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Country-specific Recovery Prospects
• Indonesia’s recovery has been constrained by political
uncertainties and instability, but with a new democratically elected President it is poised to begin recovery in
earnest this year.
• Korea is back with the strongest recovery in the region,
but chaebol reform remains to be accomplished.
• Malaysia’s selective capital controls policy may have
provided the authorities with breathing space to stimulate the economy through expansionary macroeconomic policies and structural reforms; but the jury is
still out on the efficacy of capital controls.
• Philippine banks report recovery in lending activities
and a decline in the share of NPLs, indicating the recovery is gathering momentum; but fiscal consolidation and governance issues have to be addressed.
• Thailand’s market-led approach to financial restructuring is finally starting to pay dividends as banks report
progress in clearing bad debts.

Tracking Asia’s Recovery—
A Regional Overview
The Recovery Process—Asset Markets and the Real Sector
Figure 1: GDP per Capita Index
(1996=100)

Following more than a decade of stellar growth, Thailand's GDP
contracted in 1997. The other affected economies (Indonesia,
Republic of Korea, henceforth Korea, Malaysia, and the Philippines)
grew more slowly in 1997 and by early 1998 output had begun to
contract. By the end of that year, GDP had nose-dived by 13.2
percent in Indonesia, 10.4 percent in Thailand, 7.5 percent in Malaysia, 5.8 percent in Korea and 0.5 percent in the Philippines. But
this dramatic reversal of fortunes proved short-lived. Most economies bottomed out and started picking up in late 1998 or early
1999. And as the year progressed, economic recovery gathered
momentum. Korea turned in an outstanding performance in 1999
by growing at 10.2 percent. The growth performance of Malaysia,

Note: 1999 data on population are ADB staff
forecasts.
Sources: ADB, Key Indicators of Developing
Asian and Pacific Countries; various national
sources.

Thailand and the Philippines was more moderate at 5.4 percent,
4.0 percent and 3.2 percent, respectively. Indonesia's growth performance at 0.23 percent was also positive but slow.
While recovery is tangible, it is not yet broad-based. There are
variations in the pattern of recovery across countries, and across
the components of aggregate demand and supply. As is usually
the case, recovery in financial markets has preceded recovery in

Figure 2: Exchange Rate Index
(weekly average, last week of
1997June=100, $/local currency)

the real sector.
Also, per capita incomes have yet to climb back to their pre-crisis
levels in Indonesia, Malaysia, the Philippines and Thailand. One
way to gauge the extent of the recovery is to compare per capita
income levels in local constant prices with the pre-crisis levels
(Figure 1). For all countries, but Thailand, 1997 is the most recent
peak in GDP per capita incomes. In Thailand, 1996 is the peak. By
the end of 1999, only Korea had a level of GDP per capita that
exceeded its previous peak. In all other economies GDP per capita
still has lost ground to make up. Mainly because it did not fall so
much, the Philippines has the shortest way to go, and may regain
or exceed its most recent peak by the end of 2000. Malaysia may
take another two years, with full recovery of lost income taking

Source: ARIC Indicators.

even longer in Thailand and Indonesia. Even then GDP per capita
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Figure 3: Composite Stock Price
Index* (last week of 1997June=
100, in local currency)
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in the affected countries would remain well below what would have
been achieved if growth had continued unabated.
ASSET MARKET RECOVERY. Following their initial precipitous col-

lapse, exchange rates stabilized and, in early 1998, began to recover some of the ground they had lost (Figure 2). Subsequently,
the volatility in exchange rate movements that accompanied their
collapse and partial recovery dissipated. Today, in nominal terms,
the value of local currencies has steadied, but they still buy 20 to
35 percent fewer US dollars than before the crisis in Korea, Malaysia, the Philippines and Thailand, and 70 percent fewer dollars in
Indonesia.
Stock markets fell to their lowest point around the third quarter of
*Weekly averages of JCI (Indonesia), KOSPI
200 (Korea), KLCI (Malaysia), PHISIX
(Philippines) and SET Index (Thailand).
Source: ARIC Indicators.

Figure 4a: Office Vacancy
Rates in Major Cities (%)

1998 (Figure 3). Since then they have recovered strongly, and all
but the Philippine market made stellar gains in 1999. In part,
these gains have been driven by the additional liquidity generated
by current account surpluses and lower interest rates. Corporate
earnings growth is, however, yet to validate more bullish expectations. Despite their rebound, stock market indexes in most economies are still about 10-35 percent lower than their pre-crisis levels in local currency terms and about 40-75 percent lower in US
dollar terms. Only in Korea have markets fully recovered both in
local currency terms (around +40 percent) and in US dollars (+10
percent). The picture of the recovery is, therefore, sensitive to
whether returns are measured in local currency or dollars.
Recovery in the markets for physical assets is yet to begin. Property markets remain generally depressed. Office vacancy rates

Source: Jones Lang LaSalle, Asia Pacific
Property Digest, October 1999.

have started to stabilize and fall. However, rents continue to soften
(Figure 4). Loan assets also remain heavily discounted. Early

Figure 4b: Office Rents in
Major Cities (US$ per square
meter per annum)

signs of recovery in property markets have emerged in Korea
(page 28).
THE REAL SECTOR. The pace of recovery in the crisis-hit Asian

countries (Figure 5) has caught almost all by surprise. Since the
beginning of 1999, the Consensus Economics' forecasts1 of 1999
economic growth rates in the affected countries have been revised upwards almost every month (Figure 6). For example, the
January forecast of the 1999 real economic growth rate in Korea
was about 1 percent. This figure doubled in February, doubled
again in May, and increased by more than one half again in August

Source: Jones Lang LaSalle, Asia Pacific
Property Digest, October 1999.

1Asia Pacific Consensus Forecasts, Consensus Economics Inc., United Kingdom.
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Figure 5: Real GDP Growth
(% y-o-y)
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to reach more than 6.6 percent. The December growth forecast
for Korea was 9.4 percent, which turned out to be below actual
performance. The 1999 growth forecast was revised upwards for
Indonesia as well—from a contraction of more than 2 percent predicted in June, to a 1 percent contraction forecast in July, to a 0.3
percent growth projected in September. Similar upward revisions
have been made for year 2000 forecasts (Figure 7).
Recovery has also been uneven. It has been most pronounced in
Korea, so strong in fact that there are now latent inflationary pressures in the economy. In Malaysia and Thailand, it has been less
spectacular but nevertheless impressive. Despite accommodating

Source: ARIC Indicators.

Figure 6: Consensus Economics
Forecast of 1999 GDP Growth (%)

monetary policies and substantial deficit spending measures, inflationary pressures remain muted in both these economies. Economic activity in the Philippines did not contract to the same extent as in the other countries. To some degree, this explains the
apparently mild recovery of output that has occurred there. In
Indonesia, where political developments have had a decisive influence on the economy, output has only now stabilized after collapsing in 1998.
On the supply side, the agricultural sector has rebounded following the devastation of the El Niño and La Niña weather phenomena. This has benefited mainly the Philippines, Indonesia and
Thailand. However, except in Indonesia and the Philippines, it is
the industrial sector, particularly the manufacturing sector, that
has led the recovery process. The strong recovery in the indus-

Source: Consensus Economics Inc., Asia
Pacific Consensus Forecasts, various issues.

Figure 7: Consensus Economics
Forecast of 2000 GDP Growth (%)

trial sector is attributable to a rebound in export demand. The
industrial production indexes of all the affected countries, except
Indonesia and Thailand, now exceed pre-crisis levels (Figure 8).
However, with the exception of Korea, industrial output remains
below capacity in all these countries, with the gap being greatest
in Indonesia.
On the demand side, the recovery has been led by public consumption expenditures reflecting the accommodating fiscal stance
of governments since the middle of 1998. But the recovery is not
yet broad-based. Private consumption expenditure has lagged
except in Korea where recovery began in early 1999. Elsewhere,
retail sales and private consumption are now on a gradual upswing. Real investment in plant and equipment continues to be
depressed (Figure 9) although demand is now beginning to pick

Source: Consensus Economics Inc., Asia
Pacific Consensus Forecasts, various issues.

up in Korea, the Philippines and Thailand. Until the middle of 1998,
exports from the affected countries remained weak (Figure 10).
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Figure 8: Industrial Production
Index* (1997Q2=100),
seasonally adjusted

The exception was the Philippines where overall exports did not
suffer, mainly because of the country’s reliance on the booming
US market. The strong recovery in exports since then reflects a
global upswing in the electronics sector that has driven the demand for semi-conductors, and computer and electronics products. Now that Y2K concerns have passed, there is a possibility
that this demand may soften somewhat. Other than that, the prospects for exports remain good. Strengthening import demand since
the end of 1998, except in Indonesia, suggests that further
strengthening of demand and output is in the pipeline (Figure 11).
FORCES DRIVING THE RECOVERY. What are the factors that ex-

plain Asia’s surprisingly quick bounce-back? Two general consid*Manufacturing for Indonesia, the Philippines,
and Thailand.
Source: ARIC Indicators.

Figure 9: Real Gross Domestic
Investment Index (1997Q2=
100), seasonally unadjusted

erations are worth bearing in mind.
First, it is worth recalling that Asia’s fast growth has been punctuated by abrupt slowdowns even before the recent crisis. In 1985,
growth slowed sharply across East and Southeast Asia. In Korea,
growth nose-dived at the beginning of the 1980s. Oil price shocks
in the 1970s also took their toll. Contrary to popular perception,
growth in Asia has not always followed a smooth path. But what
has consistently set the economies of the region apart from others is their capacity for recovery. In no small part, this has been
due to the resilience of their economic structures and the pragmatic policies of their governments. These factors also play a part
in explaining the ongoing recovery.
Second, financial crises do not of themselves destroy the capac-

Source: ARIC Indicators.

Figure 10: Quarterly Export
Index (1997Q2=100), seasonally
adjusted

ity for growth. Although they may exact a heavy toll in terms of
lost output, and trigger social reversals, accumulated experience
suggests that most economies recover, with growth resuming its
previous course after a painful interval of three or four years. To
the extent that self-fulfilling panic and irrational pessimism play
a role in amplifying financial crises, as the pendulum of expectations swings back to a more balanced position, recovery usually
begins.
Together, market resilience, pragmatic policies and a more realistic assessment of Asia’s potential go a long way in explaining the
recovery itself as well as its rapid progress.
The sudden and large withdrawal of capital experienced by the

Source: ARIC Indicators (data from
national sources).

affected economies in 1997 and 1998 delivered a massive deflationary shock, which, initially, may have been aggravated by
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Figure 11: Quarterly Import Index
(1997Q2=100), seasonally adjusted

contractionary demand policies. Whatever the reasons for the
shock, it ultimately required an increase in net exports and an
accompanying shift of resources from the non-traded to traded
goods sectors of the affected economies. As domestic demand
contracted, adjustments in factor markets were also called for.
The relative price changes needed to facilitate these adjustments
have been made surprisingly smoothly. In general, increases in
unemployment rates have been contained, real labor costs have
fallen and real exchange rates have adjusted to accommodate the
needed reallocation of resources. While these adjustments have
caused pain and some social reversals, a more protracted process
would have ultimately proved more disruptive, increased social

Source: ARIC Indicators (data from
national sources).

Figure 12: 3-Month Interbank
Rate (%)

costs and hindered recovery.
After a painful bout of austerity, a move to more accommodating
monetary policies and large deficit spending programs helped
the recovery. Most of the affected economies now have unprecedented fiscal deficits. Short-term nominal interest rates have
also come down sharply and are now either below their pre-crisis
level or close to it (Figure 12). But, except in Korea and more
recently Malaysia, the more accommodating monetary stance is
not yet reflected in the growth of the stock of private sector
credit (Figure 13). In part, this is because non-performing loans
(NPLs) have reduced the stock as they have been removed from
the balance sheets of banks and converted into other instruments. Trends in the flows of new loans are much more encouraging. Lower interest rates have also undoubtedly eased the dis-

Source: ARIC Indicators.

Figure 13: Real Bank Credit*
(1997June=100), seasonally adjusted

tress experienced by businesses and helped support recovery in
regional equity markets.
The investor panic (both foreign and domestic) that triggered the
Asian crisis has now come to an end. Partly, this is because whatever capital was going to be withdrawn has now been pulled out.
In fact, the flight of capital had more or less abated by the middle
of 1998. Although net transfers from banks have remained in negative territory, flows of direct equity and portfolio investment were,
in general, sufficient to stem the outflow of capital in 1999. This
has gone a long way to easing constraints on domestic absorption. Capital inflows are expected in 2000, according to the Institute of International Finance. To a large degree, better-informed
domestic investors led foreign investors back into the region’s
equity markets. Just as the recession tended to be worse than

*Claims on the private sector: deposit
money banks.
Source: ARIC Indicators.

expected when capital was fleeing the region, the recovery now is
coming faster than expected by most observers.
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There are other factors, too, that have worked in favor of recovery.
External developments have helped Asia get back on its feet. They
have followed an unexpectedly benign course. Only 12 months
ago, deflationary risks cast their shadow over the global economy
and there seemed to be a distinct threat of a further round of
competitive devaluation. But the global economy has shown itself
to be more resilient than even the most optimistic could have
hoped. The latest World Economic Outlook issued by the International Monetary Fund (IMF, October 1999) suggests that global
output growth in 1999 may have reached 3 percent, only a shade
below the 3.1 percent averaged since 1990.
The US economy has played an important role in supporting global demand during the recent turbulent times. Over the past two
years, the United States has accounted for more than 50 percent
of the growth of global demand. This has been reflected in record
US current account deficits. Last year, GDP growth in the United
States was estimated to be 4 percent. US growth is being propelled by strong private sector demand. Demand in the United
States has remained strong while inflationary pressures, helped
by lower commodity prices and a strong dollar, have so far been
astonishingly muted. A ballooning US trade deficit has proved to
be an important buffer against global recession, and this has helped
prime demand for goods and services produced in Asia.
Growth in Japan declined by nearly 3 percent in 1998. While there
have been some signs of improving economic confidence, including a sharp appreciation of Japanese equity values, growth in 1999
largely reflects earlier deficit spending measures. Positive growth
in the first half of 1999 helped stimulate recovery in the region.
However, the return to negative growth in the second half of the
year weakened the stimulus to regional exports that otherwise
would have been created by the stronger yen. A further substantial fiscal stimulus package introduced in late 1999 should also
support Japanese growth in 2000.
Emerging market economies have generally recovered well following the tumult of 1998 and early 1999. The deflationary threat
that has been hanging over the People’s Republic of China (henceforth PRC) now seems to be lifting. Reform measures designed to
tackle deep-seated inefficiencies in economic organization, and
promote longer-term growth, initially suppressed demand. However, massive fiscal stimulus measures and an accommodating
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monetary policy have helped to support domestic demand. Stronger export growth starting in the second half of 1999 has also
contributed to growth. Growth in 1999 was about 7.3 percent.
Stronger export demand is expected to take over from domestic
demand in sustaining economic momentum in 2000, with growth
expected to remain between 7 and 8 percent. Stability in regional
currencies has been helped by the stable value of the renminbi
and by Hong Kong, China’s careful management of the Hong Kong
dollar’s link to the US dollar.
Luck has played a role in Asia’s recovery, just as it compounded
underlying difficulties in 1997. In particular, more favorable weather
conditions have raised agricultural output, especially in Indonesia
and the Philippines. The negative effects of the global electronics
downturn that occurred from 1996 through 1998 have now been
reversed. Rising global electronics demand and prices have helped
boost Korean, Malaysian and Thai exports. But rising oil prices
have been something of a mixed blessing. They have worked in
favor of net exporters of fuel, such as Indonesia, but against net
importers, such as Korea, the Philippines and Thailand.
Finally, recovery is now being supported by the strong trade links
that exist among the regional economies. To an extent, renewed
growth within the region will become self-propelling as the benefits of expanded demand spill across borders.

Medium Term Aspects—Bank and Corporate Restructuring
(These issues are dealt with at greater length in the Bank and
Corporate Restructuring section starting on page 62.)
The initial conditions of, and approaches to, financial and corporate sector rehabilitation differed somewhat among the crisis-hit
economies. These problems were least severe in the Philippines
and most severe in Indonesia. Indonesia, Korea and Malaysia have
chosen a government-led approach to the restructuring of the
banking sector, while Thailand has favored a more market-oriented approach. In the Philippines, there have been some signs of
stress in the banking sector, but circumstances have not warranted
any explicit bank restructuring measures. In most economies, a
more decentralized approach to corporate sector restructuring has
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been followed. The role of government has been to provide a framework and set the rules within which debtors and their creditors
can reach voluntary agreement. In Korea, the influence of the
chaebols has required that government take a more direct role in
the restructuring process.
Figure 14: Non-performing Loan
Ratio1 (%)

The systemic banking crisis in the region led to sharp increases in
the NPL ratios in the affected countries (Figure 14). In terms of
removing bad loans and restoring bank capital, Malaysia and Korea have made the most progress. The private sector led approach
followed in Thailand initially created some uncertainty, but now
seems to be delivering results. NPLs are trending downward, and
new capital is being infused into the system in response to looming regulatory deadlines. In the Philippines, until recently, the NPL
ratio was increasing because of the weaknesses of thrift banks.
But now it has started to fall. The situation in Indonesia remains

1Data on non-performing loans for Malaysia and

the Philippines cover the banking sector only while
those for Korea and Thailand cover all financial
institutions.
2June 1998 for Thailand.
3September 1999 for Korea.
Source: ARIC Indicators.

highly problematic. Most banks are insolvent and operating only
with the support of Bank Indonesia, the country’s central bank.
Bank privatization programs have progressed slower than envisaged, and reforms targeting non-bank financial intermediaries
have lagged behind those targeting banks. On average, state
ownership of assets has increased to 50 percent or more (about
75 percent in Indonesia) as asset management companies have
purchased assets from banks. The asset management companies
have, however, been slow in re-selling those assets. There is an
urgent need to put these assets to productive use and to raise
revenue to tackle the rising debt burden.
In all five countries, progress on the resolution of corporate debt
is slower than banking sector restructuring. Nevertheless, there
are increasing signs of progress with a growing number of cases
being resolved either within voluntary frameworks or outside them.
In many instances, however, such settlements do not seem to
have been accompanied by the operational restructuring needed
to ensure durable profitability. There have also been isolated cases
of bailouts. Again, progress in Indonesia lags behind that in the
other countries.
Looking ahead, further resources for the re-capitalization of banks
will need to be found in Indonesia and possibly also in Thailand. In
Indonesia, this could present formidable fiscal problems. Given
the more modest scale of the capital deficits in Korea and Malaysia, economic recovery should go a long way in healing bank bal-
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ance sheets. In the Philippines, the private sector is being left to
address additional capital needs. Over the longer term, the future
safety of financial sectors in the affected economies will depend
on further strengthening regulatory and supervisory systems, and
improving banking and corporate governance.

