schedule issued in
May 1995 and June 1996. However, specific attention was given to certain sectors that
continued to be protected because of pressures from vested interests, such as
petrochemical p}roducts and iron and steel. Agricultural trade was also liberalized. The
import monopoly of Bulog on wheat and wheat flour, soybeans, and garlic was
eliminated. Export taxes and various types cf export restrictions on a number of
commodities were eliminated as well. The joint plywood marketing body, controlled

by a Soeharto crony, was abolished.

All import restrictions on all new and used ships were abolished. They were initially
introduced to protect Habibie's ship building project. There was also mentioning about
the discriminatory treatment in favor of the National Car Project, owned by a Soeharto
son. The domestic trade of agricultural products was fully liberalized. This included
clove trade, which was monopolized by a Soeharto son. The administrative retail price

for cement was also eliminated.
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In March 1988 a number of commitments were made to reduce tariffs to an end date in
2003. Since then liberalization of trade and investment was no longer a major

component of the program.

As discussed earlier, the structural programs listed above were one of the causes for
Soeharto’s silent (and occasionally open) opposition to the IMF-supported program.
His reluctance to implement many of those commitments, which characterized the
mishandling of the crisis, has led to the deep crisis. Rather than helping to restore
confidence, the IMF-supported programs resulted in a further erosion of confidence

because of the failure to implement and to deliver.

The circumstances that led to the inclusion of the structural reform programs have
been discussed earlier. A policy question which will be raised again and again in the
future assessment of the Indonesian case is whether the structural conditionalities

should have been introduced only after the initial crisis had been resolved.

Deregulation and Privatization. Some measures to promote domestic competition
have been included in the above discussion. Most important is the phasing out of
import and marketing monopolies and price controls on agricultural commodities

except for rice and sugar.

A comprehensive program was drafted to review public sector expenditures, including
of state-owned enterprises and strategic industries. This was to be become the basis for

an accelerated program of privatization. In particular, promoting competition will be

undertaken by accelerating privatization and expandigg the role of the private sector in

the provision of infrastructure.

The initial step was to sell shares in some state enterprises that were already listed on

the stock exchange and were operating in a competitive environment, including PT
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Telkom (domestic telecommunications), PT Indosat (intemational telecommunications)
and PT Semen Gresik (cement production). The next batch of privatization would

include enterprises in plantations, infrastructure, mining and manufacturing, including
Pelindo II (ports infrastructure and management), PT Perkebunan Nusantara IV (palm

oil plantation) and PT Jasa Marga (toll roads).

A masterplan for the restructuring and privatization of all state enterprises over the
medium term was released in late 1998. It provides for the review of the regulatory
framework in the key privatized sectors. The privatization program on the basis of the
masterplan began to implemented in 1999/2000, with a modest target of receipts of
$1.5 billion, or 1% of GDP. A special audit was undertaken on the threec most
important state enterprises, Pertamina (oil), PLN (electricity) and Bulog (logistics
agency). Both the restructuring of the oil sector and the power sector was outlined in
the March 1999 Supplementary MEFP to the IMF. The audits were completed in June
1999. -

The economic team in the Wahid government appeared to be less enthusiastic about
the privatization program. They proposed to review the program, but at the same time
expected that the privatization revenue would amount to Rp 8.6 trillion during
1999/2000, much higher than the original target set by the earlier government. The
new government has updated the masterplan to promote “fast-track privatization” for
enterprises in competitive industries. The privatization transaction for FY 2000 was
set at Rp 6.5 trillion. The change in mood on the part of the government could have
been caused by necessity. As this government was determined to reduce external
financing of the budget deficit, it had to resort to domestic resources mobilization.

Privatization is one important source for this.

Priority was given by the Wahid government to the rapid restructuring and

privatization of the telecommunications sccior and the energy sector. With a new
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cabinet installed in August 2000, the Ministry for Investment and State-Owned
Enterprises was abolished and a new Ministerial Board was established to over see the

privatization program.

Under the Megawati government no new initiatives on privatization have thus far been
made. In FY 2001, proceeds from privatization was far below the target. Privatization

appears to have come to a halt.

Other Reforms. In the course of implementing the series of recovery programs, a few
other reforms were undertaken. Amongst the important ones were the reforms to
overhaul the bankruptcy system and the establishment of a commercial court. The
Parliament ratified a revised bankruptcy law on 24 July 1988. However, the operation
of the commercial courts needs significant improvement to gain credibility. In the
course of the development many strange decisions have been made by the commercial
court. There is the allegation that the new commercial courts are not free from bribery,

as shown in the noterious Manulife case.

Another major initiative was the introduction of competition policy and the enactment
of the Law regarding Prohibition of Monopoly Practices and Unhealthy Competition
(Competition Law) in March 1999. A Commission for Business Supervision was set
up in 2000. It is still too early to judge about the performance of this Commission.
However, if it continues to strengthen its capacity to perform its role, the Commission

will become one of the important new economic institutions in the country.

The bankruptcy law, commercial court, competijion law and the competition
commission as discussed above have all been created by the IMF-supported programi.
In a sense, they can be regarded as being introduced due to IMF conditionality. A
policy question has been raised as to whether their creation in a haste could result in

their being discredited as something that is imposed from the outside and cannot be
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implemented successfully in Indonesia. The Commercial Court gives an illustration at

its best of the relevance of this question.

MACROECONOMIC PERFORMANCE: FINAL NOTES

This final section attempts to describe macroeconomic developments during the
immediate years of the crisis (1997 and 1998) and the following years, so as to be able
to make an assessment of the impact of the recovery and reform programs introduced
since October 1997. A few microeconomic results have been discussed in the previous

section.

As can be seen from Table 2, GDP growth declined from 7.8% in 1996 to 4.7% in
1997. The economy was still growing at 7% in the first semester of 1997. The
deepening of the cfisis and the political and social unrest in 1998 led to a severe
contraction of the economy. It has been said that such a situation has not been

experienced by any other economy in recent history.

Growth in 1999 was less than 1%, driven largely by houschold consumption. In 2000,
the economy showed a strong sign of recovery. The peaceful general elections in June
1999, the first democratic elections in 40 years, and the election of Abdurrahman
Wahid as President created a turn-around on the general sentiments of the people.
Exports picked up. Investment was growing for the first time since the crisis by -
strong 22%. It mainly consisted of domestic investments. By and large, foreign
investors kept a wait and see attitude. Indeed, it was unfortunate that the encouraging
prospect was short-lived. The earlier session has highlighted the problems during the

Wahid presidency.
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Table 2. Annual Growth of GDP By Expenditure
{at 1993 constant prices)

1996 1997 1998 1999 2000 2001

Consumption 865 697 -711 426 389 6.15
Household consumption 972 782 617 463 363 594
Government consumption 065 006 -1537 069 649 824

Gross fixed capital formation 14.51 8.57 -33.01 -18.20 21.92 3.96

Export of goods and services 7.56 780 1118 -31.80 2648 1.88

Less import of goods and services 6.86 1472 -529 -4068 2109 8.05

Gross Domestic Product 7.82 470 1313 0.79 490 3.32

Source : Central Board of Statistics

The change in sentiment was reflected in the 2001 growth figures. Household
consumption remained strong, but investment grew by a mere 4 %. As the world was

experiencing a slow down, Indonesia’s exports was also affected.~

As can be seen from Table3, the recovery in 2000 was experienced in all sectors,
including manufacturing, which perfox_-med better than in 1997. The continued weak
rupiah was an important competitive factor in 2000. There was a slowdown in all
sectors in 2001, but the mining sector again experienced a contraction. Sccurity
problems in the mining regions, and the proliferation of illegal mining, as well as the
impact of the regional autonomy project have all resulted in declining mining

activities. Some investors have closed down their mines and other have left the

country.
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Table 3. Annual Growth of GDP By Industry of Origin
(at 1993 constant prices)

i e 2 e o o o B e e e e i B T AL L e et A B B R Ao e e s o

Agriculture 314 100 -133 216 170 063
Mining and Quarrying 630 212 -276 -162 506 -0.64
Manufacturing Industry 11.59 525 -11.44 392 610 4.32
Electricity, Gas & Clean Water 13.63 1237 303 827 878 843
Construction 1276 7.36 -3644 -191 550 396
Trade, Hotel & Restaurant 816 583 -1822 -006 558 511
Transportation & Communication 868 7.01 -1513 -0.75 938 7.51
Fin., Leasing & Business Services 604 593 -2663 -7.19 434 299
Services 340 362 385 194 220 197
Gross Domestic Product 782 470 -1313 0.79 490 3.32

Source : Central Board of Statistics



ID-42 Country Paper: Indonesia
Table 4. Monetary Indicators
1996 1997 1998 1999 2000 2001
Consumer Price Inflation
(Average annual rate in %, 1996=0) 6.63 1031 77.63 207 9.18
12.55
Exchange Rate :
{Average market rate, Rupiah per US$) 2348 2953 9875 7809 8527 10410
Money Supply Growth :
Base Money (Mo) 33.08 3395 63.00 3550 2341 174
M1 2166 2224 2917 2316 30.13 B9.58
Currency 8.07 26.40 4563 4097 2402 549
Demand Deposits 30.54 1999 1980 10.83 3551 12.89
Quasi Money 3211 2350 7172 953 1213
13.93
M2 29.64 2322 6235 1192 1560 1299
Commercial Banks' Outstanding
Credit Growth 2476 2909 28.90 -5381 19.48 1435
Deposit Rate
{Average 1 month depositrate, % p.a.) 16.92 23.01 5167 23.97 1116 1454
Lending Rate (% p.a.)
Working Capital 19.21 2198 3227 2883 1843 19.19
Investment 1642 17.34 23.16 2293 1659 179

Source : Bank Indonesia and Central Poard of Statistics (various editions)

Table 4 shows developments in the monetary field. The above story seems to be

confirmed by developments of credit growth, which almost reached 20% in 2000. It

has since weakened again. Inflation, which hit a record high of 78% in 1998 was

brought down drastically to 2% in 1999. I* went up again in 2000 and 2001, partly

because of upward adjustments in domestic fuel prices, electricity, transportation

charges. Political instability nearing the end of the Wahid govemment also contributed

to this.

The currency, which began to strengthen in 1998 continued to decline in the years that

followed. By the end of 2001, the exchange rate stabilized at about Rp 10,000/3. It
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then strengthened at the beginning of 2002 to around Rp 8,400/$ for a while, but since
mid-2002 tended to stabilize at about Rp 9,000/8.

Developments in the base money, and problems encountered by the monetary
authority to control base ﬁfoney growth was discussed earlier. Efforts at controling
base money growth became more successful in 2001. Interest rates increased in 2001
after experiencing significant reductions in 2000. Problems of monetary management

remain a major challenge for the government and BI.

The significant increase in the country’s outstanding debt can be seen from Table 5.
The earlier discussion has examined the reasons for the increase. Total government
debt increased from $54 billion in 1997 to $141 billion in June 2001. This was caused
mainly by the incrcase in domestic debt, as discussed previously. Domestic debt
increased from zego in 1997 to $69 billion in June 2001, whereas external debt
increased from $55 billion to $72 billion. Total government debt reached above 100%
of GDP since 1998, but was about 95% in June 2001. The target of the recovery
program is to reduce govemnment debt to 65% of GDP in 2004. Total private debt
remained high, but lower in June 2001 compared to pre-cnisis (1996), because of the
dramatic reduction in domestic debt. External debt was highest in 1998 but has since

declined.

The cost of the crisis and the way it was handled can be said to be borne by the
government. However, as the interest on bonds is being paid through the budget, in the
end the burden is with the people. It is only logical that the people demands that the

government implement a recovery program with a strong reform component.
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Table 5. Debt Indicators
(Outstanding Debt US$ bill)

1996 1997 1998 1999 2000 Jun-91

Total government Debt 552 539 713 139.7 1519 1407
Domestic 0.0 0.0 100 638 77.0  68.7
External 552 539 673 759 720

Total private debt 1822 1544 1284 1348 1268 1297
Domestic 1273 722 448 62.6 600 628
External 549 822 836 722 669

Total Debt 2374 2083 2057 2745 278.7 1704
Domestic 1273 722 4.8 1264 137.0 1315
External 110.1 1361 1509 1481 1389

{As percent of GDP)

Total government Debt 27.0 48.7 1122 106.1 1115 94.8
Domestic 0.0 0.0 14.5 48.5 565 463
External 270 487 97.7 57.7 48.5

Total private debt 89.1 1396 1863 1024 931 87.4
Domestic 623 653 650 476 441 423
External 26.8 74.3 121.3 549 451

Total Debt 116.1 188.4 2984 208.6 204.6 182.2
Dornestic 62.3 65.3 79.5 96.0 100.6 88.6
External 538 123.1 2190 1125 936

Source : Feridhanusetyawan, Pangestu and Roesad (2001)

The above discussion has shown that the Indonesian economy has began to loose
steam in 2001 the economy grew by about 3.3%, "driven mainly by domestic
consumption. Indeed it was a better performance than in some other Asian economies.
However, as stated before, this is not good enough for Indonesia in view of the need to
create job opportunities for the 2.5 million people entering the work force each year.
The Indonesian economy can be said to be recovering if it can grow again by 6 percent

or more per annum. However, this higher growth rate must be accompanied by its
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sustainability and improved social justice and greater equity. That is why Indonesia’s
agenda for economic recovery must include wide-ranging reform measures, covering
improved economic govemance and the establishment of new economic institutions.

This is not an easy task.

The previous examination has shown that efforts to rehabilitate the failed banking and
financial system have not been all that successful despite their high cost, particularly
to the govemment. 'the burden to rescue failed banks and to recapitalize others is
carried by the government through its budget that is already very tight. And this
burden will be felt for many years to come. It is the government that bears the costs of

the financial crisis of 1997/98 which largely originated with the private sector.

In addition, private debt restructuring has been extremely slow. Many private
companies have been trying to get out of the problem by being bailed out by the
government. A few,—politically connected business groups have been rather successful
in soliciting the government’s helping hand. However, this too resulted in higher

contingent liabilities on the part of the government.

Private assets that fell into the hands of the government in exchange for the
government’s assistance to banks are being handled IBRA. It is the policy of the
government to dispose of these assets as quick as possible. The process has been
extremely slow and frustrating. Apart from problems of non-cooperation by previous
owners, the agency itself suffers from a deficit of competence and transparency,
perhaps also honesty, and the inherent difficulties of restructuring. But equally
problematic has been the problem of political interference. The sale of these private
assets is one source of funding political activities. The Bank Bali scandal during the

Habibie presidency exemplifies this problem.
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The government’s policy to finance up to a significant portion of the budget deficit
with domestically mobilized resources is a good way to force IBRA to expedite the
process of assets disposal as well as to accelerate the program of privatization. Both
asset sales and privatization are expected to finance about 70 percent of the budget

deficit, the remaining 30 percent being financed through foreign assistance.

The tight budget has also been helped by the willingness of donor govermments to
reschedule public extemal debt service payments. This rescheduling exercise through
the Paris Club has been repeated for three times and in all likelihood will have to be
repeated again in the years to come to give Indonesia the necessary breathing space to

overcome the bunching of debt, both external and domestic, in 2003 to 2006.

Central government development outlays have significantly decreased in the last few
years. This is also caused by fiscal decentralization as part of the implementation of
regional autonomy. It is as yet unclear as to how local governments will allocate their
spending for infrastructure, education and health, expenditures that have impacts on

the country’s future growth potentials.

In the first few years, there are likely to be problems in the implementation of regional
autonomy. Capacity in the regions is still weak, but problems in the implementation
are caused to a large extent also by the absence of clear implementation regulations. In
addition, local governments are ‘trying to maximize local revenues in the short term by
introducing new taxes and other user charges. Many af these new taxes and user
charges do not make sense and result in a high cost economy. Efforts are being made
by the central govermnment to control this but with mixed results. There is also the
problem of the sharing of revenues from natural resources between the central and
regional governments. Disputes on this matter have caused problems for investors in
particular in mining and forestry. The weak government at the center is not helpful to

resolving this problem.
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These problems do affect the country’s investment climate. But the country will leam
how to overcome them by going through the bad experience and learning from the
mistakes. They can be costly, but perhaps that is the cost to pay. Extemnal pressures,

such as in the Manulife case, are sometimes necessary.

Notwithstanding the above, there also is a positive side of developments in the
Indonesian economy. This refers to the so-called “healthy” sector of the economy.
This sector has not been affected by the financial crisis and has grown faster since the
crisis. It consists of medium-sized enterprises that have not relied on bank credits for
their investments. It also consists of a whole array of small scale activities. However,
it also consists of a wide range of export-oniented manufacturing activities. The
increase in investment since 2000 has been accounted for by a large number of new
small investments within this sector as well as expansions of existing large
investments, including foreign direct investment (FDI). In the medium to long term
the health of this “healthy” sector of the economy depends on the overall economic
and political environment in the country. But for now, it is a major engine for growth

and helps the economy to be afloat.
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Japan has becen struggling to get out the decadc long depression. Koizumi
government changed its stance ol economic policy from the former governments to
emphasize reforms rather than fiscal expansion. In this paper a short history of the
current Japan’s depression will be explored first. Specific problems of recent
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1. Introduction

In the 1980s, Japan Bashing was a key term to explain the relationship between
Japan and the United States. Japanese exports to the United States were so strong
that the United States constantly bashed Japan to open her market'. One could see
the products of Toyota, Nissan, Honda, Sony, Panasonic, and other Japanese firms
in every comer of the world. In Japan’s heyday, eight of the ten largest banks in
the world were Japanese. This resulted in the enforcement o"f BIS regulations. This
enforcement has been plaguing Japanese banks ever since and has resulted in a
credit crunch. During the era of Japan bashing, both countries acted harshly and
sometimes confronted each other emotionally. These worrisome and yet happy
days did not last long. Japan Passing became the new term to re‘prcsent the
situation during the following decade. The United States started to neglect Japan
and to consult more with other Asian countries, particularly China. When President
Clinton entered office, this trend intensified and the new key term became Japan
Passing. Japan seemed to become invisible. In fact, in one of Clinton’s speeches
to congress, Japan was not mentioned at all, while China was mentioned six times

and other countries menttoned include North Korea, South Korea, and Russia’.

Japan is now in the midst of the Lost Decade. The Lost Decade used to be a term
reserved for Latin America. But no matter how hard Japan has tried to escape the
current depression syndrome, there seems to be no way out. Depression in Japan
has been affecting Asia negati‘vely. Thus, Japan must be currently regarded as a

kind of virus. It has been exporting its depression.

Although Japan has endured the trauma of going from being the leader of Asia to

the virus of Asia, she is now on the verge of rebounding from hardship to attain

1 Prior to this the relationship between Japan and the United States was characterized by the
following phrase, “If the United States coughs, Japan will catch cold,” or “If the United States

catch cold, Japan will suffer from pneumonia.”
? Tetsuya Tsukushi, “From Bashing to Passing to Nothing”, News23 TODAY'S COLUMN

Jan.30(Thu), 1997.
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new heights in the future. The real question is how soon this can be achieved.
Where Japan will go from here will inevitably have important impacts upon other
Asian countries because the economic ties have become much tighter than they

were before, .

In order to assess all these matters, we will briefly review the economic growth
history of Japan in the next section. We will analyze also how the Japan system has
been formulated. Since Japan has large impacts on China and other Asian countries
through her trade and investment, we will review the trade and investment
relations in this section. In section 3, although the recent Asian crisis is often
explained by volatile international capital markets, we will look at it from an
alternative perspective, i.e., real side stories. We then discuss the current siatus of
the Japanese economy in section 4. In the concluding section, we will touch upon

possible policies that Japan might adopt to once again lead Asia and the world.

2, History of Japanese Economic Growth

Postwar Period

When Japan was defeated in World War I, her industrial production decreased to
about a half of its prewar level, exports to one fifth, and imports to one half. With
13.1 million jobless, grave shortages of energy and food, and high inflation, Japan
endured the hardship and successively democratized the country in accord with the
orders of the SCAT, or the U. S. occupation forces. Zaibatsu were dissolved,
drastic land reform was implemented, and labor democratization was promoted. At
the start, though, the United States and its allies intended to leave Japan as poor as
the other Asian countries which Japan had invaded. Fortunately for Japan, this
policy stance changed 180 degrees when the Korean War broke out. With special
procurement demand from the United States, Japan started to enjoy an economic

boom.
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High Growth Period

During the period 1955 to 1970 Japan achieved an annual growth rate of about 10
percent in real terms (Fig.1). During this High Economic Growth Period, many
Japanese management characteristics were formed, such as seniority wage, lifetime
employment, company labor union, just-in-time kanban system, TQC, industrial
policy, sub-contracting system, and government-private sector collaboration. In the
days of high economic growth with abundant labor, this system functioned nicely3.
Japan engaged in a vertical trade system, importing raw materials and processing
them to export manufactured goods. Cheap oil prices and a fixed exchange rate (at
360 yen to the dollar) worked out very well for Japan. Government interventions

were often made and the private sector reacted even better than expected.

Nixon Shock and Two Oil Crises

In the 1970s, Japan encountered the Nixon shock and then the two oil shocks. In
the early years of the 1970s, the U.S. economy weakened. Then President Nixon
suspended the convertibility of the dollar into gold in 1971, He also initiated a new
relationship between the United States and China. The combined effect of these
two acts ts called “the Nixon shock.” Also, the exchange rate system shifted from
fixed to floating in 1973. During this period, Japan suffered not only from trade
frictions intermationally but also from environmentai pollution problems
domestically. These problems generated growing pressure to change Japan’s
industrial structure. The first oil crisis was a devastating blow to Japan, and Japan
was forced to change its structure from one centered on heavy industry and
chemicals to one centered upon cnergy saving. {apan managed to remain
competitive by effectively cutting energy consumption, conserving resources and
electric power, and further up-grading their structures to more technology and
knowledge based ones.

* Noguchi criticized the traditional Japanese bureaucrat driven system as 1940 system. See
Yukio Noguchi, “The 1940 System :Japan Still under the Wartime Economy,” American

Economic Review, May 1998,
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It was around this period that the auto and the electrical machinery industries made

a quantum leap forward and played a leading role in propelling the economy.

Plaza Accord, Trade and FDI

After overcoming the crises of the 1970s, Japan became more efficient and more
competitive. In 1985 Japan faced a sharp yen appreciation when the Plaza Accord
came into effect. Transformation of industrial structure. was again necessary. The
yen rose from 240 to 120 per dollar in just one year. In response, Japanese firms
sought to rationalize their operations. Some of them moved their production
facilities to overseas markets. Meanwhile, foreign made goods poured into Japan,
made affordable by the strong yen. This accelerated the emergence of a more

horizontal division of labor between Japan and low-cost countries.

Since 1985, Japan’s trade structure has undergone profound changes. While the
share of goods shipped to the United States and the EU has declined, those going
to East Asian countries have increased. In terms of categories of goods, while the
share of durable consumer goods (notably, automotive vehicles) has decreased,
those of capital goods (about 60%) and parts of machinery and transportation
equipment (about a third) have risen. The share of capital goods and parts of
machinery and transportation equipment shipped to East Asian countries in their
worldwide exports has increased, and parts of machinery and transportation

equipment exported to these countries accounted for a little less than 50%. (Figure

2)

Japanese imports from East Asian countries have been rising since 1990, and have
accounted for about one third of Japan’s total imports in recent years. In terms of
categories of goods, the share of industrial supplies (petroleum, etc.) in the total
imports which had accounted for nearly 60% in the second half of the 1980s
dropped to about 40% by 2001, while those of capital goods and parts of

machinery and transportation equipment have risen. (Figure 3)
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As the production by Japanese transplants in overseas markets has expanded,
Japan’s exports of finished goods, notably, durable consumer goods (export
substitute effects) have decreased, while there has been an increase in exports of
parts of machinery and transportation equipment and capital goods which are

necessary for overseas production (export-inducing effect).

Thus, Japan’s trading pattern is now more horizontal. This is a departure from the
earlier vertical trade pattem, when Japan imported raw materials and exported only

industrial products. Intra-industry trade has been expanding.

Regional ties have been tightening since 1985. With the development of regional
trading arrangements trade intensities underwent substantial changes. Japan has
been growing less dependent on the United States and European markets and
trading more with Asia (Figure 3). For China the trade intensity is strong with
Japan, 2.89, and with Asian NIEs, 3.02. It is 2.08 with ASEAN4.-In case of Japan
the intensity is 1.77 with China, 2.67 with Asian NIEs, 2.82 with ASEAN4 while it
1s 1.61 with the United States Both Japan and China have stronger ties with Asian
countries. It should be noted at this junicture that both Singapore and Hong Kong
are hubs of the Asian trade. Their trade intensities with Astan neighboring nations
are larger than those of any other pairs. This has quite an implication for regional

trading zones. (Table 1)

Prior to the Plaza Accord, FDI from Japan was directed mostly toward the United
States and Europe. Since 1985 the direction has shifted-more to Asian countries.
The participation of newly industrializing economies, especially Asian ones, has
intensified competition in the manufactured-goods markets, while industrialized
countries have shifted their industrial and export structures more to the knowledge-

intensive industries such as high-tech and software. (Figure 4-7)
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Bubbles

Japan took all possible measures to revive its economy and this in turn contributed
to the creation of a bubble economy. As Japan encountered international
difficulties, the government teed to help the private sector by pumping public
works and other projects into the economy, which resulted in ever-increasing
public debt. It was natural for private enternrises and individuals at that time to

invest in real assets. When the bubble burst, this brought massive non performing

loan (NPL) problems.

Since the bursting of the bubble, the Japanese economy has never come back to a
normal growth pattern. Japan obviously mismanaged its economy by adopting a

succession of wrong policies in the recent past.’

Yiew from per capita GDP

To sum up the above brief historical overview, let us look at changes in Japan’s per
capita GDP. Japan’s industrial growth can be described as a process of constant
upgrading of its industrial structure in order to catch-up to the United States and
Europe. In 1955 per capita nominal GDP of Japan was just one tenth that of the
United States. By 1987 Japan’s per capita GDP had surpassed that of the United
States. Japan attained the world’s highest per capita GDP in 1996, reaching a level
more than 20 percent higher than the United States (Figure 8). This achievement

was made possible by productivity increases.
Total Factor Productivity
Behind this growth in per capita income was a constant increase of technological

development, which can be measured by TFP (total factor productivity)®. Figure 9

shows a growth in the TFP — namely, qualitative improvement of labor and capital

* The calculation of the TFP is from METI, White Paper on International Trade, 2000.
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inputs in addition to a qualitative increase in capital input, technological advance,
and the expansion of economies of scale. This has contributed to the growth of the
Japanese cconomy. A sharp fall in the percentage contribution of capital and
changes that occurred in tilc TFP were factors that braked the forward momentum
of the Japanese economy from the rapid growth of the 1960s to a slower and more
stable growth during the 1970s and beyond. Growth in the TFP slowed sharply
during the 1990s, due in part to . cyclical downtum in the economy. This explains

the nature of the Lost Decade very well.

Figure 9 traces the technological advance that has underpinned the economic
growth of Japan. During the rapid economic growth pertod, technology introduced
from overseas contributed to the growth. Original technological innovations
accounted for only a small part of this technological advance. Technological
advances made by Japan largely consisted of developing refined applications of
imported technology. In the 1980s, however, R&D activities undertaken by

Japanese firms began to pick up, and their technology exports also increased.

Trade Issues in Retrospect

The worldwide recession that occurred in the 1970s triggered a movement toward
protectionism, and the number of import restrictions and antidumping lawsuits
increased sharply in many c¢:‘)untr‘i<-:s5 . Particularly, trade friction involving Japan,
the United States, and the EU--which together account for 60% of the world’s

GDP and more than a half of the world’s exports--intensified.

Trade frictions involving Japan’s exports started with the exports of textile goods
in the 1960s. But by the 1970s the focus had shifted to higher value-added
products, such as steel, color TV sets, and automotive vehicles, in line with the

greater sophistication of Japan’s industrial structure. Such frictions arise inevitably

* For example, Edward J. Lincoln, Japan: Facing Economic Maturity, Washington D.C.: The
Brookings Institution, 1988.
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as the export structure and domestic industrial structure of different countries
become more alike and as the number of areas of competition grows larger.
Japanese exports of highly specialized products to Western countries had been
surging, even when the recipiént markets were struggling with a recession. This
poured oil on the flames of protectionist sentiment in the recipient countries. To
put the matter anothe: way, during the high growth period Japanese manufacturers
engaged in “cut throat” competition domestically, ahd they adopted the same

tactics in exporting their products in the United States and Europe.

By the 1980s, the trade imbalance of many countries had widened. Trade frictions
no longer involved only individual goods. The economic structure as a whole
became the issue. The United States attempted to impose Super 301 under the new
trade policy of 1985, and trade frictions started to escalate, Japan continued to
record current-account surpluses and became the world’s largest net creditor
country. Japan, as a country running the world’s largest trade surpluses, was asked
to increase imports and to recycle funds to needy countries. In an effort to deepen
mutual understanding between the two countries, Japan and the United States held
Structural Impediments Initiative (SII) talks, followed by a Framework Talk. In my
opinion, these were not really trade talks, but rather discussions of international
industrial policy, or exercises in policy coordination. On repeated occasions Japan
and the United States exchanged views on matters relating to one another’s savings

and investment structure and non-tariff trade barners.
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3. Asian Crises: Real Side View®

[I’mt not sure “Real side view" communicates effectively what you have in mind}

In July 1997 Thai currency (baht) fell down suddenly. The immediate reason was
the sudden outflow of short term capital, which exhausted the international reserve
at the Bank of Thailand. Thailand kept domestic interest rates high and kept the
dollar peg system in order to invite foreign investments. Foreign investors moved
their capital to earn secured high interest. But when the prospect of baht
devalunation became hikely, a sudden outflow resulted, which in turn triggered a fall
in the baht. The movement of Asian currencies before and after the crisis is shown

in Figure 10,

We should note, however, that there’s a real side view of the Asian currency crisis.
The world wide depression pulled down the Southeast Asian ecorfomies, especially
Thailand. These countries’ dependence on electronics products is very high and
this particular depression attacked their economies directly. Under such
circumstances, China, India and Vietnam started to intrude into labor intensive
product markets. In early 1994 China’s Yuen was devalued and this made China
even more competitive. The relative competitiveness of Southeast Asian countries
fell. Thailand in particular recorded substantial balance of payment deficits in 1995
and 1996 (more than 8 percent of GDP). Thus, Thailand’s economy revealed its

fragility to world currency speculators.

Another negative factor was that the short-term fun’ds did not go into real
production. Instead it was invested in real estate, i.e., the construction of office
buildings, residential apartments, and golf courses. Non banks played an
intermediary role to funnel the funds to this sector. This, of course, created

bubbles. When the bubbles burst, these non banks suffered from accumulated bad

® This section is hased upon Shigeyuki Abe, “Asian Currency Crisis 1997 and Japan”, a paper
presented at the Western Economic Association Annual Meeting, Bangkok.
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debts. Stock prices of these firms plummeted, and this affected other stock prices.

Since this was commonly known, speculators naturally thought that Thailand could
not maintain the dollar peg system.

Competition in Asia is tough, not only in semiconductors but also for many other
pruducts. Southeast Asian countries are competing with each other. During the 20
years of the industrialization process, each country has possessed similar industrial
and export structures. Eleétronics products in particular became the most important
export items. Thus, when the Thai baht was devalued, other countries were forced

to devalue their currencies to remain competitive.

Figure 11 shows Asian countnies exports of SITC 2digit products to Japan for the
period between 1988 to 1995. From these figures we can safely argue that most of
the Asian countries have similar export structures. For SITC 74 (other industrial
machinery and parts), 75 (office machines and computers), 76 (telecommunication
and sound recording apparatus), 77 (electrical machinery), Korea, Singapore,
Philippines, Thailand and Malaysia have been expanding their trade. China seems
to be pursuing-a similar but somewhat different path, while Indonesia is clearly

different.

