CHAPTER 3

ASIA’S ECONOMIC ROLLERCOASTER
– 1998 and 1999

Asia’s economic roller coaster ride shows no sign of stopping.  After two decades of steady and strong economic growth, Asians have experienced two years of sudden ups and downs. 

The Great Fall

As noted in the previous chapter, the Asian economic crisis triggered a sharp fall in the economic fortunes of crisis-hit Asian states in the second half of 1997 and throughout 1998.  GDP for 1998 declined dramatically in Indonesia (-13.7%), Thailand  (-9.4%), Malaysia (-6.7%), and South Korea  (-5.8%).
 

The Bounce-back.

During the first half of 1999, the crisis-hit states suddenly bounced back.  Financial markets went up, currencies strengthened, Japan’s over-the-counter stock doubled in value, and stocks in the rest of Asia rose on average 50% higher.  In the Asian economies, real GDP growth shot up between January and July of 1999.  (See Figure 3-A.)

Figure 3-A
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Similarly, current account balances have turned positive after years of deficits.  In addition, a benchmark  of Asian stock markets (the Morgan Stanley Composite Index of Pacific Economies) sky-rocketed 80% between 1 October 1998 and 1 October 1999.
  Why?

· Stocks looked attractive because of low interest rates and the prospect of an economic rally in the region.  (See Figure 3-B.)

· An influx of both domestic and foreign money allowed investors to profit from this recovery story without worrying too much about balance sheets or managerial weakness among the region’s companies. 

Figure 3-B
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Capital Returns to Asia. Signs of economic life have caused foreign investors to pour money back into Asia.  Foreign investors have been busy buying up local businesses.  Overseas companies made acquisitions of $10.7B in the region in the second quarter, up from $4.05B in the previous three months.  In Figure 3-C we can see the amazing turnaround of capital flows. 

Figure 3-C

Factors behind bounce-back. Let’s look first at the nature of the Asian bounce back in the first half of 1999.  Two key questions come to mind:  

● 
What factors drove this 6 month recovery? 

● 
Are these drivers sustainable? 

For starters, a booming US economy inhaled Asian products.  Asian industrial production returned to positive growth in late 1998.  (See Figure 3-D.)  Second, the bounce-back resulted from a short-lived Keynesian surge in government deficit spending and looser monetary policy. 

In addition, inventory in Asian companies has gradually been reduced to the point where the shelves had to be re-stocked again.  In short, a spurt in demand came from re-stocking. 

Figure 3-D
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On the financial side, Asian markets also appeared to have obvious advantages during the first half of the 1999.  These included low world interest rates and a Wall Street that looked comparatively expensive.  As a result, capital flowed to those Asians markets that looked oversold.

A Brighter Picture.  On the surface at least, the Asian economic picture looked bright as the region began the second half of 1999.  In fact, the Asian economic picture looked much brighter than in the period before Asia’s 1997 financial meltdown: 

●
Asia’s balance of payments were robust compared to the dismal picture back in 1997.

●
There is no major capital flight from the crisis-hit countries.

●
The leveraged hedge funds, which caused so much damage back in 1997 are still largely absent from the fray.

●
No regional contagion effect is at work.  Thus the risk of a chain of regional devaluations is not great unless China decides to devalue.  (See Chapter 5.)

· The US dollar is currently weak vis-a-vis the yen.  The depreciation of Asian currencies against the dollar has given crisis-hit Asian economies a significant export edge against a strong yen and the euro.

Figure 3-E


Unfortunately, economic realities are not always what they seem on the surface.  While a Keynesian stimulus triggered a bounce-back from the recession of 1998 and decisively contributed to soaring Asian financial markets in the first 6 months of 1999, the region’s economies continue to be shaky.  Most importantly, we will see that fundamental economic reform remains elusive.  The missing economic reforms are needed for two reasons: 

●
To prevent the next Asian economic crisis.

●
To lay the foundation for long-term economic growth in Asia. 

The New Volatility

What’s more, the bounce-back in the first half of 1999 was something of a false dawn.  While the so-called Asian economic crisis is over and imminent danger has passed, Asia is not out of the woods.  In July 1999, a new volatility hit Asia’s economy.  

This new volatility is especially apparent in the stock markets.  

●
After 6 months of atypically smooth upward progress, Asian stock markets resumed their traditional volatility. 

●
The meteoric highs of the first six months vanished when Asian stocks tumbled in July 1999. 