Longer Term Aspects—Social Recovery, Governance and
Competitiveness
An important challenge confronting the affected countries is to
achieve sustained recovery in the social sector. The crisis has demonstrated forcefully that informal safety nets provide inadequate
protection in the current potentially turbulent environment. This
is one reason why social recovery is lagging behind economic recovery. While social support systems in the region have been
strengthened significantly, much more remains to be done. As
these economies move forward, institutional arrangements must
be found that better protect the most vulnerable and least welloff. More generally, continuing investments in the health, education and general welfare of the broad mass of the population should
be a matter of priority. In these matters, an approach that empowers people rather than provides unsustainable subsidies is most
likely to reconcile legitimate social objectives with economic efficiency and dynamism. While some growth may be possible without these changes, it will inevitably be of lower quality, more difficult to sustain and more vulnerable to adverse shocks.
Although the results are mixed, several social indicators also show
Figure 15: Unemployment
Rate (%)

signs of turnaround and recovery. The recent decreases in unemployment levels are encouraging (Figure 15). But they are still
above the pre-crisis levels of 1996. Public health and education
expenditures have also increased somewhat in Malaysia and Korea (Figure 16 and Figure 17). Private consumption levels also
started to recover in 1999.
Issues of governance in the public and corporate sectors have
been brought to the fore by the crisis. Too much has probably
been made of the deficits that clearly existed before the crisis.
Fast growth coexisted with these shortcomings prior to the crisis
and growth has now resumed with only modest changes. But this

Source: ARIC Indicators.

is no reason for complacency. Good governance can and does
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contribute significantly to both the quantity and quality of growth.
In an increasingly interdependent global economy, good practices are likely to assume greater importance in assuaging investor concerns. Governments have a key role to play in developing institutional frameworks conducive to good governance and
ensuring that they function effectively.
After the sharp appreciation of real effective exchange rates since
the beginning of 1998, issues related to competitiveness have
also resurfaced (Figure 18). While the affected countries have focused on getting back on their feet, competition from other countries within the region and outside has continued to intensify in

Source: ARIC Indicators.

key export markets. On a global scale, excess capacity is now
apparent in a number of sectors. Prices of electronics and electri-

Figure 17: Government
Expenditure on Health
(% of total budget)

cal machinery and equipment, telecommunications equipment,
computer equipment and office machines, and transportation
equipment have all fallen sharply in recent years. And prices of
exports from East Asian nations have fallen more sharply than
those from other regions. This, no doubt, contributed to the 1998
contraction in the nominal dollar value of exports from the affected countries. Electronics prices have recovered since then,
indicating that the prices of these products are quite sensitive to
the balance between supply and demand. Partly because of the
recovery in electronics, export growth rates recovered strongly in
1999 in all five countries except Indonesia. Export volumes have
been buoyed by strong world demand, but have also responded,

Source: ARIC Indicators.

although with a lag, to depreciated real exchange rates.
There are, however, competitive pressures facing Indonesia and,

Figure 18: Real Effective
Exchange Rate Index*
(1997June=100)

to a lesser degree, Thailand and the Philippines in markets for
labor-intensive exports. These may increase with the entry of
the PRC into the World Trade Organization (WTO), although that
would also provide new opportunities for trade. With intensifying
export competition, the region’s major trading partners may give
in to pressures to apply anti-dumping and other protective measures to limit the market penetration of Asian exports. Another
potentially serious challenge arises from the failure of the Seattle Ministerial Conference of the WTO. The lack of consensus
on further liberalization of trade on a most-favored nation basis
through multilateral negotiations may encourage countries to
focus on strengthening regional ties on a discriminatory basis.
These preferential arrangements carry the potential of trade di-

*Traded vs. nontraded goods prices.
Source: ARIC Indicators.

version and may further limit the market access of the affected
countries in regions such as the Americas and Europe.
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Going forward, in order to sustain a recovery of international trade
it will be essential for regional economies to improve their access
to markets overseas. This may require a more focused and coordinated voice in negotiations over multilateral trade liberalization.
Domestic constraints also need to be addressed. Wise investments
in education and human resources as well as infrastructure, and
further deregulation of investment and liberalization of trade policies will help achieve this. Moving resources from activities in which
comparative advantage is fading into others where opportunities
are expanding is a perpetual challenge.

Recovery Prospects and Risks
MEDIUM TERM PROSPECTS. Having proved overly pessimistic in

1999, the accepted view now is that recovery will be consolidated and possibly strengthened in 2000. Consensus Economics expects growth to slow down in Korea, falling to 7.2 percent, after the pronounced recovery that has already taken place
there. The range of projection is, however, rather wide from
5.8 to 9.0 percent reflecting the underlying uncertainties. On
the other hand, the Indonesian economy is expected to grow
by 3.9 percent, also with a wide range of 2.7 to 5.5 percent.
Growth is also expected to accelerate in Malaysia, the Philippines and Thailand. Three factors underlie these reassuring assessments. First, monetary and fiscal policies are expected to
remain accommodating. Second, favorable conditions in the global economy are expected to continue. Third, output is still
somewhat below potential and as the gap is closed, growth will
be supported. With uncertainty lifting, domestic sector private
demand is expected to play a stronger role in propelling growth
in 2000 than it has done so far. While public consumption is
expected to stabilize as governments focus on fiscal consolidation, private sector demand and real investments are expected
to pick up. Net exports may shrink a bit, as imports rise with
the general tide of economic activity.
In 2000, financial markets should be driven more by fundamentals
than liquidity. Although stock markets have softened somewhat since
early this year (except in Malaysia), there should be less volatility in
the future. Financial markets in the affected countries should be more
attractive to investors seeking less risk and provide diversification
opportunities. Real estate prices should also start to nudge up.
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Solid growth should ease the pains of bank and corporate restructuring. Rising demand should improve credit flows in the
economy and cash flow positions of banks and corporates. These
developments should make domestic assets more attractive to
foreign as well as domestic investors. The fiscal position of governments should also improve. Finally as the recovery consolidates and becomes more sustained, social recovery should also
progress further.
RISKS. Tangible as the recovery process is, it remains prone to

risks in both the domestic and global economic environment. On a
positive note, contagion and financial volatility in the global
economy seem to have faded through 1999, and the affected countries of Asia are now in a much better position to withstand any
future shocks. In all five affected economies, foreign exchange
reserve positions have strengthened considerably over the past
12 months. The calm response in global financial markets to the
devaluation of the Brazilian real in early 1999 marked a return to
more orderly market dynamics. The recent Ecuadorian default
hardly registered at all in Asian markets. Spreads on Asian debt
have narrowed throughout 1999 in response to improving regional
economic conditions.
EXTERNAL RISKS. External risks are also receding, although they

cannot be entirely discounted. The global economic environment
is expected to be favorable. The United States is enjoying the
longest period of economic expansion it has ever had. However,
an unexpected “hard landing” in the United States or a slip back
into recession in Japan would set regional prospects back.
Recent US performance has raised questions about long-held assumptions regarding macroeconomic relationships. One view is
that underlying structural changes are allowing the US economy
to sustain faster growth than before (for any given inflation target). A conjunction of falling inflation rates and accelerating growth
seems to support this proposition. Proponents of this view claim
that rapid technological advance and demographic and institutional shifts, which make for much more flexible labor markets,
are the pillars of the so-called New Economy.
As yet, it would seem the Federal Reserve Board (Fed) is not quite
persuaded by this thesis. Whatever changes may be taking place
in the US economy, the view of the Fed appears to be that the
current alignment of unemployment, growth and inflation is not
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sustainable. Concerned by latent inflationary pressures, the Fed
has gradually raised overnight borrowing rates. Between June
1999 and March 2000 the Fed raised the federal funds rate by
100 basis points. Recent economic data, particularly those that
indicate there was an acceleration of growth in the final quarter
of 1999, suggest that further short-term interest rate increases
may be in the pipeline for the near future. In crucial ways, US
prospects hinge on the stability of beliefs about asset prices and
earnings growth, and in the capacity of the Fed to steer the US
economy through to calmer waters. These are reasons enough
to be cautious about US prospects.
If, for whatever reason, the current bullish mood were to change,
growth could dip precipitously. Past experience and most valuation models suggest that, despite some softening in February
2000, US equities have risen in price to the point of being grossly
overvalued. If productivity growth reverts to trend and the timetested relationships between earnings growth and asset values
reassert themselves, US asset prices could tumble. While such a
reversal would certainly instigate a more accommodating monetary policy by the Fed, consumption and investment demand
would slump. This would have adverse consequences not just for
US growth but for global demand and trade, and possibly for
global asset markets as well.
A second potential risk to US growth and economic stability would
be an increasing reluctance by non-residents to finance the ballooning US current account deficit. This could happen for reasons
that are quite independent of views about the durability of the
“New Economy.” A shift in sentiment away from US dollar assets,
say because of rising returns elsewhere in the world, would inevitably depress US asset prices and squeeze domestic demand. In
these circumstances, the Fed could face difficult choices.
Meanwhile, it is unlikely that the Japanese economy will grow faster
in 2000 than it did in 1999 unless there is a stronger than anticipated recovery in private sector demand. Growth is expected to
remain positive but be somewhat less than 1 percent.
Japan has embarked on a complex banking and corporate restructuring and reform program. Substantial fiscal resources have been
devoted to this program. Over the medium term, restructuring
efforts will help remove ingrained inefficiencies and establish a
strong foundation for future growth. However, the more immedi-
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ate impact of reform is likely to be deflationary. More retrenchments are likely as the operational and financial restructuring of
troubled businesses continues. But once this difficult adjustment
process has been completed, a reinvigorated financial and corporate sector should help propel the Japanese economy forward.
Growth in Europe is expected to pick up in 2000. Risks to growth
in Europe include the possibility of a sharp reduction in US equity
prices that may carry over into European markets. Some monetary tightening in the Euro area is also possible. In the United
Kingdom, interest rates have been raised in response to strong
demand. Early this year, the European Central Bank is likely to be
forced to notch up overnight rates in response to moves by the
Fed in the United States.
Among the emerging market economies, the PRC is clearly the
most important for the affected countries. As the PRC begins the
complex task of liberalizing its trade and investment regimes, under
its bilateral trade agreement with the United States and with a
view to its possible entry into the WTO, the pain of restructuring
may be expected to increase before efficiency benefits are realized. While the closer integration of the economy of the PRC into
the global economy may pose challenges for some other laborintensive producers in Asia, easier access to the country’s vast
market will present enormous opportunities.
The risks of a devaluation of the renminbi now seem to be fading
as economic activity picks up in the PRC. But a future devaluation
cannot be ruled out completely. If the renminbi were devalued, it
would exert modest pressure for depreciation on other currencies
in the region. On the positive side, global market conditions are
expected to improve for commodity-exporting developing countries over the course of the year. The anticipated acceleration of
global growth in 2000 should provide stronger support for commodity prices in 2000. As a result, primary commodity producers
may enjoy terms of trade gains for the first time in several years.
For developing economies as a whole the IMF predicts terms of
trade gains of about 1 percent in 2000 (IMF, World Economic Outlook, October 1999). This, in turn, should create favorable demand conditions for export-oriented East Asian economies, including those affected by the crisis.
DOMESTIC RISKS. As the recovery takes hold, concern is mount-

ing that it may be used as a pretext to postpone or cancel reforms. This is a risk brought about by the swift rebound. Some
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have suggested that a more cautious approach to reform is now
needed to allow growth to take firmer root. They point out that
the initial impact of restructuring is likely to be deflationary as
retrenchments and bankruptcies occur, and that this could disrupt
the recovery. The argument then runs that since growth can ease
debt burdens, it should be accorded a higher priority than reforms. Only once growth is more firmly established should reforms proceed. In an environment where growth is more firmly
anchored, it is suggested, reforms will meet with less resistance
and entail lower costs.
While this reasoning has its appeal, much depends on the severity
of the underlying difficulties, and the rate of economic growth that
can realistically be expected. While the expected fast growth in
Korea and Malaysia may go a long way to resolving their debt
problems, the projected growth for Indonesia and Thailand is likely
to have much less of a remedial effect. If the expected growth did
not take place, and reforms were deferred, debts would escalate
further and make the entire restructuring process much more painful than it might otherwise be. In these circumstances, newly replenished bank capital could also be put at risk.
A “growth first” strategy is not only risky, it may invite a recurrence of problems at a later date, particularly if underlying structural difficulties are not tackled. Also the high public debt and
fiscal deficits in the affected countries limit the feasibility of this
approach. Accumulated experience would seem to indicate that
the best chances for durable recovery require perseverance with
reform. Encouraging economic activity by postponing or canceling
needed but difficult reforms can exact a high cost in terms of a
reduction in long-run potential growth. A sensible middle road is to
combine reform with policies that provide needed, and affordable,
support for demand. However, rising public debt levels may soon
limit the room for maneuverability in fiscal policy, and rising global
interest rates may require less accommodating monetary policies.
LONGER TERM PROSPECTS. Looking beyond the next year or two,

an important issue is whether the crisis will have lingering effects
on Asia’s potential for growth. Has the crisis permanently blunted
Asia’s potential?
Those who are pessimistic about growth prospects point to the
institutional weaknesses that the crisis has brought into sharp
relief. Since strengthening and modernizing institutions is a time-
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consuming activity, and there is a great deal of uncertainty about
whether the needed changes can and will be made, Asia’s prospects for growth are diminished. Growth that rests on the rapid
accumulation of capital may also be more difficult in the future,
because diminishing returns and inefficiencies may set in quickly,
especially in the presence of weak financial and corporate sectors.
Other factors that could permanently damage growth prospects
would include protectionism in the industrialized countries and
the breakdown of the world trading system.
While growth pessimists’ views cannot be immediately discounted,
they are not justified on the basis of broad historical experience.
If reforms are continued, in the long run, the crisis may indeed
appear to be a relatively moderate disturbance in Asia's rise and
dynamism.
Over the long term, there is likely to remain ample high-yielding
projects in the crisis economies and good potential for high rates
of economic growth. Accumulated evidence shows that policy
and institutional structures make a big difference to growth. With
continued high rates of savings, sound macroeconomic policies,
investments in education and infrastructure, and openness to
trade and foreign investment, growth in Asia should revert to its
long-run trend. For some economies, growth may slow naturally
because of the changing demographic profile or simply because
the potential for growth tends to diminish at higher levels of
income. It bears underlining that fast economic growth is vital if
poverty is to be eradicated and broad-based gains in living standards are to resume.

Indonesia Update
Asset Markets
Figure 1: Exchange Rate
and Stock Price Indexes
(last week of 1997June=100)

Positive political developments underpinned exchange rate
stability.
The rupiah has strengthened to about 7,450 per US dollar, underpinned by improvements in domestic political conditions and a nascent recovery in the real sector. Although the rupiah now seems to
be less vulnerable and volatile than before, trading levels during the
last week of February 2000 represent a depreciation of about 67 percent in US dollar terms from its end-June 1997 level (Figure 1).
Stock market performance mirrored the regional trend.
The Jakarta Composite Index (JCI) began an unrelenting decline of
more than 15 months following the onset of the crisis. This ended
in the last quarter of 1998. In 1999, the index gained about 70

Source: ARIC Indicators.

percent in local currency terms and about 90 percent in US dollar
terms. This recovery suggests the possibility of more robust earnings growth ahead, but the JCI may also have been supported by
improving perceptions of the region as a whole. By the end of February 2000, the JCI was about 20 percent lower in rupiah terms and
70 percent lower in US dollars than the end-June 1997 level.
The property market remains weak.
Both office and residential property markets crashed during the
first half of 1998, with surging vacancy rates (Table 1) and rapidly falling rentals in Jakarta. Although office and residential rents
in US dollar terms stabilized and recovered somewhat during
1999, on average they remained at one third of their pre-crisis
levels. High levels of vacancy depressed property prices which,
together with a reluctance on the part of current owners to accept massive losses, kept property transactions thin.

Table 1: Property Vacancy Rates in Jakarta (%)
98Q2

98Q3

98Q4

99Q1

99Q2

99Q3

Office Property

15.6

20.0

22.3

22.3

24.3

25.7

Retail Property

…

…

…

…

16.4

…

… = not available.
Source: Jones Lang LaSalle, Asia Pacific Property Digest, various issues.
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The Real Sector
Real sector recovery is slow and fragile.
Following a dramatic output contraction of 13.2 percent in 1998,
some signs of recovery emerged in the second quarter of 1999. But
the recovery process failed to gather momentum in the subsequent
quarters. Real GDP growth for the full calendar year was only
0.23 percent (Table 2), the lowest among the affected countries.
Table 2: GDP Growth and Projections (%)

Figure 2: Sectoral Growth
(y-o-y, %)

Official1

1997

1998

1999

2000

4.5

-13.2

0.23

3.0–4.0

ADB2

—

—

—

4.0

IMF3

—

—

—

2.6

World Bank4

—

—

—

3.0

Consensus Economics5

—

—

—

3.9

1Bank Indonesia, Policy Implementation in 1999 and Policy Direction for 2000, January 2000;

Statistics Indonesia, February 2000.
2ADB, Asian Development Outlook team, February 2000.
3IMF, World Economic Outlook, October 1999.
4World Bank, East Asia Pacific Brief, 31 January 2000.
5Consensus Economics Inc., Asia Pacific Consensus Forecasts, February 2000.

Sectoral performance is uneven.
Source: ARIC Indicators.

Recovery in agriculture following the end of the El Niño-induced
drought was the main source of GDP growth in 1999 (Figure 2).
After a strong recovery in the second quarter of 1999, the manufacturing sector contracted again in the third quarter. Despite
substantial gains in international competitiveness as a result of

Figure 3: Growth of GDP
Expenditure Components
(y-o-y, %)

the rupiah’s real depreciation, there are, as yet, no signs of an
export-led recovery in manufacturing. The construction sector
posted positive growth during the second and third quarters of
1999, owing primarily to public sector investment in infrastructure projects. However, given high vacancy levels and depressed
prices in the property market, private sector construction activity remains depressed.
Growth in public consumption supported output in 1999.
Public consumption helped support output in 1999. Having shrunk
in 1998, and over the first half of 1999, private consumption also
picked up strongly in the third quarter (Figure 3). However, prospects for private consumption growth remain uncertain with sharp

Source: ARIC Indicators.

declines in real wages, uncertain job prospects and the drying up
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of consumer credit. Domestic investment collapsed in 1998, and
continued to contract sharply in 1999. Given the low level of capacity utilization in manufacturing, the slump in the real estate
sector and a fragile business climate, it is unlikely that investment
will recover any time soon. Net exports contributed positively to
growth in 1999, but this was due to severe import compression
rather than to export growth per se.

Fiscal and Monetary Developments
The budget deficit widened, but more slowly than originally
projected.
As private demand collapsed, fiscal policy became strongly expansionary from the middle of 1998. For the 1999/2000 fiscal
year, the consolidated budget deficit was initially projected to
reach 6.8 percent of GDP. To date, however, the actual deficit has
been lower than this projection because of a slow disbursement
of development funds, slow progress in bank restructuring and
windfall fiscal revenues brought about by higher oil prices. Consequently, the deficit is now expected to be only 3.8 percent of
GDP for fiscal year 1999/2000.
Large fiscal deficits will lift government debt to a record high.
Concessionary official loans, proceeds from privatization and asset sales by the Indonesian Bank Restructuring Authority (IBRA)
have made an important contribution to the resources available to
the public sector, but much of the widening budget deficit has
been financed through bond issues. Consequently, public debt,
including bonds issued to finance bank restructuring, is estimated
to have increased to around 62 percent of GDP by the third quarter of 1999, compared to 25 percent when the crisis began. Part
of the increase was due to the currency depreciation as the major
portion of the central government debt is foreign debt. With debt
levels set to rise even higher, concerns about public debt financing
are likely to emerge.
Inflation is under control.
The monthly rate of inflation (year-on-year) peaked at 82 percent
in September 1998 and then declined steadily to about 1.7 percent in December 1999. Plummeting inflation has been the result
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Figure 4: Short-term Interest
Rate, Real Bank Credit Growth
and Inflation Rate (%)

of the strengthening of the rupiah, an easing of domestic supply
bottlenecks, particularly in agriculture, and the slowing of money
supply growth. The slower growth in money supply has been due
both to a conscious attempt by Bank Indonesia, the country’s central bank, to regain control of money supply, and the impact of
capital outflows.
Interest rates have also fallen.
With greater stability in the value of the rupiah and declining inflation, the Indonesian authorities have cut domestic interest rates
to support economic recovery. Following successive cuts in Bank
Indonesia’s statutory lending rate, the three-month interbank rate
fell to below 13 percent at the end of 1999, from more than
50 percent in the middle of 1998 (Figure 4). Real interest rates

Source: ARIC Indicators.

are now positive.
But despite interest rate cuts the contraction in real credit
continues.
Despite an accommodating monetary policy, bank credit extended
to the private sector continues to contract in real terms. Bank
balance sheets remain too weak to support lending, and credit
demand is subdued. Lending is unlikely to resume until the debtridden banks have been sufficiently recapitalized and satisfactory
progress has been made in corporate debt restructuring.

The Balance of Payments
Figure 5: Growth of
Merchandise Exports and
Imports (y-o-y, %)

Import contraction has slowed and exports are edging up.
As imports contracted at an even quicker pace than exports, a
current account surplus amounting to 3.5 percent of GDP is expected for 1999. This is about 1.3 percentage points higher than
the ratio in 1998 and reflects general weaknesses in domestic
demand. Merchandise exports grew in the third and fourth quarters of 1999 (Figure 5). This largely reflects the impact of increased world fuel prices on the value of Indonesia’s oil exports.
Net FDI and portfolio capital flows remain negative.
Since the crisis began, there has been an outflow of both short-

Source: ARIC Indicators.

term and long-term private capital from Indonesia. Outflows of for-
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eign direct investment (FDI) and portfolio capital continued in 1999.
Approvals for FDI inflows for the first half of 1999 were only a tiny
fraction of what Indonesia had received in earlier years. Despite
official capital inflows, mostly funds made available under an emergency assistance program coordinated by the International Monetary Fund, the capital account remained in the red in 1999.
The external reserve position has gained strength.
As a result of falling imports and associated current account surpluses, international reserves started to rise from the second quarter of 1998. Capital inflows from official sources have also contributed to an accumulation of foreign exchange reserves. Reserves
had reached US$26.3 billion as of end-June 1999.
External debt climbed to US$145 billion by end-September
1999.
External debt has climbed steadily since the onset of the crisis
and is now about US$30 billion higher than at the end of 1997.
The external debt to GDP ratio has escalated even more sharply,
as a result both of the depreciation of the rupiah and the contraction in real income. Total external debt as a percentage of GDP
had reached almost 110 percent by the end of September 1999.
The debt service ratio increased from 44.6 percent in 1997 to
55.5 percent in 1999.