We now move to a further breakdown of SITC. As an illustration, I take Taiwan,
Korea, Thailand, Malaysia, and China and their performance in exporting their
products of SITC 7511 to 7868 to Japan for the years 1988, 1992, and 1995. In
1988, for most of the products, exports of China, Taiwan and Korea surpassed
those of Malaysia and Thailand. There were almost no China exports. We see
emerging exports from Thailand and Malaysia, but the products are different for
these countries. For example, Malaysia showed its strength in SITC 7764 (ICs) and
7622 (radio receivers), while Thailand in 7527 (PC storage units) and 7599 (parts
for PCs). China did not export many of these products. In 1992, changes can be

observed. Exports from Taiwan and Korea shrank substantially in most of the
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products. Malaysia increased its exports to Japan in products like 7622 (radio
receivers), 7638 (sound rscording), and 7649 (parts of radio, sound recorder,
telecommunication etc.), all of which were already caught up by China. Thailand
drastically increased exports of SITC 7599 (parts of office machines), and 7649,
the latter was caught by China, 7752 (refrigerators). Malaysia and Thailand
competed with each other in 7764 (ICs). (Figure 12)

In 1995, Taiwan and Korea were gone. China suddenly emerged as the top
competitor. The catching up process was acute. And yet there’s differentiation of
products between Thailand and Malaysia except products like 7611(TV), 7638
(video), 7764 (Integrated Circuits).

By adopting this perspective, we can argue that in using FDI to building the same
kind of industrial structure throughout Asia, and engaging in figrce competition,
Japan was basically repeating the pattern of behavior it displayed in the earlier

trade frictions.

4. The Current Status of Japanese Economy

As I outhned above, the growth of Japan after World War II left serious problems
before us. Like other Asian countries, Japan now faces growing globalization. In
this situation, Japan has three fundamental problems. First is the aging population.
Second is the enormous public debt. Third is the cominuir;g depression, or the Lost

Decade. -

Let me start with statistics.
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National Debt

Figure 13 shows the fiscal balance of Japan changing over time. As you can see,
the fiscal balance became negative only after the first oil shock. The balance did
not return to positive ternitory until 1988. Then the bubble collapsed in 1990 and
once again the fiscal balance dctériorated. The end result of these successive

government deficits is an accumulated national debt.

Figure 14 shows the growth of national debt. Until 1982 the level of the national
debt remained under 100 trillion yen, or 20% of GDP. Currently it reaches almost
80% of GDP. These figures are only for central government national bonds
outstanding. If we include other debts and local government ones, the ratio is now
over 120% of GDP. Japan is most heavily indebted of all OECD countries. (Figure
15)

This simply implicg that the government is reaching the limits of what can be done
with fiscal expansionary policy. Koizumi has declared his intention to limit the
amount of government issue to 30 trillion yen this fiscal year. The question

remaining is how to use fiscal expansionary measures most effectively.

Deflation

Deflation i1s another serious problem that Japan is currently faciﬁg. Prices of all
kinds, including interest rates, are low. Land prices have suffered the most
deflation, as shown in Figure 16. As one can see, inflation of land prices was more
than 40% in 1988. In 1992 land prices recorded negative growth for the first time.

And since then, there has been no reversal of the movement.

The Nikkei Stock Price Index, GDP deflator, and import price index are shown in
Figure 17. All of them show a deflationary trend but the trend of Nikkei Stock

Price Index is worst of all.
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Another important price is the interest rate. The call rate is shown in Figure 18. As
is shown there, the current level is a historical low of 0.002. This means that
Japanese monetary authority has no remaining capacity to use interest rate

management as a policy tool.
Aging

Furthermore, a declining birth rate and an aging society present a long-term
challenge to Japan’s economy. According to estimates by the Ministry of Welfare,
by 2050 only 55 percent of the population will be of working age, while the aged
population will have increased to 33 percent. Together with the national debt
problem, inter-generational distribution of income will be the real issue from now
on. The burden of Japan’s young population will become almost intolerable by
2050. This limits the scope of govemment macro policies even for the short run.

(Figure 19-20)
Unemployment

Unemployment has been increasing. We can regard this as a process of

restructuring, but it is womsome that new graduates cannot find jobs. (Figure 21)
Policies Taken
Thus, both monetary and fiscal policies are reaching an impasse. Recently,

however, the Japanese government has tried to improve the current status. The

relevant policies are tabulated in the Figure 22 and Table 2
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5. Conclusion: Future Course of Japan and Asia

IT and Globalization

The current structural problems in Japan arise from adjusting to a new
environment, They manifest the dynamism of the Japanese economy itself. The
progress of information and telecommunications tccimology and the globalization
of market economies has had a substantial impact on Japanese firms. The after-
effects of the bursting of the bubble can also be recognized as a structural problem.
Such significant changes in the business environment can make an existing

economic system obsolete and reduce the profitability of the corporate sector.

Even excellent Japanese companies, major contributors to the export driven
Japanese growth in the past, such as Sony, Panasonic, and Toshiba, recorded
deficits and madg drastic employment reduction schemes last year (Table 3).
Fortunately, in the second quarter of 2002 most of these firms have shown
sufficient recoveries. In the 1990s, with the improvement in productivity induced
by the expansion of IT-related investment, the United States enjoyed a prolonged
period of expansion and price stability, although we can observe such distortions as
excessive consumption due to higher stock prices and a rising current account
deficit. In Japan, too, it seems that the kind of mega-change which occurs only

once or twice in a hundred years may already be underway.
The Important Role of the Private Sector

To get out of the current depression, Japan needs to adjust to new environments
and thus needs structural reform. The government announced Basic Policies for
Economic and Fiscal Policy Management and Structural Reform 2002 in June

2002. This proposes concrete measures to address such issues such as economic
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revitalization, tax reform, and a review of government expenditure. We need to
recognize that no matter what the government does, the propelling force is the
private sector. In the area of finance, too, the main force in enhancing the financial
intermediary function is the profit incentive of financial institutions and investors.
Tax reform, deregulation, and the review of pension and medical systems currently
being promoted by the government are indeed very important, but these should be

combined with vital private sector activities.

As we discussed earlier, the Japanese economy has, over the years, overcome
various hardships in the economic environment such as the Nixon shock, two oil
shocks, and the Plaza Accord. All these severely changed the terms of trade in
ways which caused Japan to suffer difficulties in exporting goods. In each of these
adjustment phases, Japan experienced drastic restructuring, successfully achieving
the exit of many weak enterprises. On the other hand, as a result of the efforts and
ideas that arose from the nieed to overcome such ‘pains,” Japan started to produce
higher value-added products that satisfied the needs of the times. In turmn, Japan
became strong in energy-saving products, diversification of life styles, and
environmental concerns. Still so far, Japan has readjusted only in the

manufacturing sector.

The 1990s have often been called the “Lost Decade,” but it is probable that in
recent years Japan has in fact been undergoing structural change of great
magnitude. In fact, reorganization and cooperation on a large scale have been
occurring both in the industrial and financial sectors: Many elements of Japan’s
heritage--such as cross shareholdings, keiretsu relationships, and long-term
employment--are being reviewed in response to recent changes in the economic

environment. Corporate governance is steadily changing.
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Japan and Asia
(1) Competition

Japan is surely going to change. Hopefuily, it will get out of the depression. More
importantly, the relationship Japan has with China and other Asian countries will
become even tighter, year by year. Until the recent past Japan led the lédder of
industries. But in the near future Japan might simply quit competing in some areas,
or compete even more fiercely in others. There used to be a division of labor
between Japan and other Asian countries. Japan produced more sophisticated
industrial products and other Asian countries specialized in more labor intensive

medium quality goods. But the world is changing.

With the IT revolution and rapid accumulation of both physical and human capital,
many Asian countries have become capable of competiting head tv head with
Japan. This phendmenon is exemplified by the current market share of leading
electronic products. According to the Nihon Keizai Shinbun, August 13, 2002,
China now produces 54.1 percent of DVD players in the world, while Japan
produces only 7.7 percent (2002 projection). China produces 27.8 percent of
mobile phones; Japan, 12.9 percent. For desktop PCs, China produces 29.6
percent; Japan, only 2.3 percent. China produces 43.7percent of air conditioners;

Japan only 15.2 percent. {(Figure 23}

Of course, there are some products where Japan leads in production such as
notebook PCs (18.8%), large LCDs (28.9%), and digital cameras (51%). All these
products used to be more or less Japanese monopolies. Japan needs to develop
more and more front runner products. Otherwise, in the end, Japan will have
nothing to export. In an encouraging trend, Japan is now beginning to earn money
by developing technology herself. Figure 24 depicts the export-import ratio of
patents trade. If this figure is larger than one, it means Japan eamms more than she

pays abroad. The trend is steadily sloping upward.
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Although Japan is not particular known for innovations in technology, Japan has
had its successes in the past. Japan introduced a nylon-producing technology in
1951. Transistor technology followed in 1954, and a domestically-built rocket was
launched and polyester textile manufacturing technology was introduced in 1957.
Home use VCRs appeared in 1976, super LSI in 1978, and optical CDs in 1982.
Current and future technological advancement is expected around nano technology

and in other areas.
(2) Japanese involvement in Asia

Even in the midst of the Lost Decade, at the time of the Asian currency crisis Japan
suggested to create Asian Monetary Fund, to which the U. S. opposed. Japan gave
up the idea and proposed the so-cailed Miyazawa Plan, by which Japan offered as
much as 30 billion US dollars to Asia, 15 billion of which was allocated for

medium to long-term financial support while the rest was for short-term financial

support.

Japan became the biggest ODA donor in the world in 1989. Japan has been
offering ODA worldwide, but has concentrated her ODA in Asia. Figures 25 and
26 show the recent trend in ODA and the top ten recipients in the past few years.

See Table 4 aiso,
(3) Increasing Imports of Manufactures

Japan has transformed its trade patterns from those of a vertical division of labor to
a horizontal division of labor. Figure 27 shows the path of deepening intra-industry
trade, demonstrating that Japan has become a big consumption market for Asian
exporters. Although ASEAN climbed up from 30 % level in 1992 to more than
50% and the world average in 2000, China enjoyed a very high ratio from the
beginning. And yet, the ratio has been constantly rising. This is a rosy sign for both

Japanese consumers and Asian producers.
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Figure 3 Imports by Region
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Table 1 Trade Intensity
East Asian Chines Hong —
UsS  Japan El:l Asia  NIEs e Kong ASEAN4 thna AFT A
us V.44 .52 U.ol Lus .19 .47 U.6a [LOF 057 LUS
Japan 1.6t 000 046 250 267 3.63 205 283 L.77 2.5]
EU 051 034 173 030 030 031 029 029 030 029
East Asia’ 1.18 221 041 230 220 140 352 233 254 238
Asian NIEs .16 161 040 248 160 113 290 301 422 240
Chinese-Taipei| 1.27 2.07 042 233 298 000, 765 219 079 218
Hong Kong 1.2] 104 043 273 059 o650 000 101 979 1.09
ASEAN4 L4 293 042 227 281 24] 150 206 1.10 363
China 1.27  2.89 042 192 302 102 700 099 000 1.09
AFTA 105 .247 042 242 238 212 189 393 1.09 408
Source: Calculated using the data by IMF, Direction of Trade
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Figure 7 FDI by Industry

%

Finance, msurance. & secunty, and [ N —
investmaent

Figure 8 GDP per capita: industrial countries

Source: IMF, Direction of Trade



Jp-24 Country Paper: Japan
Figure 9 Total factor productivity
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Figure 11 Asian Cnsis: Real Side Story (1}
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Figure 12 Asian Crisis: Real Side Story (2}
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Figure 13 Fiscal Balance
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Figure 14 Naticnal Debt
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Figure 16 Land Prices
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Figure 18 Call Rates
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Figure 20 Population Pyramid
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Figure 21 Unemployment
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Table 2 Major Economic Policies in the 1990s

Prime Minisier |

Date Mcasures Overall Size of Project
Aug. 1992 [General economic measures 10.7 Miyazawa Kiichi
Apr. 1993 |To promote general economic measures 13.2 Miyazawa Kichi
Sep..1993  [Emergency economic measures 6 tHlosokawa Morihiro
Feb. 1993 General economic measures 153 Hosokawa Monhiro
Apr..1993  |Emcrgency economic measurcs and against yen appreciatjon - Murayamal omiichi
Sep.. 1993 o fuily carry out the economic measures and recovery 4.2 Murayamal omiicht
Apr..1998 Ceneral cconomic measures More Than 16 Hashimoto Ryutaro
Nov.,1998  [Emergency economic measures More than 17(27including tax reduction) [Obucht Keizo
Nov. 1999 [New economic measures 17{T8including elderly care program}  |Gbuchi Keizo
Oct,.2000  |[New measures for the rebinth of Japan ML Mo Yoshiro
Apr.2001 MErgency €conomic measures - Mol Yoshiro
Jun..2001 Fundamental principle on economy and finance - Kolzumi Junichito

Source: Economic White Paper



Country Paper: Japan JP-33

Figure 22 Public Works
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Table 3 Employment Reduction Plan

Employment Reduction Plan l |
% NetProfit 2001(100mil yen)
_ Home % | Foreign Total Midyear ! Yearend
Hitachi ...10,200 4% 4,500 6%| 14,700 970 : 1400
Toshiba 17,000 12% 1,800 4%| 18,800 1100 1150
Fuijitsu 5000 |~ 5% 11,400 16%| 16,400 2100 . 2200
NEC 2500 | 2%| 1,500 | 5% 4,000 % | ’
Matsushit 6,000 450 2
All contract E
‘Kyocera employee 10,000 10,000 180 ‘ 500
ki 2,200 | 10% 0 0%l 2,200 39 l ?
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Figure 23 China: Emerging Power
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Figure 24 Technology Transfer
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Figure 25 QDA
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Table 4 Top 10 ODA Recipients
Million US dollars, %
Rank 1938 1995 2000
Country Amount Share Country Amount Share Country Amount Share
1 China 1,158.16 13.46| Inconesia 1.605.R3 15.30| indonesia 970.10 10.06
2 Indonesia 828.47 963] China 1,225.97 11.68| Vietnam 92368 8.58
3 Thailand 558.42] 6.49| Thailand 880.26 833 China 769.19 1.98
4 India 504 .95 5.87| Vietnam 679.98 6.48| Thailand £35.25 6.59
5 Pakistan 49154 5N India 3M4.02 6.04 India 368.16 382
6 Vietnam 388.61 4.52| Philippines 41298 3.93| Philippines 304 .48 3.16
7 Philippines 297.55 346| Peru 189.12 1.80| Pakistan 280.36 pA|
8 Sri Lanka 197.85 2.30| Pakistan 169.74 1.62| Tanzania 21714 225
9 Bangladesh 189.05 2.20| Brazl 149.36 1.42| Bangtadesh 201 62 209
10 Malaysia 179.10 208| Syria 136.17 1.30] Penu 191.68 1.99
Sum of top 10 4,793.70 §5.70 6,083.45 57.95 4,861.64 50.43
Developing Coutnies Total ~ 8,605.90 100.00 10,497.56 100.00/ 9,640.10 100.00

Source: Ministry of Foreign Afairs, White Paper on ODA , 2001
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Universiti Kebangsaan Malaysia

ABSTRACT

Initially, Malaysia implemented IMF-style responses to the Asian financial crisis
1997-1998 but when thess exacerbated the economic downturn, the government
introduced counter-cyclical measures and announced the National Economic Recovery
Plan (NERP) to provide a comprehensive and action-oriented framework to expedite
economic recovery. The NERP has six interrelated and complementary objectives,
which included the short-term focus of stabilising the ringgit, restoring market
confidence, and maintaining financial stability. These were complemented with
structural reform objectives of strengthening economic fundamentals, continuing the
equity and socio-economic agenda, and restoring adversely affected sectors.

Specifically, the government imposed selective exchange controls on 1 September
1998 and fixed the exchange rate at US!=RM3.80 the next day. The Govermnment also
introduced pre-emptive measures to strengthen the resilience of the financial sector.
These include strengthening the resilience of the banking sector through a merger
programme; the establishment of Danaharta, the national asset management company
to address the rise of NPLs as well as Danamodal, an interim funding vehicle to
address the erosion of capital in some banking institutions; and the Corporate Debt
Restructuring Committee to resolve the debt problems of larger corporations.
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1. introduction

Before the devaluation of the baht in July 1997 that triggered the East Asian financial
crisis Malaysia was enjoying an enviable average growth rate of 9.7% per annum in
the four years prior to the crisis. In the beginning most analysts expected it to be
contained within a few months. However, the crisis turned out to be unprecedented in
terms of the speed and severity of the contagion effect that also spread to countries
outside of East Asia. In Malaysia, as in other East Asian countries, what started as a

currency crisis quickly deteriorated into an economic and social crisis.

By most indicators the Malaysian economy was fundamentally strong on the eve of
the crisis. Real gross domestic product (GDP) grew at about 8.5% in the first half of
1997 while the Government continued to register fiscal surpluses and, more
importantly, the level of external debt was low at 43.2% of gross national product
(GNP). Bank Negara Malaysia (1999a:569) states that the current account deficit was
reduced to 5% of GNP in 1996 from 10% in 1995 and was expected to improve
further. Inflation reached its lowest level, 2.1%, in July 1997. Measures were also
taken to slow down the pace of bank landing so as to make domestic demand more

compatible with the level of output, and to contain the development of any asset

bubble.

Despite its relatively sound economic fundamentals, Malayéia was not spared from the
crisis. The contagion effect spread to Malaysia soon after the sharp depreciation of the
Thai baht on 2 July 1997 as herd behaviour caused market participants to view
Malaysia as having the same common problems as those faced by her neighbours. By
the end of August 1998, the speculative attack on the ringgit had caused it to be
depreciated by 40% against the United States dollar compared to its level at the end of
June 1997. The Kuala Lumpur Stock Exchange Composite Index (KLSE CI) fell by
79.3% from a high of 1271.57 points in February 1997 to a low of 262.70 points on 1
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September 1998. The effects were then transmitted to the banking and corporate
sector, resulting in the economy experiencing a recession for the first time in 13 years
by the second quarter of 1998.

How did Malaysia manage the economy during the crisis and what steps have been
taken to revive the economy? What reforms have been put into place (a1 order to
strengthen the economy, particularly the financial and corporate sector, to become
more resilient in facing future challenges in the turbulent era of glotalisation. The
objective of the present paper is therefore to trace the path of economic recovery in
Malaysia after the crisis as well as examine the essential reforms made at the macro
and micro levels. In this regard, the paper will concentrate mostly on the restructuring
of the banking and corporate sectors.  For this purpose, the next section will
enumerate the various stages of Malaysia’s policy responses to the crisis while Section
3 will describe macroeconomic impact of the crisis and measures on the Malaysian
economy. The progress of controls and reforms will be addressed in Section 4.

Section 5 will conclude the study.
2, Policy Response to the Crisis'

While measures were already put in place before the crisis to address potential
vulnerabilities, they were insufficient to reverse the financial panic and speculative
pressure that ensued. The Malaysian government’s response to the crisis changed at
various stages reflecting the different assessment and policy orientations (Ishak Shari

and Abdul Rahman Embong 1998: 3-4).

! This section is mainly based on Bank Negara Malaysia (1999a)
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2.1 Initial Policy Response

At the initial stages, using the IMF/World Bank approach, the Central bank attempted
to stabilize the ringgit by intervening in the foreign exchange markets and raising
domestic interest rates. However, these interventions were very costly as propping the
ringgit led to a depletion of the country’s foreign exchange reserves while raising the
domestic interest rates had the negative effect of exacerbating the economic downtum.
As the crisis appeared to be prolonged, interest rates were subsequently reduced to
about pre-crisis levels so as not to adversely affect the real sector. However, after
September 1997 interest rates were adjusted upwards (but not as high as prescribed by
the IMF) to ensure depositors obtained a positive rate of return on their savings to be
in line with the increase in expected inflation. To curb speculation in the currency and
stock markets and to allow rates in Malaysia to reflect domestic conditions, banking
institutions were required to observe a US$2 million limit-on outstanding non-

commercial related ringgit offer side swap transactions with foreign customers.

When both the ringgit and share prices were pushed to successive lows in a
progressively volatile external environment, it was recognized that stronger
macroeconomic adjustments were required. Hence, a set of austerity measures was
announced in early September 1997 to further reduce the level of aggregate demand
and contain the current account deficit. These measures included a 2% cut across the
board in Government spending; rationalisation of the purchase of imported goods by
public agencies, including the armed forces; and deferment of several large privatised
projects (Bank Negara Malaysia 1998). These measures were reinforced with further
measures announced in the 1998 Budget in October 1997, which included deferment
of projects with total cost amounting to RM65.6 billion and establishing the RM 1
billion fund for small- and medium-scale industries (SMIs). When the regional
instability persisted into December, the government introduced a stronger and

comprehensive package of policies including a further sharp cutback in Federal
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Government expenditure by 18% in 1998; deferment of selected projects; intensive
promotion of exports, tourism and the utilisation of locally-produced goods; and a
freeze on reverse investment which amounted to RM10.5 billion in 1996.

The government also instituted measures to further strengthen prudential standards of
the banking system. These included the recognition ot a loan as non-performing when
its servicing had been in arrears for three months ‘instead of six; increasing the
minimum general provision from 1.0% to 1.5% and greater disclosure in financial
statements. Measures were also taken to reduce credit growth and exposure to the less
productive sectors in the form of voluntary credit plans whereby the financial
institutions undertook to reduce overall credit growth to 25% by the end of 1997, 20%
by end-March 1998 and 15% by end-1998. At the same time, the banking institutions
had to ensure that in allocating credit, priority would be given to borrowers engaged in
productive and export-ortented activities. Priority was given to rationalise and
consolidate finance companies into fewer but stronger financial institutions and there

was a push for greater corporate transparency and disclosure.
2.2 A Clange in Policy Direction

As the crisis deepened, counter-cyclical measures were introduced to head off an
impending recession. Fiscal policy was selectively relaxed beginning March 1998 and
monetary policy was ease¢d in early August 1998 when inflationary pressures became
subdued. By April-May 1998, when it was obvious that the economy was contracting,
Malaysia went against the IMF advice and allocated additional fiscal expenditures
totalling RM3 billion. The fiscal measures included selective increase in
infrastructure spending, setting-up of funds for SMIs, higher allocationi on social
sector development as well as reducing taxes (Bank Negara Malaysia 1999b). The
government also implemented several programs under the National Economic

Recovery Plan to help the poor weather the adverse conditions, which include the
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following: the 20% cut in the 1998 budget has been compensated by an additional
allocation of RM3.7 billion (about 18% of the total social sector budget). This amount
is to assist the vulnerable groups hit by the crisis, including funds for small faﬁnem,
micro-credit for small businesses, extension of community and rural health facilities,
and development of skills training and higher education. The World Bank disbursed a
USD 300 million loan in June 1998 to mitigate the adverse effects of the economic
adjustment on the more vulnerable segments of society and in 1999 approved USD404
million to fund social programs such as low cost housing. The Islamic Development
Bank also approved a loan of USD99 million. Malaysia had also obtained funding
from bilateral sources such as loans under the New Miyazawa Initiative. Moreover,
the government has not reduced the original budget allocated for poverty alleviation
while ministries involved in providing the social services, such as the Ministry of
Health and Ministry of National Unity, had smaller 1998 budget cuts. The
government has zlso taken measures to increase opportunitics for employment and
self-employment by encouraging organized and systematic petty trading, farming and
setting up of small businesses. Measures to contain inflation, such as removal of
imperfections and distortions in the marketing of essential commodities, importing

from cheaper sources and others, were executed.

In an attempt to protect itself against international financial volatility, the government
imposed selective exchange controls on 1 September 1998. These were necessary as
the risks of further instability persisted more than a year into the crisis, despite
Malaysia’s stfong macroeconomic fundamentals and.rcstructuring program. Unlike
other regional currencies, the ringgit was significantly traded in the region, especially
in Singapore. The substantial onshore-offshore interest rate differential attracted
ringgit funds abroad, for example in Singapore where the ringgit deposit rates were as
high as 20-30%. Hence, Malaysia was facing the dilemma of a trade-off between an
accommodative monetary policy to avoid a contraction in the economy, and the need

to check further deterioration in the exchange rate.
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Specifically, the controls were aimed at bringing about stability and to enable
monetary policy to be based on domestic conditions. The main selective exchange
control measures include (see Bank Negara Malaysia 1999a: 292):

e Control on the transfer of funds in the External Accounts to immobilize trading
of ringgit offshore;

¢ Control on nnggit loans to non-residents;

e Imposition of the 12-month holding rule on the repatriation of funds in
Extemal Accounts (replaced by repatriation levy on portfolio funds on 15
February 1999 which was subsequently liberalized further on 21 September
1999); o

» Limiting the amount of ringgit that could be imported or exported and the

amount of foreign currency that could be exported.

The ringgit exchange rate was fixed at USS1 = RM3.80 the next day. This move
enabled the authorities to reduce the interest rate. For example, the base lending rate
(BLR) of commercial banks, which rose from 10.33% at the end of 1997 to 12.27% at
the end of June 1998 was reduced to a maximum rate of 8.05% as at 10 November,
1998. This move has benefited the banking institutions and private sector from
enhanced liquidity and lower interest rates (Ishak Shari and Abdul Rahman Embong

1998), thus stimulating an expansion in domestic deinand.

The selective exchange control measures had i, specific target of eliminating access
to ringgit by speculators by reducing the offshore market in ringgit and limiting the
supply of ringgit to speculators. They also aimed at stabilising short-term capital
flows and carefully designed to have minimal impact on economic activities. Thus,
rules that governed trade transactions and foreign direct investment were left
unchanged. Current account convertibility continued to be maintained. The only

requirement was for trade settlements to be carried out in foreign currencies. As such,
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the exchange controls affect only short-term flows. As conditions stabilised and
improved, modifications were made where on 15 February 1999, a “repatriation levy”
replaced the 12-month holding rule. For funds brought into the country prior to this
date, the principal amount was allowed to be repatriated subject to a graduated levy.
For funds brought in from this date onwards, the principal amount was freely allowed
to be repatriated, but the profits were subject to a graduvated levy system, which was
simplified to a flat 10% levy on 21 September 1999. '

2.3 National Economic Recovery Plan

In late July 1998, the National Economic Action Council (NEAC), which was set up
to deal with the crisis and revive the economy, announced the National Economic
Recovery Plan (NERP) to provide a comprehensive and action-oriented framework to
expedite economic recovery. The NERP has six interrelated and complementary
objectives, which included the short-term focus of stabilising the ringgit, restoring
market confidence, and maintaining financial stability. These were complemented
with structural reform objectives of strengthening economic fundamentals, continuing

the equity and socio-economic agenda, and restoring adversely affected sectors.

Related to these six objectives, the NERP contains 40 courses of action and more than
580 detailed recommendations (see NEAC 1998). Four areas of action were proposed
in order to stabilise the ringgit and these includes the appropriate choice of exchange
rate regime, increase external reserves, reduce . er-dependence on the US dollar and
adopt a balance interest rate policy. The market .conﬁdcnce-building measures
recommended are improve trahsphrency and the regulatory environment, establish
rules for assisting industries and companies, increase the consistency of government
policies, adopt liberal market-based policies, imi:rovc public relations and improve the
dissemination of economic information. The actions identified to bring stability in the

financial markets are preserving the integrity of the banking system, establishing an
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agency to insure deposits at commercial and savings banks as well as to close or
merge insolvent thrift institutions, recapitalising the banking sector, monitoring
closely overall credit expansion, improving the capital market and developing the

private debt securities market. -~

The fourth NERP objective of étrengthening economic fundamentals involves. issues
that are structural in nature, and the measures recommended are aimed at instituting
structural reforms to build a more dynamic and resilient economy. Towards this end,
the actions to be taken involve increasing the quality of investments, improving the
balance of payments, maintaining a balance public sector financial position,
appropniate monetary policy and price stability, and increasing labour competitiveness.
The actions to be taken in continuing the equity and socio-economic agenda include
ameliorating the hardship from poverty, addressing Bumiputera equity ownership,
expanding employment opportunities, meeting the challenge of expanding tertiary
education, addressing graduate unemployment and controlling the influx of foreign
workers. With respect to the final aim of restoring adversely affected sectors, the
sectors involved are the primary commodities and resource-based industries, mining
and petroleum, manufacturing, information technology and the Multimedia Super
Comridor, motor industry, construction, property, infrastructure, transport, freight

forwarding, tourism, banking as well as insurance and reinsurance.

The NERP also recommended the easing of monetary and fiscal policies. As a
continued effort to revive the economy, the 1999 Budget presented in October 1998
continued with an expansionary fiscal stance. The govemment development
expenditure was raised by about 23% to RM19,378 million while the operating
expenditure increased by 4.2% to RM46,563 million. Of the additional allocation for
development expenditure in 1998, RM1,000 million was directed for social
development projects to address and ameliorate the effects of the economic crisis on

the lower income groups.
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In early 1999, the economy showed signs of an initial stage of recovery after one year
of economic contraction.  Macroeconomic policy management focused on
strengthening the recovery process and on expediting measures to address structural
issues, both in the economic and financial sectors. In terms of Government spending,
priority was given to projects that address structural and socio-economic issues
(education and skills training, health services, low-cost housing, and agriculture and
rural development), as well as revival of selected infrastructure projects to increase
efficiency of the economy. An important criterion of the stimulus package was that it
should result in minimal leakage abroad to ensure no build-up of risks in the balance
of payments (Bank Negara Malaysia, 2000). Projects should also have strong linkages
to ensure maximum stimulus to economic growth and have short gestation periods

while meeting socio-economic objectives.

Monetary policy has become accommodative since early August 1998 when interest

rates and the statutory reserve ratio (SRR) were brought down to reinforce the

expansionary fiseal policy. The central bank lowered the 3-month intervention rate In
three successive steps in August from 11% to 9.5%. The SRR was reduced from 8%
to 6% on 1 September and further to 4% on 16 September so as to ensure sufficient
liquidity in the banking system and to lower the cost of funds. Due to uncertainty,
banking institutions had become excessively cautious in their lending decisions,
causing a sharp slowdown in credit. To avoid a credit crunch situation, banking
institutions with adequate capacity were encouraged to attain a minimum loan growth
of 8% for 1998 with the proviso that financial discipline must be exercised in making
lending decisions. The intervention rate was reduced further in successive steps to

reach 5.5% by August 1999.

The Government also introduced pre-emptive measures to strengthen the resilience of
the financial sector to ensure the continued efficient functioning of the banking sector

and promote market confidence in the face of deteriorating economic conditions.
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These measures were multi-pronged, aimed at strengthening all aspects of the
financial system. They included strengthening the resilience of the banking sector
through a merger programme; the establishment of Pengurusan Danaharta Nasional
Berhad (Danaharta), the national asset management company, on 20 June 1998 to
address the nise of NPLs as well as Danamodal, a special purpose vehicle to address
the erosion of capital in some banking institutions; and the Corporate Debt
Restructuring Committee (CRDC) to resolve the debt problems of larger corporation’.
A series of measures was also implemented with respect to operations in the capital
market in order to improve market transparency and corporate governance, including
removing restrictions on submissions for new listings while strengthening rules,

securities laws and procedures of the KLSE.

In addition to Danaharta, Danamodal and CDRC, the Government has also established
or expanded several special funds to provide credit to priority areas at reasonable rates
in order to avoid“the adverse effects of excessively high interest rates on small
businesses. These funds included the Fund for Food (RM1 billion), Fund for Small
and Medium Industries (RM1.5 billion), Export Credit Refinancing Facility (RM3
billion), Special Scheme for Low and Medium Cost Houses (RM2 billion} and
Rehabilitation Fund for Small and Medium Industries (RM750 million).

24  Measures to Resolve Financial and Corporate Sector Distress

Since the crisis had exposed the vulnerability of the finance companies, a merger
programme for finance companies was announced in January 1998 to consolidate and
rationalise the industry. While this was consistent with the longer-term objective of
creating a core of domestic banking institutions to meet the challenges of increased

liberalisation, it also represented part of the overall pre-emptive strategy to increase

? Elaborations on these three vehicles will be given in Section 2.4 below.
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the resilience of the finance companies to withstand risks arising from the economic
slowdown (Bank Negara Malaysia 1999b). The merger exercise was market-driven
with Bank Negara Malaysia facilitating the process. Upon completion in 1999, the

number of finance companies would be reduced by more than half of the original 39.

As the crisis deepened and prolonged, the banking institutions were being more
preoccupied with preserving their balance sheet and managing the deterioration of
their asset quality and loan portfolio instead of generating new businesses. The rising
incidence of the NPLs also caused them to be overly cautious in their lending,
resulting in many viable businesses failing to secure financing. Under the NERP’s
third objective of maintaining financial market stability, the Government created
Danaharta. This is an asset management company established to remove the NPL
distraction from the banking institutions to enable them to concentrate more on their
credit operations, to facilitate an orderly payment/write-down of debts and disposal of
assets as well as to restructure or liquidate ailing companies with outstanding loans of
RM50 million or less. Given the non-performing nature of its assets, Danaharta does
not expect to generate profits from lits operations, but aims to minimise costs by

maximising the recovery value of its NPLs.