●
Most Asian stock markets are well below their first half peaks. 

And except for Japan, currencies throughout Asia have fallen as well.  

●
In late September 1999 the Thai baht reached a 13 month low.  

●
The Singapore dollar, the Philippine peso and the South Korean won have also declined. 

Thus, any illusions that the Asian bounce-back in the first half of 1999 was the beginning of another Asian economic miracle were quickly dashed.  

●
What went wrong? 

●
Why was the bounce-back not more sustainable? 

●
In particular, why did the stock markets and currencies weaken again? 

From a macroeconomic perspective, the main reason for the new volatility was a lack of private demand.  The fiscal stimulus – designed to boost demand -- during the first half of 1999 was a necessary stop-gap.  Consumers and businessmen had arguably lost the ability – or at least the confidence -- to spend money.  But the fiscal stimulus was ultimately no substitute for strong private sector demand at home. 

Meanwhile, Asian companies and consumers are in no position to pick up the shortfall in demand for very long.  

●
The combination of excess industrial capacity and a high level of Asian corporate indebtedness means that demand for investment spending is likely to remain low. 

●
Moreover, the weak Asian banks are in no position to make new loans to corporations.

●
Even the fortunate banks (that are being refinanced through government programs) are cleaning their balance sheets rather than making new loans.

In addition, Asian countries that had no budget deficits prior to the crisis have become profligate spenders.  The five crisis hit countries are expected to rack up budget deficits amounting to 5% to 6% of GDP.  

●
For financial stability, a good rule of thumb says that the budget deficit to GDP ratio should be no larger than the 3% limit the EU used for its Maastrict criteria for EU entry.

●
Thailand’s situation is particularly troubling, as indicated in Figure 3-F.  

Figure 3-F

Tighter Money at the U.S. Federal Reserve. International factors have also weakened Asian stocks and currencies.  Most Asian currencies have been affected by higher US interest rates.  After the US interest rate hikes over the summer of 1999, Asian currencies began to look less attractive.  

Dangers of Recovery Without Reform.  The recent weakness and volatility in Asian currencies also reflect the dynamics of their own economies.  South Korea is a good case in point and reflects the dangers that develop when recovery occurs without economic reform.

Ironically, the seeds for the new volatility that first became evident in South Korea took place during the bounce-back period.  The steep rise in stock prices in the first six months of 1999 caused complacency among managers and led them to slacken off efforts to deal with their domestic and overseas debts.  (See Figure 3-G.)

●
The near bankruptcy of the Daewoo chaebol hammered the South Korean won and was a painful reminder that the restructuring process still has a long way to go.  Daewoo’s troubles have also served to trigger a rise in the risk premium attached by investors to Asian markets in general.

· The spread of the US Treasury 10 year yield over an index of its Asian equivalents worsened from 216 basis points on July 7 to 284 on 26 July.

Figure 3-G

By July 1999, the period of easy stock market gains was over.  In its place, the Asian stock market began to reflect other factors such as weaker earnings and a shortage of companies that restructured at the pace required by the market.  And these drivers made investors jittery.

Thailand

Thailand is another country where the financial and economic developments have sparked new volatility.  As with South Korea, Thailand’s enjoyed economic success in the first half of 1999: 

●
A large current account surplus boosted currency reserves.  

●
Its larger currency reserves allowed it to stop drawing funds from an IMF rescue package.

And as in South Korea, the Thai economic success created complacency and caused the Bangkok’s reformist drive to run out of steam.  After a brief spurt of optimism, the outlook for the Thai banking sector has become gloomier in the past few months.  Bad loans in Thailand continue accumulate.  Some banks are reporting that even restructured loans are going sour.  For instance: 

●
Non-performing loans in Thailand remain high, at 47.1% of total bank lending at the end of July 1999.  

●
And despite its efforts at bank restructuring, credit demand in Thailand remains weak.

As domestic debts continue to fester, efforts to re-pay foreign currency debts have put further downward pressure on the baht.

Investors are also disappointed at the ineffectiveness of the new bankruptcy procedures.  It’s clear that Thailand will find it painful to enforce the bankruptcy procedures needed to encourage banks to sort out their bad loans once and for all. 

Even the real Thai economy is having its problems in the second half of the 1999.  Durable private demand is still absent in this economy.  As a result, Thailand has opted for a $3B stimulus package in hopes of sustaining its fragile economic recovery.  