Financial and Corporate Sector Developments
There has been very little progress on bank restructuring.
The Indonesian banking system remains technically insolvent. IBRA
embarked on a multi-billion dollar rehabilitation program in early
1998. But the implementation of the program came to an abrupt
halt in August 1999 with the outbreak of the Bank Bali scandal, a
month after IBRA had taken over management of the bank. According to Bank Indonesia, the non-performing loan (NPL) ratio
had declined to 37 percent by the end of 1999 from 50 percent a
year earlier, but independent estimates put the NPL ratio at as
high as 80 percent. The stock of bank credit has been shrinking
from mid-1998, both in nominal and real terms. This is hardly
surprising as the banking system is in complete disarray.
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Financing bank restructuring is a major fiscal challenge.
Financing banking sector re-capitalization is a major challenge faced
by the Indonesian authorities. Many independent analysts believe
that the government’s total exposure to the banking system could
be as high as Rp500-600 trillion, or 50-60 percent of GDP. As at
the end of 1999, restructuring bonds worth Rp599 trillion had
been issued. By the middle of 1999, Rp170 trillion had been extended in the form of liquidity support, of which only Rp10 trillion
had been repaid.
Corporate restructuring is painfully slow.
Progress with corporate restructuring has been slow. As of December 1999, 323 firms, with a combined external debt of over US$23
billion and domestic debts of Rp14.7 trillion, had applied to work
with the Jakarta Initiative task force to reach voluntary settlements
rather than go through bankruptcy procedures. Standstill agreements have been reached for only 58 firms, accounting for US$3
billion in foreign debt and Rp2.2 trillion in domestic debt. The Frankfurt Agreement/Indonesian Debt Restructuring Agency scheme,
which aims to provide liquidity and guarantee access to foreign
exchange for indebted corporations, has also made limited headway. Initially, the scheme was not very popular among corporations
and it was revised in October 1999 to better reflect the prevailing
exchange rate situation and settlements outside the scheme. The
slow pace of corporate restructuring has pushed the government to
take action to speed up the reform process. In January 2000, IBRA
was given a broad mandate to file insolvency petitions. The government has likewise signified its intention to play a more direct role in
the Jakarta Initiative task force. Stricter disclosure rules and other
reforms are also planned to improve corporate governance.

Prospects and Policy Issues
The economic outlook remains fragile.
The Indonesian economy remains vulnerable to external shocks. In
particular, should oil prices fall and regional growth falter, Indonesia’s
nascent recovery could be stillborn. The political situation, which
was volatile until recently, had created an uncertain investment
climate for domestic and foreign investors alike. As yet, Indonesia
has not really benefited from improved international competitive-
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ness gained through the depreciation of the rupiah. Fiscal pump
priming, which has been the prime mover of recovery so far, cannot
be sustained indefinitely against a backdrop of growing fiscal imbalances and rapidly escalating debt. The latest forecast by Consensus Economics (February 2000) projects that the Indonesian
economy will grow by 3.9 percent in 2000 with a wide range from
2.7 to 5.5 percent reflecting continuing uncertainty. The actual outcome will depend on how quickly private sector demand recovers,
which, in turn, will be influenced by perceptions about how effectively underlying difficulties in the banking and corporate sectors
are tackled and on continued political stability.
Bank restructuring is ‘number one’ on the reform agenda.
Speeding up and sustaining the recovery process depends crucially on the rejuvenation of the moribund banking system. Reducing NPLs and recapitalizing banks are essential to restoring
credit flows. Given the sheer magnitude of the needed financial
commitment, it is unlikely that banking sector restructuring can
be successfully completed without drawing on foreign capital and
expertise. To attract new investors, confidence must quickly be
restored in both Bank Indonesia and IBRA.
Revamping enforcement mechanisms is vital for speedy
corporate restructuring.
Although there has been some progress recently, much remains
to be done in corporate restructuring. Despite new bankruptcy
laws, and promised further legal reforms, corporate debtors appear to feel a lack of pressure to enter restructuring agreements.
Clearly, the threat of bankruptcy is not yet seen as credible, and
there are insufficient economic incentives (and sanctions) for debt
resolution. The traditional business culture of Indonesia is now
hampering debt settlement efforts. Reforms aimed at strengthening regulation and supervision must be matched by a commitment to their dispassionate and effective enforcement.
The high cost of bank restructuring may jeopardize fiscal
consolidation.
Increasingly, there will be constraints on the use of fiscal resources
to support domestic demand. Bank restructuring will create heavy
fiscal obligations, leaving little room for maneuver in other areas.
To meet heavy debt servicing costs, fiscal consolidation will soon
be required. Given the need for continued public support for social sectors, tax reforms aimed at more efficient resource mobilization are needed.
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There is a need for more formal social safety net mechanisms.
The human costs of the crisis have proved to be less dramatic
than originally feared. Nevertheless, they have not been trivial
and have warranted concerted policy actions. With a view to the
longer term, more formal social safety net arrangements need
to be worked out. Quite apart from the unarguable considerations of social justice, these schemes are important for ensuring the social and political stability needed for speedy recovery
and durable growth.

Indonesia: Selected ARIC Indicators
1996

1997

1998

1999

98Q1

98Q2

98Q3

98Q4

99Q1

99Q2

99Q3

99Q4

GDP Growth (%)

8.0

4.5

-13.2

0.23

-4.0

-14.6

-16.1

-17.7

-8.0

3.1

0.5

…

Private Consumption Expenditure Growth (%)

9.7

7.8

-3.3

…

4.0

1.9

-7.2

-11.0

-3.3

-1.8

6.4

…

Public Consumption Expenditure Growth (%)

2.7

0.1

-15.4

…

-14.3

-7.3

-19.0

-19.9

-3.9

10.1

16.0

…

Gross Domestic Investment Growth (%)

…

6.3

-44.8

…

-34.0

-54.9

-46.1

-44.4

-41.2

-6.5

-31.3

…

Agricultural Sector Growth (%)

…

1.0

0.8

…

-0.9

-1.8

-4.5

13.2

4.0

6.2

-4.5

…

Manufacturing Sector Growth (%)

11.6

5.3

-11.9

…

0.6

-15.7

-13.3

-18.0

-7.9

7.9

-0.4

…

Construction Sector Growth (%)

12.8

7.4

-40.5

…

-34.8

-45.3

-43.2

-38.5

-10.6

9.9

3.3

…

Services Sector Growth (%)

6.8

5.6

-16.3

…

-2.3

-15.0

-19.9

-26.4

-14.6

-1.4

2.7

…

Exports of Goods and Services Growth (%)

7.6

7.8

11.2

…

57.5

21.8

22.7

-40.4

-44.3

-38.8

-39.9

…

Imports of Goods and Services Growth (%)

6.9

14.7

-5.3

…

23.4

8.7

4.4

-46.4

-52.9

-50.1

-49.3

…

Inflation Rate (%)

8.0

6.7

57.6

…

27.2

49.5

74.5

77.5

56.0

30.9

6.7

1.7

Unemployment Rate (%)

4.9

4.7

5.5

…

5.5

…

…

…

6.4

…

…

…

27.2

25.2

63.5

…

54.9

84.5

70.5

66.0

34.1

8.8

18.5

…

…

25.8

41.3

12.6

34.8

47.9

56.7

41.3

38.6

19.9

13.6

12.6

14.5

17.2

-25.0

…

15.3

29.0

-17.9

-25.0

-48.1

-68.8

-52.5

…

585.9

607.1

418.3

543.1

474.7

449.2

392.0

357.4

402.0

566.0

590.4

614.0

…

-0.8

-2.1

…

…

…

…

…

…

…

…

…

Central Government Debt as % of GDP

24.3

25.0

71.5

…

36.7

48.8

62.1

71.5

68.7

63.9

61.6

…

Government Expenditure on Education (% of Total)

13.2

14.8

12.3

…

…

…

…

…

…

…

…

…

4.6

5.3

6.0

…

…

…

…

…

…

…

…

…

Growth of Merchandise Exports (US$, FOB, %)

9.7

7.3

-8.5

-0.7

0.9

-8.0

-8.9

-16.8

-18.8

-4.7

6.3

15.2

Growth of Merchandise Imports (US$, CIF, %)

5.7

-2.9

-34.4

-12.5

-32.4

-43.2

-34.0

-27.5

-22.9

-2.0

-9.4

-14.1

…

-2.3

2.2

…

…

…

…

…

…

…

…

…

Foreign Direct Investment (US$ Billion)

6.2

4.7

-0.4

…

-0.5

0.4

-0.1

-0.1

-0.2

-0.9

…

…

Net Portfolio Investment (US$ Billion)

5.0

-2.6

-2.0

…

-3.5

1.8

0.0

-0.3

-0.5

…

…

…

18.3

16.6

22.7

…

15.8

17.9

19.7

22.7

25.2

26.3

…

…

Total External Debt (US$ Billion)1

…

…

150.8

…

…

…

…

…

…

…

145.2

…

Total External Debt as % of GDP

…

…

160.2

…

…

…

…

…

…

…

106.3

…

109.6

104.6

52.7

74.6

42.7

47.5

48.3

72.2

68.2

76.7

76.8

76.6

2909.4 10013.6

7854.9

9433.4 10460.8 12252.1

7908.3

8730.5

Output and Prices

Monetary and Fiscal Accounts
Growth of Broad Money, M2 (%)
Three-month Interbank Lending Rate (%)1
Growth in Real Bank Credit to Private Sector (%)1
Average Stock Price Index (JCI)
Central Government Fiscal Balance as % of GDP

Government Expenditure on Health (% of Total)
External Account, Debt, and Exchange Rates2

Current Account Balance as % of GDP

Gross Int'l Reserves (GIR) Less Gold (US$ Billion)1

Real Effective Exchange Rate (1995=100)3
Average Exchange Rate (Local Currency to US$)

2342.3

7977.5 7501.3 7210.5

Note: All growth rates are on year-on-year basis.
… = not available.
1End of period.
2Data on merchandise exports and imports, capital flows and external debt are from national sources. Gross International Reserves are from International Financial
Statistics, International Monetary Fund. FDI refers to net FDI by non-residents.
3Trade weighted using WPI for trading partners and CPI for the home country.
Sources: See Statistical Sources of the ARIC Indicators section of this web site.

Republic of Korea Update
Asset Markets
Figure 1: Exchange Rate
and Stock Price Indexes
(last week of 1997June=100)

Strong economic recovery supported a stable won.
As foreign capital returned and export growth gathered momentum, the won appreciated significantly since early 1998 (Figure 1).
In 1999, the Korean currency settled in a narrow band around
1,190 to the US dollar. Despite its gains, compared to its end-June
1997 value, the won has depreciated by about 22 percent against
the US dollar.
The KOSPI 200 has surpassed its pre-crisis level.
Stock prices collapsed in late 1997 and declined steadily through
to the third quarter of 1998. But by April 1999, the Korea Stock
Price Index 200 (KOSPI 200) had more than regained lost ground
and, in local currency terms, had surpassed its pre-crisis level of

Source: ARIC Indicators.

end-June 1997. This is the strongest equity market rebound among
the five affected countries. Equity values have been buoyed by
expectations of a fast recovery in earnings, and solid progress in
banking and corporate restructuring. In US dollar terms, too, the
KOSPI 200 has surpassed its pre-crisis level of end-June 1997 and
is now about 10 percent higher.
The property market began to show early signs of recovery.
Signs of recovery can now be seen even in the property market.
Office and residential property rents in Seoul increased by 7 and 3
percent respectively on a year-on-year-basis in the third quarter
of 1999. The office property vacancy rate also fell to 4 percent at
the end of September 1999. In addition to the improved economic outlook, the opening of the real estate market to foreign
buyers is helping this recovery in the property sector.

The Real Sector
Real GDP in 1999 surpassed its pre-crisis level in domestic
currency terms.
After contracting for four consecutive quarters, aggregate output
in the Korean economy started to recover from the first quarter of
1999. In 1999, real GDP grew by an astonishing 10.2 percent
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(Table 1), taking real income above its pre-crisis level in domestic
currency terms.
Table 1: GDP Growth and Projections (%)

Official1

1997

1998

1999

2000

5.0

-5.8

10.2

6.0

ADB2

—

—

—

7.5

IMF3

—

—

—

5.5

World Bank4

—

—

—

6.0

Consensus Economics5

—

—

—

7.2

1Ministry of Finance and Economy, Republic of Korea, Korea Economic Update, 24 January 2000;

Korea Herald, 2 March 2000.
2ADB, Asian Development Outlook team, February 2000.
3IMF, World Economic Outlook, October 1999.
4World Bank, East Asia Pacific Brief, 31 January 2000.
5Consensus Economics Inc., Asia Pacific Consensus Forecasts, February 2000.

Figure 2: Sectoral Growth
(y-o-y, %)

Manufacturing activity spurred recovery.
Manufacturing output rebounded in the first quarter of 1999
(Figure 2). Buoyant demand for exports, especially electronic equipment and parts, underpinned growth. A competitive real exchange
rate, a cyclical recovery in global electronics demand, strong US
growth, and improving conditions in Japan and the ASEAN countries
all helped to boost exports. Services activity also started to turn
around from the first quarter of 1999 as domestic demand recovered. Although construction languished throughout 1999, it may pick
up now with the recent improvement in the property market.

Source: ARIC Indicators.

Growth in domestic demand backed export-led recovery.
Having collapsed in 1998, private consumption revived in 1999
(Figure 3). Falling interest rates, improving labor market condi-

Figure 3: Growth of GDP
Expenditure Components
(y-o-y, %)

tions and a fast improving economic outlook helped restore consumer confidence. Public consumption, however, declined as stateowned enterprises were privatized and increased emphasis was
placed on the use of public funds to support bank and corporate
restructuring.
But recovery of fixed investment lags.
Gross domestic investment increased sharply in 1999. But much
of this growth was caused by inventory buildup after stocks had
fallen to a low point in 1998.

While domestic investment in

machinery and equipment began to expand from the first quarter of 1999, investment in buildings and structures continued
to contract. Overall, the growth of gross fixed investment reSource: ARIC Indicators.

mained subdued.
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Fiscal and Monetary Developments
The high cost of financial restructuring contributed to a
widening fiscal deficit.
The central government fiscal deficit for 1999 is expected to be
around 3 percent of GDP. This ratio is slightly less than that incurred in 1998 and, because of buoyant tax revenues, is also below the initial target of 4 percent. Nevertheless, this deficit is high
by historical standards. The large deficit partly reflects increased
expenditures on public works and social safety net programs and,
in 1998, revenue contraction due to the recession. However, the
key contributing factor has been the high cost of bank re-capitalization. The bulk of the fiscal deficit has been financed through
government borrowing and has led to a sizable increase in government debt.

Figure 4: Short-term Interest
Rate, Real Bank Credit Growth
and Inflation Rate (%)

Stabilization of the won paved the way for monetary easing.
Once the exchange rate had been stabilized in early 1998, the
policy focus shifted quickly to stimulating growth through expansionary macroeconomic policies. Successive interest rate cuts
helped to revive domestic demand and eased liquidity pressures
on debt-ridden companies. A more accommodating monetary
stance also helped to revive real bank credits to the private sector
(Figure 4).
Excess capacity in many sectors kept inflation in check.
Despite monetary easing, the monthly inflation rate (year-on-year)
declined continuously from a double-digit level in early 1998 to
below 1 percent for most of 1999. Exchange rate stability, excess
industrial capacity and falling world commodity prices have helped

Source: ARIC Indicators.

keep inflation in check.

Balance of Payments
Exports and imports surged.
Both exports and imports of goods and services grew strongly in
1999. Merchandise exports performed strongly, and more than
erased 1998’s contraction. Imports also reversed the losses of
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Figure 5: Growth of
Merchandise Exports and
Imports (y-o-y, %)
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1998 and surged in response to the quick recovery in domestic
demand (Figure 5). Despite fast import growth, the current account remained in surplus.
FDI inflows more than doubled from the pre-crisis level.
Following the relaxation of restrictions on foreign investment in
1998 the volume of net foreign direct investment (FDI) inflows,
according to national sources, reached US$5.4 billion in 1998,
almost double the level of 1997. Net FDI inflows in 1999 could
surpass US$7 billion. Portfolio investment is also expected to record
a sizable net inflow in 1999, against a net outflow of US$1.9 bil-

Source: ARIC Indicators.

lion in 1998.
A large current account surplus augmented foreign reserves.

Figure 6: International
Reserves, External Debt
and Short-term External
Debt (US$ billion)

Despite large repayments of both private and official external debt,
significant FDI and portfolio investment inflows led to a capital
account surplus of US$0.58 billion in 1999, against a deficit of
US$3.25 billion in 1998. This, together with a large current account surplus amounting to US$25 billion, had boosted external
reserves to over US$65 billion by the end of September 1999.
Reserves were two times the country's short-term external debt.
The level of short-term foreign debt declined to a more manageable level.
Total external debt had declined to US$136.4 billion (about 30
percent of GDP) by the end of 1999 from US$148.7 billion (46
percent of GDP) a year earlier (Figure 6). The term structure of
debt also lengthened. Short-term debt amounted to only about

*GIR data as of end-September 1999.
Source: ARIC Indicators.

28 percent of total debt by the end of 1999, compared to a much
higher 39.9 percent at the end of 1997.

Financial and Corporate Sector Developments
Government-led financial restructuring shows significant
progress.
Significant progress has been made in financial restructuring. By
the middle of 1999, of the 26 commercial banks operating in 1997,
five had been closed, five merged, and many had undergone rehabilitation. Others are currently undergoing rehabilitation. The
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government’s efforts to recapitalize troubled banks and replace
non-performing loans (NPLs) by better quality assets had helped
to increase the risk weighted capital adequacy ratio (CAR) for
commercial banks to a respectable 9.8 percent by the middle of
1999. Likewise, there was an improvement in the NPL position.
The NPL ratio for the banking system as a whole had fallen to
6.2 percent by September 1999. In part, this reflects the operations of the government-owned asset management company
KAMCO. This company has removed a substantial amount of bad
loans from two commercial banks, Korea First Bank and Seoul
Bank. But the NPL ratio for non-bank financial institutions remained high at about 20 percent in late 1999. For the financial
sector as a whole, the NPL ratio stood at 10.1 percent at the end
of September 1999.
But the public cost of financial restructuring has been enormous.
The public cost of financial restructuring has been enormous. It is
estimated that by November 1999 the government had already
spent US$47 billion, over 10 percent of GDP in 1999, on restructuring commercial banks.
And corporate restructuring has lagged.
As elsewhere in the region, corporate restructuring has lagged
behind financial restructuring. Although plans for debt resolution
are far advanced, their full implementation is still awaited. Some
progress has nevertheless been made. As of August 1999, 48
percent of total disclosed corporate debt had been settled. Of
this, 40 percent had been settled out of court and 8 percent through
court settlements. Part of the reason for the comparatively slow
progress on debt resolution is that legal procedures for insolvency,
although recently reformed, still give significant advantages to
debtors. A reluctance by investors to inject fresh capital, which is
usually a crucial part of debt restructuring packages, is also slowing down the process.
Restructuring Daewoo presents a key challenge.
In July 1999, Daewoo, the country’s second largest conglomerate, nearly collapsed in the face of mounting debt payments. The
total debt of its 12 affiliates covered by the ongoing debt restructuring efforts is estimated to be a colossal US$76.5 billion, equivalent to 19 percent of Korea’s GDP in 1998. The resolution of
Daewoo’s financial troubles is, in and of itself, a massive chal-
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lenge. Daewoo’s failure suggests that it is unrealistic to think that
Korea can simply grow out of its current difficulties. Structural
reforms are needed.