Danaharta was set up at great speed because the Companies Act did not provide for
the rapid acquisition and disposal or smooth management of assets and affairs of a
distressed company. It is expected to have a life span of 7-10 years. The Danaharta
Act and the amendments to the National Land Code passed in September 1998
provided the legal framework to engage in these activ.itics. With this, “Danaharta is
empowered to acquire assets with certainty of title whjle preserving existing registered
interests over the assets, to foreclose on assets and sell through public auctions, public
tender offers or private treaty and without consent of the borrower (provided the sale

is at market value and a 30-day notice is given)”(Thillainathan 2000).
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While Danaharta would not purchase the entire NPLs in the banking system, it would
ensure that the residual NPLs remains at manageable levels at all times. Danaharta’s
acquisition process is divided into secured loans, unsecured loans and other credit
facilities such as foreign currency loans and off-balance sheet facilities. Priority is
accorded to weaker financial institutions, including those institutions seeking
recapitalisation from Danamodal Nasional Berhad (Danamodal) before proceeding to
acquire NPLs from other financial institutions. Danaharta also manages loans of
selected financial institutions so as to facilitate strategic mergers between identified

financial institutions and to preserve the strength of the acquiring institutions.

For loans which are secured by properties, Danaharta appoints independent
professional valuers to perform detailed valuation of individual properties. For loans
which are secured by quoted shares, the fair value of the loans is determined based on
the characteristics of the company whereby premiums are attached to larger stakes that
offer influence or control over the company. In the case of loans secured by unquoted
shares, acceptable valuation techniques are used. A uniform discount of 90% to the
principal outstanding is applied in general to unsecured loans. In terms of profit
sharing, it is stipulated that any excess in recovery value over and above Danaharta’s
acquisition cost plus direct costs will be shared between the selling financial
institution and Danaharta on a 80:20 basis. However, the financial institution’s share
of the upside will be limited to the shortfall value plus a holding cost of 8% per
annum. For larger loans where valuation is either onerous or inconclusive, a risk-

sharing arrangement with the selling financial institution is done on a case-by-case

basis.

For loans acquired from financial institutions, Danaharta pays cash and/or issues zero-
coupon, Government-guaranteed, tradeable bonds with yields approximating those of
Malaysian Government Securities with similar tenor. These bonds are issued on a

monthly basis with an initial tenor of five years and a rollover option exercisable at
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Danaharta’s discretion for up to an additional five years. For loans acquired from
development finance institutions, Isiamic loans and unsecured loans, cash payments

are made. It is estimated that Danaharta would require RM15 billion to finance its

activities.

The asset management approach is divided into loan management and asset
management, and which approach is taken depend on the viability of the loans
acquired. For viable loans, Danaharta will take the loan management approach
whereby it will rehabilitate or restructure the loans including rescheduling the
payments and debt equity conversion. For non-viable loans, Danaharta will take the
asset management approach whereby it will manage the borrower through the
appointment of Special Administrators or manage the collateral either through the
rehabilitation of the collateral or foreclosure if all other options have been exhausted

{Bank Negara Malaysia, 1999). -

Danamodal was incorporated on 10 August 1998 as a fully-owned subsidiary of the
central bank to serve as an interim funding vehicle for banking institutions to meet

their capital adequacy requirements. The rationale for the its establishment are:

e To ensure that the banking sector recapitalisation process is commercially
driven and that investment decisions are made according to market-based
principleS

¢ Delays in addressing recapitalisation and Nop—Pcrforming Loans issues will
create a drag effect on the financial system and economic recovery

» Direct capital injection by the Government into the banking institutions is not

desirable and would lead to conflict of interest position in the future.

Danamodal is io revitalise the financial services industry by the recapitalisation of, and

active management of its investment in, the banking institutions within the framework
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defined by the central bank in an independent, fair and transparent manner.
Revitalisation will be measured by institutions being competitive and well capitalised
and showing sustainable levels of profitability, and having good corporate governance.
Danamodal’'s financial objective is to operate profitably over its lifetime, but
successful revitalisation will be given higher priority than maximising retums. To
achieve these objectives, D‘anamodal will intervene as required by influencing
corporate governance structure and process and helping to set the management
agenda. As a strategic shareholder in the recapitalised banking institutions,
Danamodal is in a position to facilitate the consolidation and rationalisation process
and act as a catalyst to guide mergers. Danamodal will exit or divest its stake when the
restructuring and financial criteria have been accomplished. Under the worst case
scenarnio, the total funding requirement of Danamodal has been estimated to be RM16
billion to ensure that the risk-weighted capital ratio (RWCR) of all banking
institutions to be at least 9%. These funds are to be raised in the form of equity,

hybnd instruments, or debt in both the domestic and international markets.

Danaharta and Danamodal were complimented with the setting up of the CRDC in
July 1998 to facilitate the restructuring of large corporate debts {exceeding RMS50
million) and ensuring viable corporations continued to receive financing. The CRDC
provided a platform for both the borrowers and creditors to work out feasible debt
restructuring schemes without resorting to debilitating legal proceedings.  Bank

Negara Malaysia (1999) stated the objectives of CDRC are:

* To minimise losses to creditors, sharecholdrs and other stakeholders through
voluntary co-ordinated workouts

* Preserve viable businesses that are affected by the current economic conditions

e To introduce and implement a comprehensive framework for debt

restructuring,.
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Many companies have opted to this friendlier arrangement to resolve their debt
problems instead of going to court to defend against the creditors. CRDC acts as an
advisor and mediator between the debtors and the creditors on the restructuring
exercise. Once an application to CRDC is made by either the creditor or the debtor,
the appointed independent consultant will come up with the restructuring programme
for the debtor. CRDC will then evaluate the application and consider its viability and
acceptability to the bankers and shareholders of the compahies involved. If all parties
are agreeable to the structure of the proposal, the proposal will be implemented (see

CRDC 2002).

The CRDC framework relies on co-operation, persuasion and collegiate approach to
reconcile the interests of the financial institutions and the borrower. The four basic
principles of the framework are:
¢ Financial institutions must be supportive and not precipitate insolvency
» Decision-making is on the basis of sharing reliable information amongst all
parties involved in the workout
» Financial institutions must co-operate to reach a collective view on whether a
company should be given financial support based on specified terms

o Losses should be jointly borne in a fair manner to specified categories.

In other words, the restructﬁring efforts would be conducted on a voluntary basis,
based on market-driven principles to ensure that there would be a win-win situation
for both the borrowers and the creditor banking institutions.

Danaharta, Danamodal and CDRC are interdependendent and complimentary,
representing a comprehensive and coherent plans towards strengthening the banking
sector, as shown in Chart 1. As such, their functions were co-ordinated to ensure that

they operated in a cohesive and structured manner to achieve the desired objectives.



Country Paper: Malaysia MY-17

Thic was undertaken by the Steering Committee, chaired by the Govemor of the

central bank, to oversee and monitor the policics, operations and progress of these

three bodies.‘

CDRC
A
Facilitate
Restructuring Restructure
Where necessary debt(Rehabilitate
Danaharta
: Borrowers
Sell NPLs Bonds

News loans
Special |News loans Banks
Funds [P ‘-
Bonds Cash Inject
Capital
Danamodal
Chart 1

Overview of Danaharta, Danamodal and CDRC

Source: Bank Negara Malaysia (1999a)
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In order to enable banking institutions to concentrate more on their credit operations
rather than being overly preoccupied with managing the deterioration of their asset
quality, the central bank reverted to the earlier definition of NPLs (loans that were
defaulted for at least six instead of three months). The purpose was to ensure that the
real sector of the economy continues to receive financing and to provide borrowers
with the opportunity to regularise their accounts. Banking institutiu.is, however, can

retain shorter NPL classification periods based on their individual internal policies.

A series of measures was also implemented in relation to the operations in the capital
market sd as to improve market transparency and corporate governance, including
removing restrictions on submissions for new listings while stl:engthening rules,
securities laws and procedures of the KLSE. The measures were also targeted at
protecting the local stock market from the adverse effects of the trading of Malaysian
shares on a stock market that is not a recognised stock exchange. In essence, the
regulatory supervision by domestic regulators was strengthened, including enhancing
the operational ability to curb market abuses and boost enforcement powers of the

Securities Commission and the exchange and clearing house.
3. Macroeconomic Impact of the Crisis and Measures

Table 1 shows that Malaysia had achieved an impressive record of growth prior to the
financial crisis of 1997-98." The real (in 1987 prices) gross domestic product (GDP)
grew at over 9% per annum during the first hall of the 1990s, reaching a peak of 10%
in 1996. In fact the crisis had only a moderate impact on the Malaysian GDP in 1997,
when the economy still manage to grow at 7.3%. However, with the deepening of the
economic turmoil, Malaysia experienced the full impact of the crisis in 1998 when the
economy contracted by 7.4%, for the first time since 1985. Nevertheless, The
economy made a speedy recovery and achieved a growth rate of 6.1% in 1999 and
8.3% in 2000. Unfortunately, the dampening of the US economy, the continuing
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recession in the Japanese economy (two of Malaysia’s leading trade partners) plus the
event of 11 September 2001 impacted negatively on Malaysia so much so that the
growth rate which has been revised downwards to 2.0 plunged further.to register 6nly
0.4% for 2001. Growth has been forecasted to be at 3.5% for this year.l Per capita
GDP which peaked at RM9065 (1987 prices) in 1997 fell to RM8245 in 1998 and
climbed to RM8493 in 1999 and RM8&899 in 2000.

Table 1 also reflects that the high growth rate of the economy that preceded the crisis
was associated with the intensive growth of the manufacturing and the construction
sectors. The two sectors together with non-govemnment services sector accelerated at
double-digit growth. In contrast, the primary sector, was experiencing negative
growth in the years before the crisis except for 1996 and 1997. The sectoral growth
rates indicate that the construction sector was the worst hit, plunging by 23.0% in
1998 and 5.6% in 1999, and growing only at 3.1% in 2000. Consequently, its share of
the GDP fell from 4..8% in 1997 to 4.0% in 1998, 3.6% in 1999 and 3.4% in 2000,
Although the manufacturing sector also contracted sharply in 1998 by 13.4%, it
recovered quickly and managed to register a growth rate of 13.5% in 1999 and 17.0%
in 2000. As such, the share of the manufacturing sector which reached 29.9% in 1997
fell slightly to 27.9% in 1998, but rose to 30.0% in 1999 and 32.6% in 2000.

With industrialisation and the rise in employment opportunities, the unemployment
rate contracted to 2.4% on the eve of the crisis. Actually, Malaysia was expenencing
full employment throughout the 1990s. The labour market became so tight that some
sub-sectors have to resort to imported labour from abroad, namely from Indonesia,
Bangladesh and the Philippines. The crisis resulted in workers been retrenched from
certain sub-sectors, particularly construction. However, some 74,610 vacancies were
registered in selected sub-sectors enabling those retrenched workers to be re-deployed
to otheg ﬁqctom §ti!l experiencing labour shortage, such as some sub-sectors in ihe

manufaéturing and services sectors as well as the agriculture sector. Quite a number of
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the foreign workers have returned to their respective countries. Hence, unemployment
rate has been rising to 3.3% in 1998 and 3.4 % in 1999 but moderated to 3.1% in
2000. Preliminary figure shows that it has nisen again to 3.7% in 2001. Table 1 also
shows that the share of employment in the primary (agriculture, forestry and fishing)
and the secondary (mining and quarrying, manufacturing and construction) sectors
contracted in 1998 and 1999. On the otwner hand, the share of employment in the
services sector went up.” However, the total employment m the manufacturing sector

went up by 6.7% in 1999, indicating a rapid recovery in this sector.

Table 2, which shows more macroeconomic and financial indicators, confirms that the
economic recovery in Malaysia had begun in the first half of 1999 v;rhen the second
quarter GDP growth rate registered 4.1% and went on to record 6.1% for the whole
year. The current account balance as a percentage of GNP, which was negative for
several years prior to the cnisis) has turned positive since December 1998, reaching a
peak of 17.1% in 1999. Although it has come down since then, it remains at a
substantial level. External debt has also trimmed to about half of the GNP in 2000,
but has risen since then. Net international reserves peaked in June 1999 at US31.1
billion or equivalent to 6.7 months of retained imports and remained at almost the
same level since then. However, it has come down a little in terms of months of
retained imports. The 3-month interbank rate contracted to just over 3% from its high
of 11.2% in June 1998 while the base lending rate (BLR) dropped to 7.2% in June
1999 and 6.39% in 2001. The annual growth rate of banking system loans plunged
from 28.2% in June 1997 to 0.1% in 1999 while the RWCR remained above 12%
since June 1999, which far exceeded the intemationally prescribed ratio of 8%.

The retrenc}uﬂqnt of workers according to sectors for 1996-1998 is shown in Table 3.
Between 1996 and .1997, there was a 143% increase in retrenchment which jumped to
345% between 1997 and 1998. A total of 83,865 workers lost their jobs in 1998.

Almost 54% of the total retrenched were from the manufacturing sector while 11.1%
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were from the construction sector. Another 12.4% were from the wholesale and retail
trade, hotels and restaurants sector. The group most vulnerable to the crisis are
migrant workers. While official statistics indicate that 3,246 have been retrenched in
the first five months of 1998, an estimated 80% of the 768,400 employed in the
construction sector were migrant v'forkers. Given the dramatic decline in the level of
construction activity, the reported figure would grossly under-estimate migrant worker
retrenchments. Most of them have incurred labor brokerage costs and their debts
could not be honored due to the abrupt retrenchment, repatnation and loss of income,
which might result in an eventual entrapment of a vicious debt and poverty cycle. On
the other hand, many of the retrenched locals might return to their villages to find jobs
in the agncultural sector or register in the Training Scheme for Retrenched Workers
program offered by the Human Resources Developfnent Council to upgrade their skill
and improve their income-earning potential. The Ministry of Human Resource has
established a RMS5 million retraining programme to upgrade the skills of the workers
in assisting the retrenched workers to find new jobs. In easing the financial burden
and moderating the retrenchment level, firms in selected sectors were exempted to pay

the levy to the Human Resource Development Fund (HRDF)® for a certain period.

While the initial official expectation of inflation was 7-8% in 1998 (private sector
estimates had been more pessimistic at 8-12%), it tumed out to be better than expected
at 5.3%, rising from 2.7% in 1997 (see Table 4). However, it is particularly alarming
tonote the disproportionate rise-in the index for food, which recorded a rise of 8.9%,
since its weight in the Consumer Price Index (CPI) was 34.9% in 1998. Similarly, the
index for medical care and health expenses also rose above the CPI of 5.3%, that is, by
6.2%. The rise in the cost of medical fees is mainly due to the 30% rise in the cost of
imported drugs, which account for over 60% of drugs used in the country.
Fortunately, this item has only a small weight of 1.9% in the CPI. With the

* HRDF was established in 1993 to conduct courses to retrain and upgrade the skills of employees.
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implementation of the various Government policies, the CPI managed to be brought
down to 2.8% in 1999, 1.6% in 2000 and 1.4% in 2001, particularly the index on food
following the campaign on “zero inflation” and consumption of Malaysian-made
goods. The Government also intensified efforts to promote measures to increase

domestic food production as well as services related to the food industry.(Bank Negara

Malaysia 2001.55).

The impac: of ringgit depreciation on the Producer Price Index (PPI, 1989=100) was
much faster compared to the CPI. The PPI, which measures prices of intermediate and
final goods charged by domestic producers, increased by 10.7% in 1998 compared to
2.7% in 1997. The large increase in prices was largely due to the higher import prices
following the weaker ringgit and higher local production cost. However, lower import
prices (-0.6%) and lower local production costs (-3.9%) contributed to the decline in
the PPI by 3.3% in 1999. The PPI rose by 3.1 percent in 2000 mainly due to the
higher crude oil price. Due to the weak commodity prices in 2001, the PPI fell by

5.0% to reflect the lower prices charged by local producers.

The property prices as reflected b}; the Malaysian House Price Index (MHPI,
1990=100) declined by 9.4% in 1998 (compared to a rise of 1.9% in 1997). It has
further declined by 2.3% in 1999 (an improvement compared to the 12% decline in the
first half of 1999) reflecting an improvement in property prices following the
measures taken by the government. These include the Home Ownership Campaign
(12 December 1998 to 12 January 1999) and the Second Home Ownership Campaign
(29 October to 7 December 1999), stimulating foreign demand for high-end properties
and restricting the development of new residential properties and shop houses where
the individual units cost more than RM250,000. In 2000, property prices increased as
reflected in the rise of the MHPI by 4.7%, but with the exception of certain choice

locations, particularly in the Klang Valley, property price levels remained below the
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peak levels that prevailed in 1997 (Bank Negara Malaysia 2001:37). The situation
worsened thereafter when the MPHI only crept up by 0.9% for the first half of 2001.

4, Progress of Controls and Reforms
4.1  Changes made to the exchange contro. measures

Malaysia’s imposition of the exchange ccntrol measures was controversial. However,
conditions and circumstances were in Malaysia’s favour then which increased the
prospects for their success. According to Bank Negara Malaysia (1999a), capital
controls have historically been imposed by countries facing acute balance of payments
constraints, imposing restrictions on almost éll transactions with non-residents,
‘including current account transactions, due to weak external reserve position. In
contrast, Malaysia has maintained frec movement of all current account transactions
and Malaysia had strong reserves position as corrective measures had tumed the
current account balance into surplus of 14% GNP in 1998. Secondly, capital controls
were imposed in many of the countries when they were facing capital flight. In
contrast, Malaysia has generally not experienced significant capital outflows of the
type and magnitude experienced by countries facing acute balance of payments and
international reserve constraints. Thirdly, external reserves of the country were intact,
unencumbered and rising (sce Table 2). At the same time, Malaysia was blessed with

low inflationary rate as well as low external debt.

Cntics dispute the effectiveness of the controls since markets in the region had
stabilised, often saying that Malaysia “‘closed the stable door only after the horse has
bolted”. However, the central bank emphasised that the controls were aimed at
containing the internationalisation of the ringgit to prevent speculative activities, not
to be used as a substitute for sound and transparent domestic economic policies. Thus,

after the imposition of the controls, inflows reflected export proceeds or purchase of
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ringgit assets and outflows represented import payments and sales of ringgit assets.
As the controls were showing positive results, the controls began to be relaxed,
beginning in February 1999 when rules on the minimum holding period on portfolio
investments were partially relaxed. On 1 September 1999, the one-year rule on
portfolio investments expired, enabling funds which were in Malaysia prior to 1
Septefrlbcr 1998 to freely leave the country. Yet, contrary to expectations, the
outflows were relatively small given the positive economic prospects. By 2001, the
capital controls imposed on foreign portfolio investments had all been removed when
the 10% exit levy on repatriation of portfolio profits within one year was withdrawn
on 2 May 2001 (Malaysia 2001), but the new capital controls imposed on Malaysians
still remains in place. Before the crisis, only those Malaysians with domestic
borrowings had to have the prior approval of the Bank Negara Malaysia to invest
overseas whereas after the crisis even those Malaysians without any domestic

borrowings require the central bank’s approval to invest abroad.

The exchange controls were sufficient to provide a greater degree of independence for
the conduct of monetary policy to support the recovery process while the greater
stability in the currency, stock markets and the financial system also revived consumer
and investor confidence. The fixed exchange rate provided businesses with a degree
of predictability under which they could plan their businesses. At the same time,
policymakers had some “breathing space” to expedite economic and financial reform
(Bank Negara Malaysia 1999b). It also enabled the recovery to be achieved without
massive fiscal cost going into massive debt and the nation did not suffer widespread

unemployment or social dislocation.
4.2 Progress of the merger programme

As at 15 March 1999, eight finance companies had been merged while 14 would be

merged in the same year. Some banking institutions suffered severe losses during the
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crisis primarily from high levels of NPLs. In order to prevent further deterioration in
the financial health of these banks, the central bank assumed control over the
operations of four banking instimtjons, two of which merged with stronger entities
later. Another was resolved through open tender exercise while the fourth was
resolved through capital injection by Danamodal. Moreover, two of the larger
domestic commercial banks were merged with stronger commercial banks. To ensure
that the mergers would not weaken the strength of the acquiring banks, distressed

assets of the weaker institutions were removed to subsidiaries of Danaharta.

By 31 December 2000, the merger programme for domestic banking institutions that
was initiated in 1999 was successfully implemented, with 50 out of 54 domestic
banking institutions consolidated into 10 banking groups and 94% of the total assets of
the domestic 5anking sector rationalised and consolidated (Bank 'Negdra Malaysia
2001). Under the merger exercise, each of the ten banking group should have a
minimum capital base of RM2 billion or an asset base of RM25 billion. This exercise,
which concluded in 2000, succeeded in consolidating the fragmented domestic
banking sector without causing disruptions to the provision of banking services. In
2001, the focus of the domestic banking groups was to complete the business
integration processes and rationalisation exercises. By the end of 2001, all banking
groups had conducted their branch rationalisation exercise and five banking groups
had rationalised their workforce. All the staff rationalisation exercise were conducted
on a voluntary basis. Affected, staff were granted the opportunity for various options
of redeployment to other suitable business divisions, or to opt for the roluntary
separation scheme with adequate compensation. As a result of the rationalisation
exercise during the year, 187 branches were closed, whilst 55 branches were relocated

and a total of 4,240 staff left the banking industry (Bank Negara Malaysia 2002).
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4.3 Progress of financial and corporate restructuring by Danaharta

Substantial progress has been made in both bank and corporate restructuring.
According to Thillainathan (2000), the ability of the Malaysia Government to act
quickly and effectively on bank restructuring was significantly enhanced by the
existence of a strong legal framework for Bank Negara Malaysia. It has already most
of the specific powers necessary to deal with banking c;iéis. For example, it has the
power to investigate, prosecute, take over the management of banks and impose a
moratorium on their operations. It also has the power to acquire the shares of financial
institutions and require a capital increase of a bank’s capital impaired by losses.
Because Bank Negara’s powers are explicit and clear, they dctcr. legal challenges
during the implementation of the restructuring programme. The progress in the
acquisition and management of NPLs by Danaharta is reflected in Table 5. It can be
seen that Danaharta had acquired (19.1 billion) and managed (26.4 billion) RM45.5
billion (2,666 accounts) in NPLs from various financial institutions by 31 December
1999.  According to Bank Negara Malaysia (2000), the book value of the loans
removed from the banking system amounted to RM34 billion, representing
approximately 42% of NPLs in the banking system. The removal of these NPLs from
the banking sector has reduced the residual NPL level to 6.6% (based on 6-month
classification) from the peak of 9% as at the end of November 1998. A total of
RM10.3 billion nominal value zero-coupon bonds have been issued as consideration

for the loan acquisitions, which is lower than the RM15 billion budgeted earlier.

The total loans acquired and managed rose to RM47.49 billion (2,835 accounts) by the
end of 2000 (of which RM20.39 billion was acquired). The bock value of the loans
removed from the banking system was equivalent to 44% of the NPLs in the banking
system. The removal of NPLs by Danaharta succeeded in reducing the NPLs in the
banking system to manageable levels. The weighted average discount rate for the

acquired NPLs was about 55% compared to 56% the previous year. Three tranches of
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zero-coupon bonds as consideration for the NPI.s acquired were issued, bringing the

total nominal value of bonds issued to RM11.1 billion as on 31 December 2000.

As at 31 December 2001, the total loans acquired and managed increased marginaily
to RM47.72 (of which RM19.82 billion was acquired) from 2,902 aéclzour'lts. Six
months later, as at 30 June 2002, it again rose slightly to RM47.76 (2,905 accounts)
with the same amount being acquired. This is because Danaharta completed its loan
acquisition phase in 2000 and did not make any direct purchase from the banking
institutions in 2001. Over this period, the weighted average discount on all
acquisitions fell to 54% up to the end of June 2002. Danaharta expects to resolve the
remaining NPLs of RM12.4 billion (in gross value terms) by the end of 2601,

Table 6 illustrates Danaharta’s loan management progress. As of 31 December 1999,
Danaharta had within its portfolio 2,666 accounts relating to 2,345 borrowers and had
initiated recovery megsures with 88% of these borrowers in terms of value or 71% in
terms of number. A total of RM17.6 billion or 38% of the loans and assets under its
management has been restructured or disposed (as in the case of foreign loan assets),
with an average recovery rate of 80.2%. Danaharta, being an asset management
vehicle, has chosen the recovery measure that maximizes the recovery value of the
assets. The preference is to restructure the loans wherever possible, ahd only resort to
foreclosure and sale of collateral as 2 last resort. Loan restructuring has shown to give

a higher recovery rate than outright foreclosure.

As at 31 December 2000, the number of accounts within its portfolio increased to
2,835 accounts relating to 2,507 borrowers, with a total gross value of RM47.49
billion. Danaharta had initiated recovery measures with 98% of these borrowers in
terms of value or 91% in number. Danaharta concentrated on its loan and assets
management process, applying various techniques on its loans and assets, such as

active restructuring and rescheduling for viable loans; foreclosure, appointment of
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Special Administrators and Schemes of Arrangement for non-viable loans. By year-
end, Danaharta has successfully restructured RM35.8 billion of loans (representing
approximately 74% of loans under its pénfolio), with expected recoveries of RM23.8
billion. This translates into a 66% recovery rate over the outstanding loans (see Table
7).A year later, total loan rights acquired and managed by Danaharta amounted to
RM47.7 billion, of which RM39.8 billion were from the banking system, accounting
for approximately 40% of the total NPLs of the banking sector. By 31 December
2001, Danaharta has dealt with RM47.7 billion (99.9%) of the total loans acquired and
managed under its portfolio. From the total adjusted loan outstanding already dealt
with, Danaharta expects to receive total recovery of RM28.5 billion, resulting is a

recovery rate of 56% (inclusive of interest).

The composition of Danaharta’s assets would change over time from unresolved NPLs
to various assets groups and ultimately into cash. As Danaharta moved from its
establishment phase to management phase, its composition of NPLs also change from
being unresolved to NPLs that have been processed where recovery proceeds have
been received or pending implementation. Based on the current pace of resolution,

Danaharta is on track to achieve its tafgeted unwinding by 2005.
4.4  Danamodal and Progress of Banking Sector Reform

In the case of recapitalisation exercise by Danamodal, initially it had RM10.835
billion funding (of which RM3 billion is capital). By 15 March 1999, it had injected
RM6.15 billion as fresh capital into 10 banking’ institutions in the form of
Exchangeable Subordinated Capital Loans. This total capital injection had decreased
to RM35.3 billion at the end of 1999 upon rcpaymcnts‘by five banking institutions. The
recapitalisation by Danamodal had helped to strengthen the RWCR position of these
institutions from 9.9% as at end-September 1998 to 12.3% as at end-December 1999

(Bank Negara Malaysia 2000).
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Danamodal has made no additional capital injection during the year 2000. Following
the improved economic environment and in tandem with the merger programme for
domestic banking institutions, 8 banking institutions have repaid their loans to
Danamodal amounting to RM3.4 billion, bringing the outstanding amount of capital
injection to RM3.7 billion as at 31 January 2001. During the course of consolidation,
Danamodal has played an active role in spearheading the merger negotiations for those
banking institutions where Danamodal was the major shareholders. As a result of the
merger process, two banking institutions repaid their loans to Danamodal. Where
Danamodal continues to hold stakes in banking institutions, Danamodal would assess
all viable options in order to maximize recoveries from the capital investment and give
financial flexibility for Danamodal to redeem its bond amounting to RM11 billion
when they mature in the year 2003. Due consideration would however be accorded to
ensure that the financial strength of the banking institutions or bank holding
companies would not be unduly weakened by the capital repayment (Bank Negara
Malaysia 2001). -

As the capital position of the banking institutions has continued to strengthen, no
further capital injection was made since December 1999. In August 2001, Danamodal
concluded the sales and purchase agreement on the disposal of its investment in one
finance company. With the completion of the sale, Danamodal’s outstanding
investment in the banking sector has shrank to RM2.1 billion from RM7.1 billion
since its incepti_on (Bank Negara Malaysia 2002). Danamodal expects to recover the

entire remaining investment over time.

4.5  Progress of Financial and Corporate Restructuring by

Corporate Debt Restructuring Committee (CRDC)

As at 15 March 1999, CDRC had received 48 applications for debt restructuring,

involving debt of RM22.7 billion. Two restructuring plans have been implemented
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and 26 Creditor Committees had been formed to oversee the restucturing efforts
inception (Bank Negara Malaysia 1999). By 29 February 2000, the CRDC had
successfully completed the restructuring of 19 cases with debts totalling RM14.1
billion, whilst 10 cases had been referred to Danaharta. As the economy improved,
not many new applications were submitted to CRDC since late 1999. CRDC expected
to complete the debt restructuring of 26 cases involving debts amounting to RM16.4
billion that was still outstanding by the third quarter of 2060. In addition to corporate
restructuring, CRDC was also involved in the restructuring of transportation,
telecommunication and steel industries comprising nine companies to ensure that the
restructured companies operating within the industry would become feasible and

viable (Bank Negara Malaysia 2000).

During the course of debt festructuring, various techniques were applied such as debt
to equity conversion, debt to pnivate debt securities conversion, .participation of white
knights and reduction in the paid-up capital of the borrowers. The cumulative
progress of CDRC as at 31 December 2001 since its inception is illustrated in Table 8.
A total of 37 cases have been successfully finalised, resolving debts amounting to
RM34.5 billion, equivalent to 51% of the total referred to CDRDC. Withdrawn or
rejected 23 cases with debts of RM10.1 billion or 15% of the total. Therefore, as at 31
December 2001, CDRC has 12 outstanding cases to be resolved with total debts of
RM18.04 billion, representing 27% of the total.

The progress of corporate debt restructuring under the purview of CDRC has been
relatively slower given the following factors:-
1) Larger number of creditors involved in the debt restructuring exercise;

ii) The need to obtain 100% consensus from the parties involved; and
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iii) The lacklustre performance of the capital markets in recent months, resulting

in difficulties for some borrowers to implement their debt restructuring

schemes,

To benefit and strengthen the ecopomy in the long run, CDRC also played a pivotal
role in driving the restructuring of the public transportation industry. The debt
restructuring scheme for the public transportation industry has been finalized and will
be implemented in the near term. CDRC has also completed its study on the
restructuring of the steel and telecommunication industries and the options to address

the various issues concerning the industries are being considered.

One potential arca of vulnerability that needed to be addressed was the resolution of
the large corporate debts and its impact of the health of the banking sector. To
facilitate this proccss, the corporate debt restructuring framework under the CRDC
was revamped to acceletate the pace of corporate debt restructuring in Malaysia.
Borrowers and creditors were subject to more stringent and definitive timelines in the
debt restructuring process to ensure that they complete the resolution process within
the shortest timeframe. Operational restructuring was undertaken together with
financial restructuring to ensure the viability of the debt restructuring scheme.
Significant progress has been achieved following this revised framework, with
resolution of a number of debt restructuring cases, including the debts of three large
corporates. CDRC had targeted to resolve 10 cases with total debts of RM 10.2 billion
between 1 August 2001 and 31 December 2001. As at 31 December 2001, CDRC has
successfully resolved eight of these cases, with debts accounting for 83.5% of the total
targeted amount of debts to be addressed. In total, CDRC has successfully resolved 11
cases in the year 2001, involving debts amounting to RM 11.9 billion has targeted to

complete the restructuring of the remaining cases by July 2002.
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The debt restructuring process by CDRC is expected to be accelerated with changes
that were made to the debt restructuring framework during 2001. The changes
included the setting of specific timeline to ensure effective implementation of the
restructuring and enhanced disclosure and reporting requirements to improve
corporate governance. More importantly, borrowers must undertake operational
restructuring alongside debt restructuring because debt restructunng on its own may
not bring about long term solution for the problems faced by the large corporates, to
ensure the viability of the company over the longer term. The criteria for the
acceptance of loans under CORC was also amended to borrowers with aggregate
borrowing of RM100 million with exposure to at least five creditors banks compared

to a minimum amount of RM50 million and two creditor banks previously.