Indonesia

In Indonesia, recent financial corruption has also sparked new volatility in Asia.  Its bank reforms have been called into question by the involvement of the Indonesian  Bank Restructuring Agency (IBRA) in a recent bank scandal. 

●
The scandal involves the disappearance of $80M of $114M transferred to Bank Bali  The money reportedly ended up in the coffers of  the Golkar party to finance President Habibie’s re-election campaign expenses. 

The US Economy

Recent developments in the US economy are also adding to the volatility in Asian markets.  For instance, the recent US Federal Reserve’s hikes in interest rates worry investors in Asia for two reasons:

●
It raises questions about whether Asian states will have to follow suit – and tighten monetary policy to protect their exchange rates.  That could slow down Asian growth.

●
It is a reminder that international liquidity is becoming tighter.  The capital which flowed so easily into Asian stock markets is now harder to come by.

Japan

The Japanese economy is also contributing to the new volatility in Asia.  

●
Massive fiscal and monetary expansion has still failed to rekindle consumer confidence.

●
Japan GDP fell by 1% in 3Q99.

●
The strong yen hurts Japanese exports.

· And any threat to Japanese exports is a deterrent to any durable Japanese recovery. 

· Flat or negative Japanese growth drags down Asian growth.

As with the rest of Asia, a weaker yen is part of the answer for Japan.  Whether Tokyo can engineer such a move without serious damage to the country’s overloaded bond market is uncertain.  But the impact will extend far beyond Japan if Tokyo fails. 

China

Concerns over China’s economic weakness also add to the new volatility in Asia.  As with Japan, an overvalued Chinese renminbi is hurting Chinese export performance. 

●
2/3 of China’s export surplus disappeared during the first half of 1999. 

●
China faces a severe challenge in dealing with its own rotten banking system.

●
Asian investors worry that China’s lacks the ability to cope with its severe deflation problem without a devaluation.

●
Consequently, investors have already been factoring in currency risks, which include a possible devaluation of the China’s renminbi. 

●
An economic collapse in China and an ensuing devaluation could undermine regional currency stability, force up interest rates and drive Asia back into a recession. 

●
That said, Beijing will probably wait until the year 2000 before it makes the final decision on devaluation. 

The Philippines

Political developments have also contributed to the new volatility in Asia.  For instance, in the Philippines, there has been a sudden flurry of concern over the performance of President Joseph Estrada, who has tried to clamp down on the press amid allegations of a revival of Marcos-style cronyism. 

●
Also, after years of monetary discipline imposed by Gabriel Singson, the tough former central bank chief, the markets are still trying to gauge his successor, the as yet untested Rafael Buenaventura, a former commercial banker.

All of the above provide a disquieting political background for jittery potential investors.  Until Asian governments address these challenges responsibly, the region will continue to be volatile and long-term growth will remain elusive. 

●
Asian stock and currency market investors are well aware of this reality and will punish complacency and reward the more courageous national economic strategists. 

Near Term Military Tensions

Asia’s new volatility also reflects growing military instability in the region. 

●
In Indonesia, the violence in East Timor, Aceh, and Ambon distracts Jakarta from taking decisive actions to address its economic and financial problems. 

●
Similarly, Beijing’s heartburn with Taipei’s two state policy and the ensuing tensions in the Taiwan Straits distract Beijing’s from developing a successful economic strategy.  

●
Partially offsetting the tensions cited above has been the dramatic US decision to ease economic sanctions toward North Korea in exchange for North Korea’s agreement to stop missile testing.  If it holds, this agreement is a welcome reduction of tensions in the region. 


No Quick Fix

In early 1999 Asian states began to address their structural problems.  Unfortunately, an early economic bounce-back then produced complacency and destroyed the incentive for Asian policymakers to make it through the very first stages of the structural reforms.

· In short, Asian states failed to stay the course. 

A durable economic recovery in Asia can only come when the painful restructuring process is complete.

Endnotes




Capital Inflows:
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Thailand: The Big Spender


Public Deficit as % of GDP


8.5% of GDP by 2000


Keynesian stimulus is unsustainable


What’s Missing?


Private Demand





Why 1st Half of 1999 Bounce-back?


Booming US economy


Keynesian fiscal stimulus


Lower interest rates


Re-stocking inventory


Capital Inflow








Capital Flow Turnaround: $73 B


1998 Capital outflow: 	 -43B


1999 Capital Inflow: 	+30B


(Estimated)
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