Prospects and Policy issues
Economic prospects for 2000 look bright.
Korea’s prospects for continued economic expansion in 2000 look
bright. Given the catch-up element in the 10.2 percent growth
rate achieved in 1999, the latest Consensus Economics (February
2000) projections now expect GDP growth in 2000 to be in a range
between 5.8 and 9 percent, with a mean of 7.2 percent. The structural reforms implemented so far are making Korea a more open,
competitive and market-driven economy, and have contributed
significantly to improved market confidence. Moving forward, private investment in fixed capital, in particular, is expected to pick
up. However, the current account surplus in 2000 is likely to narrow as import demands continue to expand at a fast rate. Provided external conditions remain broadly favorable, and more
headway is made with reforms, the external payments position
should not give any cause for concern.
But inflationary pressures are likely to trigger further monetary tightening.
Following brisk growth, latent signs of inflationary pressures could
be detected in late 1999. By the end of 1999, capacity utilization
rates in manufacturing industries had already reached their precrisis levels and wages had started to rise. Reflecting these pressures, inflation began to edge up. Inflationary pressures have continued to mount in early 2000, so much so that in early February,
the authorities increased the base lending rate by 25 basis points.
While higher interest rates will make the restructuring of debtridden companies more difficult, and will not be welcomed by banks
that are struggling to reduce their NPL levels, unchecked inflation
could risk derailing longer-term recovery prospects.
Fiscal deficits will remain, but are no cause for alarm.
There remains a question mark over how much more public money
will be needed to recapitalize Korea’s banking system. It seems
certain that as a consequence of the debt servicing burdens cre-
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ated by banking sector recapitalization and restructuring efforts,
fiscal deficits are likely to persist for some years to come. The
risks to inflation and debt sustainability posed by these deficits
will depend on a variety of factors. However, provided the momentum of recovery does not falter, they are unlikely to cause
serious difficulties on either front. A consolidation of recent economic gains should not only strengthen public sector revenues,
but also indirectly ease fiscal burdens as growing cash surpluses
help debtors meet their loan obligations and lift the pressures on
banks’ balance sheets. While the government’s resolve to bring
the deficit under control is needed and welcome, this should entail
a careful consideration of public expenditure priorities rather than
cuts across the board.
Complex issues related to Korea’s evolving industrial structure remain.
There are still significant risks to the restructuring process. Even if
corporate debts can be efficiently and equitably resolved within a
reasonable timeframe, important questions remain about the characteristics of the industrial and financial system that is likely to
emerge. Reforms ought to be directed toward ensuring that formal and informal barriers to entry to key sectors of the economy
are reduced, and that greater competition is fostered. It is still
possible that the process of industrial rationalization that is now
underway may serve to entrench the positions of favored chaebols.
For example, there are concerns that the Korean government’s
current attempt to forge “core competencies” within chaebols may
lead to greater anti-competitive influences by big conglomerates.
Assets that are now in public hands must be returned to the private sector in a transparent and efficient way to mitigate the burden on taxpayers, and to lessen moral hazard. In many areas of
corporate and financial governance, Korea lags behind its partners in the Organisation for Economic Co-operation and Development. To close these gaps, Korea’s ambitious reform agenda must
now be effectively implemented.

Republic of Korea: Selected ARIC Indicators
1996

1997

1998

1999

98Q1

98Q2

98Q3

98Q4

99Q1

99Q2

99Q3

99Q4

GDP Growth (%)

6.8

5.0

-5.8

10.2

-3.6

-7.2

-7.1

-5.3

4.5

9.9

12.3

…

Private Consumption Expenditure Growth (%)

7.1

3.5

-9.6

…

-9.9

-11.2

-10.4

-6.9

6.2

9.1

10.3

…

Public Consumption Expenditure Growth (%)

8.2

1.5

-0.1

…

1.3

-0.7

-0.6

-0.4

-1.7

-2.3

-1.3

…

…

-7.5

-38.6

…

-48.7

-43.3

-40.4

-24.2

22.5

30.3

35.1

…

Agricultural Sector Growth (%)

3.3

4.6

-6.3

…

6.2

-3.5

-7.0

-9.0

-7.4

5.3

4.2

…

Manufacturing Sector Growth (%)

6.8

6.6

-7.2

…

-4.6

-10.4

-9.1

-4.7

10.3

20.4

26.8

…

Construction Sector Growth (%)

6.9

1.4

-9.0

…

-3.9

-6.6

-10.1

-13.3

-14.8

-7.8

-10.0

…

Services Sector Growth (%)

6.2

5.2

-2.2

…

-1.0

-3.4

-3.0

-1.3

3.3

6.0

7.6

…

Exports of Goods and Services Growth (%)

11.2

21.4

13.3

…

25.7

13.2

8.0

8.8

10.3

15.1

22.2

…

Imports of Goods and Services Growth (%)

14.2

3.2

-22.0

…

-27.2

-25.5

-25.9

-9.0

27.0

26.9

32.0

…

Inflation Rate (%)

4.9

4.4

7.5

0.8

8.9

8.2

7.0

6.0

0.7

0.6

0.7

1.3

Unemployment Rate (%)

2.0

2.6

6.8

6.3

5.6

6.8

7.4

7.4

8.4

6.6

5.6

4.6

15.8

14.1

27.0

28.4

12.1

16.3

24.8

27.0

33.7

27.1

26.9

28.4

…

…

7.8

6.7

23.0

16.0

8.4

7.8

6.6

6.2

7.0

6.7

14.2

13.2

3.8

17.8

9.0

5.0

5.5

3.8

12.8

15.7

17.0

17.8

…

…

10.5

…

…

…

…

10.5

…

11.3

10.1

…

Average Stock Price Index (KOSPI 200)

90.6

67.8

47.1

95.4

58.3

43.0

36.5

50.6

65.8

90.1

113.1

112.6

Central Government Fiscal Balance as % of GDP

0.03

-0.02

-4.2

…

…

…

…

…

…

…

…

…

…

…

15.9

…

…

…

…

…

…

…

…

…

17.2

17.6

…

…

…

…

…

…

…

…

…

…

0.8

0.9

…

…

…

…

…

…

…

…

…

…

4.3

5.0

-2.8

9.8

8.4

-1.8

-10.8

-5.5

-6.1

2.5

15.2

24.2

Growth of Merchandise Imports (US$, CIF, %)

12.3

-2.2

-36.1

28.3

-36.2

-37.0

-39.9

-28.7

8.1

22.1

38.6

44.9

Current Account Balance as % of GDP

-4.4

-1.7

12.6

…

16.1

14.2

11.9

9.1

6.9

6.5

…

…

2.3

2.8

5.4

…

0.5

1.2

2.2

1.6

1.4

1.8

2.6

…

Net Portfolio Investment (US$ Billion)

15.2

14.3

-1.9

…

3.8

0.6

-3.9

-2.4

1.0

4.1

-1.4

…

Gross Int'l Reserves (GIR) Less Gold (US$ Billion)1

34.0

20.4

52.0

…

29.7

40.8

46.9

52.0

57.4

61.9

65.4

…

Total External Debt (US$ Billion)1

157.5

159.2

148.7

136.4p

…

…

…

148.7

145.5

141.4

Total External Debt as % of GDP

30.3

33.4

46.4

…

…

…

…

46.4

42.3

38.9

36.9

…

…

…

…

20.6

21.9

22.7

24.8

28.0p

Output and Prices

Gross Domestic Investment Growth (%)

Monetary and Fiscal Accounts
Growth of Broad Money, M2 (%)
Three-month Interbank Lending Rate (%)1
Growth in Real Bank Credit to Private Sector (%)1
Ratio of Non-performing Loans to Total Loans (%)2

Central Government Debt as % of GDP
Government Expenditure on Education (% of Total)3
Government Expenditure on Health (% of Total)
External Account, Debt, and Exchange Rates4
Growth of Merchandise Exports (US$, FOB, %)

Foreign Direct Investment (US$ Billion)

Short-Term External Debt as % of Total1

…

39.9

20.6

28.0p

Short-Term External Debt as % of GIR

140.9 136.4p

…

312.3

59.1

50.0

…

…

…

59.1

55.5

51.8

53.5

50.0

Real Effective Exchange Rate (1995=100)5

104.3

98.6

78.0

87.3

67.5

78.6

84.2

81.7

88.1

89.2

86.3

85.6

Average Exchange Rate (Local Currency to US$)

804.5

951.3

1401.4

1188.2

1605.7

1394.6

1326.1

1279.3

1196.3

1188.9 1195.0 1172.5

Note: All growth rates are on year-on-year basis.
P = Preliminary. … not available.
1End of period.
2Non-performing loans cover all financial institutions.
31996 refers to fiscal year 1995/96 and 1997 to fiscal year 1996/97.
4Data on merchandise exports and imports, external debt and capital flows are from national sources. Gross International Reserves are from International Financial
Statistics, International Monetary Fund. FDI refers to net FDI by non-residents.
5Trade weighted using WPI for trading partners and CPI for the home country.
Sources: See Statistical Sources of the ARIC Indicators section of this web site.

Malaysia Update
Asset Markets
Figure 1: Exchange Rate
and Stock Price Indexes
(last week of 1997June=100)

The easing of selective exchange controls has not provoked
capital flight.
The replacement of selective exchange controls by a tax on capital gains did not trigger massive outflows of capital, as some had
feared. Over the third and fourth quarters of 1999 portfolio outflows of only US$2.2 billion were recorded. In early 2000, inflows
of US$1.8 billion were recorded. Selective exchange controls do
not seem to have had the deleterious effects that many had predicted, but the jury is still out on their overall efficacy.
The KLCI is rapidly approaching its pre-crisis level.
Lower interest rates and a recovery package introduced in the

Source: ARIC Indicators.

middle of 1998 set the stage for stock market stabilization and
recovery. The Kuala Lumpur Composite Index (KLCI), which had
plummeted by over 70 percent in August 1998 in local currency
terms from its peak, has recovered substantially (Figure 1). In the
first two months of 2000, the Malaysian stock market continued
to perform strongly while stock markets in the other affected countries softened. By the end of February 2000, the KLCI had almost
reached its pre-crisis level of end-June 1997 in local currency terms.
In terms of the US dollar, however, it was still 40 percent lower.
But the property market remains in the doldrums.
The Malaysian property market was among the worst hit in the
region. As foreign capital fled the country and domestic demand
contracted, vacancy rates surged (Table 1) and property prices
and rentals plummeted. The deterioration began slowing down
toward the end of 1998. There is, however, still no sign of a
rebound.

Table 1: Property Vacancy Rates in Kuala Lumpur (%)
98Q2

98Q3

98Q4

99Q1

99Q2

99Q3

Office Property

11.6

13.6

15.5

15.7

17.0

17.0

Retail Property

…

…

…

…

12.8

…

… = not available.
Source: Jones Lang LaSalle, Asia Pacific Property Digest, various issues.
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The Real Sector
Real GDP grew by 5.4 percent in 1999, but per capita
incomes are still well below the pre-crisis level.
Real GDP contracted by 7.5 percent in 1998. However, by the second quarter of 1999 output was beginning to reverse earlier declines.
Growth accelerated throughout the remainder of the year, culminating in an annual growth of 5.4 percent (Table 2). Despite this
strong rebound, real GDP per capita is still around 7 percent lower
than the 1997 level.
Table 2: GDP Growth and Projections (%)
1997

1998

1999

2000

Official1

Figure 2: Sectoral Growth
(y-o-y, %)

7.5

-7.5

5.4

5.8

ADB2

—

—

—

6.0

IMF3

—

—

—

6.5

World Bank4

—

—

—

4.8

Consensus Economics5

—

—

—

6.2

1Ministry of Finance, Malaysia, 2000 Budget Speech, 25 February 2000.
2ADB, Asian Development Outlook team, February 2000.
3IMF, World Economic Outlook, October 1999.
4World Bank, East Asia Pacific Brief, 31 January 2000.
5Consensus Economics Inc., Asia Pacific Consensus Forecasts, February 2000.

Export-oriented manufacturing drove the recovery.
As part of its selective exchange control policy, introduced in September 1998, Malaysia pegged its currency to the dollar. By the
end of 1999, this had led to a trade-weighted depreciation of the
ringgit by about 25 percent in real terms compared to the preSource: ARIC Indicators.

crisis level in the second quarter of 1997. This, together with a
cyclical recovery in global export markets, has propelled Malay-

Figure 3: Growth of GDP
Expenditure Components
(y-o-y, %)

sian exports and economic recovery. In US dollar terms, merchandise exports grew by 15.7 percent in 1999. From the second
quarter of 1999, the agricultural sector also registered strong
growth (Figure 2), largely because of favorable weather conditions. While the construction sector contracted through much of
1999, its output grew a little in the third and fourth quarters,
helped by public spending programs on housing.
Recovery in private sector demand has been slower but it
is gathering momentum.
Private domestic consumption began to recover from the second
quarter of 1999 (Figure 3) in response to improving economic
conditions, strengthening expectations of recovery and better employment prospects. Various barometers of consumer sentiment

Source: ARIC Indicators.

have since shown strong growth. However, given the glut in the
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property market and excess capacity in most sectors, recovery in
private investment demand has been slow. Nevertheless, business sentiment is improving, and this has recently been reflected
in strengthened demand for imported capital goods.

Fiscal and Monetary Developments
Deficit spending measures helped prime recovery.
Deficit spending measures initiated in late 1998 also helped
Figure 4: Short-term Interest
Rate, Real Bank Credit Growth
and Inflation Rate (%)

prime recovery. Much of this spending has been directed to the
social sectors and to building infrastructure in rural areas.
Malaysia’s federal government fiscal deficit in 1999 increased to
about 3.2 percent of GDP. Revenue shortfalls and the costs of
financial restructuring have also contributed to the deficit. Federal government debt increased from 31.9 percent of GDP in
1997, to 36.2 percent in 1998, and to 38.3 percent in the third
quarter of 1999.
Lower interest rates have supported recovery.
Nominal interest rates fell steadily from mid-1998 through to October 1999 (Figure 4). Lower interest rates have considerably eased
the burden of debtors and are helping nurse banks’ balance sheets
back to health. The stock of real bank credits is also starting to

Source: ARIC Indicators.

increase slowly.

The Balance of Payments
Figure 5: Growth of
Merchandise Exports and
Imports (y-o-y, %)

Strong export performance boosted the current account
surplus to a record level.
Boosted by strong export performance (Figure 5), the trade surplus surged in 1999 and reached a record level of RM72.3 billion.
After allowing for a larger deficit in the services account due to
increased net payments of investment income, an unprecedented
current account surplus of RM42 billion (14 percent of GDP) is
expected in 1999.
Capital outflows partly offset the widening current account
surplus but the external reserve position remains strong.
As a consequence of the repayment of debts, some repatriation

Source: ARIC Indicators.

of funds that had been locked in by exchange controls, and some-
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Figure 6: International Reserves,
External Debt and Short-term
External Debt (US$ billion)
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what subdued long-term private flows, Malaysia’s capital account
posted a deficit in 1999. Despite net capital outflows, the record
surplus on the current account led to an increase in Malaysia’s
foreign exchange reserves. Foreign exchange reserves stood at
about US$31 billion as of end-September 1999, about five times
the country’s short-term external debt, and six times its monthly
import requirements. Total external debt stood at US$42.1 billion at the end of 1999, down by US$0.5 billion from the end of
1998 (Figure 6). The share of short-term external debt in total
external debt continued to decline in 1999, standing at 14.3 percent at the end of 1999.

*GIR data as of end-September 1999.
Source: ARIC Indicators.

Financial and Corporate Sector Developments
Government led financial restructuring has been effective.
The Malaysian government has taken an active role in restructuring the troubled banking system. It created agencies for the acquisition and management of bad debts (Danaharta) and for the
recapitalization and rehabilitation of illiquid financial institutions
(Danamodal). Danaharta’s program has helped reduce the nonperforming loan (NPL) ratio of the banking system (measured on
a three-month accrual basis) to 11.7 percent by the end of November 1999, from a peak of just under 15 percent in November
1998. By end-October 1999, Danamodal had also provided over
RM8 billion to re-capitalize 10 banking institutions that were
deemed viable. The risk-weighted capital adequacy ratio of the
banking system stood at 12.5 percent as of December 1999. Improvements in the asset quality of bank portfolios and stronger
capital backing have helped the renewal of lending.
But corporate restructuring has been slow.
However, corporate restructuring has proceeded slowly in Malaysia. Voluntary agreement has been reached on just over one-third
of the debt referred to the Corporate Debt Restructuring Committee (CDRC), a government agency set up in the aftermath of the
crisis tasked with debt restructuring. About 9 percent of the debt
referred to the CDRC has been subsequently passed on to
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Danaharta. For the most part, agreements have focused on debt
restructuring. Operational restructuring has not kept pace. Debt
renegotiations and settlements are also proceeding outside of the
framework of the CDRC. Self-declared bankruptcies have increased,
and a number of companies have applied for reorganization within
the scope of the Companies Act. Mergers and acquisition activity
has picked up. But there is still concern that debtors are being
favored over creditors, and this is slowing adjustment. Also, while
Danaharta has disposed of some foreign exchange loans, at about
50 percent of their face value, and auctioned some property, the
disposal of the assets under its custodianship has barely begun.

Prospects and Issues
Malaysia will consolidate recovery in 2000, with domestic
demand becoming the main engine.
The latest Consensus Economics (February 2000) projections suggest that the Malaysian economy is likely to grow by 6.2 percent
in 2000, with a wide range from 5–7.6 percent. As uncertainty
lifts, private consumption and investment demand will be the main
contributors to growth in 2000. Net exports will fall as imports
surge. As a consequence, Malaysia’s current account surplus will
contract, but is likely to remain in the black. The overall balance of
payments situation will remain strong. After a brief dip, foreign
direct investment is expected to revert to trend.

Prospects of

strong nominal earnings growth, and expectations of a ringgit
appreciation, will attract portfolio investors. There is likely to be
broad-based recovery in asset markets as well as the real economy.
However, some sectors, such as property, in which excess capacity is likely to persist for some time, will remain behind the curve.
Growth will do much to heal residual difficulties in the
banking and corporate sector.
This year promises consolidation of the banking sector, and further progress on corporate debt restructuring. The lead banks and
the composition of the amalgamated entities that will emerge by
the end of 2000 are now known. Additional measures to strengthen
banking and corporate sector governance are also likely. In particular, the forebearance extended to the banking sector during
the crisis is now likely to be wound back. Economic growth will go
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a long way in generating the cash surpluses businesses need to
service their debt. The stock of real private sector credit is set to
expand in 2000 as both the capacity of banks to lend and the
demand for loans increase. The fiscal costs of banking sector recapitalization and debt acquisition are likely to turn out to be somewhat lower than originally anticipated.
Growth may provide an opportunity for a return to a more
balanced and sustainable fiscal stance.
Deficit spending measures helped kick-start recovery in Malaysia.
A substantial deficit is again programmed for 2000, with spending
focused on capital projects and the social sector. The acceleration
of growth and low interest rates should help keep debt in check. A
stronger revenue position will facilitate a return to a more balanced budgetary position.
Further interest rate easing is unlikely.
Selective exchange controls in 1999 allowed interest rates to fall.
Interest rates might have fallen even further but for the sterilization of foreign asset inflows. Now, however, the scope for interest
rates to fall further is being reduced. Indeed, global interest rates
are likely to edge up in 2000, which may eventually put upward
pressure on ringgit interest rates to maintain the Malaysian
currency’s peg to the dollar. Despite the possibility of rising real
interest rates, domestic demand for credit is likely to revive as
incomes expand and expectations improve. Consumer price inflation, which slowed with the contraction of domestic demand, can
now also be expected to edge up.
The benefits of the exchange rate peg are soon likely to
diminish, and the costs to increase.
Going forward, Malaysia faces a number of challenges. Having
replaced exchange controls by a tax on capital gains, the focus
has now shifted to the durability of the exchange rate peg. It is
now widely accepted that the ringgit is grossly undervalued in real
terms. In large measure, this has helped propel Malaysia’s exports. However, the benefits of an artificially depreciated real exchange rate are likely to prove temporary and could eventually
lead to a serious misallocation of resources. Soon pressures will
mount for an appreciation of the real exchange rate. If balance of
payments surpluses are not sterilized, these may manifest themselves in accelerating inflation, with relative prices moving in favor of non-tradeables. On the other hand, sterilization may tempt
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speculative capital inflows as interest rates edge up. While a replay of 1997 is not in the offing, persistent undervaluation of the
ringgit could induce serious distortions. The Malaysian authorities
are soon likely to review the advantages of a more flexible exchange rate regime, or consider revaluation of the ringgit.
Underlying issues of competitiveness need to be tackled if
the aspirations of Vision 2020 are to be realized.
As Malaysia leaves the crisis behind, issues of long-run competitiveness and productivity growth are likely to resurface. At one
level, addressing these long-term challenges will entail timely and
well-directed investments in learning and education. At a deeper
level, there is a need to address issues related to industrial policy
and organization as well as ownership structures. Currently, the
internationally competitive segment of Malaysia’s manufacturing
industry is largely foreign owned and controlled. Strengthening
local capacities to compete in international markets is likely to
require a shift to policies that allow markets to play a bigger role
in determining the ownership and control of wealth, and decisions
on what is produced. A positive development that would contribute to Malaysia’s aspirations of becoming a fully industrialized nation
by 2020 would be to build on the recent relaxation of ownership
requirements for manufacturing projects.