As at 8 March 2002, 12 cases with debts totaling RMI18.8 billion remained
outstanding. This included one case that was previously resolved but had to be
revised. For cases in which the creditors and borrowers are unable to reach a
consensus on the terms of the restructuring exercise, the cases would be removed from
the purview of CDRC. Any further negotiations between the creditors and borrowers
will be conducted outside the auspices of CDRC. To date, CDRC has rejected or
discharged 12 cases from its purview. CDRC is on course in its target to ensure that all
workout proposals of borrowers under its purview are approved and implemented by
end-July 2002.

v

5. Concluding Remarks

The process of bank and corporate restructuring has proceeded steadily with
Danaharta and the CDRC having done a good job within the parameters under which
they operate. Thillainathan (2000) attributed the substantial restructuring to the
following factors. First, there was political will. Second, the scale of the restructuring

problem was more manageable. Third, the domestic resources available to finance the
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restructuring was plentiful and finally, the required legal infrastructure to correct the
failing economy was already in place or quickly put in place. A main issue with the
restructuring is that it was more government-financed and government-facilitated and
less market-based. While this was justified during the crisis, there should be increased

reliance on market-based approach to restructuring as the economy got stronger.

The development of the financial sector should be aligned with-the envisaged direction
for the development of the economy. This objective is incorporated in the formulation
of the Financial Sector Masterplan (FSMP) by the central bank that was launched in
March 2001. The FSMP outlines the medium and longer term agenda to build a
financial sector that is responsive to the changing economic requirements and that is
resilient, efficient and competitive. The recommendétions that were outlined in the
FSMP focused on enhancing domestic capacity and capability before progressing
towards more competitive environment in the second phase and finally towards greater
international integration. The FSMP identified three key objectives in its
implementation phases. Firstly, to enhance domestic capacity by building the
capabilities of domestic banking institutions and increased deregulation in certain
areas to increase competition; secondly to promote financial stability through strong,
risk-adjusted regulations and supervision; and finally, to meet the socio-economic

objectives of Malaysia, which includes increasing the level of consumer activism.

Other developments in the financial system include the introduction of various capital
market measures to promote efficiency, transparency, resilience and competitiveness
of the capital market. Additional measures were concurrently introduced to improve
corporate governance and minority shareholder position. The key measures include
first, the launching of the Capital Market Master Plan (CMP) by the Securities
Commission on 22 February 2001. The CMP seeks to ensure that the capital market is
able to play its role in supporting national economic growth needs and aspirations,

meeting the challenges of globalisation and tapping value-added opportunities within
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areas of comparative and competitive advantage. The second measure relates to the
consolidation of the stockbroking industry, where the 53 stockbroking companies
which existed as at end-August 2001 are expected to be reduced to 36. The Kuala
Lumpur Stock Exchange introduced the new Listing Requirements to further enhance
efficiency in capital market activities, corporate governance and transparency as well
as strengthen investor protection and promote investor confidence. Both the Kuala
Lumpur Options and Financial Futures Exchange (KLOFFE) and the Commodity and
Monetary Authority of Malaysia (COMMEX) have been integrated to become the
Malaysian Derivatives Exchange {MDEX) in order to attain economies of scale, offer

a wider range of products to investors and enhance cost efficiency.

With all these reforms and measures, Malaysia should be stronger and more resilient
in meeting the vagaries of the global business cycle. Although critics indicate that
what have been done may not be sufficient in certain aspécts, particularly the
existence of moral hazard in the banking industry enhancing corporate governance and
transparency, they have said that Malaysia was successful in containing its bad-debt
situation, and hence preventing an erosion of consumer and corporate confidence.
These need to be dealt with as the country faces bigger challenges ahead, particularly
the rise of China and the implementation of AFTA and WTO agreements.



.

Country Paper: Malaysia MY-35

References

Bank Negara Malaysia, 1998. Annual Report 1997.
Bank Negara Malaysta, 1999a. The Central bank and the Financial System in
Malaysia: A Decade of Change 1989-1999.

Bank Negara Malaysia, 1999b. 4nnual Report 1998.

Bank Negara Malaysia, 2000. Annual Report 1999.

Bank Negara Malaysia, 2001. Annual Report 2000.

Bank Negara Malaysia, 2002. Annual Report 2001.

CRDC, 2002a. Introduction to the Corporate Debt Restructuring Committee (CRDC),

http://www.bnm.eov.mv/CRDC/default.asp?1

CRDC, 2002b. Corporate Debt Restructuring Committee: Status Report as at 31
December 2001, http:/www.bnm.gov.my/CRDC/default.asp? 1

Danaharta, 2000. Operations Reports: Six months ended 31 December 1999.

Danaharta, 2001. Operatioﬁs Reports: Six months ended 31 December 2000.

Danaharta, 2002a. Operations Reports: Six months ended 31 December 2001.

Danaharta, 2002b. Operations Reports: Six months ended 30 June 2002.

Danamodal Nasional Berhad, undated. The Malaysian approach to bank
recapitalisation, revitalisation and restructuring,
http://www.bnm.gov.my/danamodal/ff rde.htm.

Danamodal Nasional Berhad, undated. Towards Revitalising and Restructuring the

Malaysian Banking Industry, http.//www.bnm.gov.my/danamodal/.

Economic Planning Unit, 1998. National Economic Recovery Plan: Agenda for
Action. National Economic Action Council. Kuala Lumpur: National Printers
Sdn. Bhd.

Ishak Shari and Abdul Rahman Embong, 1998. Rapid Participatory Assessment of the
Social Impact of the Financial and Economic Crisis in Malaysia. Draft Final
Report prepared for The United Nations Development Program Regional
Bureau for Asia and the Pacific (UNDP/RBAP), December 14.



MY-36 Country Paper: Malaysia

Malaysia, 2001. Economic Report 2001/2002, Ministry of Finance. Kuala Lumpur:
Percetakan Nasional Malaysia Berhad.

Ragayah Haji Mat Zin and Saadiah Mohammad, 2002. Challenges of
Globalization to the Malaysian Economy, paper presented at
International Workshop on the Challenges of Globalisation, National
Economic University, Hanoi, 14-15 January. _

Thillainathan, R., 2000. Malaysian Financial and Corporate Sector Under Distress: A
Mid-Term Assessment of the Restructuring Efforts. Banker's Journal of
Malaysia, June, (No.114), pp. 3-41.

_____,2001. The Malaysian Financial System: From Cnisis to Recovery & the Way

Forward, mimeo.



MY-37

Malaysia

Country Paper

(z007) yeipeeg pue yekedey

"aaueul] jo AuStuLpy 241 Aq djetuns J

8€Z €€t LT 't 91z T L0t 107 76! (uoiiiy) uopeindod
805¢ 918¢ 1y 4 £60¢ LLEY Spb 9oy LbE £LOE (ssn)
€L 19€°€1 S0ETI 11 k4! PIELl szzll TL001 o6 6678 (wg)  ([eusuop) swoou) ende) 13d
0% 8y 0'¢ 06 gy pL L9 £y 65 (%) 21y yimoi) ende]) Jad a8eiaay
(4 £8 19 v €L 001 86 6 6'6 18101,
I'L ¥l UL 1 9'g Ll vl ] [ SOVALIG WIUWIIA0D)
[ £s vy $0- S0l 4 611 i1 0'91 531A12G UALILIIA0D-UON
6t ol vy OvT- 991 9l 11z 1'$1 301 uonANLSUOD)
70 0iz ] Pel- 101 41 vl Pl 0¥ Suumorynuey
60 't 9'T- v'0 61 6 672 09 o't Surduend) pue Juluiy
[ 90 b0 8T L0 Sy $'T- 61" 1'g- Buiysi.| pur Ansolof umnauly
. (°4) ey pmoan adedaay
L916 668Y £6¥8 $pT8 5906 9v98 050% YsL SLTL (Y) dgo eude) 194
6¢ i'¢ e Tt b Sz N4 67 0t ¢ WwawAojdwaun
- so31eyn)
09 rs- ! 6 t'g- g 0z - Lo 0i- 5314108 Yyueg paindwi — saung] woduw|
(oatree (901) 69 (gol)eL oL {6699 {got)s9 (8o 1L (st (oit)leL ("moD)
outdvey | (o) sy | (eorgey | Qeedesy | Goodesy | (osdzer | {Use) vy | (pse)per | (opedeTy {"1A0D-uoN)
(Tor)ovs | {egpdves | (ospiies | (cev)ess | (0op)eus | {gspyeos | (&sv)zus | {(eop) 115 | (Z9v) 90§ 53214438
(T8) (rg) (s'9) {r'6) {6'6) (ve) (63} (6°L) (cr) uoIaNIISURD
v'g €€ 9¢ oy 8r Ly vy 0y 8¢
(7'L2) (9'LT) (+'97) ($'92) (6'92) (597} (L's7) sz (r'e2) Juunmogynuep
gze P et 662 6Lz 66T 167 1°LZ L9z (414
(#0) 0 (s0) (s0) (s'0) (s0) {s'0) (570) (s'0) duiduend) pue Jutmpy
89 69 L 6L €L N (4] €L St
(gp1) {zsl) (0°91) (go1) (L91) (L) (o6n) (s1) (9z0) duysig pue Ansatog ‘an)noudy
v'8 $'3 '6 96 6 36 £01 91l 621
1002 000T 6661 8661 L661 9661 S661 r661 £661 (2ueys Juowdoidwg) aaxys 440

(sa114 861 up) uidluQ Jo Ansnpuy £g aseys yuawilojdwy

PUE JINPOLJ INSIWO(] SSOAL) 3yl JO A)BY Yimoao) pue uotnsodwor)
121q98L

120I10g

HEIUN



1

Country Paper: Malaysia

MY-38

"100T-6661 10J ZOOT *100Z ‘6661 Un{-L661 dunf 10 86661 eisAeely e1edaN jueq 20108
"UONEDISST[D JuoLl-¢ 1ouenb w? 018149y, ‘1911ENnb pul O1 SIJY | O|QR{ITAR JOU = "B'U )Se0210) =) ‘Aueunwiaid = d :sajoN

- '8 £9 v'9 6L §L 68 LY Tt (uoneoytsse(d yuow
-9) (sueo[ 210} JO %) waisAs Juryueq Jo TIN 19N
- 8Tt | vl vTl | LT | 81 A | S0l | ol wIsAs Bunjueq jo YOMY
- 9°¢ §'¢ 1’0 9 €1 A $9T | T8¢ (% “Wmoa3 [enuue) sueof woshs Funjueg
L]

- 6€9 | 8.9 | 6L9 L 08 A €01 $6 (% ‘syjueq [eroawwod) Yid
- LTe | sTe | slg €€ §'9 Al ! L'8 $'L (%) 31E1 YuEqIOU! IUOW-¢
- 8T 0'S €8 L'L LT €L S8l | 81T ' . (%) wmoid ¢

- I's Sy 6'S L9 LS 8¢ v'E €Y suodwit pautelal o sy

- 80 | 667 | 80¢ g | zor | soz | L1z | 082 uol[|iq SN

- TLIL | osert [ozert | oestt | oves | 78S 165 | LOL uol[iiq A
SOAIISIT [eUONBLLIAIUL 19N]
- VeS| S0S | 9LS | LUS | TO09 | LYY | OV | ZEE (dND Jo %) 193p [ewiaixg
6L 6’8 01 A Tu L'¢l ‘eu 66 el (dND JO 9%) 3oue[eq Junosoe juaun)
g's- 8's- e 8'1- eu 61 e §T TU | (ddO JO %) aoukfed [[EIAQ) USWWISACD) [21aP3 ]
9'¢ L'g e ¢ €€ A €€ 0'¢C €T - (% ‘Aizopenb) ajer yuswkojdwaupn
81 Al 91 8¢ 12 €S 79 6T rax/ (%) ymor8 14D
8€E | 6PE | S6E Uy U 61¥ Tu | g eU (dND Jo %) sButaeg Jeuoneu ss010)
'€ 0 £8 I'9 Y| 201 | TS | 9% '8 (% ‘[enuue) yimoid Jao esy

6661 | 8661 | 8661 | L661 | L661

;200 |_4100Z | 000T | 6661 | @unf | ‘03 [ sunf | 93q | sunf s.10)221pu]

S10JE2IpU] [EIJUEUL] PUE JJUIOU0IIOIIEA A2 :eIsAR[Ely]

¢oqeL




Country Paper: Malaysia

Table 3

MY-39

Retrenchment of Workers According to Sector, 1996-1998

Year Total % Change
1996 7,773
1997 18,863 143
1998 83,865 345
% of Total
1998
Agriculture 5,108 6.1
Mining 877 1.1
Manufacturing 45,151 53.8
Construction 9,334 11.1
Electricity, gas and water 1 0.0
Transport, storage and communications 2,007 24
Wholesale and retail trade, hotels and restaurants 10,434 12.4
Finance, insurance, real estate and business services 6,596 7.9
Social services 4,242 5.1
Others' - 115 0.1
Total 83,865 100.0

Note:

! Includes unclassified sectors.

Source: Malaysia 1999,
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Malaysia: Inflation Indicators Annual Growth Rate (%), 1997-2001

Table 4

Country Paper: Malaysia

Weights 1997 | 1998 | 1999 [ 2000 | 2001
Annual Change (%)
Consumer Price Index (1994=100)
100.0 2.7 5.3 2.8 1.6 1.4
Of which :
Food 34.9(33.8) 4.1 8.9 4.6 19 0.7
Beverages and tobacco 3.6(3.1) 1.3 | 43 K 2.8 4.3
Clothing and footwear 3.6(3.4) -0.5 04 -2.0 -1.7 -2.6
Gross rent, fucl and power 21.1(22.4) 32 44 1.6 1.5 14
Furniture, furnishings and household
equipment and operation 5.6(5.3) 0.1 39 1.3 0.0 0.1
Medical care and health expenses 1.9(1.8) 3.6 6.2 3.1 2.0 29
Transport and communication 17.9(18.8) 0.6 -0.1 0.5 2.1 36
Recreation, entertainment, education
and cultural services 5.8(5.9) 04 33 26 0.5 -0.1
Miscellaneous goods and services
5.6 (5.5) 4.6 7.1 1.5 0.9 0.7
Consumer Price Index by Region:
Peninsular Malaysia CPI 100.0 (81.6} 2.8 5.5 29 1.7 15
Sabah CPI 100.0 (8.9) 2.0 43 24 0.6 0.6
| Sarawak CPI 100.0 (9.5) 1.7 4.2 1.6 1.5 0.8
Producer Price Index (1989=100) 100.0 (100.0) 2.7 10.7 <33 3.1 -5.0
of which :
Local Production 79.3 25 1.2 -39 36 -6.1
Imports 20.7 2.8 9.2 -0.6 1.1 -0.3
House Price Index (1990+100) 1.9 -9.4 23 47 0.9"
of which
Klang Valley 4.4 <112 ) -10.2 124 04
Johor Bahru 0.1 -21.9 -8.7 28 -23
| Penang Island 13 | -115 | -82 | 83 | 37

Notes: ' Tanuary-June

Weights in parentheses are for 2000-2001.

Source: Bank Negara Malaysia (2000, 2002).
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Table 8
Cumulative Progress of CDRC as at 31 December 2001
31.12.2001
RM % | Noof %
' mil cases

Cases discharged

- Withdrawn cases 7,427 11 13 11.6

- Rejected cases 2,642 4 10 15.1
Subtotal 10,069 | 15 |- 23 26.7
Cases accepted

- OQutstanding 18,038 | 27 12 14.0

- Revised 1,747 3 3 3.5

- Resolved 34,489 | S5l 37 43.0

- Transferred to Danaharta | 2,470 4 11 - 12.8
Subtotal 56,744 | 85 63 73.3
Total referred to CDRC 66,813 | 100 86 100.0

Source: CRDC 2002. -
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Bank Performance and Rate of Economic

Recovery: The Philippine Case

-

Edita A. Tan’
School of Economics
University of the Philippines

ABSTRACT

The paper sees imprudent lending by a weak banking system as an important and
common cause of the East Asian crisis. The crisis-hit economies’ banking systems
had not put in place prudential rules and practices and their organization was
subjugated to power politics and big business control. Many of their member
banks engaged in imprudent connected lending which later tumed up as non-
performing loans, NPL. These have real and financial costs. Bad investments
produce smaller or even zero value added thus slowing down growth. Banks’
fund supply falls when-loans do not get repaid. NPL also reduce banks’ interest
income and raise their collection and other transactions costs. The healih of the
Philippine banking system is analyzed in terms of aggregate and cross-section
performance indicators such as sources and uses of funds, NPL/loan ratio,
NPL/equity ratio and capital/asset ratio. Performance, as gauged from these ratios,
varied widely across banks. NPL ratio ranged from 8% to 69%. Six banks had
serious NPL ratio exceeding 20% and NPL/equity ratio much exceeding unity.
Bank performance is not explained by size or state-private ownership. Two of the
problematic banks were large state banks and four were private of varied sizes.
The problematic banks composed a relatively small segment of the system so that
their insolvency did not cause a systemic bank run. A core group of fairly strong
private banks had existed and withstood the turmoil of the past three decades
including the 1983-1985 economic crisis, the 1989-1991 recession and the Asian
crisis. They had acquired a reputation of good banking. It appears that their
presence had preserved the people’s confidence in banking so that a systemic
bank-run was avoided. Depositors did not react in a herding manner, they were
discriminating in their response to the crisis and to the news of specific bank
failure. NPL has contributed to the slow recovery of the economy as the banks are
unable to increase credit and lower interest cost,

"The paper was prepared for presentation in the Intemational Conference on "Economic Recovery
and Reforms" in Bangkok, October 28-29, 2002.
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The crisis-hit economies of Asia are recovering and exhibiting positive growth rates.
However, the rate of recovery in most cases has been slow with the prospect for
resuming their high pre-crisis growth path uncertain. All the affected economies are
experiencing great difficulties in solving structural defects of their financial systems
and the large non-performing loans of their méjor banks. We see the crisis as the
expected consequence of very inefficient allocation of financial resources by financial
systems that had not as yet instituted many of the basic elements of the Basle
financial architecture. The architecture includes regular use of international
accounting and auditing standards, legal framework for protecting property nghts and
enforcing financial obligations, prudential rules for banks and appropriate role and
powers of central banks. Among Asian economies, only the Philippines, Malaysia
and Singapore had adopted and applied international accounting standards before the
crisis. At the same time, the crisis-hit economies' important financial institutions
particularly banks were subjugated to the dictates of the governifig power in politics
and/or business. Connected banking of various forms was practiced by connected
banks. In Indonesia, the Suharto government exercised direct influence on the state
banks which dominated the system. In Korea, the chaebols had financial institutional
arms. In Thailand, Malaysia and the Philippines, big business conglomerates also
included banks and other financial institutions which functioned as their financial
arm. "I’hc connected banks tended to make bad loans to the investment projects of
their affiliate businesses. In many cases the projects were not chosen on the basis of
their marginal rate of return and risk. The capital inflow into their economies merely
increased the supp.y of resources of the connected financial institutions and powerful
business groups. Foreign capital which was seen as .a sign of approval by the
international financial community was welcomed by their governments. That the
massive foreign capital inflow overvalued the currency and penalized exports was
generally ignored. By supporting the currency, the capital flow stabilized the nominal
exchange rate and over-rated the expected rate of retum on domestic assets. This

further encouraged capital inflow, at least for a time.
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The imprudent lending by connected banks meant fund allocation to bad investments
which later on manifested themselves as non-performing loans. The reckoning of the
true state of the economy instigated a capital flow reversal that resulted in very large
devaluation of the currency and the'crisis. The devaluation inflated the liability of the
financial institutions and other sectors that borrowed from abroad. This worsened the
ability of firms to pay their loans ihus worsening the NPL problem. The banks which
borrowed abroad likewise incurred losses. The NPL redyced the banks' supply of
loanable funds, profits and net worth. The NPL also diminished their reputation or
goodwill making them less attractive to depositors. Solving the NPL problem has
proved difficult for all the affected Asian economies. Stiglitz (2001) discussed a
number of issues related to NPL. There are management problems -of how to
minimize the cost of disposing NPL. Viable projécts have to be distinguished from
non-viable ones with the intent of saving the former and preventing fire sales for the
latter. The assets have to be correctly valucd. The agent for manéging NPL has to
be chosen, should it bea govemnment agent, an independent private group or the
affected bank itself. There are also refinancing issues - which banks to close, which
to be refinanced and where to obtain the funds. The recession has reduced both tax
and private saving sources for refinance. Foreign capital still hesitates to come back
to the affected economies. The third issue relates to moral hazard that government

assistance and policies might foster.

The needed financial reforms are proving to be difficult and slow to implement.
Putting in place the Basle financial architecture is a slow process as it starts with
learning and putting into extensive practice intemnational accounting and auditing
standards, legislating corporate and banking legal structure including developing
judicial capability for enforcing and settling financial conflicts, reorienting central
banking and strengthening its capability for enforcing prudential bmﬁﬂg rules and
practices. Solving defective and non-competitive structure of the banking system and
farge NPL has been a difficult and complex challenge. It has taken Korea four years

to finally solve the insolvency of its banking system. Japan, Thailand and Indonesia
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have not settled the NPL of their major banks. The Philippines has settled only one

of four insolvency bank cases.

The paper analyzes the financial turmoil, especially the NPL problem, that the
Philippines experienced following the Asian crisis. It is noted that at the onset of the
crisis, the Philippines appeared to be in a relatively strong position to withstand
contagion for it had already undertaken major structural reforms in the banking
sector. The experience with a deep crisis in 1983-1985 of a similar depth and causes
as the 1997-1999 Indonesian crisis had prodded the govemment to adopt major
reforms. The crises in both countries involved the toppling of an authoritarian and
rapacious president. Major reforms in trade and industry, the public sector and the
banking system had been undertaken by the new Philippine administrations over the
1986- 1995 period. The banking system had been tremendously strengthened. Most
indicators in 1995-1996 were favorable. The NPL ratio was only 2.8%, the banks’
asset/capital ratio was 12%, the current account to GDP ratio was -4%, the national
budget had a small surplus. However, the statistics did not reveal the imprudent
connected lending that a number of banks had made. The unproductive investments
which they financed later revealed themselves as NPL. The large devaluation that
accompanied the crisis worsened the NPL problem as the firms which borrowed
abroad suffered losses from the inflation of their foreign liability. At the same time
interest rate rose as the central bank adopted a deflationary policy and as the short-
term capital flow reversed its direction and reduced the level of domestic credit. The
NPL ratio doubled the following year and has continued to rise since 1996 reaching
18.4% in May 2001 (Philippine Daily Inquirer, July 8, 2002). The NPL are pulling
down the rate of recovery. While GDP growth quickly mmed positive from -0.6% to
3.3% in 1997-1998 to 1998-1999 it has remained at less than 4% since then. The
downturn in Japan and the US, the country's most important 'trading partners,
contributes to the economic slack. The barnking system has stagnated with its loans
growing at virtually zero rate. The stock market fared even worse with prices and

value of transactions continuing to fail.
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The paper traces the movement of key financial vaniables during the post-Marcos
period from 1986 to 2001. We looked into the response of the financial market to the
structural reforms undertaken during the period and how imprudent bank lending had
crept up again. A cross-section analysis of banks shows significant variation in their
performance. There were prudent banks and very imprudent ones. The economy was
fortunate to have a core group of private banks that have behaved prudently through
various political regimes. They sustained u.e banking system by preventing a mass
bank run through the two crises. The paper also discussed central bank policies

relating to the crisis and the remaining weaknesses of prudential rules.

The paper is organized as follows: Section 2 briefly analyzes the real cost of
imprudent lending. Section 3 gives a brief history of structural reforms and their
impact on intermediation activities of banks. Section 4 looks at the performance of
individual banks and assesses the health of the banking system as whole. It also
illustrates cases of imprudent lending by specific banks. Section 5 gives the
dimension of the NPL problem and its implications on the recovery of the banking
sector and its competitiveness. The concluding remarks in the last section discusses

policy issues.

Section 2 - The Real Cost of Imprudent Lending and Speculative Portfolio
Investment

Inefficient lending and financing imply inefficient allocation of real resources.
Imprudent lending of conﬁécted banks has real counterparts in bad investments. The
real impact on the economy is seen in Figure 1 below. Consider an aggregate
investment opportunity curve AB with a competitive domestic saving-investment
equilibrium at point X, with a rate of return = marginal rate of time preference equal
at ri(1). Let us assume a liberalized capital market with foreign interest rates being
lower than domestic rate. Capital inflow would push the level of domestic
investment {o point Y where the marginal rate of return equals foreign interest rate r¢
All is still well and the economy realizes consumption in year 2 at Cp3, from Cz;. Ina

competitive system, capital inflow will stop at this level. Sovereign guarantees and
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irrational exuberance ou the part of foreign investors may lead to a larger capital
inflow than the optimal level. The misallocation would be exacerbated if the capital
flow is channeled to connected banks and their businesses. Their privileged access to
funds leads to a concentration of fund in their businesses, hence a lower marginal rate
of return. This tendency is observed in the crisis-hit economies particularly Korea

and Indonesia. It is also the case in Japan,

Financing bad investments inevitably results in NPL and slower economic growth.
Bad investments would not generate sufficient income to pay for the user cost of
capital - interest costs and depreciation or even the amortization of principal. From
the national accounting framework, bad investments contribute little or zero to GDP
growth. The negative impact of inefficient financing may not manifest itself in the
short-run during which the positive multiplier effect of the investments is operating.
The multiplier effect may be prolonged when the current growth of income further
attracts new investments, But in the Jong-run, the low or negative retums on
investment will manifest themselves as NPL. The Japanese and Korean recessions

are the long-nun reckoning of the cumulating bad investments in the past.

The presence of foreign capital complicates the results as the distribution of losses
may be biased against domestic investors. It appears that the burden or cost of the
currency crisis was born largely by the domestic party to the foreign transactions and
less by the foreign sources of the capital. There are four typeé of capital flows - FDI,
long term loans, short-term loans and portfolio investments. Clearly profits and loses
are directly borne by the FDI source. Because of implic.it sovereign guarantees on
loans, asymmetric stock market information and asymmetric currency hedge,
domestic agents tend to bear most of the risk or burden of losses from foreign capital
inflows. Consider stock price changes. Stock price changes may arise from changes
in corporate performance or from speculative attacks. An increase in the profitability
of a corporation raises its stock price, losses have the opposite effect. The stock
holder gains or losses from the real changes. Price changes due to speculative attack

in the market results in wealth redistribution between buyers and seliers. The huge
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portfolio inflow into the rather small and underdeveloped stock markets of the crisis-
hit economies resulted in large losses for many domestic financial investors. The
large foreign institutional investors have a comparative advantage in obtaining
information and economies of scale in diversifying their portfolios. They manage
very large funds. It is likely, ‘therefore that they gained at the cost of domestic
investors. Or if they lost, their losses would not have been as much as the losses of
the small domestic investors. In the case of the short-term loans, the foreign lenders
lost less since their loans were denominated in foreign currency. The domestic
borrowers were left to bear the currency losses that inflated their foreign liabilities.

They also faced higher interest rates for their loan repayment.

Banks are profit-making firms. They borrow to lend and they generally borrow short
at some interest cost and lend long at a higher interest rate. The interest rate
differential provides them with a margin of profit. The balance sheet of a bank
consists of assets, principally loans, liabilities from funds borrowed in the form of
deposits and other liaf)ilities and equity. The supply of loanable funds comes from
funds flowing in from new deposits and other liabilities and repayment of loans.
When a loan turns bad, its amortization and interest income stop. Fund supply falls.
The problem worsens if the bank's reputation suffers because of the presence of NPL

for it will be less able to attract new deposits or retain outstanding deposits.

Section 3 - The Philippine Experience

There were marked differences in the economic performance and the conditions
prevailing at the onset of the crisis between the Philippines and the three crisis-hit
economies - Korea, Thailand and Indonesia. The Philippine had had a much inferior
economic performance with lower and more volatile growth rates which made it less
attractive to foreign capital. Capital inflow was not as massive as in the other
economies. (Table 1) Political uncertainty and poor govemance had prevailed
through two decades of the Marcos dictatorship, from 1965 to 1985. The regime was
as repressive as it was rapacious, taking capture of both public and privately owned

resources and businesses. The people power revolution toppled the dictatorship in



PH-8 Country Paper: The Philippines

February 1986 but the achievement was followed by great hardship. The new
government of Cory Aquino was challenged by a series of coup attempts from
Marcos followers with the last one in December 1989 almost succeeding. The
economy inherited large foreign debts and insolvent government financial institutions
(GFI). It had to recover from a deep recession when GDP annual growth dropped by
-7.3% in two successive years from 1983 to 1985. The recovery from the 1983-85
crisis was fast and appeared strong until it was reversed by the 1989 coup attempt. It
created political uncertainty which was exacerbated by major calamities - a strong
earthquake and the eruption of Mt. Pinatubo, and the Gulf War. Again a recession set
in with growth dipping from 6.2% to 3.0% to -0.6% over the 1988-1991 period.
Recovery was slower this time and before growth could stabilize at its long-run level
of 5-6%, the Asian financial crisis spread to the country, once again pulling down
growth rate to a negative level, -0.6% in 1997-1998. Growth tumed positive the next
year but it has remained at a relatively low level, 3.3%, 3.9% g.nd 3.7% in the next
three years. The country's growth fundamentals particularly the saving rate and the
population rate have not been very strong, averaging less than 20% and 2.3%,

respectively, in the 1990s.

The last recession was not as deep as had happened in the neighbors. When the Asian
crisis started, there was much optimism that the economy would be able to avoid its
contagion. Macro fundamentals and financial indicators were encouraging.l
Moreover, the country had aiready undertaken substantial and fairly comprehensive
structural reforms covering trade and industry, industnial organization, and banking.
The historically high and highly differentiated tariff rates were drastically lowered
and simplified and almost all non-tariff barriers were abolished. The more than 300
government corporations created during the Marcos‘ dictatorship were privatized.
Some important monopolies, especially in transportation and communications, were

dismantled. Major banking reforms were undertaken.

! Tan, E. wrote in 1999 that the Philippine crisis could have been prevented if the central bank and

the national government did not follow the IMF prescription of adopting recessionary monetary and
fiscal policies which exacerbated the effects of the capital flow reversal. At the time of writing, the

NPL problem had not yet emerged.
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The banking reforms were instigated by the very palpable fraudulent financial
transactions made during the Marcos regime that left the country with a large external
debt, unproductive investments and large NPL in the then dominant government
financial institutions, GFl. The GFI included the Development Bank of the
Philippines (DBP), the Philippine National Bank (PNB), the Government Service
Insurance System (GSIS) for state employees and the Social Security System (SSS)
for private employees. The tw-o banks were the largest in the banking system and the
GSIS and SSS, the largest in the insurance industry. Marcos directly made demands
on the GFI to provide financing for his and his cronies' projects, hence the term
"behest loans”. Many of the behest loans were never intended to finance projects but
were simply ways of appropriating funds. The practice became known as "front-
ending” 1.e., propose a project with little or no collateral upon the behest of the
President, pocket the loan proceeds and invest a small fraction for show. The state
banks' loanable funds were largely sourced from the central bank's rediscount
window and foreign borrowing. Government agencies, including the central bank,
were the main foreign borrowers then. The funds indirectly financed capital flight
estimated to have reached $10billion in 1986, the equivalent of a year's export at the
time. The GFI loans inevitably ended up as NPL. There remained many failed
businesses. At.the time of reckoning under the new government of Cory Aquino, the
NPL ratio of PNB was 35%, GSIS, 50%, DBP, 65%.2 Their NPL comprised the bulk
of the system's NPL. Additionally, many small private unit banks consisting of rural
banks and individual development banks which had been dependent on central bank
rediscounting window also acquired relatively large NPL. The policy then was for the
central bank to rediscount their loan pap~-s at minimal interest rates. The window
provided a good oppdrtunity for financial capture so that many small rural and
development banks were established in order to have access to it. A few crony

private commercial banks which also obtained favorable central bank credit also
failed.

*The SSS was headed by a man of strong will and integrity who negated the President's behest. SSS
was the only GFI that preserved its solvency during the Marcos years.
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It is noteworthy that in this profligate environment, a core group of private
commercial banks separated themselves from the ébusive system and functioned as
regular banking intermediaries. The group had developed a fairly solid reputation of
good banking and formed a segment that was large enough to preserve confidence in
the banking system, thus preventing a massive bank run. The insolvency of the state
and crony banks did not endanger collapse of the system for being dependent on
central bank funding, they had little deposits to run away with. In 1985 the loan
deposit ratio was 850% for state banks, 230% for rural banks and 110% for private
commercial banks. Government deposits comprised the bulk of the GFI deposits.
Since they undertook marginal intermediation functions they were perhaps viewed by
the public as merely a source of privileged credit. While they did not cause a bank
run, their bad loans entailed real losses to the economy for the funds could have been

allocated to productive investments.

A series of major banking reforms were undertaken over the 1986-1995 period. The
Cory government was faced with the choice of closing the insolvent state banks or
restructuring their portfolio to their net worth. The latter was chosen with a proviso
that henceforth they were to mobilize their own funds and no longer rely on central
bank credit. Central bank development lending and currency swaps were stopped.
The Asset Privatization Trust was created to take over and manage the GFI's NPL.
The resources and net worth of DBP and PNB were reduced by the removal of the
NPL. This decision had the ijmportant result of reducing the relative importance of
state banks; their share in the total assets of the banking system fell from 19.9% in
1985 to 3.2% in 1987; their total resources dropped from P77 billion to P25 billion.

Entry of domestic banks and branching was relaxed.

The Ramos administration completed the reforms though the sequence may be
questioned. It fully liberalized currency and capital transactions quite early. (1992).
In 1993, the central bank was made independent of the executive by limiting the
representation of cabinet members in the Monetary Board from 5 to 2 out of 7. The
new central bank called Bangko Sentral ng Pilipinas, BSP was to be responsible
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mainly for maintaining price and exchange stability. Its economic development role,
which had been abandoned earlier, was officially removed by the law. In 1994,
foreign bank entry and branching were relaxed. Previously only four foreign bénks
which obtained their licenses in the 1950s and 1960s had been allowed to operate.
They could not expand their branches beyond a handful located in Metro Manila,
The new law allowed 100% foreign equity in banks which in the beginning were to
be limited to 10. Foreign banks could establish more branches, merge with domestic
banks and have controlling interest in any of them. Banéko Sentral was concemned
about the large number of banks and their small sizes. It raised minimum equity
levels for different bank categories several times: universal banks from P1 billion in
1990 to P2.5 billion in 1995, to P5 billion in 1999. The corresponding figures for
other commercial banks are P500 million, P1.25 billion and P2.4 billion.

The reforms had many positive impact: entry of a large number of fofeign banks and
branches, an acce]cra}ion in intermediation activities, reduction in deposit-loan
margins and introduction of modem technology in bank services and clearing. (Table
2) The number of foreign bank branches increased by 7 between 1995 to 2000. In
addition to the branches are 5 subsidiaries of foreign banks. M2/GNP® ratio which
stagnated at around 20% from the mid 1960s to 1985 began to rise and reached
43.3% in 1997. The recent crisis reversed its upward trend and pulled it down to
39.4% in 2001. The financial asset/GNP ratio rose from 70.9% in 1986 to 134.1%
in 1997; it also fell afterwards dipping to 106.3% in 2001. The insolvent small rural
banks and private dcvc]opmént banks were closed doﬁ, and the rest encouraged to
merge or be taken over by larger and solvent commercial banks and thrift banks.
Bank capital grew at two-digit rate over the 1986-1997 period. The number of banks
fell slightly so their average equity rose while their branch network expanded. The
intermediation margin decline initially in 1986-1990 but the 1990's financial turmoil
has disrupted posiiive developments in the system. Unite and Sullivan (2602) found
the margin declined only in the conglomerated banks in1990-1998. -

3 M, = M, + saving deposits + time deposits. Deposit substitutes comprise less than 5% of total deposits and
when added to the M; equals M;. The M, and M, definitions are not as expansive as those in the US which has
more diversified liquid assets.
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President Ramos (1992-1998) was able to foster political stability and a sense of a
competent government. This encouraged capital inflow. From a low base of only $81
in 1986, net inflow rose quite rapidly starting in 1989. (Table 3) Large-scale capital
inflow started only in 1994 as the net inflow rose from $4.4billion to $11.1billion in
1995 to 1996. Previously, the net inflow comprised mostly of medium and long term
loans and FDI. In 1996, the latter comprised only 30% of the total inflow. The short-
term flows in 1996 consisted of portfolio investments, short-term loans by non-bank
and bank borrowing (reported as commercial bank net foreign account). The net
foreign assets of banks (NFA) jumped from $1.6 billion to $4.2 billion. Portfolio
investmehts were first reported in 1996 at $2.101 billion. The reversal in 1997 and
1998 in the short-term accounts was drastic - from a positive $7.714 billion to -$.416
billion, then to -$5.820 billion and -$2.038 in 1998 to 1999. Bank borrowing
comprised the bulk of the short-term flows. They included foreign currency deposits
(FCD) by residents and foreigners. Previously FCD could not be lent out but
beginning in 1992, banks were allowed to lend them, partly in domestic currency.
These loans entailed currency nisk on top of the ordinary credit risk. The. drastic
reversal of the short-term flows had had its expected impact - currency depréciation,
reduced fund supply, high interest rate and inflation of liabilities of the foreign

currency borrowers, all hurtful to the banks, their borrowers and the real sector.

The capital inflow substantially increased bank lending. Table 2 shows that the
growth rate of commercial bank loans outstanding accelerated during the 1992 to
1996 period and drastically decelerated afterwards; in 1994-1995, growth was
40.7%, in 1995-1996, 61.9% and in 1996-1997, 26.5‘;/0. Growth was negative in
1997-1998, and only .4% in 1998-1999, high at 7.2%.in 1999-2000 but fall to -1.5%
in 2000 -2001. Portfolio investments from abroad intensified the rising activities in
the stock market. Table 2 shows a rapid rise in the value of transactions and stock
price during the 1990-1996 period. The value of transactions jumped by 77% and
the price level by 22% in 1996 to 1997. The reversal of the portfolio flow had the

expected negative effect on the stock market with both the value of transactions and
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prices falling substantially. The stock market, like the banking system has not
recovered until now (July 2002) '

Section 4 - Non-Performing Loans Across Banks

Non-performing loan and nonwperfonning asset ratios (NPL/total loans and NPA/total
assets) are used here to gauge the health of banks. Bangko Sentral uses a rather strict
definition of non-performing loans (NPL), i.e., loans whose principal and/or interest
has not been paid 30 days or more after its due date (BSPa). The NPL ratio was quite
low in 1996, 2.8%, but has continuously increased since then. It nearly doubled to
4.9% in 1996-1997, then again in the following year when it reached 10.3% in 1998.
The ratio was 16.9% at the end of year 2001 and 1s now 18.4%. The current rate is
still low relative to the other last Asian ecoﬁomics though its continuing rise is

worrisome. The NPL ratios were about 80% in Korea, 40% in

Thailand but only 10% in Malaysia (Dekle and Fletzer 2002)

It is helpful to see the problem at the micro level, i.e., at individual banks. We find
the NPL problem to be non-systemic but isolated in specific banks. The wide
variation in the condition of banks including their NPL ratio seems to reflect
differences in behavior particularly in their business identity and objectives. Some
banks seem to see themselves primarily as banking enterprises that aim to develop
and survive as banks. Such banks would have a long time horizon of operation,
cultivating a reputation as -reliable trustees of the people’s saving and wealth. This
core group of banks had withstood three decades of economic and political turmoil.
They did not join the political banks in the capture of central bank development funds
and other privileges. The presence of these banks had exerted a great stabilizing
influence on the banking system, preserving depositors’ trust in the system and
preventing a systemic bank run. Nevertheless the core banks also suffered from the
crisis, they also incurred Ligh NPL though these are sufficiently covered by their
networth.
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The annual growth of deposits and outstanding loans averaged 23.8%% and 33.1%
respectively in 1990-1996. (Table 2) In these years, all the commercial banks had
capital-asset ratio greater than the Basle level of 8%, ranging from 10.0% to 15.0%
(Table 4) The banks, however, had varying profitability rates as reflected in surplus
to equity ratio and surplus to asset ratio which ranged, respectively, 12.5% to 39%
and 4% to 12%. It is noted that the banks that became insolvent after the crisis did
not show inferior surplus ratios. Ordinary balance sheet and income statements were
unable to indicate quality of a bank assets and liabili;iés. The latter are not

distinguished by currency and so do not indicate currency risk.

The bad loans made during the credit bubble of the first half of the 1990s manifested
themselves as NPL after a lag of three- to- five years. The NPL ratio in end of 2001
ranged from 8.9% (China Trust) to 69% (Westmont Bank). (Table 4) Bank size and
ownership structure do not seem to explain the NPL ratio for there were large and
small banks and private and state banks that incurred high NPL ratio. The solvent
banks include the same mix. Three small private banks became insolvent: Westmont
Bank (United Overseas Bank, Philippines), Urban Bank and Onent Bank. The
Philippine National Bank (PNB), with.-NPL ratio of 46%" was the sixth largest bank
with equity of P186 billion. It was a state bank until 1996 when it was partially
privatized. Then in 1998 its controlling interest was acquired by Lucio Tan, a crony
of President Estrada. (He took over in July 1998 and was deposed in December
2000.) The Land Bank of the Philippines, a state bank and the fifth largest in thé
commercial banking system, had NPL ratio of 25.1%. The Equitable-PCI Bank, a
large private bank had NPL ratio of 32.9%. Equitable Bank and Philippine
Commercial and Industrial Bank were fairly strong banks that never had a problem

-

until their politically assisted merger in 1998.

Anecdotal stories give some insights into the irregular lending made by the problem

banks. The anecdotes were culled from business reports in major newspapers since

“The Banko Sentral website gives PNB's NPL ratio at 46% but the bank's published information
gives a figure of 53% (Philippine Daily Inquirer, July 22, 2002).
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official reports were unavailable. The reports show different forms of imprudent
transactions including DOSRI loans (to directors, other officers and related
individuals of the bank), politically connected loans and more ordinary frauds
committed by bank officials.

-

1. PNB has had a checkered history of connected banking and insolvency. It is the
oldest state bank founded in 1916 under the US colonial government to service the
financial transactions of the govemment. It issued the Philippine currency which was
convertible to the US dollar at P2/§1. From the 1950 to 1985 it had functioned as a
development financing arm of the national government. As a state bank if was a
depository of government funds. It had been a source of privileged credit for the
country’s political and business elite. { Hutchscroft 1998). It appears that the bank
had ingrained a habit of privileged or cor;nected banking which its partial
privatization in 1989, 1992 and 1998 failed to remove. PNB shares were first sold to
the public in 1989 and again in 1992. The bank had rightly assumed central bank
guarantee against closure because of its size and (partial) government ownership, It
was not closed down in 1986 when it was found insolvent. It is not being closed

down even if its NPL has exceeded its equity by 160%

In the first year of Estrada administration (1998) Lucio Tan, his crony, acquired
controlling interest in the bank but with the government retaining about 16% of its
equity. It is not clear how much Tan actually invested in the bank. Just before his
acquisition, the bank issued new stocks. The bank lent to its Employees Retirement
Fund 1n order to buy a block of the new issues. Through the President's help, Tan
obtained the voting rights of the Retirement Fund shares which he used to gain
controlling interest. (Tomijos, PDI May 23-24, 2001, Business World, June 4, 2000)
Until 1996, the bank's condition appeared relatively strong. Its equity to asset ratio
was 11%, its deposits and loans were growing at Zl%rand 24% annually on average
from 1990-1996. These rates were comparable to the growth rates of the other large
banks such as Metro, Bank of the Philippine Islands and RCBC. (Table 4). It reported
profits until 1997, then losses afterwards. In year 2001, the bank declared losses of
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P11 billion that reduced its equity by almost hﬂﬂ The losses have not been explained
how these were incurred. They could be through front-ended DOSRI loans, a
sophisticated form of looting. Tan's acquired Philippine National Airline was reported
to owe PNB P9 billion (Villamor and Lucas, PDI). The central bank and the
Philippine Deposit Insurance Corporation (PDIC) provided it with emergency loans
of P15billion and P10 billion, rgspectivcly. The bank has remained open but its level
of intermediation has been drastically limited by its NPL problem.

2. Three private commercial banks were declared in difficulty by the Bangko Sentral:
Onient Bank, Westmont Bank and Urban Bank. Orient bank was placed on
receivership after it was found to have reported investments in fictitious companies
and made DOSRI loans that tumed bad. It was closed down immediately with the
case now in court. Westmont Bank made heavy investments in its sister investment
company, the Westmont Investment Corporation which concentrated lending in
property. The bank obtained emergency loans from the Bangko Sentral while
negotiating its sale to United Overseas Bank of Singapore. The bank has been
allowed to remain open pending the negotiation which had dragged on for four years.
The Singapore bank was reported to have finalized Westmont Bank's full takeover.
{Business World, July 4, 2002).

3. Urban Bank's trouble began when 1t bailed out its affiliate, Urbancorp, by buying
more than P4.5billion of its loan receivables which BSP later considered to be
“garbage’ receivables. Urbancorp used Urban Bank funds to invest in property. The
property investments include Urban Bank Plaza, high-rise buildings in Fort
Bonifacio, and Puerto Azul, a resort built during Marcos time that was already
bankrupt at the time of Urban Bank purchase. (Dancel, PDI, May 8, 2001)
Apparently Urban Bank had special relations with GFI. Land Bank's Provident
Fund kept P400 Million deposits in Urban Bank and lent it P600 Million, half of it
when Urban Bank was already in difficulty. The SSS Retirement Plan had P17]
Million exposure to UB and owns 15% of its equity. The GSIS originally financed
the Panlilio Group that invested in Puerto Azul. The loan had reached P14 billion (C.
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Batino Business World May 5, 2000.) Note UB gave Puerto Azul P450 Million loan
a day before UB declared a bank holiday. High government officials who were
reported to be large deposttory clients of UB were allowed to withdraw their deposits
a few days before the bank holjday. Despite all these doubtful transactions Bangko
Sentral gave the bank an emergency loan of P30 billion. UB is still on receivership.

4. The SSS and the GSIS made loans and investments at the behest of President
Estrada. (Dumlao, PDI June 11, 13, 2001, Business Wo\rld, November 2, 1999) SSS'
investment in Belle Corporation, the developer of Tagaytay Highlands, a luxury
resort/real estate. It is illustrative of how SSS funds were misused to funne] funds to
the President and his cronies. SSS was pressed to invest P745 Million in shares of
stock of Belle Corporation. SSS' recorded purchase price was higher than the
prevailing market prnice with the difference allegedly given to the President. In
December 1998, SSS recorded 2 purchase of 149 million shares at P3.10 when it was
trading at P2.10. On March 20, 2000, SSS held 476 million shares at average
acquisition cost of P.69 though its closing price was P.59. The acquisition-market
price differential in the two transactions amounted to P150 Million and P47.6
Million, respeqtively, or a total of P197.6 Million. This was the alleged commission
of the President. Morcover, SSS was pressed to extend P375 million loan to the
company. In 1999, SSS reported losses for the first time in its 44 year history. It had
to borrow from the Land Bank, the Philippine Health Insurance and First Metro
Investment Corporation, the first two being government institutions. SSS admitted it
lost P813 million of its P50 billion investments in publicly listed stocks. In 2000,
28% of the investments were still locked in 24 corporations awaiting better prices. In
the meantime they eam zero or minimal returns and have large paper losses. SSS and
GSIS funds are also being eroded by high administrative cost. Scandalously high

salaries and perks have been reported.

5. Both GSIS and SSS were pressured to provide funds to Equitable Bank to help
it acquire Philippine Commercial and Industrial Bank (PCI). (Gaylican, PDI
August \14, 1999) Equitable Bank and PCI were fairly strong banks that survived
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and grew until their politically assisted merger in 1998. The assistance appears to
be in exchange fur money laundering services. Evidence in the impeachment
proceedings against Presidetnt Estrada showed Equitable-PCI acted as a conduit of
his loot from jueteng and other sources. The Bangko Sentral provided the merged
bank with an emergency loan of P30 billion when it suffered alliquidity problem
during the impeachment proceedings against President Estrada. There were
increased withdrawals of deposits during the hearings when evidence of laundering
of the President’s deposits was being presented. The loan has been repaid and the

bank has resumed normal operation.

6. Some banks including the more solid ones made large loans to projects of
questionable social value. The Mondragon Leisure Resorts Corp. ‘obtained a loan
for P4.5billion for a tourist and gaming resort project m ihe abandoned U.S. Clark
Airbase in Pampanga Province. (The 1986 Constitution prohibits foreign military
basis in the country.) The airbase was badly damaged by the Pinatubo Volcano and
its surrounding area is still covered by lahar or volcanic ash. Its only attractive
feature is the presence of the abandoned US airport infrastructure. Pampanga has
no natural scenic resources and the volcano is still active and can erupt again
anytime. But four banks provided Mondragon with a colossal loan -Far East
Bank, Asian Banking Corp., United Coconut Planters Bank and Metropolitan Bank
and Trust Company. Three of these banks - FEBT, UCPB and Metro - are
important banks in size and reputation. It appears that the company had intended
to front-end the loan, i.e., immediately appropriate the loan proceeds and make
token investment in the loan project. The company did not even pay the rental of
the land and the gaming share to the government. According to the Clark
Development Corporation President Rufo Colayco,> Mondragon spent only about
P2.0 billion of the loan proceeds. (G. Cabacungan, PDI, Jan. 8,1999) There were
rumors the money was invested abroad. Another case that got to the papers was a
P7 billion syndicated loan to Uniwide Retail Store. Important banks provided
large loans - Equitable for P1.73 billion, RCBC for P1.34 billion, UCPB for P995
million, PNB for P611 million and Land Bank for P588 million. Six other banks



Country Paper: The Philippines PH-19

gave the balance. We have no report on how large property developments such as
the Rockw.ll, the Fort Bonifacio, the Enrile Enterprises, the Villar Metropolis and
the Amari Land Fill were financed. They must have absorbed a large fraction of
domestic credit and account for a large share of the banking system's non-
performing assets. Bangko Seritral reports that the bulk of the NPL came from only
161 large loans. (BSPa) The media recently reported a Senator owing PNB P300
million and the Lopez group that owns Rockwell a total of P30 billion to various

creditors.

Secticn 5 - Perspective of NPL

As stated earlier, the problem banks did not form a large enough segment to cause a
system-wide bank run and banking collapse. Confidence in the banking system was
preserved as the anomalics were blamed on a sﬁlall number of banks. By identifying
the failing banks and discussing their problems, the news media helped put their
relative importance in perspective, isolating them from the rest of the other banks. For
this reason the threatof a bank run did not materialize. However, the high level of the
NPL and their distribution across banks have implications on the future development

of the banking system and its competitiveness.

The value of NPL was 7.9% of GNP and the NPA, 12.9% in 2001. (NPA = NPL +
acquired assets from NPL.) (Table 5) It is reasonable to assume that actual losses in
output would be a fraction of the NPL and NPA since some of the assets are possibly
viable and majority have some market value. Some repayment of the NPL may be
expected. The *'PL are concentrated in 11 commercial banks which hold 51% of the
banking system’s NPL and 30% of its assets.” The problem banks comprise a
minority in terms of numbers, 11 out of 44 commercial banks. Of the 11 troubled
banks only four have not resolved their NPL problem - PNB, Orient Bank, Urban
Bank and Land Bank. PNB's NPL to equity ratio was 260% at end of 2001. Its new
President (Lorenzo Tan) reported in the papers that the bank is being rehabilitated and

* Table 4 does not include Urban Bank and Orient Bank which were closed down soon after their
insolvency was confirmed by Bangko Sentral.
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would start earning profits in four years tume. Details on the rehabilitation plan were
not spelled out in the papers. Its emergency loan of P25billion from the Bangko
Sentral and the Philippine Deposit Insurance Company has not been repaid but is
being extended in order to support the bank’s rehabilitation. Two relatively large
banks - Land Bank and UCPB also have equity to NPL ratios of 135% and 258%
respectively. As a state bank, Land Bank might be viewed as possessing central bank
guarantee against closure. Moreover, it can depend on a steady flow of deposits from
government agencies and continue operating even with the heavy NPL burden.
Government deposits comprised more than 69% of its total deposits in 2001. These
guarantees will allow the bank to continue making imprudent lending. About six
other banks with relatively high NPL ratio have been able iv survive and function
normally. All except UCPB have NPL/equity ratio of less than 1.0.

As discussed above, the NPL reduced the supply of funds, raised the cost of lending
and reduced the profit rates of banks. The slowdown of the economy after the crisis
had exacerbated the problem by also decreasing the level of saving and other excess
funds that banks could intermediate. Table 2 thus shows how much the growth rate of
deposits and loans have fallen since tﬁe crisis. The growth rate of loans outstanding of
commercial banks dipped from 26.5% in 1996-1997 to -4.8% in 1997-1998. Loans
had hardly recovered from the 1996-1997 crisis when their growth swung from .4%
to 7.2% to -1.5% dunirg the 1998-2001 period. Deposits performed better than loans,
growing more steadily at 6.8% on average afler the crisis. Expectedly the better
performing banks ~r those with relatively low NPL ratio attracted more deposits and
provided more loans than the problematic banks. Thre.e banks stand out in terms of
deposit growth - the Bank of the Philippine Islands, Banco de Oro and China Trust.
Their NPL ratios were, respectively 15.1%, 11.2% and 8.9%, much lower than the
average rate of 18.4%. But Metro Bank and Prudential Bank which have relatively
high NPL ratios of 18.1% and 25.8%, respectively experienced high deposit growth
of 16%. Metro Bank is the largest domestic bank that caters to Chinese Filipino
businesses. Its NPL/Equity ratio was 62%. Prudential Bank NPL arose from an
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isolated case of fraud by its officials. It is owned by the Catholic hierarchy of Manila.
It has a relatively low NPL/Equity ratio of -56%.

The cross section data presented*above lead us to conclude that the banking system
has stabilized and that majonty of the commercial banks have been able to manage
their NPL. The NPL will, h.owevcr, continue to drag down th~ growth of the
system’s intermediation activities. They will continue to slow down the flow of
loanable funds from loan repayment and increase intermediatior cost. Moreover, the
variation across banks of the NPL ratio will dampen competition across them. Those
with heavy NPL will not be able to compete well with those with low NPL ratio. The
former would have a slower rate of repayment flow, higher cost and lower profit rate.
As happened in the post- 1983-1985 crisis, rearrangement of the relative position or
importance of the banks may be expected. The strong ones willl tend to attract more
depositors, give more loans and offer better terms. This may results in a higher
concentration ratio untess entry of new banks and new branches is able to counter the

advantage of the existing strong banks.

Section 6 - Bangko Sentral Policy

The discussion raises several policy issues relating to a) prudential rules on disclosure
and effective supervision and monitoring that set prompt signals of anomalous
transactions, b) moral hazard fostered by BSP bailouts c) personal responsibility of
bank officials for their portfolio decisions, and d) rationale for GFI. The anomalous
transactions described above definitely reflect weaknesses of prudential rules and
BSP-PDIC supervision. The anomalous transactions that reached billions escaped
BSP supervisors. BSP failed to take note of the giant loans especially those going
into property development, gaming and shopping centers. It did not question the
large deposits that were flowing into selected and known crony banks. BSP has not
instituted an electronics monitoring system which would allow it to promptly track
irregular transactions. It inspects banks once a year at pre-announced schedule

allowing themn to produce good accounts. BSP looked into end of the year financial
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reports which can be beautified. Little can be read from balance sheet data since they

do not reflect irregular transactions.

BSP has no definite stand on bailouts. Its bailout was selective favoring state banks
and large connected banks — PNB, Equitable-PCI, Urban Bank. This practice fosters
moral hazard of the worst kind encouraging corrupt officials and finance managers to
connive to raid financial institution. While it concomned the so called garbage loans
of Orient Bank and Urban Bank it was silent about the g%lfbage loans of PNB and
Land Bank. It continues to support the clearly bankrupt PNB and places no sanction
on the high NPL of Land Bank. It is in fact insolvent with its NPL also excecding its

equity.

There is no clear accountability by bank officials for their portfolio decisions.
Federico Pascual of GSIS and Renato Arellano of SSS admitted to succumbing to the
pressure by President Estrada to provide loans to his cronies. They were entrusted
with the pension funds of employees and ought to be accountable to them. The
officers of PNB and Land Bank should be held responsible for their banks' high NPL.
Narvasa, a former Supreme Court justice, was PNB board chair when many of its
NPL were granted. His closeness to the President is reflected in his lawyenng for him
in the impeachment trial. The officers of Equitable-PCI agreed to service fraudulent
deposits and other transactions of President Estrada. The officials of Urban Bank,
Orient Bank and Westmont Bank clearly violated prudent banking principles. All the
guilty bank officials have not been prosecuted. In fact no financial institution official

has even been brought to court.

Finally there is the question of the economic value of having GFI and the partial
privatization of PNB. The GFI no longer have a special role in the financial system
since much of development financing has been abandoned. PNB and Land Bank are
classified as extended or universal commercial banks and Land Bank's special access
to government deposits sustains its lax lending decisions. The GSIS and SSS do not

provide better service than private insurance. Because of the low rate of return on
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their investments and high administrative cost their pension funds eamn below market
interest rate. The govemment's minority interest in PNB, reported at 16%, allows it
to appoint some of its directors.. Directorship in semi-government corporation is a
lucrative privilege that the executive uses to grant favor all sorts of reasons. Itis a
source of corruption and an obstruction of efficiént management. Paxtml state.control
confounds the objectives of the institution and blurs the accountability of its officers.
To whom is a government appointed officer accountable - to the President or to the
equity holders? President Arroyo has recently announced the government's retaking
controlling intercst in PNB. This is definitely a wrong move unless the intent is to

refurbish its position until it can be sold and fully privatized at a fair price.

Much effort still has to be exerted to improve prudential rules and supervision of
banks and the full privatization of GFI. Recent reforms are aimed largely at
disclosure. Bangko Sentral now requires banks to make quarterly balance sheet
reports. The Quarter 4, 2001 report contains risk indicators such as NPL and NPA
ratios and sources of deposits, whether government or non-government. The
information is however contained in the website to which only a very small
proportion of the population largely in Metro Manila has assess. A new law on
money laundering (2001) sets an extraordinary large deposit transaction of P4 million
or $80,000 level for automatic reporting to the central bank. Few Filipinos have this
wealth or business. BSP must make a thorough review of how it can effectively
monitor large loans. As in the first crisis, it is the large privileged borrowers that
caused the bank problems. The single borrower limit of 20% of equity will not
prevent insolvency if the loans are really bad. A bank may lend to only 5 bad

borrowers to wipe out its equity.
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Table 5 Non Performing Loans and Assets uf the

Banking System and Commercial Banks
December 2001

NPL/Total Loans, Banking System

NPA/Total Assets, Banking System

NPL/Total Loans, Commercial Banks

NPA/Total Assets, Commercial Banks

NPL/Total Loans, Universal Banks

NPA/Total Assets, Universal Banks

NPL/GNP, Banking System -
NPA/GNP, Banking System

NPL/Total Loans, Foreign Banks

NPL/Total Loans, Thrift Banks

NPL/Total Loans, Rural and Cooperative Banks

NPL/GNP Problem Banks

Total Assets/Total Assets, Problem Banks/Banking System
NPLPB/NPL, Problem Banks/Banking system

Note:

Problem banks or the commercial banks are those with NPL ratio > 19%

(%)
16.9
14.6
17.3

143

18.8

15.3

7.9

12.9

4.8

17.0

6.8

4.1

299

51.3

PH.

NPL= non performing loans defined as loans whose principal and or interest is unpaid for 30 days

Oor more

NPA= non performing loans + acquired assets from non-performing loans
%2 of NPL accounts belonged to just 162 borrowers, manufacturing accounted for 34.9%, real
estate 14.5% (BSP Status Report on Philippine Financial system, Second Semester 2002)

Source: Internet: http//www.bsp.gov.ph/Statistics/sipbs

BSP, Philippine Selected Economic Indicators, March 2002
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Economic Trends and Qutlook, Recovery and Reforms of the

Korean Economy

Ebung Gi Baek’

" Sangmyung University

ABSTRACT

Korea achieved a strong recovery from the crisis. However, the economic
slowdown, which began in August 2000, continued its downward trend for a year.
Since then, some of the recently announced economic indicators such as industrial
production and shipments showed signs of recovery. Current business cycle status
of the Korean economy is now in the boom stage of the ascending business cycle
phase. We also show that the Korean economy is expected to grow by 6% this year.
Addtionally this repoit explains reform policies as follows: Financial sector
restructuring, corporate sector restructuring, labor market reform, and public sector
reforrn. We evaluate two of important reform policies regarding banking sector in
this section, increased cencentration ratio in banking industry and inappropriate
usage of public funds. Finally, this report contains some of the remaining issues
such as presidential elecion in December, fire-day workweek system, introduction
of FLC, and new capital adequacy ratio and reduction of NPLs.

: email: egback@sangmyung.ac.kr
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I. Introduction

Korea achieved a strong recovery from the crisis and 1998 recession, with output
increasing 10.9% in 1999 and 9.3% in 2000 (Table 1). However, the economic
slowdown, which began in August 2000, continued its downward trend for a year.
Since then, some of the recently announced economic indicators such as industrial
production and shipments showed signs of recovery. The volume of the current
account surplus narrowed significantly from the third quarter of 2001 reflecting the
economic recovery, while consumer prices slowed down markedly. Current
business cycle status of the Korean economy is now in the boom stage of the
ascending business cycle phase. It is the second boom stage after the 1997 crisis
which is'shown in Table 2. In spite of apprehension of a double-dip recession, the

Korean economy is expected to grow by 6% this year. -

This country report describes recent trend of the Korean economy since the 1997
economic crisis in section II. However, it mainly focuses on the trends of 2001
and 2002. We also review 2002 eéonomic outlook of the Korean economy in the
same section, where we are interested in if the Korean economy can demonstrate
strong recovery in this year. Section III explains important restructuring processes
and reform policies implemented to cope with economic distresses caused by the
crisis. We evaluate some of the economic performances accomplished during the
post-crisis period in section IV. Finally, this report will contain some of the
remaining issues to be settled and necessary policy' instruments which should be

designed or thrusted with bigger efforts in section \{
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I1. Recent Economic Trend

1. Recovery from the crisis

-

Average growth rate during the period of 1999-2001 is 7.7 percent, which tells that
the speed of economic growtli during this period fully recovered the speed before
the crisis of 1997. It implies that the recovery of the Korean ccoﬁomy was made in
terms of economic growth not in terms of production lc;vel. A hypothesized GDP
is created using extrapolation based on the average growth rate between 1981 and
1996. Comparison of the actual GDP and the hypothesized GDP in Figure 1
shows that there is a persistent gap between the two GDP senes. This observation

supports the claim that the cnisis gave permanent shocks rather than temporary

shocks to the economy.

To demonstrate how much pressure the financial market is undergoing, we
construct a measure of financial market pressure index. The index is generated by

financial vanables such as exchange rate, interest rate, and foreign reserves.! It is

1 I 1
—xAe+—xAi——AK where Ae, Al, and AR are percentage change in

g, o; Ox
exchange rate, change in interest rate and percentage change in foreign reserves
year-on-year base and all os are their corresponding standard deviations. The
index in Figure 2 clearly shows that the financial market escapes danger of crisis

completely as of June 2002.2

Now let us take a look at the goods and service market. Figure 3 shows increasing
rates of GDP, private consumption (CP), fixed investment (IF), commodity exports

(XG), and commodity imports (MG). While commodity export is primarily

! Refer to Eichengreen, Rose and Wyplosz (1995).

? Mean and standard deviation of the index between January 1991 and October 1997 are —0.43 and
1.20 respectively. Tt is confirmed that the index is marked beyond the critct’ value, mean+2x
standard deviation, between November 1997 and June 1998. It proves that the Korean economy got
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determined by the business conditions of foreign countries and the real exchange
rate, other four variables reflect the domestic business conditions. The movements
of these vanables are consistent with the trend of financial market. GDP
rebounded - from a negative growth rate in the first quarter of 1999. Such a
recovery is basically attributable to strong restoration of domestic demand except
construction investment. The construction activity did not turn into a positive
growth rate until the first quarter of 2000. The upwarc *rend of business cycle
rapidly continued until August 2000. In this section, we Teview recent economic

trends of the Korean economy centering around the first half of 2002.

2. Economic Growth

During the first quarter of 2002, GDP expanded by 5.7 percent year-on-year owing
to the rapid growth of private consumption and construction investment as well as
the shift of exports and facilities investment to an increase (Table 3). Meanwhile,
the growth rate of real GNI rose to 7.5 percent in the first quarter owing to
improved terms of trade conditions, with the pace of decline in the prices of
imported goods, such as information and telecommunication equipment and

semiconductors.