Malaysia: Selected ARIC Indicators
1996

1997

1998

1999

98Q1

98Q2

98Q3

98Q4

99Q1

99Q2

99Q3

99Q4

10.0

7.5

-7.5

5.4

-3.1

-5.2

-10.9

-10.3

-1.3

4.1

8.2

10.6

Private Consumption Expenditure Growth (%)

6.9

4.3

-10.8

2.5

-5.4

-8.9

-14.9

-13.8

-4.3

2.8

4.6

7.6

Public Consumption Expenditure Growth (%)

0.7

7.6

-7.8

20.1

-16.8

3.1

2.3

-17.9

36.0

20.8

20.2

11.0

Gross Domestic Investment Growth (%)

5.8

11.2

-42.9

-6.0

-17.3

-49.0

-50.8

-50.5

-29.6

-12.6

5.1

30.5

Agricultural Sector Growth (%)

4.5

0.4

-4.5

3.9

-2.1

-6.9

-4.0

-4.8

-3.5

8.6

3.6

6.3

Manufacturing Sector Growth (%)

18.2

10.4

-13.7

13.5

-5.8

-10.3

-18.9

-18.6

-1.1

10.8

19.5

25.2

Construction Sector Growth (%)

16.2

10.6

-23.0

-5.6

-14.5

-19.8

-28.0

-29.0

-16.6

-7.9

0.9

2.7

Services Sector Growth (%)

8.9

9.9

-0.8

2.8

2.2

1.9

-3.7

-3.4

0.6

0.7

4.2

6.0

Exports of Goods and Services Growth (%)

9.2

5.4

-0.2

13.8

-1.4

1.0

-2.9

2.5

1.4

12.5

19.4

21.0

Imports of Goods and Services Growth (%)

4.9

5.7

-19.4

11.6

-10.0

-24.9

-23.6

-18.0

-8.7

9.1

20.6

27.0

Inflation Rate (%)

3.5

2.7

5.3

2.8

4.3

5.7

5.7

5.4

4.0

2.7

2.3

2.1

Unemployment Rate (%)

2.5

2.6

3.2

3.4

…

…

…

3.4

4.5

3.3

2.9

3.0

24.3

17.4

-1.4

11.6

10.0

6.8

2.8

-1.4

3.6

13.2

17.0

…

…

…

6.5

3.2

…

11.2

7.5

6.5

5.7

3.3

3.2

3.2

20.9

19.8

-0.2

…

9.3

2.6

1.1

-0.2

2.1

3.6

6.2

…

…

4.1

13.4

…

7.0

8.9

12.8

13.4

13.0

12.4

12.0

…

1134.1

978.9

517.7

692.0

657.7

565.4

381.1

466.7

556.1

707.0

763.2

741.8

0.7

2.4

-1.8

-3.2

…

…

…

…

…

…

…

…

Central Government Debt as % of GDP

35.3

31.9

36.2

…

30.6

31.3

30.7

36.2

36.8

38.6

38.3

…

Government Expenditure on Education (% of Total)

21.4

21.3

21.4

…

30.4

20.2

23.2

17.8

33.7

23.3

19.6

…

5.9

6.2

6.5

…

4.9

6.6

6.9

6.7

5.9

6.1

5.5

…

Growth of Merchandise Exports (US$, FOB, %)

6.0

0.3

-6.9

15.7

-10.7

-8.7

-10.9

6.5

5.5

15.3

21.5

19.2

Growth of Merchandise Imports (US$, CIF, %)

1.0

0.2

-25.9

12.5

-20.3

-33.9

-29.3

-20.2

-6.1

10.0

21.4

25.6

Current Account Balance as % of GDP

-4.8

-5.3

13.0

…

6.4

11.3

17.4

16.5

16.5

19.1

…

…

Private long-term capital (US$ Billion)

…

…

2.2

…

1.1

0.7

-0.2

0.6

0.3

0.6

…

…

Private short-term capital (US$ Billion)

Output and Prices
GDP Growth (%)

Monetary and Fiscal Accounts
Growth of Broad Money, M2 (%)
Three-month Interbank Lending Rate(%)1
Growth in Real Bank Credit to Private Sector (%)1
Ratio of Non-performing Loans to Total Loans (%)2
Average Stock Price Index (KLCI)
Central Government Fiscal Balance as % of GDP

Government Expenditure on Health (% of Total)
External Account, Debt, and Exchange Rates3

…

…

-5.3

…

-2.3

-1.2

-1.1

-0.6

…

…

…

…

Gross Int'l Reserves (GIR) Less Gold (US$ Billion)1

27.0

20.8

25.6

…

19.8

19.7

20.7

25.6

27.1

30.6

31.1

…

Total External Debt (US$ Billion)1

38.7

43.9

42.6

42.1

43.2

42.2

40.1

42.6

42.2

42.7

43.6

42.1

Total External Debt as % of GDP

38.4

44.0

58.8

53.3

47.9

51.2

53.0

58.8

57.8

57.7

56.9

53.3

Short-Term External Debt as % of Total1

25.7

25.2

19.9

14.3

25.1

22.8

19.1

19.9

19.7

18.5

17.1

14.3

Short-Term External Debt as % of GIR Less Gold

36.9

53.7

33.2

…

54.6

48.9

37.0

33.2

30.6

25.8

23.9

…

106.5

105.5

86.8

87.6

84.8

88.9

86.4

87.1

89.4

89.7

87.2

84.1

2.5

2.8

3.9

3.8

4.0

3.8

4.1

3.8

3.8

3.8

3.8

3.8

Real Effective Exchange Rate (1995=100)4
Average Exchange Rate (Local Currency to US$)

Note: All growth rates are on year-on-year basis.
… = not available.
1End of period.
2Non-performing loans cover the banking sector only.
3Data on merchandise exports and imports, external debt and capital flows are from national sources. Gross International Reserves are from International Financial
Statistics, International Monetary Fund. FDI refers to net FDI by non-residents.
4Trade weighted using WPI for trading partners and CPI for the home country.
Sources: See Statistical Sources of the ARIC Indicators section of this web site.

Philippines Update
Asset Markets

Figure 1: Exchange Rate
and Stock Price Indexes
(last week of 1997June=100)

The peso lost some ground in 1999 and early 2000, but has
stayed above the lows reached in 1998.
By the end of 1999, the peso was worth about 4 percent less in
US dollar terms than when the year started. Weak overseas investor interest, a ballooning public sector deficit and a move of
interest rate differentials in favor of the US dollar all worked
against the peso. However, despite the mild depreciation, the
peso has exhibited a broad stability in its value. It has proved to
be much less sensitive to developments elsewhere than it had
been during the previous two years. Between end-June 1997
and end-February 2000 the peso lost about 35 percent of its
value against the dollar (Figure 1).

Source: ARIC Indicators.

The PHISIX’s performance has been mixed.
The Philippine Stock Exchange Composite Index (PHISIX) surged
between the third quarter of 1998 and the first half of 1999
(Figure 1). But a substantial portion of the gains has been lost
since then. At the end of February 2000, the PHISIX hit a 15month low, and the index was 36 percent below its end-June 1997
level in peso terms and 58 percent below in US dollar terms. Increases in US interest rates, low investor confidence due to slow
pace of reforms and, more recently, a scandal involving allegations of insider trading and stock price manipulation underpinned
the disappointing stock market performance.
High vacancy rates put downward pressure on property
prices and rents.
Even though the pre-crisis real estate boom had been less pronounced in the Philippines than elsewhere in the region, the crisis took its toll in this sector too. Office property vacancy rates
in the prime business districts of Metro Manila soared from below
5 percent in early 1998 to over 13 percent in the middle of 1999
(Table 1). High vacancy rates put downward pressure on property prices and rents.
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Table 1: Property Vacancy Rates in Prime Business District in Manila (%)
98Q2

98Q3

98Q4

99Q2

99Q3

99Q4

Office Property

4.3

5.8

7.8

13.3

12.1

13.8

Retail Property

…

…

9.3

11.0

13.0

12.6

… = not available.
Source: Jones Lang LaSalle, Asia Pacific Property Digest, various issues.

The Real Sector
Real GDP in 1999 exceeded the 1997 level, but lags behind
in per capita terms.
After contracting a little in 1998, aggregate output began to expand in the first quarter of 1999. For the year as a whole, GDP
grew by 3.2 percent (Table 2). An increase in remittances by overseas Philippine workers supported GNP growth of 3.6 percent. While
the level of real GDP in 1999 was 2.7 percent higher than in 1997,
the labor force has since grown by over 4 percent, leaving output
per worker trailing its 1997 level.
Table 2: GDP Growth and Projections (%)

Official1

1997

1998

1999

2000

5.2

-0.5

3.2

4.0-5.0

ADB2

—

—

—

4.0

IMF3

—

—

—

3.5

World Bank4

—

—

—

3.5

Consensus Economics5

—

—

—

3.8

1National Economic Development Authority, 1999 Economic Performance and 2000 Prospects,

Figure 2: Sectoral Growth
(y-o-y, %)

28 January 2000.
2ADB, Asian Development Outlook team, February 2000.
3IMF, World Economic Outlook, October 1999.
4World Bank, East Asia Pacific Brief, 31 January 2000.
5Consensus Economics Inc., Asia Pacific Consensus Forecasts, February 2000.

Growth in 1999 emanated largely from agriculture and
services.
The agricultural sector recovered from the adverse effect of the
1998 El Niño-induced drought (Figure 2). The services sector, accounting for over 40 percent of the economy, remained resilient
to the economic slowdown in 1998, and grew faster in 1999. The
manufacturing sector registered modest positive growth from the
second quarter of 1999, driven mainly by strong exports. The construction sector continued to contract in 1999 due to the depressed
Source: ARIC Indicators.

property market and sluggish private investment.
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Figure 3: Growth of GDP
Expenditure Components
(y-o-y, %)
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Fiscal pump priming underpinned recovery.
Although there was buoyant growth in merchandise exports in
1999, supported largely by the electronics sector, a sharp contraction in services exports meant that, overall, exports grew by a
disappointing 1.8 percent in 1999 in real peso terms. However,
net exports grew more strongly as import demand continued to
contract. Private consumption expenditure, which accounts for
nearly 80 percent of Philippine GDP, grew by 2.7 percent, allowing
the private savings rate to reclaim some of the ground lost in
1998. Public consumption posted strong growth of 5.5 percent as
a result of deficit spending measures (Figure 3). Excess production capacity in a number of sectors, sluggish domestic demand
and concerns about ongoing corporate restructuring kept private

Source: ARIC Indicators.

investment muted.

Fiscal and Monetary Developments
Fiscal deficit overshot its target.
Figure 4: Short-term Interest
Rate, Real Bank Credit Growth
and Inflation Rate (%)

In 1999, the central government’s fiscal deficit increased considerably to around 3.7 percent of GDP. Enlarged expenditure, shortfalls in revenue collection and a deterioration in the finances of
government-owned and controlled corporations (GOCCs) were the
major reasons for the widening deficit. By the end of 1999, central
government debt stood at around 58 percent of GDP.
Inflation moderated.
Inflationary pressures eased considerably in 1999 (Figure 4) despite large increases in the price of imported fuel, on which the
Philippine economy is dependent. Food prices, which carry a substantial weight in the consumption basket, rose by 5.2 percent in
1999 compared to 8.8 percent in 1998.

Source: ARIC Indicators.

Monetary policy was accommodating, but real credit shrank.
With greater stability in the peso exchange rate, Bangko Sentral
ng Pilipinas, the central bank, was able to successively lower interest rates in 1999. Interest rates fell to their lowest point in the
second quarter, but have since edged up a little, partly in response
to rising interest rates in the United States and elsewhere. Despite an accommodating monetary policy, the real stock of private
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sector credit contracted during the year. This reflected both weak
corporate investment demand and banks’ reluctance to extend
fresh credit because of a heavy burden of non-performing loans
(NPLs). Towards the end of 1999, the flow of credit did, however,
begin to expand once again.

The Balance of Payments
Figure 5: Growth of
Merchandise Exports and
Imports (y-o-y, %)

Rebound in exports and stagnant imports helped boost the
current account surplus.
Impressive growth of merchandise exports (Figure 5), principally
electronics, rapid growth of income remittances, and stagnant imports underpinned a current account surplus in 1999. The trade
balance, which is traditionally in deficit, posted a surplus of
US$3.3 billion in the first 10 months of 1999.
FDI remained stable, but weak.
Net foreign direct investment inflows over the first 3 quarters of
1999 broadly matched their level in 1998. While there was some

Source: ARIC Indicators.

return of foreign portfolio capital following earlier withdrawals,
the turnaround has been mild. Net official capital inflows increased,
owing mainly to borrowings from the International Monetary Fund.
An overall capital account surplus helped boost external reserves

Figure 6: International
Reserves, External Debt
and Short-term External
Debt (US$ billion)

to about US$13 billion at the end of September 1999.
External debt remains high but short-term debt has been
sharply reduced.
Total external debt as a percentage of GDP declined in 1999. Nevertheless, at 68.4 percent of GDP (as of the middle of 1999), it
remains high compared to the other affected countries. To ease
the debt-servicing burden, the government has successfully renegotiated a significant portion of its short-term debt to mediumterm to long-term debt. As a result of these efforts, short-term
debt had declined from 18.6 percent of total external debt at end1997 to 13.6 percent by mid-1999. Short-term external debt had
declined from about US$8.4 billion (116 percent of the country’s

*GIR data as of end-September 1999;
total and short-term external debt data
as of end-June 1999.
Source: ARIC Indicators.

foreign reserves) in 1997 to about US$6.5 billion (53.1 percent)
by the second quarter of 1999, reducing the Philippines’ vulnerability to external shocks (Figure 6).
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Financial and Corporate Sector Developments
The banking system weathered the crisis reasonably well,
but NPLs have grown.
There has been no systemic distress in the Philippine banking system following the collapse of the peso and other regional currencies in 1997 and 1998. But economic contraction following the
onset of the crisis has triggered a significant increase in NPLs. The
NPL ratio increased from 4.7 percent in December 1997 to peak at
14.6 percent in November 1999. It declined to 12.3 percent in
December 1999, more as a result of a rise in the stock of bank
credit than a reduction in the level of NPLs. The problems are
largely confined to small and rural banks, although some of the
larger commercial banks also carry abnormally large amounts of
non-performing debt. However, with an average capital adequacy
ratio of over 17 percent and low foreign debt exposure, the overall
health of the banking system is not a cause for serious concern.
High NPL ratios contributed to the stagnation of bank credit to the
private sector for most of 1999.
The crisis did not lead to widespread corporate failures.
While corporate bankruptcies and referrals to the Securities and
Exchange Commission (SEC) have increased since 1997, corporate failures have not been as widespread as in the other affected countries. In the Philippines, the scale of difficulties has
not justified the creation of a specialized debt-restructuring
agency. In 1997 and 1998, over 50 companies with total liabilities of P109 billion petitioned the SEC for a suspension of payments. In 1999, the number of petitions declined to 12 in the
first ten months and the total debt involved declined to P19 billion, suggesting corporate financial conditions are improving. The
debt restructuring process has, however, been painfully slow.

Prospects and Policy Issues
Supported by revitalized domestic demand, the Philippine
economy is likely to grow at a higher rate.
The latest Consensus Economics (February 2000) projection for
growth in the Philippine economy in 2000 is 3.8 percent, which is
close to the lower end of the range of official projections of between 4 and 5 percent GDP growth. Since the government's com-
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mitment to fiscal consolidation leaves limited scope for fiscal pump
priming, the impetus for growth must now come from private investment and consumption. Net exports are unlikely to contribute
significantly to growth if imports recover together with domestic
demand. On the supply side, the contribution of agriculture to
growth will diminish in 2000, requiring a much stronger performance from the manufacturing sector. Progress on structural reforms, including corporate restructuring, trade and investment liberalization, and an improvement in governance in both the public
and private sectors would do much to restore investor confidence
and help support growth.
The government aims to reduce the fiscal deficit in 2000.
Fiscal targets were successively breached in 1999. The government is now committed to a substantial reduction in the deficit. If
revised targets were to be breached again in 2000, this could
exert pressure on interest rates and slow economic growth. Success in achieving the targets hinges very much on sustained economic recovery, more effective revenue mobilization and a restructuring of the finances of GOCCs. Recent experience with tax
reform and GOCCs restructuring suggests that these are not only
technically but also politically difficult exercises, and could take
much longer to achieve than currently estimated. The fiscal consolidation should not be achieved at the expense of spending on
social sectors and public capital investment.
Recent concerns about renewed inflationary pressure and
rising global interest rates narrow the scope for further monetary easing.
Inflation in the Philippines remains comparatively high and exerts
a perennial upward pressure on the real exchange rate. Oil companies raised fuel prices recently in response to sharply rising
world prices and higher fuel prices will soon percolate through to
the general price level. Traditionally, such increases have elicited
claims for additional wages, and risk inflationary pressures from
the cost side. Further increases in US dollar interest rates, and
interest rates elsewhere in the global economy, which seem a distinct possibility, may also exert pressure for a peso depreciation in
a context where the current account surplus may narrow. The
confluence of these factors has persuaded the authorities to raise
domestic interest rates. In an attempt to curb speculative activities in the foreign exchange market and reduce the volatility of
the exchange rate, Bangko Sentral ng Pilipinas has recently im-
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posed a three-month holding period requirement on proceeds of
foreign investments held in peso time deposits.
Efforts to reduce NPLs need to be supported by revamping
the legal framework for handling insolvency.
The existing legal framework for handling insolvency cases is a
major constraint to expeditious debt restructuring and settlement.
Under the current law on Suspension of Payments, the SEC has
the quasi-judiciary power to make a decision on whether or not to
rehabilitate a petitioning debtor. Creditors only play a passive role
during the process. Overall, the bias against creditors in the legal
framework of insolvency is a key factor in the slow process of
corporate debt restructuring and settlement. New rules and procedures for SEC-administered processes for suspension of payments have been drafted and are now being debated. Other reform measures are also being considered. The success of any effort to reduce NPLs by an expeditious restructuring and liquidation of debts will depend on full-fledged reforms relating to insolvency law and practices.
Structural weaknesses in the banking system call for faster
reforms.
Part of the reason why the Philippines did not experience a systemic banking crisis was that its banking sector enjoyed better
financial health than those of its neighboring countries. Nevertheless, there remain significant structural weaknesses in the Philippine banking system that require urgent reform. A reluctance to
repeal the Banking Secrecy Laws remains a serious impediment
to strengthening bank supervision. The momentum in reforms
needs to be continued and enhanced in the areas of prudential
standards, disclosure, supervision, and bank exit and resolution
procedures. This requires not only strengthening the regulatory
framework, but also ensuring compliance and enforcement.
The social impacts of the crisis are a cause for concern.
Although not as severe as in Thailand and Indonesia, the social
impacts of the crisis in the Philippines have been significant. On a
year-on-year basis, unemployment rates for most of 1999 were
still higher than their respective levels in 1997. Real wages remained depressed. Through these effects, the crisis has added to
the country's poverty problems. The education of children from
poor families has also been affected. It is still too early to assess
the longer-term impacts of the crisis. So far, the government re-
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sponse to these adverse social impacts has been limited. The government has proposed allocating at least 20 percent of the national budget and 20 percent of all overseas development aid to
basic social services over the 1999-2004 period. However, its ability
to do this depends on whether it can successfully consolidate its
fiscal position in the coming years.
Governance problems worry investors.
It is estimated that a sizeable amount of public expenditure in
the Philippines is diverted to uses other than those for which it
was intended. This misallocation of public resources not only has
adverse fiscal consequences, but also deprives the economy of
needed physical and social infrastructure. In the private sector,
too, concerns over governance are mounting.

Recent revela-

tions of insider trading, and the slow pace at which referrals to
the SEC are being handled worry potential investors, as does the
way in which foreign investment projects are sometimes handled.

Philippines: Selected ARIC Indicators
1996

1997

1998

1999

98Q1

98Q2

98Q3

98Q4

99Q1

99Q2

99Q3

99Q4

GDP Growth (%)

5.8

5.2

-0.5

3.2

1.1

-1.0

-0.1

-2.0

1.2

3.6

3.4

4.6

Private Consumption Expenditure Growth (%)

4.6

5.0

3.4

2.7

4.5

3.9

2.9

2.6

2.5

2.6

2.6

3.0

Public Consumption Expenditure Growth (%)

4.3

4.6

-2.1

5.5

-5.4

-2.4

-1.3

0.6

7.6

6.2

3.7

4.6

12.5

11.7

-16.4

-2.1

-6.0

-18.2

-19.1

-22.3

-9.7

6.2

-2.2

-1.0

Agricultural Sector Growth (%)

3.8

4.0

-6.6

6.6

-3.8

-11.5

-3.1

-7.8

2.9

11.1

5.3

7.4

Manufacturing Sector Growth (%)

5.6

4.2

-1.1

1.4

2.0

-0.9

-1.5

-3.5

-1.0

0.9

2.4

3.1

10.8

16.3

-8.5

-2.8

-12.8

-5.1

-7.5

-8.5

-6.0

-5.3

-0.5

0.5

6.4

5.4

3.5

3.9

4.5

3.6

2.8

3.2

3.0

4.0

4.2

4.4

Exports of Goods and Services Growth (%)

15.4

17.2

-21.0

1.8

-4.5

-19.4

-21.4

-34.8

-11.4

2.1

7.2

10.3

Import of Goods and Services Growth (%)

16.7

13.5

-14.7

-2.7

5.8

-12.5

-15.7

-32.8

-17.9

0.4

1.8

8.0

Inflation Rate (%)

9.0

5.9

9.7

6.7

7.9

9.9

10.4

10.5

10.1

6.8

5.7

4.6

Unemployment Rate (%)

7.4

7.9

10.1

9.7

8.4

13.3

8.9

9.6

9.0

11.8

8.4

9.6

23.2

26.1

8.5

…

18.0

19.3

15.0

8.5

10.8

9.6

10.2

…

…

31.4

15.7

11.2

18.9

17.3

16.3

15.7

12.7

9.2

9.8

11.2

38.8

20.1

-15.5

4.4

8.3

1.0

-8.6

-15.5

-14.2

-12.5

-10.8

4.4

2.8

4.7

10.4

12.3

7.4

8.9

11.0

10.4

13.2

13.1

13.4

12.3

3054.2

2595.2

1799.0

2168.7

2029.2

2044.0

1431.3

1691.7

2003.4

0.3

0.1

-1.9

-3.7

…

…

…

…

…

…

…

…

Central Government Debt as % of GDP

53.2

55.8

56.1

57.8

…

…

…

56.1

…

…

…

57.8

Government Expenditure on Education (% of Total)3

14.5

15.8

17.6

…

…

…

…

…

…

…

…

…

6.6

8.6

8.2

…

…

…

…

…

…

…

…

…

Growth of Merchandise Exports (US$, FOB, %)

17.7

22.8

16.9

18.8

23.9

14.5

19.2

11.5

15.2

12.1

22.9

23.8

Growth of Merchandise Imports (US$, FOB, %)

20.8

12.7

-17.5

3.6

-4.3

-17.8

-21.4

-25.9

-7.5

6.3

7.7

11.2

Current Account Balance as % of GDP

-4.8

-5.3

2.0

…

-0.6

0.6

2.8

4.6

7.4

5.1

12.7

…

Foreign Direct Investment (US$ Billion)

1.52

1.25

1.75

…

0.25

0.25

0.22

1.04

0.47

0.15

0.10

…

Net Portfolio Investment (US$ Billion)

2.10

-0.41

0.26

…

0.37

0.02

-0.26

0.14

0.26

0.37

-0.14

…

Gross Int'l Reserves (GIR) Less Gold (US$ Billion)1

10.0

7.3

9.2

…

7.8

9.0

9.0

9.2

11.4

12.3

12.7

…

Total External Debt (US$ Billion)1

41.9

45.4

47.8

…

45.7

45.8

46.4

47.8

48.6

48.1

…

…

Total External Debt as % of GDP

50.6

55.3

73.3

…

61.0

65.5

70.5

73.3

71.8

68.4

…

…

Short-Term External Debt as % of Total1

17.2

18.6

15.0

…

19.4

17.8

17.2

15.0

14.0

13.6

…

…

Short-Term External Debt as % of GIR Less Gold

71.9

116.1

77.9

…

113.1

90.4

88.5

77.9

59.6

53.1

…

…

110.4

111.0

94.0

100.7

91.5

97.2

92.6

94.7

102.2

105.1

100.5

95.0

26.2

29.5

40.9

39.1

40.7

39.4

42.9

40.6

38.7

38.0

39.3

40.4

Output and Prices

Gross Domestic Investment Growth (%)

Construction Sector Growth (%)
Services Sector Growth (%)

Monetary and Fiscal Accounts
Growth of Broad Money, M2 (%)
Three-month Interbank Lending Rate (%)1
Growth in Real Bank Credit to Private Sector (%)1
Ratio of Non-Performing Loans to Total Loans (%)2
Average Stock Price Index (PCOMP)
Central Government Fiscal Balance as % of GDP

Government Expenditure on Health (% of Total)3

2381.5 2285.4 2004.6

External Account, Debt, and Exchange Rates4

Real Effective Exchange Rate (1995=100)5
Average Exchange Rate (Local Currency to US$)

Note: All growth rates are on year-on-year basis.
… = not available.
1End of period.
2Non-performing loans cover the banking sector only.
3Central government expenditure on health and education refers to budget figures.
4Data on merchandise exports and imports, external debt and capital flows are from national sources. Gross International Reserves are from International Financial
Statistics, International Monetary Fund. FDI refers to net FDI by non-residents.
5Trade weighted using WPI for trading partners and CPI for the home country.
Sources: See Statistical Sources of the ARIC Indicators section of this web site.

Thailand Update
Asset Markets
Figure 1: Exchange Rate
and Stock Price Indexes
(last week of 1997June=100)

There was a mild depreciation of the baht in 1999.
The baht fell sharply in mid-1997 in response to investor panic. As
the panic abated and market confidence improved, the baht regained some of the ground it had earlier lost. In 1998, the baht
appreciated by about 30 percent (Figure 1). In 1999, the baht
depreciated somewhat. Successive US dollar interest rate increases
have on each occasion shaved a little off the value of the baht. In
February 2000, the baht was still about 35 percent lower than its
end-June 1997 value.
Stock market recovery has been hesitant.
After hitting a record low in the third quarter of 1998, the Stock

Source: ARIC Indicators.

Exchange of Thailand (SET) index began a steady recovery, thanks
largely to the return of foreign investors. By the middle of 1999,
the SET index had regained in local currency terms a substantial
portion of the value lost since the onset of the crisis. Since then,
however, the SET index has surrendered part of these gains. Concerns about slow progress on financial and corporate restructuring have continued to plague the market. By the end of February
2000, the SET index was still 23 percent short in baht and about
50 percent short in US dollar terms of its end-June 1997 level,
which itself was at a substantial discount to the level of the SET
index in 1996.
The property market vacancy rate bottomed out.
Bangkok’s property markets, both office and residential, stabilized in the second half of 1999. The office property vacancy rate
peaked in the first quarter of the year, thereafter showing a mild
decline (Table 1). By late 1999, the average rental rate was still
less than half that in the second quarter of 1997 in US dollar terms.

Table 1: Office Property Vacancy Rate in Bangkok (%)

Vacancy Rate

98Q2

98Q3

98Q4

99Q1

99Q2

99Q3

28.2

28.7

29.7

43.1

42.2

40.3

Source: Jones Lang LaSalle, Asia Pacific Property Digest, various issues.
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The prospect of an immediate recovery remains bleak, with oversupply expected to depress property prices and rentals for many
years to come.

The Real Sector
Real GDP grew at 4 percent in 1999, but income remains
substantially lower than its pre-crisis level.
The quick economic turnaround in 1999 took many by surprise.
After seven consecutive quarters of contraction, the economy began to expand in the first quarter of 1999, albeit from a low base.
As the year progressed, this economic momentum was maintained.
The growth rate for 1999 reached 4 percent (Table 2). While this
outcome is welcome, it still leaves the level of real GDP per capita
about 11 percent short of its level in 1996.
Table 2: GDP Growth and Projections (%)
1997

1998

1999

2000

-1.8

-10.4

4.0

4.5

ADB2

—

—

—

4.5

IMF3

—

—

—

4.0

World Bank4

—

—

—

7.0

Consensus Economics5

—

—

—

5.2

Official1

1Revised Economic Forecast for the Thai Economy, 29 February 2000.
2ADB, Asian Development Outlook team, February 2000.
3IMF, World Economic Outlook, October 1999.
4World Bank, East Asia Pacific Brief, 31 January 2000.
5Consensus Economics Inc., Asia Pacific Consensus Forecasts, February 2000.

Figure 2: Sectoral Growth
(y-o-y, %)

The manufacturing sector led the recovery.
Manufacturing has been the main engine in driving output growth
(Figure 2). Growth and investment in export-oriented industries
such as electronics were particularly strong. Exports have benefited from a cheaper baht (in real, trade-weighted terms) and
strong external demand. Agricultural production, which was severally affected by El Niño-induced droughts in 1998, also picked
up slightly in 1999. But, as in other affected economies, the construction sector acted as a major drag on growth, as high vacancy
Source: ARIC Indicators.

rates persisted in both office and residential property markets.
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Figure 3: Growth of GDP
Expenditure Components
(y-o-y, %)
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Deficit spending and, in the second half of 1999, private
consumption demand provided the impetus to growth.
Public consumption expanded throughout 1999, although at a
somewhat slower rate than in the second half of 1998 (Figure 3).
Public investment also registered impressive growth. Together,
these components of public expenditure provided the key impetus
to output growth in the first half of 1999. Helped by a temporary
reduction in value-added tax in early 1999, private consumption
demand began to expand in the second quarter. It has since picked
up momentum. Gross domestic investment also grew in 1999,
mainly as a result of public investment and inventory accumulation. Private fixed investment remained in the doldrums because
of the low level of capacity utilization in the economy and the slow

Source: ARIC Indicators.

pace of financial and corporate restructuring.

Fiscal and Monetary Developments
The budget deficit widened.
Deficit spending measures and a recession-induced contraction in
fiscal revenues have caused the central government’s fiscal deficit
to increase steadily. It is estimated that the deficit will have reached
3 percent in 1999. Central government debt too is increasing. As
a percentage of GDP, it has risen from 6.3 percent at the end of
1997 to 20.6 percent at the end of the third quarter in 1999. Total
public sector debt, which includes non-financial public enterprise
debt and debt related to financial sector restructuring, is much
Figure 4: Short-term Interest
Rate, Real Bank Credit Growth
and Inflation Rate (%)

higher. It increased from 15 percent of GDP in 1996 to over 50
percent in 1999 and is expected to increase further.
Monetary policy continues to accommodate recovery.
The stabilization of the exchange rate and strengthening of the
external position set the stage for a relaxation of monetary policy.
The Bank of Thailand reduced its overnight re-purchase rate from
a peak of more than 25 percent in late 1997 to less than 1 percent
by mid-1999. By the end of December 1999, the three-month
interbank lending rate was 5 percent, over 18 percentage points
lower than that at the end of March 1998 (Figure 4). Despite monetary easing, inflation, after peaking in mid-1998, declined persistently, bottoming out in the third quarter of 1999. The inflation
rate in 1999 was a mere 0.3 percent, compared to 8.1 percent in
1998. Subdued inflation reflects excess capacity in the economy,

Source: ARIC Indicators.

lower food prices and a stable baht.
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Monetary easing has yet to be reflected in domestic credit
expansion.
Despite successive cuts in interest rates, outstanding real bank
credit shrank throughout 1999, although at a slower pace than
before. Excess capacity in many sectors and a high level of indebtedness in the corporate sector led to sluggish private investment and weak credit demand. With a high level of non-performing loans (NPLs), banks have been more cautious than before in
extending new credit. Increasingly, firms are issuing corporate
bonds to finance new investment. By the end of 1999, the real
stock of commercial bank credit is estimated to have shrunk by
over 4 percent from a year ago.

Balance of Payments
Figure 5: Growth of
Merchandise Exports and
Imports (y-o-y, %)

Booming exports underpinned a strong current account
surplus.
Exports and imports both started to recover in the second quarter
of 1999 (Figure 5). For the full year, merchandise imports grew by
17.6 percent and merchandise exports by 7.2 percent. As imports
grew from a lower and much depleted base, a trade surplus of
US$8.9 billion was recorded in 1999. Boosted by a positive services account balance, the current account surplus reached
US$11.2 billion, or about 9 percent of GDP.
Despite continued FDI inflows and renewed portfolio
investment, the capital account balance remained nega-

Source: ARIC Indicators.

tive in 1999.
Thailand continued to attract a steady flow of foreign direct
investment in 1999, albeit at a slower rate than in 1998. Reflecting a reassessment of Thailand’s prospects and improved
investor sentiment, net portfolio inflows started in the first quarter of 1999 and continued throughout the remainder of the year.
Official borrowing linked to the recovery program also continued to supplement foreign exchange reserves throughout the
year. However, because of the continued repayment of debts,
large capital outflows also occurred. These were sufficient to
generate an estimated overall deficit on the capital account of
over US$9 billion.
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Figure 6: International
Reserves, External Debt
and Short-term External
Debt (US$ billion)
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But the current account supported an increase in reserves.
While the capital account deficit partially offset the current account surplus, the balance of payments remained in surplus in
1999. This had increased the country’s external reserves to around
US$34 billion by the end of 1999, from US$28.8 billion a year
earlier (Figure 6). The reserves were adequate to finance over
eight months of imports.
The maturity structure of the external debt profile continues to improve.
The repayment of short-term debt led to an improvement in the
maturity structure of Thailand’s external debt profile. Short-term
debt as a percentage of total external debt declined from 37.3 at

*Short-term external debt data as of endSeptember 1999.
Source: ARIC Indicators.

the end of 1997 to 27.2 at the end of 1998 and 19.9 at the end of
the third quarter of 1999. The level of total external debt also
declined during 1999. But at over 60 percent of GDP, the level of
external debt remains high.

Financial and Corporate Sector Developments
Market-led financial restructuring has proved to be slow,
but the pace is now beginning to quicken.
The approach to financial restructuring has been much more market-oriented in Thailand than in either Korea or Malaysia. The Thai
authorities have to a large extent left the banks to resolve their
NPLs on their own. The government has set terms for re-capitalization that place a heavy responsibility on existing owners. Limited public financial support is made available, provided that private investors inject capital, and target capital adequacy ratios
and provisioning standards are met. Banks have also been encouraged to set up their own private asset management companies to help remove NPLs from their balance sheets, and to recover values. This approach has proved to be slow in resolving
NPLs. By June 1999, the NPL ratio still stood at close to 50 percent. But the second half of 1999 witnessed a dramatic decline in
NPLs, which had fallen to 38.5 percent by the year’s end. This
positive development may be explained by a number of factors.
Low interest rates and real sector recovery took some pressure
off debt-ridden companies. The faster pace of corporate debt restructuring helped reduce the NPL ratio.
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Slow corporate restructuring mirrors slow financial restructuring.
Corporate restructuring has mainly taken the form of voluntary
negotiations and out-of-court settlements following the so-called
Bangkok approach. This process has been slow. By September
1999, about B1.9 trillion in credit, equivalent to approximately
three-quarters of Thailand’s total NPLs, had entered the restructuring process. About 60 percent of the total NPLs originate with
700 large companies. The government has set up the Corporate
Debt Recovery Advisory Committee (CDRAC) to deal with these
high-profile cases. So far only one-fifth of the total debt under
CDRAC’s purview has been successfully restructured. The government has left the resolution process of the remaining NPLs, shared
by nearly 400,000 medium and small firms and individual borrowers, to debtors and creditors themselves. Here restructuring is
proceeding at snail’s pace, due to the ineffective legal framework
for insolvency, poor enforcement and the bias that remains in favor of debtors.

Prospects and Policy Issues
GDP growth is likely to accelerate in 2000.
The Thai economy has turned the corner. The latest Consensus
Economics (February 2000) projections suggest that Thailand could
grow at about 5 percent in 2000 with most forecasts contained in
a range of 4–6 percent. Deficit spending measures and export
growth have so far underpinned the recovery. While households
are now beginning to spend more, private investment also needs
to rebound to ensure a sustained and more broadly based recovery. Strengthening market confidence is reflected in a stable baht
and the return of private capital. While the current account surplus may be expected to come down with an acceleration in growth,
Thailand’s external reserve position will continue to improve if recovery attracts more foreign capital. Although prospects may be
improving, the government still faces many challenges and growth
could yet falter.
Slow financial restructuring could hamper recovery.
The slow pace of bank and corporate restructuring remains the
major stumbling block to continued recovery. Although NPLs
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have of late shown an encouraging decline, they remain high
and the most problematic cases are yet to be resolved. Powerful debtors are successfully stalling and resisting creditors’
claims, and anecdotal evidence suggests that the incidence of
“strategic defaulting” remains high by those who are able to
service their debt but choose not to. The widely acknowledged
virtue of a market-led approach to restructuring is that it militates against moral hazard problems. But these benefits only
follow where there are sanctions that can compel action on voluntary resolution, and where there is a framework that allows
acquisitions and mergers to proceed expeditiously on market
terms. In Thailand, creditors do not yet appear to be sufficiently
empowered. The framework of insolvency is still biased in favor
of debtors and the costs of pursuing bankruptcy actions are
high. In these circumstances, voluntary renegotiation of debts
is often the preferred way forward, but because debtors face no
credible threats they typically hold the upper hand in negotiations. If this situation continues and high NPL ratios persist, it
could jeopardize the much hoped for recovery in private investment and again put bank capital at risk. It would also imply that
the changes needed at the managerial and operational levels to
put Thailand’s businesses on a more competitive footing are
likely to be a long time coming. For all these reasons, steps are
urgently needed to effectively tilt the resolution processes in
favor of creditors.
Macroeconomic policies should continue to support expansion and recovery.
Sizeable excess capacity, subdued inflation, low interest rates and
a stable exchange rate provide further scope for accommodating
macroeconomic policies. The stock of real credit is yet to expand.
Monetary tightening could damage the financial health of the banking and corporate sectors. There is also a need to continue government spending on social safety net programs until a decisive
turnaround in employment and in social conditions is achieved.
Add to this the possibility that further fiscal support for banking
sector re-capitalization may be needed, and there is little likelihood of a quick return to budgetary surpluses. The risks of moderate fiscal deficits crowding out private sector demand are low in
a context where current account surpluses are likely to endure
and there is an excess of domestic savings over investment. Nevertheless, over the medium term, measures will be needed to
consolidate Thailand's fiscal position.
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Further structural reforms are needed to revitalize the private sector.
As part of its recovery program, Thailand has undertaken a number of key reforms. Restrictions on foreign investment in key sectors, new insolvency laws, the accelerated implementation of
privatization plans and trade liberalization are notable examples.
It is important to build on these initial steps, and to ensure that
the reforms are effectively implemented. The temptation to defer
further reforms until growth is more firmly rooted should be resisted. Issues related to long-term export competitiveness also
need to be addressed.