The rate of increase of final consumption expenditures rose to 8.1 percent due to
burgeoning private consumption. Private consumption increase by 8.4 percent in
the first quarter year-on-year as expenditures for durable goods, including
passenger cars, air conditioners, and mobile handsets,. increased sharply together

with a high rate of growth in service-related expenditures.

Fixed investment increased by 6.5 percent owing to the rapid growth of
construction investment and the shift of facilitics investment to an increase.

Despite a continued decline in investment in general machinery and precision

out of financial difficulty after June 1998.
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equipment, the trend of facilities investment reversed to record a 3.2 perce}lt rise,
helped by the shift to an increase of investment in electric and electronic
equipment, including industrial electricity equipment and telecommunications
equipment. Construction investment recorded brisk growth of 10.1 percent,
encouraged by a shamp rise in investment in residential buildings, including
apartment complexes and commercial structures such as shopping districts, which

more than offset a drop in construction investment in infrastructure.

Exports of goods and services, in real terms, increased by 2.1 percent owing to
brisk exports of semiconductors, communications equipment, and automobiles.
Meanwhile, imports of goods and services, in-real terms, soared by 6.3 percent due
to rise in consumer goods as well as a hefty rise in the number of Koreans traveling

abroad.

-

Breaking down economic activity by sector as seen from Table 4, the construction,
electricity, gas and piped water services, and agricultural and fishery industnies
posted high growth rates. That of manufacturing also rose slightly from the
previous quarter. The construction industry grew by 8.9 percent, a similar level to
the previous quarter as building construction in the private scctor, ied by residential

structures, such as apartment units, showed strong growth.

Despite a reduction in gas and water infrastructure projects, the growth rate of the
electricity, gas and water industry climbed to 7.7 percent, boosted by a sharp rise in
the consumption of electric power in the production and service sectors. The
growth rate of the service industry widened from 4.7 percent in the previous
quarter to 7.6 percent. Driven by favorable performance in private tutoring
institutes, medical health, movie and entertainment service businesses, the social

and personal service industry expanded by 11.6 percent.
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The growth rate of the transportation, storage, and communication industry went
up to 8.6 percent, boosted by a speedier rate of increase in the transportation
business, following an expansion of the quantity of goods transported and steady
growth in the communication business in the wake of increased use of mobile
communications. Mainly owing to an increase in commission income at securities
companies and the favorable real estate brokerage business, the growth rate of the
financing, insurance, real estate, and business service sector rose sharply from the

previous quarter’s 5.5 percent to 9.2 percent.

Despite the sluggishness of the lodging business, the wholesale and retail,
restaurant, and hotel industries expanded by 5.8 percent, similar to the previous
quarter’ growth, thanks to brisk transactions involving consumer goods for
domestic consumption, construction materials, and imported products. The
agriculture, forestry, and fishing industry registered high growth of 7.2 percent due
to handsome growth in the livestock sector, encompassing beef cattle, poultry
farming, and pig raising, following expanded meat consumption which offset the
slackness of cultivation centered on vegetables. In the meantime, the growth rate
of the manufacturing industry edged up from the previous quarter’s 2.1 percent to
3.5 percent, owing to a rise in the production of semiconductors, communication

equipment, automobiles, and nonmetallic mineral.
3. Wages and Prices

Per capital nominal wages rose by 7.7 percent year-on-year during the first two
months of 2002, up from the previous quarter in Table 5. Broken down by type of
remuneration, the rate of increase of regular payr;lents accelerated significantly,
whereas the scale of the decline in the rate of overtime payments expanded sharply
and the growth rate of special cash payments slowed down. By industry, wages in
construction shifted to a sharp rise, and the rates of increase of wages in the

manufacturing; transportation, storage and communication; financing, insurance
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and real estate sectors accelerated.

Consumer and producer prices are in Table 6 and 7. Consumer prices maintained
downwardly stable movements through the first quarter following on from the
latter half of the preceding year. But they shifted to an increase in April 2002,
During the first quarter, consumer prices rose by 1.6 percent compared with the
last month of the previous quarter, uriven upward by a rise in prices of agricultural
products due to seasonal factors, the increased prices of petroleum products
following the hike of internaional oil prices, as well as the continuous rise in
housing rents. As the scale of their increase was narrower than usual, however, the
year-on-year rate of increase slowed to a level of around 2.5 percent. From Apnil,
prices of petroleum products and housing rents continued to rise, and prices of
agnicultural goods, led by those of fruit and vegetables, maintained an upward
trend. Accordingly, the year-on-year rate of increase accelerated to 2.5 percent in

Apnl and further to 3.0 percent in May.

-

Viewing the trend of consumer prices by sector since the first quarter of this year in
comparison to the last month of the previous quarter, prices of agricultural,
livestock, and marine products showed a high rate of increase during January and
February due to seasonal factors, including supply shortages during the winter
season and the spike of demand for the Lunar New Year holidays. The scale of
their rise, however, was narrower than usual. Prices of agricultural, livestock, and
marine products showed a downward trend briefly in March owing to the expanded
supply of vegetables. But they marked a sharp rise again in both April and May
due to sluggish shipments of fruit and vegetables following frequent storms of
yellow dust and heavy rainfall. Industrial product prices, which.had marked a
downward trend in the latter half of the previous year, shifted upward early this
year, helped by increased prices for petroleum produc's in the wake of higher
international oil prices. This upward trend was sustained until May. Mainly owing
to the cut in some public service charges, including those for piped natural gas and

mobile phone use, service prices dropped temporarily in February. But overall
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service prices maintained a nsing trend this year due to the continued rise in

housing rents and personal service charges.

Led by housing rents and personal service charges, core inflation, which stripped:
out non-cereal agricultural products and petroleum fractions from the CPI, kept on
upward trend “uring the first quarter compared with the last month of the previous
quarter. But the scale of the rise was smaller in most years. Accordingly, year-on-
year core inflation stood at the 3.0 per cent level, substantially below that in the

latter half of the previous year.

Producer prices, which had been on a decline since the latter half of the previous
year, rose by 1.7 percent during the first quarter of this year compared with the last
month of the previous quarter, affected by the KRW’s depreciation, the increased
prices of some raw materials, and the reduced supplies of some agricultural
products as a result of seasonal factors. However, their year-on-year rate of
increase was negative by a small margin thanks to a fall in producer prices in the
latter half of the previous year. From April, however, their year-on-year rate of
increase shifted to an uptum as prices of petrochemical products continued to rise
following a hike in international oil prices and prices of agncultural, forest, and
marine products soared owing to poor production amid unfavorable weather

conditions.

Viewing the trend of producer prices by sector from the first quarter of this year
compared with the last month of the previous quarter, those of agricultural, forest,
and marinc products rosc sharply in the first quarter due to scasonal factors,
including supply shortages during the winter season and the spike of demand for
the Lunar New Year holidays. These prices dropped temporarily in April, affected
by an increase in shipments of vegetables, but rose again in May due to inactive
shipments of vegetables and fruit following adverse unfavorable weather

conditions. Manufacturing industry product prices climbed during the first quarter
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owing to the depreciation of the KRW against the U.S. dollar, a hike in prices of
some imported raw materials, including crude oil and wool, and higher
international prices of petrochemical products and reinforcing bars. They
continued to rise in both April and May, headed by those of petrochemical
products. Service prices, whic}; had shown stable movements during the fourth
quarter of the previous year, rose sharply during the first quarter owning to a rise in
construction-related service charges and higher office rental charges. In both April
and May, their rising trend contirfued centering on service charges in the
transportation and communication sector, including railroad fares, express and

cross-country bus fares, expressway tolls, and public phone charges.
4. Balance of Payments: Current Account

The surplus on the goods account expanded to 3.3 billion dollars during the first
quarter from the previpus quarter’s 2.2 billion dollars (Table 8). On the other liand,
the deficit on the service account widened slightly from the previous quarter. Asa
result, the surplus on the current account increased slightly from the previous
quarter to 1.7 billion dollars. However, the current account in Aprl was in
equilibrium as the growth rate of imports exceeded that of exports and the external

payment of dividends increased.
5. Real Estate Prices

Table 9 shows the recent trend of real estate prices. The upward trend of real estate
prices, such as housing prices and housing rents, accelerated during the first
quarter, centering especially on Seoul, Seoul metropolitan area, and some large
citics, reflecting the burgeoning seasonal demand in spring. Land prices, which
had held relatively stable during the previous year, showed a rise in S.eéul and
Seoul metropolitan area, affected by a rise in housing prices and the lifting of

restrictions on development in the green belts. However, the upward pace of
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housing prices and housing rents slowed down markedly with the close of the
season favored lor moving house and a series of govemmenf measures to stabilize
real estate prices. In May, when few people wish to move house, the rising pace

abated further.
6. Financial Market

Figure 4 shows three market interest rates, i.e. overnight call rate, yield on three-
year treasury bonds, and yield on three-year corporate bonds. During the first
quarter of 2002, the overnight call rate showed stable movements at around the 4.0
percent level at which the BOK maintained its call rate target. However, yields on
Treasury bonds and corporate bonds, which had maintained an upward trend since
the previous October, showed a stable downward trend early this year due to
uncertainties surrounding the pace of economic recovery a;d prospects for an
improvement in the demand and supply conjuncture in the bond market. In early
March, their yields shifted upward on the improved showing of economic
indicators both at home and abroad. Accordingly, yields on Treasury bonds and
corporate bonds (AA-grade) edged up from 5.91 per cent and 7.04 percent

respectively at the end of last year to 6.39 percent and 7.07 percent.

The overnight call rate in April hovered around 4.0 percent, the call rate target set
by the BOK. This target was, however, raised slightly to 4.25 percent in May in
order to preempt possible excessive liquidity and call market rates edged up
correspondingly. In contrast, yields on Treasury and corporate bonds showed a
downward trend mainly owing to the protracted b;arishncss of the stock market,
the apprehension that the recovery of the U.S. economy might be delayed, and an
improved interplay of demand and supply situation in the bond market. They slid

to 6.14 percent and 6.90 percent, respectively, as of the end of May.
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The Korean composite stock price index (KOSPI) continued its upward trend early
this year owing to expanded buying of stocks by forcign investors, but it
experienced a series of sharp ups and downs from mid-January according to a
correction phase following the surge of stock prices during a short-term period and
the trend of U.S. stock price r;lovements. (See FigureS of KOSPI) After the Lunar
New Year holidays, however, it returned to an upward trend, boosted by the
impending settlement of the negotiations for the sale of Hynix Semiconduéto-r, and
the bullish U.S. stock markets. Accordingly, KOSPI soared by about 30 percent
from 693.70 points at the end of the previous year to 895.5% points at the end of
March. The KOSDAQ index showed similar movements, posting 92.73 points at

the end of March, up from 72.21 points from the end of the previous year.

In April, the KOSPI registered a peak for the year so far of ¥37.61 points on April
18, but after that it plunged sharply owing to the spread nf a mood of caution
following the rapid rise of stock prices within a brief period and the unease of the
U.S. stock markct;. With the beginning of May, it rebcunded bricfly, before
resuming its downward trend. Consequently, the KOSPI and KOSDAQ index fell
to 796.40 points and 69.78 points, respectively, at the end of 'fay.

The Korean won, which had appreciated against the U.S. do:.ar in early March due
to the strengthening of the yen, shifted to a depreciating trer. as the Japanese yen
weakened in mid-March and foreign stock investment fund: posted a net outflow
from the foreign exchange market. The won sofiened to 1,322.0 won per dollar, its

lowest exchange value for the year so far in mid-Apnl.

However, the Korean won subsequently appreciated she-ply against the U.S.
dollar, closing May at 1226.3 won per U.S. dollar, thanks t. the weakening of the
U.S. dollar against major currencies in international financ 2l markets from mid-
April, the expansion of forcign currency supply with an i~low of foreign stock

investment funds in May and expcctations of the won’s furter appreciation on the
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recovery of the Korean domestic economy.

Meanwhile, the Korean won weakened steeply against the Japanese yen in early
March, trading at 1,027 won per 100 yen in international financial markets. From
mid-March, however, the won regained some of its lost ground due to the shift of
the yen to a depreciation, posting a rate of 998.0 won per 100 yen. As the U.S.
dollar weakened against major currencies in international financial markets in
April and the appreciation of the yen against the dollar outpaced that of the yen
against the dollar outpaced that of the won, the Korean currency depreciated
slightly, posting 1,008.31 won per 100 yen at the end of April. In May, as the
strengthening of the won against the U.S. dollar was greater than that of the yen,
the won again appreciated slightly in yen terms to register 998.50 won per 100 yen

at the end of the month.

The growth of banks’ depusit-taking accelerated greatly during the first quarter of
this year as short-term deposits surged amid the expanded supply of liquidity
through the government and private sectors credit. (Table 10) However, deposit-
taking by banks’ trust accounts fell Sharp!y as the downward trend of placements
in New Pension Trusts deepened on expectations of lower yields on the operation
of these assets and the withdrawal of funds from maturing Tax-Free Houschold
Trusts continued. On the other hand, deposit-taking by investment trust companics
shifted to a sharp rise as deposits in MMFs surged with the return of funds, which
had been shifted out of these products at the year-end, and brisk sales of stock
beneficial certificates on the back of the bullish stock market. Deposit-taking by
merchant banking corporations also increased, affected by the return of funds that
had been temporarily withdrawn for the year-end closing and the movement of

short-term operational funds at financial institutions into bills issued and CMAs.

Duriug Apnl and May, deposits at banks increased owing to the continuous supply

of private sector credit which offset the liquidity absorption by the government
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sector, including the payment of corporate and value added taxes. The pace of the
decrease in deposit-taking by banks’ trust accounts, however, slowed down
remarkably with a sharp reduction in the retirement of funds from maturing New
Pension Trusts and Tax-Free Household Trusts and the brisk sale of Specified
Money Trusts, led by those whose funds are assigned to CP. Deposit-taking by
investment trust companies decreased as the inflow of funds to stock-linked
products was inactive owing to a co?tinued stock price correction phase as well as
seasonal factors, such as tax payments. That by merchant banking corporations
meanwhile suffered a reduction affected by the massive withdrawal of corporate

funds for the payment of taxes.
7. Monetary Aggregates

Duriny the first quarter of 2002, the growth rates of M2 and MCT+ accelerated to
14.6 percent and 13,7 percent, respectively. (Table 10) This mainly reflected
expanded fiscal spending and a sharp rise in private sector credit through bank
loans, such as the continuous growth of loans to houscholds and small and medium
enterprises, whose effects more than offset the monetary absorption by the
government sector, which expanded sharply owing to increased collections of
value added tax. The growth rate of M3 also rose by 12.1 percent as liquidity
supply through banks increased and deposit-taking by investment trust companies
shifted to 2 rise. The growth rate of reserve money rose to 10.5 percent, in
response to a surge in currency in circulation in order to the demand for cash on

the occasion of the Lunar New Year holidays.

During April and May, M2 growth slipped as funds migrated from bank deposits to
the market for the purchase of financial debentures while the monetary absorption
by the .govémment sector soared owing to the increased tax reveﬁhcs, including
ihose from composite income tax, and to sales of government-held stocks in Korea

Telecom.
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8. Corporate Finance

Information of corporate fund raising is listed in Table 12 during the period of
2001 and 2002. Bank lending during the first quarter increased sharply due to the
lending of funds gathered from the redemption of borrowings by large companies
at the year-end, a sharp rise in loans to small and medium enterprises, which
needed short-term working capital to meet payment of value added tax, the rising
demand for funds on the occasion of the Lunar New Year holidays, and the
economic recovery. The net issuance of CP also shifted to a rise mainly owing to
the re-issuance of paper, which had been retired briefly at the year-end, as well as
to the increasing appetite for it on the part of investment trust companies on the
wake of their brisk sales of MMFs. The scale of the net redemption of corporate
bonds meanwhile dwindled as the volume of maturing issues fell and institutional
investors’ appetite for them rose owing to the easing of_won'ies over possible

corporate credit risk.

During Aprl and May, bank lending maintained a continuous upward trend as
loans to small and medium entcrﬁrises increased owing to the rising demand for
short-term working capital by smaller companies and banks’ efforts to expand iheir
lending, even though loans to large companies declined slightly due to their
improved cash flow. The net issuance of CP also continued to rise in response to
expanded CP purchases by Specified Money Trusts at banks and by mutual credits.
However, the net redemption volume of corporate bonds expanded as companies

declined to roll over maturing issues in order to improve their financial structure.

-

9. Economic Prospects for 2002

The world cconomy in the second half will continue to recover at a gradual pace
although uncertainties over the U.S. economy are running high. The U.S. economy

has shown some signs of financial market instability, triggered by recent sharp falls in
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stock prices and the depreciation of the dollar. However, 1t is not expected to suffer a
double dip at this point. Major forecasting agencies see the U.S. economy exhibiting
growth at the 2 per cent level in 2002 despite the spreading uncertainties. But if
U.S. financial market instability deepens, due to revelations of corporate
accounting irregularities involving creative accounting practices or a worsening of
Central and South American economies, the spreading of negative effects such as a
weakening of consumer confidence is inevitable and the pace of economic rebound

would be slowed down subsequently.

The Japanese economy, having shown some easing of the protracted in the early
part of this year, is expected to get back on track in line with an expansion of
export increase amid the global economic recevery. For the year 2002 as a whole,
however, it will continue to exhibit negative growth. The euro region will continue
to stage its economic revival slowly but steadily, backed by increased
consumption. The Japanese yen will continue to maintain the strong trend
exhibited since Aprzl. This judgment is predicaied on the large current account
deficit of the U.S., dampened investor confidence in the U.S. economy,

expectations of a Japanese economic rebound and so forth.

International oil prices are projected to remain stable in the second half of the year.
International oil prices had surged up until mid-May 2002 before shifting to a
decline. Now they are moving at around the 25 doliar/barrel level. In the second
half, the demand for .c}udc oil is increasing, amid the economic recovery
worldwide. However, oil prices are predicted to maintain a similar level to their
second quarter average (25 dollars per barrel based on Brent crude) or to edge up
only slightly as non-OPEC oil producers attempt to expand their production and
stocks of petroleum are maintained at a stable level. Prices of other raw materials,
centering on those for industrial use, will continue to rise gradually in response to

the global economic turnaround.
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Household and corporate sentiment is expected to be generally positive, but not as
favorable as in the first half due to growing uncertainties about overseas economic
conditions in the U.S. in particular. The CSI on consumer expectations and the
BSI on prospects for business conditions recorded a slight decline recently, but this
outlook remains positive. Labor-management unease will re-emerge in the second
half of the year. Collective negotiations on wages, which had been delayed due to
the World Cup, will be concentrated in the second half of the year. Conflicts of
interest may deepen, concerning the implementation of the five-day workweek. In
addition, the social atmosphere may be relaxed in the run-up to the presidential

elections.

Major domestic forecasting institutes recently revised their economic forecasts
announced at the beginning of this year® Table 13 summarizes the economic forecast by
KDI announced in July 2002. Under the major assumptions described above, the Korean
economy is expected to rise up to lower 6 percent as domestic demand maintains its
steady growth trend while export growth accelerates with the world economic
recovery. Private consumption is expected to increase to the 7 percent range this year,
however, the effects of expansion of consumer credit, increase in asset prices,
improvement in terms of trade, among others, are expected to decrease within the
second half, resulting the growth trend to slightly slow down. Equipment investment
is expected to increase sluggishly compared to the previous quarter, however, in the
second half of this year, as a rebound to last year’s stagnation, the growth rate is
expected to rise significantly recording in the range of 10 percent. But construction
investment growth is forecasted to slow down sl‘ightl.y in the second half, registering
an annual growth rate of 9-10 percent. Export in the second half of this year, due to
the recovery of the world economy and as a rebeund to last year’s stagnation, is
expected to increase to 10 percent range. Import is expected to increase to 14-15
percent due to the expansion of the economic growth trends and appreciation of the

KRW exchange rate.

? KDI announces their revised outlook regularly quarter through quarterly journal, KDI Economic
Outlook. We cite the KDI economic cutlook in this section.
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Current account is forecasted to remain at 4-5 billion dollars in surplus despite
exparision in exports because appreciation of the KRW results a significant increase in
imports in the second half of this year. Consumer price due to increase in domestic
demand and increase in wages, has been under sustained inflation pressure. However,
consumer price is forecasted to remain at 2.8 percent due to the KRW appreciation.

Due to the instability of the U.S. financial market resulting increasing uncertainty in
the intemational financial market, such faciors may negatively affect the Korean
economy. On the other hand, due to the insecurities of the U.S. financial market and
improvement of Koreas- credibility, the capital inflow into the domestic economy

might increase, resulting potentially faster economic growth than expected.

III. Economic Reform and Restructuring Process

Causes of the 1997 crisis were largely investigated and many policy
recommendations were given according to those investigations. Major reform
policies were applied to corporate sector and financial sector. The reforms included
measures to boost competition, strengthen corporate governance and resolve
problems in the financial sector by the use of public money to address the non-
performing loan problem and to re-capitalize financial institutions. The goal of the
Korean economic reforms was to create a market based economy. The Korean .
government believed that such policy actions would lay the foundation for the
expansion by boosting investor confidence, encouraging large capital inflows and
helping to normalize financial market conditions. The paper will discuss the most
important policy actions and instruments given to treat the main causes of the

cnisis.?

* MOFE (2001, 2002a) and OECD(2001) provide excellent survey of the Korean Economy after the
crisi;. For the future policy direction, refer to MOFE (2002b) and Lee (2002).
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1. Financial Sector Restructuring

A. Banks and Non-Bank Financial Institutions

Authorities closed or sﬁspended a number of non-viable financial institutions,
including 16 merchant banks, five cdmmercial banks, six securities brokerages,
and four insurance companies. As -of January 20, 1999, 86 financial institutions
have been closed or suspended of operation. Of the .25 commercial banks, 13
banks satisfied the BIS ratio requirement of eight percent at the end of 1997.
Having reviewed the rehabilitation plans submitted by the remaining 12 unsound
banks, the Financial Supervisory Commission (FSC) classified them into two
categories: “disapproved” and “conditionally approved”. Five banks whose
rehabilitation plans were rejected by the FSC were “disapproved”, and seven banks
were “conditionally approved” and ordered to fulfill the corrective actions imposed

by the FSC. -

The five non-viable banks were liquidated through purchases and acquisitions
(P&A) in July 1998 and their assets were transferred to acquiring banks selected
on the basis of financial soundnessr(BIS ratio of 10 percent or higher), long-term
business strategies, and comparative advantages. (Table 14} The seven viable
banks dubbed “conditionally approved” by the FSC took corrective actions
imposed by the commission to further improve their soundness. In particular,
Hanvit Bank - the merger creation of the Sangup Bank and Hanil Bank - was
established in early 1999. In addition, Chohung Bank, Kangwon Bank, and
Hyundai Merchant Banking Corporation announced the merger by the end of
March 1999. Chungbuk Bank was also ordered to_merge with the three banks at
the beginning of February 1999,

The remaining two ‘‘conditionally approved” banks not involved in the merger
deals are taking rehabilitation actions that include disposal of non-performing

loans, recapitalization, and strecamlining of business operations. Most important of
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all, Korea First Bank, one of the two nationalized banks, was finally auctioned off
to Neowbridge Capital Consortium of the United States on the last day of 1998.
Similar deal for Seoul Bank is in the concluding stage of the negotiations with

competitive intemational bidders.

-

Of the 13 healthy banks, Kookmin Bank and Korea Long Term Credit Bank
(KXLTCB) merged into Kookmin Bank, while Hana Bank and Boram Bank alsu
merged into Hana Bank in early 1999. The FSC gave similar treatment to the
restructuring of non-bank financial institutions. Self-rehabilitation measures under
the initiative of major shareholders are being implemented, with the FSC closely
monitoring the progress. Should the self-rehabilitation measures prove inadequate,
the institution shall be subject to either corrective actions or closure. As of January
20, 1999, 43 non-bank financial institutions had their licenses revoked, and 38

were suspended.

-

B. Public Support for Financial Restructuring

Ridding the banking sector of NPLs is an important part of the financial sector
restructuring, Thc FSC estimation of bad loans held by the Korean banks at the
end of June 1998 totaled KRW 136.0 trillion, of which KRW 72.5 trillion worth
are the less problematic “precautionary” portion, defined as those that fell in
arrears for three to six months. Hence, the problematic NPL portion is a smaller
part of the bad loans, or some KRW 63.5 trillion. Disposing of the NPLs is a
staggering task; however, actual amount of cash involved in the implementation is
only a fraction of the total amount of the NPLs. The strategy is as follows: Korea
Asset Management Corporation (KAMCO) modcled after the U.S. Resolution
Trust Corporation (RTC) would purchase the NPL from the bank at market value
which is only a fraction of the book value. But KAMCO does not pay for the
purchase in cash but in kind with its own issuance of bonds. The Korean
government guarantees the KAMCO bonds and agrees to pay for the interest at
maturity in cash. The banks welcome such arrangement, since government-

guaranteed bond holding raises the BIS capital ratio.
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The same strategy is employed in the recapitalization of the banks. Korea Deposit
Insurance Corporation (KDIC) modeled after the United States' FDIC pays for the
capital subscription of the bank not in cash but in kind with the issuance of its own
bonds. The Korean government guarantees the KDIC bonds and agrees to pay for
the interest at maturity in cash. The bank welcomes the receipt of the government-

guaranteed bond, since such bond also raises the BIS capital ratio.

In both of these NPL disposal and recapitalization operations, the amount of cash
transaction is brought to a minimum. At the same time, the amount of fiscal
support can also be minimized. KAMCO has the power and plans to resell its
purchased NPLs to retrieve the cost of the purchase and minimize the eventual
burden on the public. Likewise, KDIC also plans to sell its acquired equities of the
banks to the private sector foreign or domestic, not only to minimize the eventual

burden on the public but also to repnivatize the acquired bank.

By the end of 1998, KAMCO issued KRW 19.9 trillion worth of government-
guaranteed bonds to purchase KRW 44 trillion worth of NPLs from the banking
sector. KDIC by the same time also issued KRW 21 trillion worth of its
govemment-guaranteed bonds for recapitalization and depositor protection.
Hence, KAMCO and KDIC together financed a total of KRW 40.9 trllion for the
financial sector restructuring by the end of 1998. With additional KRW 23.1
trillion financing in 1999, the total financing to will amount to KRW 64 trillion.

KAMCO plans to sell KRW 16 trillion worth of NPi,s in 1999. Eventually it plans
to dispose of 98 percent of the purchased NPLs to«edeem 91 percent of the cost of
NPL purchase. To prevent moral hazard in the financial industry, cost redemption
will be closely monitored by the Financial Supervisory Service (FSS), the newly
created executive body of the FSC. Furthermore, should the financial sector
restructuring require more financing for unexpected reasons, necessary financing

will be mobilized by KAMCO's sale of acquired assets and issuance of asset-
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backed securities (ABS) and KDIC’s sale of acquired equities.

C. Capital Market Liberalization and Foreign Direct Investment Promotion

Capital market liberalization arid promotion of FDI are also important aspects of
the restructuring. Measures 'taken by the Korean govemment to liberalize the
capital market and promote FDI since the outbreak of the cris.s reflect not just the
changes in policy matrix, but more fundamentally the change in the government's
philosophy. Complete removal of foreign equity ownersaip ceiling in May 1998,
complete freedom for foreign investors to make hostile M&A from May 1998,
complete freedom for foreigners to invest in local bonds and short-term money
market instruments, complete liberalization of foreign cxchange transactions from

April 1999 - the list goes on.

The Korean government's renewed zeal for attracting FDI is another case in point.
The new Foreign Inv.estment Promotion Act, drafted and legislated after months of
intense deliberation, abolishes and replaces the old legal framework on FDI The
new FDI policy of “promotion and support” annuls the old “regulation and
management” approach. Newly set up Korea Investment Service Center (KISC) at
Korea Trade Investment Promotion Agency (KOTRA) now provides convenierit
one-stop service to all prospective foreign investors. Local autonomies now have
greater discretion in attracting FDI in their own jurisdictions. Extensive tax
exemptions are given. » "High-tech industry FDI, for instance, is given full
exemption of corporate and income taxes for the first 7 years and additional 3
years of corporate and income tax break at 50% reduction. Local autonomies can
give additional breaks on local taxes at discretion. The goal is to make Korea the
most investor-friendly destination for FDI in the world. Having attracted record
$8.9 billion in FDI in 1998, the government is confident that 1999 inducement
would reach target $15 billion.
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D. Liberalization of Foreign Exchange Transactions

Implementing full liberalization measure, the new Foreign Exchange Transaction
Act replaces the old Foreign Exchange Management Act. The new law that goes
into effect in April 1999 liberalizes corporate overseas borrowing, and establishes
futures market. In addition, Korea will see a significant expansion of financial
derivatives market. The Korea Futures Exchange (KFE) is preparing for its
inauguration in April 1999. Improved credit ratings of Korean financial institutions
and deregulation of foreign exchange transactions will facilitate the growth of

financial derivatives market.

The liberalization of foreign exchange transactions, however, also raises new
challenges. Rapid, borderless transaction of short-term capital may destabilize the
foreign exchange market and render the Korean won more susceptible to
speculative attacks. As a result, the government devised various measures to
counter potential market instability. Reinforcement of prudential regulations and
supervision of financial institutions are one measure. On January 1, 1999, the
Financial Supervisory Service was inaugurated to consolidate financial sector

supervisory authorities and strengthen the supervision function.
2. Corporate Sector Restructuring

The corporate sector restructuring has been led by the creditor banks under the
Five Principles of Corporate Restructuring agreed betiveen the government and the
business leaders in early 1998. The government assisted the private sector
initiative by providing the legal and institutional frax‘nework of the five principles -
enhancement of corporate governance, prohibition of cross-guarantees between
business aifiliates, improvement of corporate financial structure, business
concentration on core competence, and responsibility reinforcement of governing

shareholders and management.
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A. Enhancement of Corporate Governance

To reinforce management transparency and accountability, top thirty chaebcls and
all listed companies were required in February 1998 to organize “independent audit
committee” represented by mhnority shareholders and creditors. In addition, to
rectify the practice of illicit control of the firm through proxy equity participation,
the system of outside direc.tor was adopted. Appointed by the shareholders
meeting from among revered personalities, the outside director represents the
interests of minority shareholders and the public interest at large. All listed
companies are required to appoint outside directors, and by October 1998 all 752

listed companies appointed 764 outside directors.

To enhance the credibility of corporate accounting, the firms are required from the
fiscal year 1999 to adopt strengthened accounting standards and to publish
combined financial statements. Fighting another corporate ailment that may lead
to simultaneous dilapidation of involved affiliates and render inefficiency and
discrimination, the Fair Trade Commission (FTC) investigated unfair inter-affiliate
transactions of chaebols, and fined the top five chaebols a total of KRW 91.3
bilkon penalty. To strengthen the FTC”s supervisory function, the Commission
secured the legal authorization of a two-year power to request financial

informations from the financial institutions.

B. Chaebo! Restructurihé

Top five chaebols and their creditors reached agreement on debt reduction and
other restructuring measures in early 1998 and verbalized the agenda for chaebol
reform as follows: (i) Adoption of combined financial statements from the fiscal
year 1999, (ii) compliance with international standards of accounting, (iii)
reinforcement of voting rights of minority shareholders, (iv) mandatory
appointment of outside directors, (v) establishment of external auditors committee,
(vi) prohibition of cross-subsidiary debt guarantees from April 1998, (vii)

resolution of all existing cross-decbt guarantees by 2000.
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Another element of the corporate restructuning involves business swaps between
top five chaebols to streamline over-investment and enhance efficiency in such key
industries as semiconductors, petrochemicals, aerospace, rolling stock, power plant
equipment, vessel engines, and refining. In December 1998, the top five reached
agreement on much of the deals and are currently working on closing the rest of

the deals.

Following the December 7th agreement, the “Big Five” signed financial pacts with
their creditor banks that called for dramatically reducing the number of their
subsidiaries from 272 at the end of 1998 to 136 by the end of 2000. In addition,
the top five chaebols pledged to slash their debt-to-equity ratios and improve their
financial structure by asset sales, recapitalization, and $ 28.8 billion foreign capital

inducement.

All five chaebols have already eliminated all cross-debt guarantees within each
group. Chaebols pledged to enhance management transparency by shifting the
management control to the board of directors, appointing outside directors and
independent auditors for their affiliates, and prepanng for filing group-wide

combined financial staterents.