Thailand: Selected ARIC Indicators
1996

1997

1998

1999

98Q1

98Q2

98Q3

98Q4

99Q1

99Q2

99Q3

99Q4

GDP Growth (%)

5.9

-1.8

-10.4

4.0

-9.0

-12.7

-13.2

-6.6

0.9

3.3

7.7

…

Private Consumption Expenditure Growth (%)

6.8

-0.8

-10.6

…

-10.6

-14.5

-12.8

-3.9

-0.3

1.1

5.5

…

11.9

-3.6

4.0

…

-6.4

-6.0

11.9

15.5

1.4

15.5

3.4

…

…

-21.7

-34.8

…

-30.6

-59.7

-41.0

-3.3

9.8

13.0

1.8

…

Agricultural Sector Growth (%)

3.8

-0.5

-0.3

…

-1.2

-3.7

-0.7

2.2

-0.7

3.2

-0.2

…

Manufacturing Sector Growth (%)

6.7

0.1

-11.6

…

-13.3

-13.8

-14.8

-4.1

6.6

9.5

17.4

…

Construction Sector Growth (%)

7.2

-26.6

-36.8

…

-28.1

-35.8

-41.6

-40.6

-24.8

-18.4

-0.6

…

Services Sector Growth (%)

5.3

-1.1

-9.4

…

-6.9

-11.9

-11.0

-7.7

-0.4

1.2

3.1

…

Exports of Goods and Services Growth (%)

-5.5

8.4

6.7

…

15.0

8.9

5.7

-1.2

-1.8

7.6

13.3

…

Import of Goods and Services Growth (%)

-0.5

-11.4

-23.8

…

-28.5

-29.8

-23.5

-11.8

8.5

23.2

21.6

…

Inflation Rate (%)

5.8

5.6

8.1

0.3

9.0

10.3

8.1

5.0

2.7

-0.4

-1.0

0.1

Unemployment Rate (%)

1.1

0.9

4.4

…

4.6

5.0

3.4

4.5

5.2

5.3

3.0

…

12.6

16.5

9.7

…

15.7

13.8

12.7

9.7

8.6

5.8

1.9

…

…

26.0

7.8

5.0

23.5

22.0

9.5

7.8

5.3

4.5

4.0

5.0

9.4

13.6

-11.3

…

3.4

2.5

-5.0

-11.3

-3.6

-4.0

-3.0

…

…

…

45.0

38.5

…

32.7

39.7

45.0

47.0

47.4

44.4

38.5

1167.9

597.8

353.9

421.1

473.1

361.5

246.0

335.0

357.1

461.8

450.5

415.0

1.0

-0.3

-2.8

…

…

…

…

…

…

…

…

…

…

6.3

14.5

…

5.5

9.1

10.2

14.5

18.4

19.5

20.6

…

17.6

16.2

…

…

…

…

…

…

…

…

…

…

6.4

5.7

…

…

…

…

…

…

…

…

…

…

Growth of Merchandise Exports (US$, FOB, %)

-1.9

4.1

-6.9

7.2

-3.4

-5.2

-8.6

-9.9

-3.6

5.7

11.1

16.5

Growth of Merchandise Imports (US$, CIF, %)

0.6

-13.7

-33.7

17.6

-39.8

-38.2

-34.2

-18.9

-1.0

11.7

21.9

38.0

-8.1

-2.0

12.7

…

16.5

10.2

12.5

11.7

10.8

8.6

9.3

…

2.3

3.7

7.1

…

2.0

2.6

1.4

1.0

1.0

2.2

1.1

…

Output and Prices

Public Consumption Expenditure Growth (%)
Gross Domestic Investment Growth (%)

Monetary and Fiscal Accounts
Growth of Broad Money, M2 (%)
Three-month Interbank Lending Rate(%)1
Growth in Real Bank Credit to Private Sector (%)1
Ratio of Non-Performing Loans to Total Loans (%)2
Average Stock Price Index (SET)
Central Government Fiscal Balance as % of GDP
Central Government Debt as % of GDP
Government Expenditure on Education (% of Total)3
Government Expenditure on Health (% of Total)
External Account, Debt, and Exchange Rates4

Current Account Balance as % of GDP
Foreign Direct Investment (US$ Billion)
Net Portfolio Investment (US$ Billion)

…

3.9

-0.2

…

0.2

-0.1

-0.3

-0.01

0.3

0.3

0.3

…

Gross Int'l Reserves (GIR) Less Gold (US$ Billion)1

37.7

26.2

28.8

34.1

26.9

25.8

26.6

28.8

29.2

30.7

31.6

34.1

Total External Debt (US$ Billion)1

90.5

93.4

86.2

74.6

91.7

88.1

86.7

86.2

83.9

80.7

78.7

74.6

Total External Debt as % of GDP

49.8

62.0

76.8

…

70.8

75.1

78.7

76.7

70.4

66.4

66.1

…

Short-Term External Debt as % of Total1

41.5

37.3

27.2

…

34.2

32.2

30.1

27.2

24.5

21.8

19.9

…

Short-Term External Debt as % of GIR Less Gold

99.7

133.1

81.4

…

116.6

110.0

98.2

81.4

70.2

57.2

49.6

…

109.2

102.4

90.0

93.5

77.3

92.5

93.5

96.8

97.3

97.5

91.9

87.2

25.3

31.4

41.4

37.8

47.1

40.3

41.1

37.0

37.1

37.2

38.4

38.8

Real Effective Exchange Rate (1995=100)5
Average Exchange Rate (Local Currency to US$)

Note: All growth rates are on year-on-year basis.
… = not available.
1End of period.
2Non-performing loans cover all financial institutions.
3Central government expenditure on health and education refers to budget figures for 1995/96 and 1996/97, respectively.
4Data on merchandise exports and imports, external debt and capital flows are from national sources. Gross International Reserves are from International Financial
Statistics, International Monetary Fund. FDI refers to net FDI by non-residents.
5Trade weighted using WPI for trading partners and CPI for the home country.
Sources: See Statistical Sources of the ARIC Indicators section of this web site.

Bank and Corporate Restructuring
Introduction
Weaknesses in financial and corporate sectors were at the heart
of the Asian crisis. In a situation where rapid financial liberalization had outpaced institutional capacities, vulnerabilities accumulated and put at risk the solvency of large parts of the affected
economies. Inadequate regulation, weak supervision of financial
institutions, poor accounting standards and disclosure rules, outmoded laws, corporate recklessness and inferior governance all
played their part. Together, these factors seemed to legitimize
investor panic that culminated in the disorderly collapse of asset
prices and exchange rates. Prompted in part by the terms of international assistance packages, the affected economies have now
embarked on the complex and time consuming task of tackling
these institutional deficits.
This section reviews the progress made in financial and corporate
restructuring in the affected countries of Asia. To begin with, some
analytical background is provided and lessons from managing crises elsewhere are summarized. Next, the approaches to restructuring that have been taken in Indonesia, Korea, Malaysia, and Thailand are described. The Philippines, on the other hand, did not experience a systemic banking crisis. Hence, the discussion of reforms
in the Philippines is brief. Finally, progress to date is evaluated.

Phases of Financial and Corporate Restructuring
The resolution of financial crises typically occurs in a number of
distinct phases. When a crisis erupts, an immediate priority is to
stabilize the financial and payments system. Having secured these,
comprehensive audits are needed to assess the extent and incidence of damage. On the basis of this information, a restructuring
and recovery plan can then be developed and implemented. Restructuring can encompass many things. It may include closing
insolvent institutions or merging them into viable entities, re-capitalizing viable but illiquid institutions, and developing a framework for the resolution of debts. When debt rests largely with the
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corporate sector, corporate financial and operational restructuring is likely to become an integral part of the overall debt resolution process. To varying degrees, recovery plans may be accompanied by policy and institutional reforms intended to promote
the future efficiency of the financial system and make it less vulnerable. These plans may include measures to strengthen the regulation and supervision of the financial system as well as those to
encourage capital market development.
There are many possible approaches to crisis resolution and restructuring. Each has it own attractions and potential drawbacks.
The particular strategy adopted will depend, inter alia, on the
severity of the crisis, the currency structure of debt, the profile of
debtors, institutional and human capacities, the juridical context,
prevailing macroeconomic conditions and fiscal constraints. There
is more than one way to fix a broken banking system.

The Stabilization Phase
It is important to differentiate between circumstances in which an
individual institution gets into trouble and a systemic crisis. Beyond their normal regulatory and supervisory responsibilities, the
authorities would not normally intervene in the case of an isolated
institution running into difficulties. But systemic crises are characterized by coordination and information failures that threaten
the viability of solvent institutions as well as weak ones. If a large
number of depositors panic, the entire payments system may be
threatened. In these circumstances, the public interest requires
that the authorities respond.
The degree of freedom that a particular monetary authority or
central bank has to stabilize the financial system depends on the
underlying monetary regime. If monetary autonomy has been
surrendered under an exchange rate link or through the
dollarization of domestic transactions, the authorities may find it
difficult to contain panic and stabilize the system. This is because they cannot provide liquidity support to ailing institutions
beyond what their foreign exchange reserves will allow. One possibility would be to draw on contingent credit lines negotiated
prior to a crisis, but these would generally be insufficient to offer
the degree of comfort needed when an entire banking system is
under threat. For these reasons, exchange rate links or pegs are
inadvisable in the context of a weak financial system. Too often,
weaknesses in financial systems have undermined fixed exchange
rate regimes.
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Where there is monetary autonomy, the scope for action is increased. Faced with the threat of depositor runs, the authorities
can provide liquidity support to distressed institutions under its
“lender of last resort” responsibilities. The terms on which liquidity is provided can vary. To mitigate problems of moral hazard,
liquidity support in the form of loans should ideally only be provided to viable institutions. Such loans should be collateralized,
charged at premium interest rates, and attract seniority.
The issue of whether the authorities should sterilize such liquidity support is a matter of some debate. The IMF’s emergency assistance programs in Asia’s crisis-hit countries were
based on the view that monetary tightening was needed to stabilize depreciating exchange rates. A contrary view is that, in
the midst of a crisis, high interest rates are likely to further
impair liquidity, increase investor panic and make matters worse
for the financial system. In these circumstances, raising interest rates might serve to undermine rather than support the
value of the domestic currency.
In addition to providing liquidity, the authorities may wish to
take more direct steps to stem panic and restore stability. In
doing so, they may choose to act at an institutional and a system
level. The nationalization of insolvent banks, and the capital backing that this implies, can go a long way toward allaying depositors’ concerns. But closing banks without first clarifying what will
happen to depositors’ money will likely heighten panic. To prevent funds fleeing from institutions that are perceived to be weak
to those perceived to be strong (normally, government-owned
banks or foreign banks), the authorities may also choose to extend blanket guarantees on deposits. While such guarantees can
help to avert panic, they may later prove costly to the taxpayer.
While carefully structured, formal deposit insurance schemes
might help decrease the risk of a crisis, once a crisis is underway
they have limited remedial value. In Korea, for example, blanket
guarantees were needed despite the existing limited deposit insurance scheme.
Stabilization of a banking system threatened by depositor panic
will of itself do little to ensure a resumption of normal business.
Stabilization has the much more limited objective of stemming
the flight of capital from individual institutions and from the system as a whole. But only when this has been achieved can the
rehabilitation of bank balance sheets begin.
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The Diagnostic Phase
An accurate diagnosis of the depth and incidence of banking sector distress is essential for the design of an effective recovery
plan. Ideally, audits should help the authorities decide which institutions are viable and which are effectively insolvent. In conducting audits, the value of assets and liabilities should, to the extent
possible, reflect a realistic market assessment of the situation rather
than arbitrary accounting conventions. At a macro level, comprehensive institutional audits are required to provide an early indication of the scale of resources that may need to be mobilized to
meet reasonable capital requirements. Only once this information
is available can sensible decisions be made about the mechanics
and timeframe of a detailed recovery plan.
Dignostics are essential, but there is likely to be a severe shortage of information in the midst of a banking crisis. Secondary
markets for bank assets may be missing or thin, making valuations difficult and sometimes subjective. Rapidly evolving macroeconomic circumstances are likely to have a decisive influence on
debt servicing capacities and may exert an influence on judgments
about the viability of individual institutions. Finally, disclosure problems are likely to be acute. Managers and debtors may both wish
to understate the extent of difficulties. For these reasons, and
others, audits are likely to be prone to error, and initial assessments of the extent of difficulties may be radically revised as more
information comes to light.
In these circumstances, the line between insolvency and illiquidity
may need to be drawn reasonably broadly, at least initially. While
permitting banks that could be insolvent to continue to operate
may further jeopardize depositor funds, and ultimately raise the
costs of rehabilitation, closing banks that are potentially viable
can also be costly. As monitoring and supervision is strengthened,
informational problems should recede, allowing a clearer distinction to be made between insolvency and illiquidity.

Restructuring Strategy: Government or Private
Sector Led?
Once the financial system has been stabilized and an initial assessment has been made of the scale and depth of financial distress, a
recovery plan can be drawn up and the restructuring process begun. Restructuring then begins with the implementation of the recovery plan. One simple way of characterizing restructuring approaches is in terms of the role played by government and markets.
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Government has played a prominent role in resolving some crises,
not only setting the policies, but effectively leading and guiding
the restructuring process through financial support, nationalization of troubled institutions, establishment of centralized agencies
to manage NPLs and facilitate corporate debt workouts. In other
cases, government has chosen to set policies and a general framework, but then let market forces lead the process. These different
approaches can have very different implications for how fast the
restructuring progresses, who bears the costs, and what kind of
financial system eventually emerges.
An advantage that is claimed for a government-led approach is
that it can deliver quick results in terms of reducing the non-performing assets of the system and re-capitalizing viable institutions. Government-led approaches have most to commend them
when human and financial resources are to hand and institutional
capacities are high. The greater the disarray in markets and the
larger the scale of the problem, the more a government-led approach makes sense.
But government-led approaches entail risks. They create substantial fiscal obligations and impose a heavy burden on the taxpayer.
They may effectively bail out negligent owners and managers,
and invite a recurrence of reckless behavior. System efficiency
may also be compromised if government ends up owning and controlling a large part of the banking and financial system. Of course,
these are not inevitable consequences of a government-led approach. Careful attention to fiscal limits, equitable cost sharing
arrangements, incentive structures and an exit strategy that maximizes the recovery value of assets increase the chances of a successful government-led approach.
A market-led approach to restructuring has, in principle, three
main attractions. First, by drawing on private rather than public
resources to facilitate restructuring it helps limit costs to the
taxpayer. Equitable cost sharing arrangements under a market
led approach should help mitigate problems of moral hazard and
create incentives for more efficient monitoring. Second, a market-led approach generally works better in recovering the value
of non-performing and bad loans than a bureaucratically administered system. Competition in the acquisition and disposal of
assets should eventually make for more efficient debt workouts.
Finally, a market-led approach should enhance systemic efficiency
and safety. These benefits follow if market players who are bet-
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ter capitalized and managed are able to increase their market
share at the expense of those that are weak and a potential
threat to system stability.
In practice, a mixed approach is often followed, even where a
market-led strategy might otherwise be favored. In developing
economies, especially, there are usually a number of constraints
that limit options. For example, the highly qualified and skilled
personnel needed to steer banks out of their difficulties are often
in short supply. In these circumstances, punishing managers and
owners for their earlier mistakes may deprive the process of needed
expertise. Likewise, markets are unlikely to work well in the midst
of a financial crisis. Disposing of NPLs at the fire-sale prices that
extremely bearish markets would dictate may serve only to increase the costs of restructuring. Also, the private sector simply
may not have the resources needed to re-capitalize illiquid banks
or an appetite for risk on the required scale. In these circumstances, public capital and other incentives may be needed. For
these, and other reasons, crisis-hit countries often choose to blend
elements of market-based and government-led strategies.

The Mechanics of Restructuring: What Works?1
In the process of rehabilitating and restructuring a crisis-stricken
financial system, difficult strategic issues are interlaced with a
variety of complex technical considerations. Among other matters, the following need to be addressed in any recovery plan:
What criteria should be applied in carving out viable from nonviable institutions? Under what circumstances should institutions
be nationalized, and when should they be closed? What should be
the timeframe and terms for the divestiture of intervened institutions? Should banks be left to work out their bad loans, or should
they be relieved of this responsibility to allow them to focus on
their core business? If bad loans are to be taken off banks’ balance sheets, how should this be done and under what financing
arrangements? Over what timeframe should re-capitalization take
place, and what should be the target capital standards? Should
forebearance be extended to loan loss provisioning and other areas? Should foreign capital or strategic partners be invited to assist the recovery process? Should a voluntary or compulsory framework be used for debt resolution and what guidelines should be
set? What adjustments to regulatory standards are needed and
how can supervision be improved?
1This section draws on the findings of Dziobek and Pazarbasioglu, 1997.
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Initial conditions, available human and capital resources, industrial structure and political priorities will matter. But the accumulated global experience in resolving banking and financial crises
suggests that some approaches are likely to work better than others. Here success needs to be defined both in terms of the restoration of liquidity and solvency, and a recovery in the profits of
banks and corporations. If restructuring and re-capitalization strategies fail to restore profitability to sick banks, durable benefits
cannot follow.
In terms of institutional and structural arrangements, the role of
the central bank may be less important than is generally believed.
Indeed, where central banks have been charged with the responsibility of restructuring, but have also provided extensive liquidity
support, progress has been halting and slow. Where the responsibility for restructuring has instead been devolved to an autonomous agency or left with banks themselves, recovery has been
faster and often more enduring.
Evidence seems to suggest that the creation of “hospital banks”
and specialized loan workout agencies also help resolution and
restructuring. Leaving bad loans on bank balance sheets restricts
their ability to lend and requires bank managers to attend to debt
collection, an activity to which they may not be particularly well
suited. Although it can be argued that banks are likely to have a
more intimate knowledge of their borrowers than others, and so
should be left to recover bad loans, these arrangements can lead
to a conflict of interest. Bank managers may be tempted to treat
customers leniently, especially if they have long-standing relationships with them. Writing off loans will also entail diluting owner’s
equity, something managers may be reluctant to do. In a context
of systemic banking problems, coordination problems are better
handled by agencies that are dedicated to debt recovery.
The way in which non-viable banks are handled is also crucial.
Where non-viable institutions have been closed or merged with a
larger viable entity, the restructuring of the banking sector has
tended to be more successful. Extending resources and forbearance to non-viable banks may temporarily help support liquidity
and buoy confidence. Ultimately, however, it raises the costs of
restructuring, and slows progress. A case in point is the US Saving
and Loan (S&L) rescue experience. It has been estimated that
forbearance induced excessive risk-taking by S&L’s bank owners
and multiplied rescue costs fivefold (Herring, 1998). Where gov-
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ernments own banks, nationalize them in the process of guaranteeing deposits, or acquire equity in the process of re-capitalization, a clear exit plan is essential. Privatization and divestiture
usually defray the fiscal costs of restructuring and help promote
greater efficiency.
For illiquid but viable banks, a variety of financial measures has
been used to help rehabilitate balance sheets. Here the evidence
about what works and what does not is more equivocal. For example, bond-loan, bond-equity, or equity-loan swaps are ubiquitous features of re-capitalization and restructuring exercises. Sometimes they have been successful and sometimes not. This is not
surprising since the terms of these operations can vary widely.
Beyond restructuring, narrowly defined, there are important issues about regulation and supervision. If the regulatory and supervisory environment tolerates malfeasance, unfit and improper
management, and fails in the enforcement of proper prudential
safeguards, then restructuring and re-capitalization efforts will
ultimately fail. The banking system will remain vulnerable and will
again succumb to difficulties. All too often, crises have been replayed because insufficient attention is paid to these factors.

Who Should Pay?
The long-term success of restructuring exercises also seems to be
related to the cost sharing arrangements that they embody. Ultimately, the costs of non-performing and bad loans have to be
shared between the owners of banks, their creditors and depositors, deposit insurers (if any) and taxpayers. Needless to say, all
possible measures should be taken to recover asset values from
borrowers. This may require replacing the senior management of
distressed banks, especially when their incompetence has contributed to difficulties and/or they have close connections to borrowers. The retention of incompetent management will undermine
governance and may seriously jeopardize the chances of restoring market confidence and operating profitably.
In apportioning the costs of re-capitalization and restructuring,
those who stood to gain from risk-taking should, to the fullest
extent, bear responsibility. This implies that owners should first
be invited to infuse new capital into distressed banks. If they are
unable to restore capital adequacy, their equity stakes should then
be diluted or extinguished. New owners should not be allowed to
acquire banks or bank assets at excessively discounted prices,
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although determining a “fair price” in the midst of a crisis may not
be easy. Where there has been malfeasance by owners, seizure of
their personal assets might be called for. If equity has been fully
extinguished, the holders of subordinated debt in distressed banks
should have their claims written down or canceled. Re-capitalization and restructuring exercises that absolve bank owners from
blame should be avoided to deter reckless behavior in the future.
Experience also suggests that to contain fiscal costs, the feasibility of having large depositors and the creditors of banks share
in the costs of restructuring should be fully explored. The restructuring of a bank’s non-deposit liabilities is one way this can
be achieved. But if there are many creditors, coordinating restructuring may prove difficult. Equity swaps provide a mechanism through which cost sharing might be achieved. Although
debt-equity swaps can help bank balance sheets, care should be
taken to ensure that this does not simply shift stress to beleaguered creditors in an environment where there is general financial distress.
Ultimately, taxpayers may have to meet some of the costs of banking sector restructuring and re-capitalization. These can accrue
directly through nationalization, the application of public funds for
re-capitalization or through bad debt acquisition. But taxpayer
money will also be involved if government extends guarantees of
bank asset quality or rates of return to prospective investors. Similarly, incentives to facilitate debt restructuring and write-offs may
cost the taxpayer.
Therefore to shelter the taxpayer, government should, within the
context of a time-bound plan of action, have exhausted all reasonable measures to attract private capital. While existing owners
may be able and prepared to inject fresh liquidity, new sources of
capital should also be solicited. Although there may be a preference to tap the local capital market, domestic resources are likely
to be in short supply in the midst of a banking sector crisis. Hence,
foreign equity and debt capital can have a very important role to
play in the financial rehabilitation of the sector. The technical and
commercial expertise that usually accompanies direct foreign investment in banks may also prove very important for restoring
their financial health. To attract new private capital, whether domestic or foreign, governments and the relevant regulatory and
supervisory agencies, must work hard to improve informational
flows, increase transparency, and may also wish to consider pro-
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viding inducements that will make banks more attractive to investors. Removing discriminatory regulations and ownership restrictions that discourage foreign investors entering the market will
help in this regard.
Over time, fiscal costs may be defrayed by the sale of assets that
the government or its restructuring agency acquires from distressed
banks. Similarly, costs may be partially recovered through the
recovery of the net worth of banks in which the government or
restructuring agency intervenes, and which are eventually returned
to the private sector.
In assessing the extent to which governments should extend fiscal support for banking sector restructuring there are likely to be
important inter-temporal tradeoffs. Early and decisive intervention by government may lower the ultimate costs of restructuring
and re-capitalization if it prevents the owners and managers of
insolvent banks from gambling further with depositors’ funds. But
in a context of general financial distress, governments may have
limited capacity to finance large up-front costs in a non-inflationary way. Delay is therefore tempting since it reduces the fiscal
burden in the short run and may even allow some institutions to
nurse themselves back to health if initial shocks are reversed.
Unfortunately, accumulated experience suggests that forbearance
and delay can deepen troubles and raise the costs that must be
borne by the taxpayer (Herring, 1998). Accordingly, where markets cannot be relied upon to resolve difficulties, mobilizing taxpayer support for decisive and early government intervention is
crucial. This is only likely to be possible if taxpayers can be convinced that ultimate cost sharing arrangements will be equitable
and efficient.