C. Non-Viable Firm Exit

In May 1998, creditor bank‘s established a formal review committee to assess the
viability of 313 client firms showing signs of. financial weaknesses. Upon
completion of their evaluation, creditor banks listed 55 firms as non-viable, of
which 20 are affiliated with top five chaebols, and 32 with top sixty-four. The

outstanding loans to the 55 non-viable firms were approximately KRW 5 tnllion.

Creditor banks denied new credit and cross-subsidy bailout to dismiss these 55
non-viable firms out of the market. Legal proceedings for corporate rehabilitation

and bankruptcy filing were simplified in February 1998 to facilitate market exit of

non-viable firms and to ensure better representation oi creditor banks in the
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resolution process.

D. Corporate Workout Programs
Procedural simplification for market exit also has important implications for
corporate workouts, in that the presence of expeditious exit scheme better induces

more efficient negotiations frr the workouts programs between the creditor banks

and the firms.

The IBRD has been actively participating in the Korean workout programs. The
Bank provided Korea with expertise and the Technical Assistance Loan of $ 33
million to employ outside experts as advisors for the design and implementation of

corporate workout programs.

E. Workout Programs for SMEs

Corporate workout is extended to small and medium enterprises as well. Creditor
banks have evaluated the financial status of approximately 22,000 SMEs with
outstanding loans of one billion won or more. Approximately 13,000 firms listed
as viable were selected as candidates for workout programs. So far, creditor banks

concluded workout programs with more than 11,800 SMEs.
3. Labor Market Reform®

Korea achieved substantial progress in labor market reform since the inauguration
of the Tripartite Commission and revision of Labor Standard Act (LSA) which
legalized layoffs for managerial reasons. The landmark achievement of labor
market flexibility rallied corporate sector restructuring and enhanced corporate
competitiveness. The labor dispute at Hyundai Motors and its subsequent

resolution in August 1998 showed an example of the social acceptance of the new

> Martin and Torres (2000) argued that Korea should not reduce the momentum of labour market



KR-26 Country Paper: South Korea

principle of labor flexibility.

The same social acceptance of the new labor reality was again ascertained in the
subsequent labor disputes between the nine financially troubled commercial banks
and their labor unions. The two sides reached the agreement to reduce the
workforce by 32 percent for managenial reasons. When the government later took
stern actions agains. illegal strnikes at Mando Machincry, one of the largest auto

parts producers, it received no serious social resistance.

Social adjustment to the new labor practice i1s complemented by the government's
effort to reinforce the social safety net. In 1999, the government is spending KRW
7.7 trllion up from KRW 5.7 trillion in 1998 on various programs of
unemployment protection. Employment insurance system has also been

augmented to cover all regular, temporary, and daily employees.
4. Public Sector Reform

Public sector reform is an urgent issue. Poor productivity and rampant inefficiency
int the public sector beg thorough-going reform. State-owned enterprises (SOEs),
in particular, require drastic overhaul by means of privatization and/or
management reform is necessary. Twenty public institutions of the 109 SOEs have

already been privatized in 1998. More such actions are planned ahead.

The 89 subsidiaries of the 30 parent SOEs are also subject to privatizaﬁon or
management reform: Future status of the 21 subsidiaries of those SOEs for
immediate privatization in 1999 will be determined by the new acquiring private
management. Of the remaining 68 subsidiaries, 31 will be privatized either

immediately or in time, while 37 will be restructured or consolidated.

and soctal policy reforms despite her impressive recovery from the 1997 crisis.
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Downsizing of the government is also an important feature of the public sector
reform to raise efficiency. The government streamlined its organizational structure
in February 1998. It plans to reduce its employees by 11 percent, or approximately
18,000 out of 162,000 employees, by the end of 2000. 9,084 jobs were eliminated
in 1998. 6,400 more will be cut‘in 1999, and 3,400 more in 2000.

Local autonomies have also streamlined their organizations. By September 1998,
35,070 jobs, or 12 percent of the total, have been eliminated. In conjunction with
the government reform, the quasi-government sector, including public institutions

and vanous government-affiliated associations, has also been streamlined.

Elimination of excessive regulations is another important task in the public sector
reform. The Regulation Reform Committee (RRC) has abolished 4,465
regulations, some 40 percent of the 11,125 total. 23 laws were abolished, and 248
laws revised. These iumbers speak for the govemment's strong commitment to
drasticélly reducing unnecessary regulations. Abolition of unnecessary regulations
is also conducive to enhancing transparency in corporate, financial, and public
sectors. At thc‘same time, the ongoing reforms will make Korea’s regulatory

system more in line with the frameworks of the WTO and the OECD.

Above all the long-term goal of the Korean economy is to build a knowledge-
based Korea rich in human resources and intellectual capital that leads the world at

the forefi.at of human creativity. To do this, reform and restructuring can only be

accelerated in many respects.

IV. Policy Evaluation

With the new framework established by the reforms, the Korean economy

benefited from buoyant world demand in 1999 and 2000. Particularly performance
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of <2 mformation and communications technology sector was outstanding. It is
perZy due to the KRW depreciation. We evaluate two of important reform policies
regznding banking sector in this section, increased concentration ratio (CR) in

bzaniang industry and inappropriate usage of public funds.
1. Increased CR in Banking Industry

Banking sector restructuring since the currency crisis had reduced the number of
Korzan banks to 14 as of the end of 2001, from 30 at the end of 1997, through the
market exits of ailing banks arid mergers between banks. This sharp reduction
within such a short period is generally considercd as having been an inevitable step
toward heightening the international competitiveness of the Korean banking
industry by bringing about the resolutions of financially troubled banks and
enlarging domestic banks’ scales. However, now that the nuember of banks las
been halved in less than four years, and that several m=ga-banks have come into
being. it seems right time to check the possibility of this increased concentration in
the Korean banking industry causing adverse side effects, for example, on

competition in the market.

In general, the degree of market concentration indicates the possibility of a
monopoly or a restriction of competition taking place in a certain market or
industry, and this is measured by the CR and the Herfindahl-Hirshman Index
(HHI). Kim W.J. (2002) demonstrated that the Korean banking industry was, by
and large, a competitive market before the currency crisis according to the CR and

HHI measurements for the bank deposit and bank loaa market.

Triggered by the recent banking sector restructuring, however, it has become
“moderately concentrated,” following the definition shown in the guidelines of the
U.S. Department of Justice. This result suggests that there is little possibility that

probiuins such as monopoly in the banking industry many arise in the domestic

*
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banking market for now. It also suggests, however, the possibility of the Korean
banking market turning into “a highly concentrated banking market” cannot be
ruled out if mergers, especially those centering on large banks, continue. In fact, it
is widely argued that additional mergers between banks are necessary to further
enhance international competitiveness, in that it is desirable to bujld up market

power for the sake of effectiveness.

However, given Korea’s relatively unfavorable competitive éonditions, for
instance, its higher entry barmiers compared with those in ﬁnaricialiy advanced
nations, these research results raise concerns that further concentration in the
Korean banking sector might lead to side effects such as increased burdens for
consumers of bank services, restnictions on the effectiveness of monetary policy

and the heightening of systemic risk.

Thus, it is dcsirabl; to maintain competition in the domestic market at an
appropriate level by strengthening competitiveness through mergers between small
and medium-sized banks, rather than led by larger banks. Also, considering the
fact that the Korean banks’ relatively lower international competitiveness stems
not only from the small scales of their businesses but also from intermal hurdles
including their lack of managerial independence and shortage of expert staff, it
seems necessary to enhance banks’ international competitiveness by improvements
In governance structures and resolutions of non-performing loans, quite apart from

the enlargement of their scales.

In terms of legal and institutional arrangements, guidelines for bank mergers
should be set up which are different from the existing ones for corporate mergers,
so as to reflect the peculiar nature of the banking industry. Prudential supervision
should also be strengthened to prevent the failures of banks which are larger than

ever before.
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2. Public Funds Usage

The Korean government pumped approximately KRW 156.3 trillion in public
funds into ailing financial institutions between November 1997 and May 2002 to
revive a financial system as shown in Table 15.° Had these public funds not been
made available, the effects on the Korean economy could have been catastrophic.
These public funds were raised by issuing government-backed KDIC and KAMCO
bonds (KRW 102.1 trillion), recycling retrieved public funds ( KRW 32.2 trillion),
and dipping into the government budget { KRW 22 trillion). The effects of these
public fund expenditures were maximized by prompt and effective use. By the end
of May 2002, public funds spent on financial restructuring were allocated as
follows: equity investment (KRW 60.2 trillion); financial contributions and deposit
insurance payments (KRW 42.5 trillion); non-performing loan purchases (KRW
38.7 trillion); and the purchase of other assets (KRW 14.9 trillion).

Not only the financial institutions that received public funds directly, but every
Korean citizen has benefited from these expenditures. This public fund spending
allowed Korea to eliminate structural defects the economy accumulated over a
period of years and resulted in a more sound and transparent financial sector. The
resulting financial market stability has expedited economic recovery especially in

the areas of production and employment.

Consequently, within just four short years, Korea has successfully overcome a
financial crisis to regain an A-level credit rating. It 1s worth noting that during the

course of financial restructuring, the notion that large financial institutions are not

exempt from market forces has taken root.

¢ K. Kim (2002) explains mixed results of financial restructuring including the issue of public
funds in detail.
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V. Remaining Issues

1. Presidential Election in December

-

There will be a presidential election in December 2002. There are all three
elections including this one in this year. The government should take extra caution
to prevent distorted policy-making, particularly with regard to economic
restructuring and law enforcement, by political considerations related to the
coming election. Also the privatization schedule of govemment-owned banks
should be carried out as planned and non-bank financial institutions should be

privatized as soon as possible regardless of the coming presidential election.

2. Five-Day Workweek System

-

In accordance with the ever-changing business environments, the shortening of
working hours is being discussed in earnest. VReprescntatives of labor unions assert
that the ﬁvc-day‘workweek system which is currently carried out from July 2002
in banking sector, would reduce unemployment and maintain hiring status, while
management insists that labor productivity must be improved in proportion to the
shortened working hours. Opinion for the necessity of introducing the five-day
workweek has gained recognition nationwide since debate has recently centered on
the improvement of workers’ quality of life, the need for employees to develop

their job skills, employment creation, and so forth.

The Tripartite Committee comprising of representatives from labor, management,
and the government attained substantial consensus as to the basic principle on the
shortening of working hours in October 2000. The main contents of the basic
agreement are as follows. Shorten legal working hours to 40 hours a week and
reduce total working hours to 2,000 hours in one year. Improve the holiday and

paid leave system to meet global standard. Shorten working hour in stages,
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according to the type and size of the business. The issues of disagreement center
on the upper limit monthly and annual paid leave, wheiner or not wages should be
cut along with shortened working hours, and the timely implementation of the five-
day workweek system. It is anticipated that public sector organizations will be the
first to adopt the five-day workweek system. Its implementation in the private

sector will be phased in thereafter, according to the type of business.

Baek and Oh (2001) investigated the short-run production effect of the reduction of
legal working hours on the Korean economy by industry. Main result shows that
the short-run production effect on the Korean economy is negative in all industry.
Especially manufacturing industry is most severely affected by the reduction of
legal working hours. The government announced a revision of the Labor Standard
Act in accordance with the five-day workweek system because the Tripartite
Committee recently did not reach an agreement on the shortening of working

hours
3. Introduction of FLC

It is obvious that the Korea's financial system cannot establish a sound footing as
long as the degree of credit risk and instability in the corporate sector remain high.
As a result of regulatory reforms for financial institutions in the wake of the 1997
financial crisis, the operafing principle of Korean banks has changed from
relationship-based banking to arm's-length banking. The key to this change was
the introduction of forward-looking criteria (FLC) for loan classification. The
FLC-based regulatory framework was adopted to push ahcad with financial and
corporate restructuring simultaneously. Regulators were keenly aware that the
financial and corporate sectors are inextricably linked making it necessary to
reform the two sectors at the same time. This point was well illustrated by the
banks' performance in 1999 and 2000. During the two years, banks recorded large

losses, despite a strong recovery of the Korean economy, due to high provisioning
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against further increases in non-performing loans.

Simply put, FLC require banks to assess a loan on the basis of the borrowers'
future capacity to repay, instead of their past repayment records.. Under the
system, banks are driven to take an arm's-length approach to customiers in a sharp
departure from their past practicg of lending based on personal relationships. In
the meantime, the introduction of FLC emerged as a positive development,
generating greater risk awareness among bank officials and investors, although the

credit conditions of some firms deteriorated.

Experts agree that a rigid implementation of FLC contributed a great deal to
putting the nation's financial sector in better shape. It allowed the government to
launch the second-stage financial sector-restructuring program in 2000, under
which dozens of marginal firms were weeded out. In the initial period, financial
regulators took the initiative in forcing nonviable companies out of the market.
But the FLC allowed banks to carry out corporate restructuring on their own
without the intervention of the regulatory authorities. It is true that this market-
based system of corporate and financial restructuring has yet to take firm root in
Korea. Yet it is also true it has allowed banks to reduce their credit risks by pulling

the plug on nonviable companies and thereby improving their balance sheets.
4, New Capital Adequacy Ratio and Reduction of NPLs

The Government revised the capital adequacy ratio, so called the BIS ratio,
effective January 1, 2002, to more properly reflect the market risk that arises from
the movements in interest rates or exchange rates. The new BIS ratio is calculated
based on the classification of assets into the trading book and the banking book,
rather than looking at total asset as whole. Specifically, the new BIS ratio takes
into account market risk against the assets in the trading book. There is no change

regarding the banking book.
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One reason for the change is that banks are recently more exposed to market risk,
due to banks’ expanding investment in stocks, bonds, derivatives, and so forth.
Nevertheless, until now, only credit risk was considered when estimating the risk
of asset holdings. Under the new regulation, it is required to hold an adequate

amount of equity capital to cover the market risk.

This ratio is applied to banks with assets in the trading book of more than one
trillion won, or 10 percent of the total assets as recorded in the consolidated
financial statement. As of end-September 2001, 10 banks, including Choheung,
Hanvit, Kookmin, and Hana, are subject to the new ratio. However, the minimum

equity capital ratio remains at 8%.

Based on steadfast efforts to clean up their balance sheets, local banks reduced the
total amount of loans classified as substandard or below to 181 trillion won as of
the end of March this year, lowering the ratio of non-performing loans to total
outstanding loans to 3.1 percent from 3.4 percent at the end of 2001. The lowered
problem-loan ratio led to an improvement in the capital adequacy ratio as well,
with the BIS-required average capital adequacy ratio of the nation’s 15 commercial
banks standing at 10.81 percent in the first quarter of the year, well above the
government-set threshold of 10 percent. The banks did not expenience any huge
falls in their BIS ratios according to the new criteria as well, proving that their

competitiveness as global financial institutions has been largely enhanced.

Under the new capital adequacy criteria set by the BIS, which added the factor of
market risk to the existing criteria for calculating the capital adequacy ratio, the
newly calculated BIS ratio of eight banks recorded an average 11.42 percent, down
only 0.08 percentage points from the 11.50 percent based on the previous BIS
capital adequacy ratio which considered credit risk only. On the back of reduced
problem loans and improved business conditions, 22 local banks earned a total of

KRW 5.2 trillion in their 2001 fiscal year ending in March this year.
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The flow-on effect of the U.S. economic rebound on Korea's economy, combined
with the low interest rate policy, is positive for Korean banks. Those banking
systems and banks that have undertaken eamest reform since the Asian financial
crisis of 1997 and 1998 are in‘the best position to reap the benefits of the economic
upturn. The government cxpects‘local banks' net profit for the year to reach as
high as KRW 7-8 trillion. Reflecting the improved balance sheets of Korean
banks, and the upgrade in Korea's sovereign rating, major international rating
agencies - Standard & Poor's, Moody's Investors Service and Fitch Ratings - have

all raised their ratings on Korean banks.
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Tables and Figures

Table | Trend of Economic Growth Rate -
(Unit: %)

'1981-1989 1990-1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 1999-2001

8.6 7.6 50 | 69 | 109 | 93 3.0 7.7
L

Source; Bank of Korea

Table 2 Reference Cycle
{Unit: year.month; months}

| ( Duration {Months)
Trough Peak Trough TSP PST TST

Cycle 1 72.3 74.2 75.6 22 16 39
Cycle 2 75.6 79.2 80.9 44 19 63
Cycle 3 80.9 84.2 85.9 41 19 60
Cycle 4 85.9 88.1 89.7 28 18 46
Cycle 5 89.7 92.1 93.1 30 12 42
Cycle 6 93.1 96.3 98.8 38 29 67
Cycle 7 - 98.8 00.8° 01.8° 24 12 36

r Average 32 18 50

Note: ‘e’ denotes estimate by the cycle of coincident composite index.
Source: National Statistical Office

Table 3 Growth Rates by Component of Expenditure

(Unit: %)

2001 2002
L 2000 Qt | Q2 | Q3 | Q4 | Year | Q1
GDP 93 | 37129 (19 | 37 | 3.0 | 57
GNI 36 | 05 | 13 |-01 | 34 | 13 | 75
Final consumpion expenditure | 6.7 | 1.2 | 35 | 43 | 5.6 | 3.7 | 8.1
Private consumption 79 | 15 | 41 | 48 | 66 | 42 | 84
Government consumption 01 |-07]-01] 10| 03] 02| 55
Gross fixed capital formation 114} -40 | -48 | -31 ) 49 | -1.7 | 65
Equipment 353 | -84 |-11.2}-157) -3.1 | -98 | 3.2
Construction 41 | 15 1.1 82 | 10.7 ) 5.8 | 101
Exports of goods and services 2050 90 | 0.7 | 4.1 | -1.1 1.0 2.1
Imports of goods and services 200| 02 | -7.2 | -5.5 Ll.l 28 | 6.3
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Table 4 Growth Rates by Sector of Economic Activity

{Unit: %)
2001 2002
00 Tz T3 | Q4 [ Year | Qi
Agriculture, Forestry & Fishing [ 2.0 | 4.1 { 35 1 13 | 15 | 14 | 72
Manufacturing 159 | 45 | 22 | -1.7 | 2.1 1.7 t 3.5
Electricity, Gas & Water 140 | 75 | 47 ! 43 | 6.0 | 57 | 77
Construction 3.1 024 15 [ 76 95 4 56 | 89
Services 9.5 39 | 40 | 3.8 | 47 | 41 7.6
Wholesale and retail trade 98 34 | 38 | 3.8 | 5.1 40 | 58
restaurants and hotels
Transport, storage and 17.9 | 8.2 6.8 7.7 6.8 73 8.6
communication
Finance, insurance, real estate 49 | 44 | 42 | 42 | 5.5 | 46 | 9.2
and business services
Community, social and 51 | 39 | 58 | 100 | 98 | 73 | 116
personal services
Govemment & Private Non- 0.3 1.2 10| 08 | 06 | 09 1.0
profit Services -
Table 5 Rates of Increase of Nominal Wages
(Unit: %)
2001 2002
2000 5T 1 Q3 T O3 | QF [Year| 13
I;‘:;‘l‘]‘:rl St worker 80 | 85 | 4646|5256 77
Overtime Payment 73 77 | 68 | 5.7 1 6.0 ] 6.5 | 121
Special Cash Payment 13.7 1 75 | -1.7 | -321-02] 03] -96
Manufactoring 81 | 11.5]-02 )| 44 | 46 | 50 1.4
Construction 85 | 112 55| 46 | 47 | 6.3 5.5
Transport, storage 88 [-2.1| 46 |-04|-23}-03]| 153
comx;mnica 11£)ns 124129 |-02]19 |29 | 18| 37
Electricity, gas and water 7.0 | 19.9 i 13.0°] 5.2 | 23.8(15.5] -4.]
Fi 2’ 65 | 7239|5761 | 57| 91
inance, insurance and real estate

Note: Comparison with the same period of the previous year.

-
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Table 6 Rates of Increase of Consumer Prices

(Unit: %)

2001 2002 '

| TZOOO OT T2 Q3 | Q4 [Year | Qi | 4 | 3

Consumer Prices | 50 | 25 1 06 | 05 |-04!32] 16/ 061 04

. e 6ol ol @] @s)]| 3.0

Agnicultural, 23194702 3635109557107/ 12

hvestock, and .

marine

In du‘z‘r’i‘:‘l’“fo ducts | 241 06 [ 06 ]-03]-09]00] 11|10 04

Sorvions P 43 123/ 08103107140 101} 03] 03

' . 20 | 1810710570636 12103103
Core Inflation

- 191331696736 L(3.6) 2.9 | 3.0) | 3.0)

Note: Companson is with the last month of the preceding period. Figures in parentheses refer to
rates of increase over the corresponding period of previous year.

Table 7 Rates of Increase of Producer Prices

(Unit: %)
2001 2002
2000~ Tz T Q3 [ Q4 [Year] Q1 ] 4 |5
1.0
. - a7l oz los) 1407 1720107
Producer Prices Q0 | 2561|2000 ] (1.9 |02 (057 (1.5)
Agriculural, forestand | 79 | 97 | 04 | 31|07 |61 [ st )] 54
marine products
Manufacturingindustry | 55 | g5 1 05 | 07 | 21 | 23| 17 0.6
products 1.2
Electric power, water,
2nd o2 aonly 79 | 26 | 11 {00 |03 |35 |27 |00
Services 20 [ 10 | 0206 |02 ] 16| 14 [ o |03

Note: Comparison is with the last month of the preceding period. Figures in parentheses refer to
rates of increase over the corresponding period of previous year.

Table 8 Balance of Payments: Current Account

{Unit: billion dollars)

I 2000 2001 2002
Ql | Q2 | O3 | Q4 [ Year | QI 3
Curmrent Account 122 | 2.8 38 1.0 1.1 8.6 1.7 0.0
Goods 169 | 3.3 5.0 2.9 2.2 134 | 33 1.2
Services 291 -0.2 -0.6 -1.4 -1.2 -3.5 | -14 | 04
Income 241 04 1 05 -0.1 0.2 -0.9 0.0 | -0.7
Current transfers 0.7 | 0.1 -0.1 -0.3 0.0 04 | -0.1 0.0
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Table 9 Rates of Increase of Real Estate Prices
(Unit: %)
i T 2001 2002
5 2000 Q1 Q2 Q3 Q4 | Year | QI 4
. Housing Prices
(Apartment in} 04 | 08 2.2 4.8 1.7 9.9 7.6 | 0.6
Seoul) 42 | 22 4.8 8.6 26 193 | 150 | 05
' Housing rents 1.1 | 49 3.2 6.4 1.1 164 | 7.3 0.3
| (Apartment in| 12.1| 6.8 52 9.7 0.1 234 | 11.2 | -0.1
Seoul) 0.7 | 0.1 0.4 0.3 05 1.3 1.8 -
' Land Prices | B

Table 10 Growth of Deposits at Financial Institutions
{Change during the period; Unit: billion won)

( 2001 " 2002
Ql | @ | Q || Q | 4|5
Deposit moncy banks ? | 5,477 | 21,893 | 25,725 ‘z‘fé o | 2.9005 | 1,244 | 6,577
Money-in-trust 3,506 | -2,752 -424 ! -5,299 | -173 | -225
Investment trust companies | 17,866 | -8,838 | 26,029 21 " 87 15,046 - 3,645
Merchant banking corp. -581 -42 43 ’ 1,956 | 4,018 | -150
-1,091 1329
Note: 1) Bank deposits + CD + RP + Cover bills,
Table 11 Monetary Aggregate Trends
(Unit: %}
| 2001 2002
QI 2 | @ | o | i 4 5
M3 8.2 8.3 10.3 11.5 12.1 - -
M2 214 153 12.9 13.7 14.6 15.7 14.5
MCT+ 135 ° | 112 123 13.6 13.7 15.4 14.6
Reserve Money 11.7 10.6 8.87 14.6 15.0 17.0 17.8
(28,703) | (28,227) | (29,215} | (31,147) | (32,966) | (33,120) | (33,343)
Notes: 1) percentage changes compared with the same period of the previous year.

2) Figures in parentheses indicate daily averages during the period (billion won).

-
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Table 12 Corporate Fund Raising
{Change during the period; Unit: billion won)

2001 2002
Qr | @2 | 3 | Q4 | Q1 | 4 | 5
Bank Loans " 3,275 | 274 6,203 | 27 N I2TL ) 451 | 4,465
Large enterprises | 2,104 y -431 ' -219 | -378
: 2,390 2,682 | 3,450
Small and medium | 1,171 | 2130 | 6,724 | 79705 | 520 | 4,534 | 4,845

enterprises

Net bond issuance ? | 5,410 | 5,955 | 3,843 | 6,389 | -2,736 | -1,160 | -165

Net CPissuance ¥ 16,955 | 189 [3356 [ - | 4,901 | 3,462 | 4,668

Stock issuance ¢ 448 | 893 | 1,015 2,400 | 652 | 137 | 342

L2,282 ]

Notes: 1) Excluding changes to bank accounts in connection with the disposal of bad loans and debt
for equity swaps, but including CLO.

2) Issuance by general companies, excluding those under court management, court
receivership and workout programs.

3) Based on the amount CP discounted by securities firms, bank trust accounts, and
merchant banking corporations.

4)Based on cgmpanies listed on the Korea Stock Exchange and registered with the
KOSDAQ, but excluding financial institutions.

Table 13 Korea’s Economic Outlook

(Unit: %)
20017 2002

Q1" [ Q2 | @3 Q4 | year
GDP 3.0 5.7 6.1 6.3 6.4 6.1
Total Consumption 3.7 8.0 6.4 6.0 53 6.4
Gross Fixed Investment -1.7 6.5 5.2 10.0 8.5 7.6
Total Exports 1.0 2.1 10.5 12.8 15.7 10.2
Total Imports -2.8 6.3 153 18.4 19.5 14.9
Current Account ($ bil.) 8.6 1.7 2.0 0.5 0.2 44
Goods Trade Balance ($bil.) | 13.4 3.3 4.2 2.6 1.9 11.9
Rate of CPI Inflation 4.1 2.5 2.7 26 35 2.8
Unemployment Rate 3.7 3.6 2.9 2.6 2.8 3.0

Note: ‘P’ denotes preliminary estimates by the BOK.,
Source: KDI, XDI Economic Outlook, Vol. 19 No. 2, 2002,
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Table 14 Change in Korean Banking Industry after currency crisis

Name 1997 1998.6 1999.H1 1999.H2 2000 2001.H1  2001.H2
[ Sangup Hanvit )
Hanl (1.6) HW;’:“ Woori
olding .
Pyungw‘ha company Holding
Kwangju (4.1) company
Kyungnam
Choh Choh
ohung ogun Chohun
Jeonbuk B Chohung
(5.3)
(9.14)
Kangwon
Hana Hana H
an
Chungchung ana Hana
(1.6)
Boram
Kookmin Kookmi | Kookmi
Daedong n n Kookmi
KLTCB (1.5) n Kookmin
Chootaik | Chootai (1L
Dongnam k
DShmha: Shinhan Zhlgt?an Shinhan
ongwha olding Holding
- company
Cheju (1.1) company
KorAm
, KorAm KorAm
Kyungg
Korea First Korea First
Seoul Seoul |
Korea ﬁ Korea
Exchange Exchange
Daegu . Daegu
Chunbuk Chunbuk
Busan Busan
rﬁonghyup Nonghyu T
p Nonghyup
Chuhyup an | .
Suhyup Suhyup

Note: P&A or M&A dates are in parentheses.
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Table 15 Public Fund Preparation and Expenditures
(1997 Nov. - 2002 May, unit: trillion won)

KR-43

| . Financial | Deposit | Purchase |
Item . Equity contribut ins?;ance of other NPL Total
, investment . purchases
on payments assets
. Bonds Issue
' Recyciug 42.2 15.2 20.0 4.2 20.5 102.1
Public Fund 3.9 1.2 6.0 4.4 16.7 322
Government 14.1 - 0.05 6.3 1.5 22.0
Budget
Total 602 | 164 26.1 L 149 | 387 | 1563
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Figure 1 GDP vs. Hypothesized GDP

(Unit: Billion KRW)
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Figure 3 Trends of Macroeconomic Vanables
{Unit: %)

TREND CF MACROECONOME VARRBLES

b b ks - b g b ko o b b -~ -
o -l ™~ m - [Va) ¥e] [ [ o (=] ~ o~
o [=)] [=)] [+ th h =)l )] (=) h o (=] o
(2] (2] o Lo} Lol (=)} (=21 (=2} f=)] (=1} < [ o
Lo ~ i - ~—~ —~ — ~ ~ i ~ ~ ~
_ .- } .
{ GDP ----- CP —-—-F XG MG

Note: CP (Private Consumption), IF (Fixed Investment), XG (Commodity Exports),
MG (Commodity Imports)

~ Figure 4 Market Interest Rates Movements
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. B e —— __.._____.....i

I
.i

JUR N QS S-S U T S G SR T DO S S N N W R R ]

[0 N AT WP T S SR SO SN SUUE I Lo '
o~ i ) ! t ot hasd
Q (=3 (=4 (=] o o <
w0
& 3 3 x 8 2 2 :
o =5} =] L= <o (=] (=] :
~ ~ — = ~ ~ ~ !
- _ e !
‘ ovemphtcall----- comorate Bonds (3 year) ~—— Treasury 8onds (3 yean |




Country Paper: South Korea

KR-46

Figure 5 Stock Price Movements
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Nordic and Asian Crises in Structural Perspective

“Christer Gunnarsson

Lund University, Sweden

ABSTRACT .

The economic crisis in the Nordic countries. Finland and Sweden during the early
1990s exhibit many striking similarities with the Asian crisis of 1997/98. In both
cases a crisis in the financial sector tniggered a chain reaction that involved a
dramatic fall in exchange rates, a collapse in the real estate market, falling stock
exchange values and a fiscal crisis for the gevernment sector. The question is why
countries at seemingly very different levels of cconomic maturity came to
experience such similar developments. Explanations for the Asian crisis have in
large degree circled around the issue of inherent structural weaknesses in an Asian
development model. notably connoted by the concepts such as crony capitalism
and moral hazard> The fact that the Nordic crists exhibits similar characteristics
casts serious doubt on thesc explanations. In the Nordic case explanations
concentrated on the alleged over-size of the public sector.

In this paper it is argued that the fundamental similarity between the two cases is
made up by the changes in the global financial system that altered the scope for
national polity making in the 1980s. Financial dercgulation led to a movement
away from a system characterised by a socialisation of savings to a system where
savings were increasingly being circulated in private and international and largely
unregulated capital markets. In both cases there was a movement away from a
rationing system characterised by capital shortage in which government regulation
aimed at influencing resource allocation o a system of capital surpius. In both the
Nordic and the Asian cases this surplus capacity coincided with an increasing
demand for investment capital. In Asia the Plaza Accord of 1985 that gave the
ASEAN countries a competitive edge in exports of manufactured goods. In the
Nordic countries, notably in the Swedish case, a booming export sector driven by
exchange rate depreciation in 1982 triggered an expansion of the demand for
credit. When the export sector slowed down in both cases investments relocated
towards the domestic sector, to real estate investments and to the public sector. In
both cases it was an expansion based on access to cheap credit.
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The similarity demonstrates that the “developmental state™ was not a typical Asian
phenomenon since, in fact, the Nordic welfare state was in large degree built on
similar characteristics as the Asian model, the foundation of both being the
govermnment control over national savings. When this contro! eroded in the 1980s it
led to similar reactions regardless of development levels. Thus, we conclude that
both crises were consequences of a structural change in the financial sector that
was to lead to structural effects also in the real economy.



International Conference on
- Economic Recovery and Reforms

K l ‘n




Country Paper: Thatland TH-1

Thailand’s Macroeconomic Policy under the Current

Administration: A Proposed Alternative

-

Supote Chunanuntathum’

- Thammasat University

ABSTRACT

The country report on Thailand will concentrate on analyzing the recent
macroeconomic sitvation and long-drawn adjustment toward recovery after the
financial crisis in July 1997. Short description of the causcs of the current
economic cnisis will first be summarized. The paper will include various recent
macroeconomic policies (monetary, fiscal and others) and measures taken by the
Thai authorities to counter the on-gomng cconomic downtum. Other specific and
relevant mcasures 2specially on the banking sector’s non-performing loans and the
use of quasi-fiscdl measures as policy tools will also be described along with the
normal Thai fiscal policy.

* Facuiny of Economucs. Thammasat University. The author would like to thank Dr.
Bhanupong Nidhiprabha for helpful comments and Mr.Narongchai Thitinanpong for an able
reseafch assistance.
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1. Introduction

It has now been more than five years since the eruption of the Thai financial crises
(the twin crisis of currency and banking including the financial companies) in the
middle of 1997. The financial crises have caused, as is now well known, menaced
real economic consequences especially in the first two years following the forced
domestic currency floating on July 2, 1997. chcnhclcsé, the Thai economy has
been adjusting all é!ong in the responses not only to the previous long-run
fundamental current account (and hence balance of payments disequilibrium) with
a huge accumulated external debt amounting to US$ 90.54 billion (or 60 percent of
GDP) in 1996, the huge financial institution problem loans (still remaining
according to the Bank of Thailand at Baht 1.04 trillion or 20.84 percent of total
credit outstanding in June 2002), the ever changing external economic conditions,

but also the Thai government own macroeconomic policies.

Though much progress have now been made to foster the Thai economy back
toward the path of recovery, the current macroeconomic recovery remains
frangible with the domestic output still below the potentially full - employment
GDP level. The purpose of this short paper is a follow - up of the changing
macroeconomic situation of the Thai economy. The emphasis will, however, be on
the current short-run or intra-cyclical economic fluctuation and stabilization
policies adopted by the Thai government in the past one to two years. The paper
begins by investigating the fluctuations of various relevant macroeconomic
variables of the Thai economy. This information fTO;’Il the collected data will be
described only briefly. Then it will be followed by an analysis of the
macroeconomic policy mix adopted by the present administration. The paper
describes how the mix develops and changes. An alternative and better
macroeconomic policy mix is then propesed if the present policy combination is
founed to be inappropriate. The paper also makes a final comment on the

intervention policy of the government.
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2. Macroeconomic Variables and Relevant Facts

a. Aggregate Production

There are many important macroeconomic variables which indicate that Thai
economy is now on the path of recovery. Figure 1 shows the fluctuation of output
or GDP after the crisis (1997 - 2002). The total real Thai output fell precipitately
from an unsustainably high average economic growtﬁ rate of 9.53- percent per year
during the economic boom and asset-price bubble period (1988 - 1996} to -1.37
percent in the intial year of the crisis in 1997 and by -10.51 percent in the
following year of 1998. The graph also shows that there was a recovery in
production of goods and services by 4.43 and 4.64 percent during 1999 - 2000. The
growth rate of real GDP was then only 1.8 percent reflecting an overall economic
slowdown in 2001, as compared to the 1999 - 2000 period. However, the year-on-
year quarterly growth rate of the domestic output has again recovered in thé first
half of 2002. The year-on-year quarterly real production rebounded to 3.89 and 5.1
percent respectively for the first and second quarter of 2002 as compared to 1.68

and 1.83 percent in 2001.
b. Employment

The employment stati$tics from the National Statistical Office’s labor force
surveys indicate a low open unemployment rate of approximately 1.5 percent in the
two-year period of 1996 - 1997. But it rose after the economic crisis to peak at 5.3
percent in May 1999 after which the average unemployment rate fluctuated
downward to 3.3 percent in 2001. The latest available figure of the unemployment
rate for May 2002 is 3.0 percent. Unemployment which is often considered to be a
lagging adjusted variable relative to the leading economic recovery of production.
Employment has moved along- without much lag to real output. Table 1 shows the

fluctuation of the unemployment rate during 1996 - 2002-QI.
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¢. Components of the Aggregate Demand

Components of the demand also change after the economic crisis. As a result of the
forced floating of the value of the foreign exchange against the baht and the
contractionary aggregate demand policies, severe domestic retrenchment occurred
especially in the immediate 1-2 year period that followed after the midst of 1997.
Private consumption fell by an average of about 5.54 percent in the last two
quarters of 1997 and then declined further by as much as 11.51 percent in 1998.
Private investment plunged even more i.e. by 30.44 percent in 1997 and 52.28
percent in 1998. Private investment recovered after 1999 and grew positively by
17.29 and 5.14 percent respectively in 2000 and 2001. It remains, however,

volatile,

Government consumption fell marginally by only 2.83 in the f:lrst year of the crisis,
1997. But as a result of the changing government fiscal policy from a surplus (an
initial IMF conditionality of a fiscal surplus together with a restrictive monetary
policy targeting at the exchange rate) to an allowable fiscal deficit, the government
consumption grew by 1.56 to 3.9 percent during 1998-2001. Turning to the public
investment. Unlike the government consu..sption which can hardly be cut back due
to its generally fixed current expenditures (wage compensations to state employces
and debt repayments), government or public investment, after only a fiscal
expenditure drag in 1997, ‘has continued to decline up to 2001. Public investment
grew negatively by 28.73, 3.13, 9.93 and 6.60 during 1998 - 2001. This may not be
a good sign because public investment in infrastructure and human capital is
important to provide a sustained economic development in the long run. Thailand,

as a developing economy, still needs such public investment.

When the private and public investment are combined, it is found that the
aggregated investment in the economy fell respectively by 20.54, 44.32 and 3.18 in
the first three years afier the crisis or 1997 - 1999 and then recovered very
marginally by 5.46 percent in 2000 and only 0.80 percent in 2001. As for the total
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consumption expenditure, private and public, it fell 1.57 percent in 1997 and by
9.49 percent in 1998 and then rose by 3 to 5 percent per year during 1999 - 2001.
Figure 2 gives the growth rate of private consumption, government consumption
and total consumption of the economy. Figure 3 does the same for investment.

Export, as a result of the-real depreciation of the domestic currency after its
floating and depending also on the growth of the economy in the importing
countries, expanded by 7 to 9 percent in 1997 - 1999. 11 grew very strongly by
17.57 percent in 2000 due basically to a strong economic growth in the trading
partner countries. But Thai export fell by 4.23 percent in the following year of
2001, again due basically to the economic downturn in the importing countries
especially the United States and Japan. The real value of the baht also contributed
to the slow down in the Thai export. Import declined drastically along with severe
domestic contraction in the 1997 - 1998 period after which it rose more strongly
than export in 1999 - 2000. But, the That import also fell, more than the falling
expoii, by 8.29 per::enl in 2001. Thus, there has been a continuous current account
surplus after the crisis. The cumulative current account surpius amounted to U.S. §
42.33 billion during 1998 - 2001. Despite a smaller current account surplus both
absolutely as well as in relation to output, Thailand’s overall foreign debt has
substantially declined from a peak of approximately U.S. $ 109 billion (or 70.1
percent of GDP) in 1997 to U.S. $ 64.4 billion (or 55.5 percent of GDP) in the first
quarter of 2002. Figure 4 shows the current account position as a percentage of
GDP and Table 2 shows the external debt situation before and after the economic

crisis.

It should also be noted that the Thai economy, as expected from the baht floating,
has become relatively more open as measured by an increasing share of the
average cxport plus import - output ratio. The openness of the Thai economy rose
from 45.73 percent during 1993 - 1997 to 51.69 percent during 1998 - 2001.
Export itself constituted as much as 59.71 percent of output during the period of
1998 - 2001 as compared to 44.39 percent in 1993 - 1997. Even in 2001 wiere
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export in the domestic GDP statistics grew negatively at 4.23 percent, the export -
output ratio remained higher at 61 percent. Export has become a more dominant
part of the aggregate demand and output running counter to the policy debate and
resultant desirability of the present Thai Rak Thai (TRT) government for a lesser
role of the external real economic forces on the Thai economy. The fact points to a
larger role of the external sector or lesser domestic self - sufficiency. The fact also
has an important implication for the overall macro - economic management
policies which will later be analyzed below. Figure § p;oduces the consumption,

investment and export share in the GDP.
d. International Terms of Trade

The international terms of trade is exogenous for a small open economy. It is,
however, noted that the terms of trade of Thailand fluctuated downward resulting
in a deterioration of approximately 27 percent during 1996 - 2602-Ql. Though the
fall in the price index of export to import may not be permanent, the substantial
decline in a number of years after the crisis can by itself potentially depreciate the
value of the baht in the floating exchange rate regime. But in the Thai case the rise
in the relative expont - import volume, due basically to the supply response under
the available excess capacities, has generally more than offset the decline in the
relative price. There is, as explained above, a continuous trade (and current)
account surplus after the crisis. However, in the 2001 world recession especially in
the major Thai trading partners, the trade batance in dollar fell from U.S. $ 5.5
billion in 2000 to U.S. $ 2.5. But the current account rgmained a surplus of U.S. §

6.2 billion in that same year.
e. Balance of Payments
Figure 6 shows the situation of the balance of payments during 1991 - 2002-Q2.

There has been a net capital outflow made possible basically by a current account

surplus after 1997. Net private capital outflow which is also very sensitive 10 the
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expected net rate of return differential between the domestic and foreign asset has
been negative all along since 1997. However, the overall net annual capital outflow
with an exception of 2000 was generally less than the annual current account
surplus giving rise to a favorable Izalance of payments during 1998 - 2001.
International reserve has increased while the country’s external debt as explained

above falls in the process of the macroeconomic fluctuation and adjustment after

the crisis.
f. The Assessment of Country Risk

As a result of an tmprovement in the external liability of the economy as well as
the tumaround of the Thai economy to a positive growth path, the market
assessment of the country risk has now improved considerably. This can be seen in
the calculated spread of the govemment bond yield denominated in the same
currency between Thatland and the United States of America. The positive spread
refers to the extra charge (risk premium) expected by the market for the additional
risk in buying (investing in) the Thai government sovereign debt relative to the
similar U.S. bond. As shown in Figure 7, this risk premium was quite small 0.035
percent prior to the economic crisis in 1997. But, it increased substantially to a
height of 7.4 percent in February 1999 after which it fluctuated downward to be
approximately 1.5 percent in 2001. The market - assessed risk premium for the
Thai sovereign debt still remains higher by about one percentage point than the

level before the crisis.
g. Inflation, Real Interest Rate and Real Exchange Rate
Inflation rate, real interest rate and real exchange are the other three variables to be

observed before the analysis of the macroeconomic policy management of the

current business cycle be analyzed.
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Inflation, as shown by the CPI in Figure 8, indicates a temporary and continuous
rise from the monthly average of 4.24 percent in the first half of 1997 and before
the crisis to a peak of 10.12 percent in June 1998. Thus, there was, as expected, a
rapid dise in the price level in the first year after the baht floated in July 1997, After
that, the inflation rate fluctuated downward and even turned negative during May
to June 1999. Then the general price index rose only 1.54 percent in 2000, 1.65
percent in 2001 and very marginally by 0.39 percent in the first half of 2002.
Inflation is not, in fact, an immediate or even an emerging problem for the Thai
economy at the present time. This fact has an important implication for the

macroeconomic policy management.

Figure 9 also plots the inflation rate together with the interest rate both in nominal
and real terms. The fluctuation of the Thai real interest is due to the movement of
the inflation rate and the nominal interest rate. In the initial period under the IMF
program, the restrictive monetary policy is targeted at the exchange rate stability,
while the contractionary fiscal policy is meant to help raduce aggregate demand,
with an intention of allowing the switching effect of the floating and much
depreciated domestic currency to resuit eventually for a current account surplus.
The nominal interest rate then rose to a historically high (about 20 percent) to
dampen inflation which, as explained above, increased to peak at about 10 percent
around the middle of 1998. The domestic interest rate adjusted by inflation was,
therefore, very high during July 1997 to July 1998, after which it began to fall
rapidly. Both inflation and nominal interest rate tended to be much lower and real
interest rate was approximately 2 to 4 percent during-the negative inflation rate of
Mar - October 1999. Short - term interest rate in real terms was less than one
percent or even negative during 2000 and the first half of 2001. But when the
central bank raised the policy interest rate (14 - repurchase market rate) by a full
percentage point from 1.5 percent to 2.5 percent in June 2001, the nominal interest
rose pulling, given the inflation rate, the real interest rate upward. And in spite of
the monetary authonity’s decreases of the repurchase market rate by a total ot half a

percentage to 2 percent on December 25, 2001 and January 21, 2002, the real
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interest still moves up due to a more than proportionally fall in the domestic

inflation rate.

The movement of the nominakand real domestic interest rate is important not only
in terms of stimulating domestic s;;ending and some of the recent private
investment recovery in certain sector notably housing sector but also helps
importantly in the debt restructuring (non - performing loans in the banking
sector). In the small open economy with capital account mobility, the domestic
interest is also linked to the given world or external interest rates in different
currencies. This leads to the international interest - rate differential and expected
change in exchange rate and risk premiums or discounts among different assets as
important variables, among others, determining the movement of the nominal
exchange rate. This nominal exchange rate change and together with price change
affect the real exchange rate which in turn will produce impacts on the aggregate
demand especially the trade account and hence the growth of output and economic
recovery eventually. Figures 10 shows the movement of the nominal and real
effective exchange rate for the baht as calculated by the Bank of Thailand. A fall in
the rate indicates a real depreciation for the baht and vise - versa for a rise. Figures

11 is also provided to indicate the real value of the baht in terms of the U.S. dollar.

3. Macroeconomic Performance under the Present Administration,

2001-2002

The Thai Rak Thai (TRT) landslide victory in the general election early lajst year
(2001} and the eventual amalgamation of other smaller parties to the"I'_RT has
resulted in the absolute one - party dominance both at the parliament and' the
government usually unseen in the recent history of Thai democracy. It is highly
probable that the present govermnment is able to push through most of its own

policies and reforms without much difficulty.
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The TRT government has assumed the office with a different approach in the
economic aspect from the relatively more market - oriented reform of the previous
Democrat party - led coalition government. To the TRT own belief and its
campaign platform, an economic development should also embrace a number of
elements, including, for example, hamessing the hidden entrepreneurial talents of
the so - called SMEs and local communities through various state support
measures, strengthening the grassroot ability to make an_investment and spending
decision on production, commerce and finances, an interventionist international
trade policy especially against the foreign competition on both import and service
trade and attempting to form an economic strategic alliances with Japan, China and
India to open up domestic markets and increase leverage vis - a’ -.vis other major
economic powers. The government also attempts to push exporters to move up a
value chain closer 1o the end consumers hoping to capture a marginally more value
added along the product chain, as well as forming a regional cartel on rice and

rubber, two major Thai agricultural commodity exports.

However, when the present government took office in early 2001, the world
economy was on the way toward a downtum. There was a substantial fall in the
economic growth rate of the Thai major trading partners especially the U.S. where
real GDP growth declined substantially from 3.8 pecent in 2000 to 0.3 percent. The
Japanese output, with its long - run financial problem, also fell miserably to - 0.2
percent after a spurt of growth by 2.4 percent in 2000. The export component in the
Thai GDP then, as shown above, fell by 4.23 percent. This contributed negatively
to the growth of GDP by 1.52 percent in 2001. 'The government, keeping its
populist policies under the election campaign promises, began to pursue its fiscal
stimulus programs. But the budget for the fiscal ‘year 2001 (October 1, 2000 to
September 30, 2001) had been already prepared by the previous government. So,
not much could be altered by the present government. The planned budget deficit
had been set at baht 105 billion or 2 percent of GDP. The government then decided
to resort to finance its additional spendings and subsidies on various programs by

means of the quasi - fiscal channels mainly through the state banks. These
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September 30, 2001) had been already prepared by the previous government. So,
not much could be altered by the present government. The planned budget deficit
had been set at baht 105 billion or 2 percent of GDP. The govemment then decided
to resort to finance its additienal spendings and subsidies on various programs by
means of the quasi - fiscal channe.l‘s mainly through the state banks. These
spending programs include principally the village and urban community fund, debt
moratorium for three years on farmers debts {or debt deduction) at the Bank for
Agriculture and Agricultural Co - operatives and othe‘r state - bank lendings along
the government policy lines. Of all these special programs, the village and urban
community fund is of short - run macroeconomic importance simply because of its .
sheer size (baht 80 billion or about 1.6 percent of GDP) and its flexibility in use.
The committee at the level of village or the urban local community administers the
fund independently under the distant oversight of the national committee. Under
the village and urban community fund, 1 million baht revolving investable fund is
set up for each village and local urban community to finance selected micro -
credit projects for tLe small scale enterprises throughout the country’s approximate
75,000 villages and urban communities. This micro - credit facility has begun to be
disbursed since August 2001. Total outstanding disbursement up to the middie of
2000 amounted to approximately baht 60 billion. Funding for the micro - credit
program 1s initially from the Government Savings Bank. But the principal and the
interest cost will be eventually reimbursed by the government over a period of 8
years. The total and final financial cost to the government is not yet estimated or

known.

To show the extent of the overall fiscal spending injection in the economy, the
public - sector balance under the relatively broader concept (GFS basis) is adopted.
The main benefit of a public - sector fiscal balance for the immediate analysis of
this paper is that the broader and net of inter - sectoral transfer concept includes not
only the central government’s budgetary balance but also the other forms of
balances directly outside the normal budgetary balances of the central government,

local government and the non - financial public enterprises. The extra - budgetary
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Lalance includes, among other funds, the villege and urban community fund. It
Joes not include other - extra - budgetary stimulus programs notably, the debt
Jeduction for nation - wide farmers. The total cost of this subsidy (interest and debt
Jleduction) program is to be financed annually from the normal government annual

hudget beginning in 2002. The total cost is estimated to be baht 18,000 million.

I he public - sector fiscal balance in Table 3 shows an actual budgetary deficit of
hiht 110.6 billion or 2.20 percent of GDP in 2001. There was, however, a small
surplus in the other combined balances, resulting in an overall deficit for the
omprehensive public sector of 1.7 percent of output. But the embarkment of a
substantial rise in the intended government spending in the 2002 fiscal year gave
ise to a planned budgetary deficit of as much as baht 200,000 million or 3.6
percent of GDP. It includes the new 58 billion balht stimulus budget allocated
onder the central emergency reserve fund. This fund is to be used for different
areas including  financing training programs, programs to strengthen local
communities and labor - intensive projects in agriculturc and tourism and the
SMEs production sector. But, as it turned out, this large stimulus is not totally
~xpended. Approximately 20 - 30 percent may have actually been spent and or in
the process of disbursement. The government then expects to continue spending
the unused portion in the fiscal year of 2003. The government stimulus program
trom the viliege fund is producing a much stronger impact especially in fourth
gquarter of 2001 and the first quarter of 2002 where the total disbursement
wmounted to as much as baht‘47,373 million or approximaitcly 63.16 percent of the
budget. With a rebound of the real economic growth in the first and second quarter
of 2002, the central govermment balance as planned imitially has changed. Revenue
is reestimated to rise marginally while the ‘12.42 percent increase in the planned
expenditure in 2002 is not all spent in spite of the attempted rapid disbursement of
up to 70 percent of the planned 200,000 million baht deficit in the first half of the
fiscal year (quarter 4, 2001 to quarter 1, 2002). Approximately 90 percent of the
planned government expenditure budget for 2002 is disbursed, which is about 4 - 5

percentage point higher than 2001, The overall actual central govemment deficit is
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The central government actual deficit in the 2002 fiscal year is estimated to have
risen by as much as 36.33 percent as compared to the last fiscal year. And even
though the government budgetary short - fall (3.2 percent of GDP) is planned to be
lower than the planned deficit in 2001 (3.6 fJercent of GDP), the central
government deficit is still exp‘ected to~be only slightly lower at 2.5 percent of
expected output. The present government has clearly adopted a much more
expansionary fiscal policy in the current business cycle management. This will
likely lead to a further rising public debt. The over - ali public debt, including the
central government debt, the FIDF or Financial Institutions Development Fund
debt resolution associated with the past and on - going restructuring and debt of the
non - financial public enterpnises, has risen rapidly from 14.5 percent of GDP

before the economic crisis to nearly 58 percent in 2001.

Though the actual expansionary fiscal policy stance of the TRT administration
especially for the latter part of 2001 and first quarter of 2002 was very clear, the
central bank’s menetary policy was changing in a somewhat confusing manner in
the middle of 2001. The short - run interest rate in the U.S. was raised in 2000
under the FED’s policy of tightening in an anticipation of the expected overheating
and hence higher inflation. Given the interest rate in Thailand being lower, the
interest rate differential in favor of the dollar asset was then generally higher
resulting in a net private portfolio capital outflow. There was a balance of
payments deficit in 2000 by approximately $ 1.6 billion. This put pressure, under
the floating exchange rate regime, on the domestic currency to depreciate and in
fact it depreciated from about 37 - 38 baht per dollar in the early of 2000 to around
43 baht toward the end of 2000. But when the world economy entered into a
recession in 2001 the world interest rate tended to fall especially very rapidly in the
U.S. to reverse its cyclical business downturn after a historically long economic
expansion. The interest rate differential between Thailand and abroad became
narrower and the net private capital outflow began to fall. The balance of payments
deficit was also falling in the first half of 2001 to a negligible low of U.S. $ 0.232

billion. Thie value of the baht continued to depreciate to an average of 45.50 baht
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per dollar in the second quarter of 2001. As such, the event of the baht depreciation
had been taking place when the present government assumed its office in early
2001. The baht had in fact been adjusting quite nicely and fundamentally right in
response not only to the arbitrage outflow but also to the emerging much weaker
export market. The exchange rate was playing an important role to shore up the

sagging That export.

The depreciation of the domestic currency, however, might be of concern to the
government. The government has also tended to oppose the falling domestic
market interest rate with the belief that the lower interest rate may not be
stimulating the economy while a depreciation of the domestic currency causes the
baht value of foreign debt to rise and a lower market interest rate hurts depositors’
interest income and hence their consumption. But, there is another important part
which is not well considered by the govemment which is logically related to the
houschold inter - temporal consumption behavior. A higher interest rate lowers to -
day household consumption for a possible higher future consumption. Lower
interest rate then should help to stimulate domestic investment and consumption.
There are much evidences now. Lower interest level also make the on - going
restructuring of the remaining huge corporate debt overhang less difficult.
Nevertheless, the government has long signaled that it opposes the lower market
determined interest rate as well as a continuous decline in the value of the baht as

seen during the period of 2000 and the first half of 2001.

Thus, placating the government, the monetary authority under the change of a new
leadership made a decision to raise the 14 - day repurchase rate {a monetary policy
instrument which is akin to U.S. FED - fund rate ) from 1.5 to 2.5 percent in early
June 2001. The reason given by the independent Bank of Thailand was, however,
different. The increase was justified in its own percepticn to the distorted structure
of the local interest rates among domestic foreign banks and Thai banks. The
foreign banks borrowed from the inter - bank market and relent it to their

customers at a higher interest rate creating a disadvantage to the Thai banks. A rise
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in the repurchase rate would then help to correct this perceived distortion. It, of
course, importantly also reduced the gap between the foreign and domestic short
term interest rate. Hence, it made the net capital outflow less aFtractive. The baht
then appreciated both nominal}y and in real terms. The appreciation did not help
the dollar export situation which was already showing sign of weakness from the
early 2001. The episode indicated an opportunity loss to allow the exchange rate
under the managed exchange rate regime to work itself out to a marginally increase
in the Thai export and hence helping to lessen the slow down of the Thai economy
in 2001. This was a short period of an inconsistent macroeconomic policy
management. While fiscal policy was exceptionally expansionary, the central Bank
engineered the interest rate policy toward the exchange rate stability causing the
baht to appreciate amidst a situation of the declining external demand due to the

downturn of the current business cycle.

Nevertheless, the central bank changed its monetary policy direction by reducing
the repurchase rate .by 0.25 percentage point twice on December 25, 2001 and
January 21, 2002. The 14 - day repurchase rate was down from 2.5 percent to 2.0
percent per annum and it has still remained at that level. This has, therefore,
indicated that the monetary authority is taking a monetary policy stance in support
of the present government’s expansionary fiscal policy to revive the growth of the
economy. With a retum to the balance of payments surplus after the middle of
2001, the central bank has been adopting a sterilized foreign exchange intervention
to keep the monetary base rather stable and the nominal baht from Ia;ébfeciating too

much which can jeopardize export growtn. This is clearly depicted in Figure 12.
4. Some Concluding Remarks

Afler 6 ycars (1997 - 2002) of a continuous actual government budget deficit
especially with the ever largest deficit (inclusive of quasi - fiscal activities)
spending in 2002 of approximately 2.7 percent of GDP and the already agreed

fiscalization of the total expected loss of 1.4 trillion baht of the Financial
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Institutions Development Fund in the Thai financial crises, the public debt which
stood at 58 percent of GDP in 2001, will certainly rise further. This means that the
government future debt service will have to increase. Given the relatively fixed
current expenditure and the rising public debt services, the government will face an
increasing inflexibility in using the discretionary fiscal stance. Since the
government investment expenditure in the Thai government budget has usually
been relatively more discretionary than the above two categories of relatively fixed
expenditure, it has already been taken the cut during this economic crisis. This, in
turn, should not be good for the country’s future economic growth and

development.

A rising public debt is, therefore, having an implication on the current
macroeconomic policy mix. It is proposed that the budget deficit be reduced
(preferably through tax reforms, increase in efficiency of government spending, as
well as efficient corporatization and privatization of public entefprises) and the role
of monetary policy and exchange rate management to support more growth with
stability be adopted. Since the Bank of Thailand has also taken a relatively more
and clear burden on the FIDF's debt, this part of the public debt management
should also be managed such that it will not hinder the role of the monetary policy
and exchange rate to support future economic growth. Though the difficulty of an
appropriate and timely coordination of different macroeconomic policies should
not be underestimated the present situation of = very low inflation should allow a
more expansionary monetary policy. The private sector’s spending can be
stimulated through a low interest rate polic:’. A large and continuous budget deficit
through the domestic bond financing can potentially c.ause the interest rate to rise
or not falling cnough crowding out private spending.as well as net export through

the nominal and hence real exchange appreciation.

Furthermore, though the revolving villege and urban community fund is a one -
shot injection program, there are other intervention programs which cover a span

of many more years. Many of these populist interventions are not well thought out
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and run against the concept of economic rationality. The government has paid a
relatively less attention to the prudential and correct rule of marginal cost and
benefit of public spending. The idea of setting up a govemment agency to curve

imports through creating both tariff and non - tariff barriers also suggest a return to

protectionism.

Moreover, the operation of the international rice and rubber cartel are likely to be
unsuccessful in the long run causing an additional cost to the treasury at a time
when a large public debt service is already an emerging constraint on the

government investment spending.
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Table 1

Country Paper: Thailand

Unemployment Rate, February 1996 — May 2002

1996 Feb 2.0
May 2.0

Aug 1.1

1997 Feb 2.2
May N.A.

Aug 0.9

1998 Feb 4.6
May 5.0

Aug 3.4

Nov 4.4

1999 Feb 5.2
May T 53

Aug 3.0

Nov 3.3

2000 Feb 4.3
May 4.1

Aug 2.4

Nov 3.6

2001 Feb 4.2
‘ May 4.2
Aug 2.1

Nov 24

2002 " Feb 2.8
May 3.0

Source : National Statistical Office, as published in Bank of Thailand, Economic and
Financial Statistics, June 2002.

Remark: Since 1996,the concept of "Labor Force" was revised to
cover persons with the age of 15 years and over,as opposed to

the original concept of 13 years and over.
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Table 2
Thailand’s External Debts and International Reserve to Short-term Debt, 1995-2002
Q2
External Debts - ~ Debt service ratio (%)
International reserve
Long- Shon- Tptal Debt / GDP per Public Private Total
Term Term (%) Short-term debt (%) sector sector

1995 | 48,434.0 | 52,398.0 | 100,832.0 60.0 707 2.8 8.6 114

1996 | 60,999.0 | 47,743.0 | 108,7420 |  59.7 IR 2.5 9.8 12.3

1997 | 70,982.0 | 38,293.0 | 109,276.0 70.1 70.4 2.7 13 15.7

1998 | 76,641.0 | 28,421.0 [ 105,062.0 | 932 103.9 33 18.1 21.4
1999-Q1 | 76,590.0 | 25,610.0 | 102,200.0 86.4 116.9 39 17.8 217
1999-Q2 | 75,810.0 | 23,550.0 | 99,360.0 825 1335 3.6 15.5 191
1999-Q3 | 75,916.0 | 21,471.0 | 97,387.0 78.9 | 150.7 5.4 18.8 24.2
1999-Q4 | 75,512.0 | 19,539.0 | 95,051.0 77.6 178.0 29 10.2 13.1
2000-Q1 | 73,602.0 | 17,952.0 | 91,554.0 73.9 179.8 5 .1 16.1
2000-Q2 | 70,111.0 | 17,066.0 | 87,177.0 69.8 188.3 35 1.8 153
2000-Q3 | 68,467.0 | 15,240.0 | 83,707.0 67.4 T2ns 38 3.1 16.9
2000-Q4 | 65,021.0 | 14,694.0 [ 79,715.0 65.1 2223 39 9.7 13.6
2001-Q1 | 61,261.0 | 14,545.0 | 75,806.0 |  63.5 2220 6.8 14.2 21
2001-Q2 | 59,141.0 | 15,158.0 .| 74,299.0 | ~ 63.9 2085 7.4 9.6 o
2001-Q3 | 58,158.0 | 14,617.0 72,7750 634 2233 9.1 15 24.1
2001-Q4 | 54,122.0 | 13,389.0 | 67.511.0 | 588 | 2468 8.9 119 20.8
2002-Q1 | 51,248.0 | 13,166.0 | 64,414.0 55.5 2553 10.4 11.5 21.9
2002-QZ | 51,711.0 | 13,389.0 | 65,100.0 N 2748 72 6.8 14

Source : Bank of Thailand, Economic and Financial Statistics, June 2002. .
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Tabla
Public - Sector Fiscal Balance (GFS Basis), Fiscal Year 2001 -2003
2001 2002 ¢ 2003 e
Fiscal Year __
Millions % Millions Yo Millions %
of Baht of GDP of Baht of GDP Of Baht of GDP

Central Government
I. Revenue 765,396.9 15.1 813,232.0 15.9 797,000.0 14.4
2. Expenditure from Budget 875,986.8 17.3 975,849.9 18.7 967,559.0 17.5
3. Budgetary Balance (1-2) -110589.9 -2.2 -142617.9 2.7 -170559.0 -3.1
4. Non - Budgetary Balance 25,5373 Q.5 - - - -
Other than External Loans
5. Expenditure from External 36,6104 0.7 21,530.1 04 26,000.0 0.5
Loang
6. Extra - Budgetary Balance 18,802.0 0.4 23,914.3 0.5 59,949.9 1.1
7. Central Government -102861 -2 1402337 -2.7 -136609.1 -2.5
Balance (3+4-5+6) N

Local Governments
8. Revenue 144,186.8 2.8 171,975.1 33 196,803.0 3.6
9. Expenditure 141,721.8 28 169,107.7 32 193,028.0 35
10. Local Govemnment 2,465.0 0.0 2,867.4 0.1 3,775.0 0.1
Balance (8-9)

Nen-Financial State

Enterprises o

11. Retained Income 168,263.0 33 127,163.0 24 105,186.1 1.9
12. Capital Expenditure 152,271.0 3.0 139,472.0 2.7 120,945.9 2.2
13. Non-Financial State 159920 03 12309 0.2 157599  -0.3
Enterprises Balance (11-12)
14. Overall Public Sector -84404.0 -1.7 -149675.3 -2.9 -148593.9 =27
Balance (7+10+13)

Source : Fiscal Policy Office, Ministry of

Finance, August 2002
¢ = Estimated Value
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Figure 1
Thailand’s Real Economic Growth Rate

A) Yearly Data : 1994 to 2001 _
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Figure 2
Growth Rate of Consumption Expenditure, 1996 - 2001
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Figure 3
Growth Rate of Investment, 1996 — 2001
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Figure 4
Thailand’s Current Account Position as a Percentage of GDP,
1999 - 2001

Percent (%)
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Figure 5
Consumption, Investment and Export as a percentage of GDP,
1996 - 2001
A) Private Sector
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Figure 5 (Continued)
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Figure 6
Balance of Payments (US$), 1991 - 2002 Q2
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Figure 7
Estimates of Country Risk Premiums for Thailand,
January 1996 to December 2001
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Figure 9

Inflation Rate (CPI), Nominal and Real Interest Rate,
January 1997 — June 2002
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Figure 8
Thailand’s Inflation Rate (CP1), January 1995 to May 2002
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Figure 10
January 1995 - May 2002
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Figure 11
Nominal and Real Exchange Rate of Baht in Terms of U.S. Dollar,
January 1995 - May 2002
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Country Paper: Thailand TH-33

Figure 12
Net Foreign Assets, Net Domestic Assets and Monetary Base,
January 1990 — March 2002
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