Corporate Restructuring: What’s the link?
Not all financial crises entail corporate sector distress. Banks can
run into trouble for a variety of other reasons. Perhaps the domestic currency value of their foreign borrowings balloon with a
depreciation, or their lending is over-concentrated in a particular
region or sector of the economy that goes sour. But where nonperforming loans and bad debts originate with corporate borrowers, the problems of banks cannot be resolved independently of
the factors that impair the capacity of corporate borrowers to service and repay their debts. Easing these constraints will improve
the quality of bank assets, bolster their capital and encourage
them to resume lending.
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There are many different dimensions to corporate restructuring.
There is a distinction between financial and operational restructuring. The former entails a financial workout, while the latter focuses on a viable business strategy to secure profits. Ideally, these
aspects of restructuring should be dealt with in tandem, since the
benefits of financial restructuring are unlikely to prove durable in
the presence of operational weaknesses.
Corporate difficulties may be resolved by the market or within
special purpose frameworks intended to ease coordination problems. Market solutions entail mergers, acquisitions and bankruptcies within an established framework of company law. Special purpose frameworks may be either voluntary or compulsory. Voluntary frameworks are usually preferred since they provide an opportunity for the rehabilitation of asset values and a recovery of
debt. The role of such agencies is crucial when there are many
interlocking debtors and creditors. Negotiations among these parties are usually guided by a set of well-defined rules. These would
normally assert creditors’ rights, while providing some breathing
space during which businesses enjoy a stay on their debt. The
rules are likely to require that debtors submit plans for financial
and operational restructuring to creditors for their approval. To
help resolve coordination problems, majority voting on these and
other matters is the norm. To the extent that voluntary arrangements work, both debtors and creditors should benefit. If they
fail, or no agreement can be reached, resolution of debts would
normally occur through bankruptcy proceedings. Therefore for
voluntary arrangements to work, there should also be a credible
threat of action under binding foreclosure and bankruptcy procedures. If these do not exist, voluntary frameworks are unlikely to
achieve much. Normally, some combination of market and special
purpose frameworks for debt resolution will be applied.
In cases where there are a few large creditors, who may wield
considerable political and economic influence, voluntary procedures like these may not be so appealing. In these circumstances
more direct involvement by government in the process of corporate restructuring may be called for.
The issue of what role banks should play in the resolution of corporate debt is not a straightforward one. While banks may have
“insider” knowledge of their clients, they may have little expertise
to offer on how their businesses can be operationally restructured.
In attempting to resuscitate bad and non-performing loans, banks
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can make matters worse. For example, to avoid provisioning and
a dilution of equity, some banks may be willing to lend into arrears, even where businesses are not viable. Ultimately, this only
increases overall costs. But in other cases, illiquid banks may attempt to foreclose loans and seek earlier repayments from creditworthy borrowers, thus undermining their viability. Incentive incompatibilities often mean that there are risks in letting banks
lead corporate debt restructuring.
Finally, there is the issue of timing. Corporate sector debt resolution and restructuring cannot really begin until a resolution
strategy has been determined for the banking system. To some
degree, banks may also need to replenish their capital before
they can agree to debt stays or to reschedule non-performing
debts owed to them.

Bank and Corporate Restructuring in the Affected Countries
In assessing progress on financial and corporate restructuring, it
is important to bear in mind that initial conditions differed in Indonesia, Korea, Malaysia, and Thailand. These conditions are summarized in Table 1. Partly as a result of differences in initial conditions, different approaches to re-capitalization and restructuring
emerged in the four countries. The situation in the Philippines is
somewhat different, and is dealt with separately.

Indonesia
Before the crisis, Indonesia had an exceptionally fragmented financial system. It had numerous banks and small regional financial institutions. These structural features of the financial system
posed a challenge for supervisory authorities and the proliferation of institutions signalled underlying regulatory weaknesses. In
addition, legal lending limits were widely flouted by private commercial banks whether directly or by routing loans to insiders
(bank owners and associated business groups and companies)
through non-bank finance companies. However, the initial dependence on foreign funding for the banking system was lower
compared to Thailand and Korea. Neither did the level of credit
as a proportion of GDP give immediate cause for alarm. However, the non-banking private sector had borrowed extensively
from foreign banks and, for the economy as a whole, the exposure to foreign currency debt was very large.
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STABILIZATION. As the Indonesian currency came under pres-

sure in late 1997, an attempt was made to prevent a full-scale
crisis by closing 16 banks. But what the authorities hoped would
be interpreted as decisive action backfired. An absence of communication about how depositors, creditors, borrowers and owners would be treated served only to heighten panic. The withdrawal of deposits from the banking system, which had begun
with the devaluation in July 1997, continued unabated and capital
outflows ensued. Bank Indonesia, the central bank, then responded
by extending liquidity support to banks in the form of overdrafts.
In January 1998, a blanket deposit guarantee was issued to stem
the flight of funds from the banks (Table 2). By this time, however,
much damage had already been done, with capital being shifted
either to “safe” state-owned banks or abroad. Wary external creditors limited or halted credit lines, compounding the difficulties
experienced by the banking sector at large.
GOVERNMENT OR PRIVATE SECTOR LED? The Indonesian approach

to banking sector restructuring has been government led. Recog-

Table 1: Initial Conditions, 1997
Item

Indonesia

Korea

Malaysia

Philippines

Thailand

External debt/GDP1

53.9%

33.5%

42.6%

56.13%

72.6%

Short term foreign
currency loans/
foreign reserves1

2.32

3.25

0.81

1.88

1.62

Main financial
institutions
Early 1997

238 banks
(including 10
foreign banks)

26 commercial banks 48 banks (including
30 merchant banks
13 foreign banks)
52 foreign banks
39 finance companies
7 discount houses

53 commercial
29 banks (including
banks
14 foreign banks)
117 thrift banks 91 finance companies

CAR

8% target, 87%
of banks complied

8%
7.25% actual avg.

10% target
8.5% target
16% actual avg. 9.81% actual avg.

Banking sector
profitability

1.2% ROA avg.
17% ROE

NPL/total loans,
end-97

9%

5.8%

4.1%

4.7%

27%

Foreign liabilities of
banks total liabilities

15%

55.17%

7.4%

31.5%

27.4%

Loans/GDP

60%

87.3%

152%

65%

150%

Corporate debt (98)

$118 billion

$444.0 billion

$120.2 billion

$195.7 billion

Debt/equity ratio (96)

2.0

3.5

1.1

2.4

Bankruptcy law

Outdated, 1908

Modern

Modern

Outdated

Outdated, 1940

Deposit insurance

None

Yes

None

Yes

None

8% target
11.4% actual avg.
1.3% ROA
19% ROE

1Joint BIS-IMF-OECD-World Bank data for external debt. These data differ from those in the country updates which are from national sources.

Sources: BIS, World Bank, Bank Negara Malaysia, Bank of Korea, Bank Indonesia, Bangko Sentral ng Pilipinas, Bank of Thailand.
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nizing the need for a systematic approach to mounting difficulties,
the Indonesian Government established the Indonesian Bank Restructuring Authority (IBRA) early in 1998. IBRA, which came under the control of the Ministry of Finance, was given sweeping powers to take over NPLs, manage and dispose of underlying assets,
and re-capitalize banks. More recently, IBRA has been given the
authority to file for insolvency in the commercial courts. Given the
massive scale of the problems in the Indonesian banking system
and general market disorder, the Indonesian authorities had little
option but to pursue a highly centralized approach to the resolution
of banking sector difficulties.
WHO IS PAYING? In September 1998, IBRA announced a detailed

plan for financial restructuring. The September action plan included

Table 2: Institutional Arrangements
Item

Indonesia

Korea

Malaysia

Thailand

Depositor guarantee

Explicitly unlimited
January 98.

Explicitly unlimited
and unconditional
November 97.

Explicitly unlimited
January 98.

Explicitly unlimited
August 97.

Central Bank role

Independent, new Central
Bank Law 1999.
Supervisory agency.
Direct capital injections in
distressed FIs.

Independent
Supervisory agency
to 1998 when FSC
took over.

Accountable to MOF.
Supervisory agency.
Contributes finance to
Danamodal for
recapitalization.

Independent, new
Central bank law
drafted.
Supervisory agency.
Contributes capital
indirectly via FIDF.

MOF

Fiscal policy

Fiscal Policy

Fiscal policy

Fiscal policy

Support/Restructuring
Authority

IBRA

Financial Supervisory
Services

Bank Negara

Bank of Thailand
FRA

Asset Management

Unit within IBRA

KAMCO

Danaharta, separate
agency, for NPLs above
RM5 million, (approximately 70% of NPLs are
>RM5 million).

Unit within FRA for
"bad" assets from
finance company.
Radanasin Bank for
good assets from
finance company.

Recapitalization

Direct from BI or via
IBRA.
Private sources.

Via Korea Deposit
Insurance
Corporation

Danamodal.
Private sources.

Bank of Thailand via
FIDF.
Private sources.

Corporate Restructuring

Jakarta Initiative,
mechanism for out of
court workouts.
Frankfurt Agreement for
debts to foreign
commercial banks.
INDRA—scheme to
guarantee access to
foreign exchange.

Voluntary, out-ofcourt workouts
favored.
Corporate
Restructuring
coordination
Committee to resolve
cases.

CDRC—out of court
debt restructuring of
debts above RM50
million involving at least
3 banks.

CDRAC—out of court
debt restructuring

Other

International audit firms
conducted audits of
banks.

Creditor committees.
Special fund for SMEs.
Foreign investment
banks act as advisors to
Danaharta.

Special fund for
SMEs.

Source: Bank of Korea, Bank of Thailand, Bank Negara Malaysia, Bank Indonesia, World Bank, KAMCO, IBRA, Danaharta, Danamodal.
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measures to evaluate and rank banks based on their capital-adequacy ratios (CARs). Banks with a CAR above 4 percent would be
allowed to continue to operate and banks with a CAR below –25
percent were to be shut down, with owners’ equity to be extinguished. The viability of other banks would be assessed on the
basis of their business plans and the quality of their management.
For successful banks, re-capitalization to a 4 percent CAR level
would be offered, with government contributing 80 percent of
necessary funds, conditional on existing or new owners contributing the remaining 20 percent. Re-capitalization of banks would be
financed through the issuance of government bonds. Given the
scale of problems in Indonesia, a large part of the cost burden has
had to be borne by taxpayers. Although terms for the eventual
divestiture of banks acquired by IBRA have been outlined under
the September scheme, divestiture is still a long way off.
REFORMS. The government has taken measures to improve the

legal and regulatory framework needed to support voluntary
debt settlement arrangements. In particular, it has now promulgated a new bankruptcy law and established commercial
courts (Table 3). Additional measures will be taken to strengthen
the judiciary so that the courts may handle litigation under the
new bankruptcy code. A master plan has been adopted to bring
regulation and supervision of the Indonesian banking system
into line with the Basle accords. Restrictions on foreign investment in the banking sector have been eased in an effort to
attract new sources of capital.
CORPORATE RESTRUCTURING. While the approach to bank restruc-

turing in Indonesia has been government led, the approach to corporate restructuring has had more private sector involvement. Under new bankruptcy laws, responsibility has been passed to debtors and creditors to arrange debt settlements among themselves.
The government has also sponsored the Jakarta Initiative, and its
associated task force, to facilitate voluntary out-of-court settlements,
modeled on the so-called London rules. In this approach, indebted
companies reorganize and restructure their operations in order to
return to profitability. In turn, creditors agree to reschedule loans
or to accept conversion of debt to equity. This scheme was combined with the Frankfurt agreement, an arrangement under which
foreign commercial banks could negotiate settlements with Indonesian debtors. The Indonesian Debt Restructuring Agency (INDRA)
was established as a means of guaranteeing access to foreign exchange for indebted companies. The initial terms on which foreign
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currency would be made available did not appeal to corporations,
so the terms were revised in late 1999 to better reflect market
conditions and settlements outside of the INDRA framework.

Korea
In Korea, weaknesses in the financial system first became apparent in 1996 as the profits of banks and chaebols began to fall.
Signs of vulnerability included a dependence by banks on shortterm foreign funding and, at a macroeconomic level, this was reflected in a high ratio of short-term debts to reserves. In Korea,

Table 3: Recovery Plans
Item

Indonesia

Korea

Malaysia

Philippines

Thailand

Legal and juridical
changes

New bankruptcy law
enacted April 1998.
Special court opened
August 98.

Revisions to laws for
the corporate sector.

None.

Revisions to the
bankruptcy law.

Revised bankruptcy
and foreclosure laws
March 98.
Special bankruptcy
court opened in
August 99.

4% (September 1998
plan), 8%, 2001.

8%.

9%.

10%.

8.5% for banks.
8% for finance
companies.

NPL definition

Arrears > 3 months

Arrears > 1 month

Arrears > 6 months

Arrears > 1 month

Arrears > 3 months

Loan-loss
provisioning
as of March 99

100% non-collectible
50% doubtful
15% substandard
5% special mention
1% current loans

100% loss
75% doubtful
20% substandard
2% special mention
0.5% current loans

100% non-collectible
50% doubtful
20% substandard
1.5% special mention
1.5% current loans

100% loss
50% doubtful
25% substandard
5% special mention
2% current loans

100% non-collectible
50% doubtful
20% substandard
2% special mention
1% current loans
target date, end 2000

Legal lending limit
as of March 99

30% to unrelated single
borrower until 2001, 25%
until 2002; 20%
thereafter; 10% of equity
to related group or
affiliates.

15% of equity to single
borrower; 25% to
group (from 1 January
2000); indirect
exposure not > 40% of
equity.

25% of equity to
single borrower or
group.

25% of Tier-1 capital
25% of equity to
single borrower.
for loans to single
borrower or group.
Intergroup lending,
the lower of
investment book
value plus deposits, or
<= 15% of total loans.

Foreign ownership
rule as of March 99

100% of shares

100% of shares of
publicly listed
companies

30% of shares

40% of shares, BSP
approval for larger
share

25-49% of shares, up
to 100% subject to
BOT approval

Management

BI uses CAMEL* to rate
banks

Limited focus on asset
quality, ROE

BN uses CAMEL to
rate banks

BSP uses CAMEL to
rate banks

BOT does not use
CAMEL

Asset acquisition

Bond loan swaps

Bond loan swaps

Bond loan swaps

Not applicable

Bonds loan swaps

Asset disposal

Maximize recovery
values.
Four year target.

Maximize recovery
value, and dispose as
fast as possible.

Maximize recovery
value.
No time frame.

Not applicable.

FRA—quick disposal.

Recapitalization

Liquidity injection.
Recapitalize to 4% CAR,
80% government funds,
20% from existing or new
owners.

KDIC injects capital in
Danamodal purchases
the form of KDIC
equity with bonds.
government guaranteed
bonds.

Not applicable.

Government funds for
recapitalization to
2.5% Tier-1 capital.

Estimated fiscal cost

Rp550 trillion (based on
March 99 data).
Rp300 trillion (29% of
GDP) November 98
(World Bank).

25% of 1998 GDP.

Regulatory changes
CAR target

RM48.4 billion (18%
of GDP) November 98
(World Bank).

Note: Intervened includes institutions which were subsequently closed.
*Capital, Asset Quality, Management, Earnings and Liquidity: A method used to evaluate a bank's financial health.
Sources: Bank Negara, Bank Indonesia, Bank of Thailand, IBRA, Danaharta, IMF, World Bank, Bangko Sentral ng Pilipinas.

B1,583 billion (32%
of GDP) November 98
(World Bank).
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corporate debt-equity ratios were also very high by international
standards. This reliance on debt finance reflected the presence of
linked banks that made behest loans to chaebol members without
proper appraisal or due diligence.
Problems first emerged among merchant banks, which were predominantly owned by chaebols. These institutions had accumulated large intra-group exposure and were vulnerable to deterioration in chaebol profitability, and to a depreciation of the exchange rate. Operational and financial problems in some chaebols
surfaced in 1996 and, as the Korean currency began to tumble in
late 1997, these spilled over to affect the merchant banks. At
around the same time, commercial banks, which had large exposure to chaebols, and were dependent on foreign funding, also
experienced difficulties.
STABILIZATION. The Korean authorities acted quickly to stem fi-

nancial hemorrhaging. In late 1997, they suspended 14 out of 30
merchant banks. The remaining merchant banks were then required to follow a time-bound action plan to increase their capital
adequacy ratio to 8 percent by June 1999. Two major commercial
banks were de facto nationalized in December 1997, and three
more were nationalized in 1998. Another five have since been
closed and five more have merged to form two new commercial
banks. The Korean central bank also provided liquidity support to
banks and, to avert panic, a blanket deposit guarantee was introduced in addition to the existing deposit insurance scheme.
GOVERNMENT OR PRIVATE SECTOR LED? The Korean approach to

financial and corporate restructuring has been largely government
led. Government direction and coordination was thought to be
essential to balance the influence wielded by the chaebols. The
powers of the Korean Asset Management Company (KAMCO), in
existence prior to the crisis, were extended to acquire, manage
and dispose of banks’ NPLs and bad debts. The Korean Deposit
Insurance Corporation (KDIC) became the designated vehicle for
re-capitalization, using public funds, although limited private sector participation in the re-capitalization process has also been invited.
WHO IS PAYING? The Korean Government has been careful to

balance taxpayers’ interests with the need to stabilize and rehabilitate the financial system. Public funds for re-capitalization have
been available only conditional on the dilution of existing owners’
equity and management changes. As a result, the government
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has now acquired control over four of the five largest commercial
banks and has equity in many others. However, merchant banks,
which play a smaller role in the financial system, have had to raise
funds on their own.
KAMCO’s strategy has been to remove bad assets from the balance sheets of banks at a realistic discount, and then to attempt
to maximize recovery value as quickly as possible. KAMCO’s operations have been financed through the issuance of government
guaranteed bonds that have replaced NPLs on bank balance sheets.
These bonds have been purchased by the Bank of Korea and by
private investors. In acquiring an interest in the banks that it has
assisted, the KDIC has swapped bonds for equity. These bonds
have a maturity of between 3 to 7 years and pay a market coupon. These arrangements allow banks to rebuild their balance
sheets by substituting safe for risky assets and also enhance their
cash flow by paying the banks interest.
REFORMS. Prior to the crisis, prudential regulations in Korea fell

below international standards. Supervision of the financial system
was fragmented, allowing institutions to exploit regulatory gaps.
To deal with these problems, financial sector supervision was consolidated into the Financial Supervisory Commission (FSC) in early
1998. Later this became the Financial Supervisory Service (FSS)
with new management. The FSS has operational autonomy, can
license and de-license financial institutions and has supervisory
responsibility. Regulations governing the operations of banks have
also been strengthened and are being brought in line with the
main Basle recommendations.
CORPORATE RESTRUCTURING. To provide an enabling environment
within which corporate restructuring could proceed more easily, the

Korean Government introduced a number of legislative amendments
and policy changes. For the smaller chaebols, restructuring focused
on voluntary debt settlements along the lines of the London rules
and has been led by designated lead banks. The five largest chaebols,
on government initiative, have entered into specific agreements
with their lead banks, with debt resolution agreements being closely
monitored by the FSS. This process has been centrally coordinated
and guided with, on occasion, direct government intervention. The
Corporate Restructuring Coordination Committee (CRCC) was established to resolve differences where settlement plans could not
be agreed upon among debtors and creditors. So far 48 cases have
been registered with the courts. The FSS and CRCC will oversee the
restructuring of Daweoo’s debts. Domestic banks are likely to face
huge costs in additional write-offs.

R E S T R U C T U R I N G

80

Malaysia
Difficulties in Malaysia, while serious, were never as troublesome
as in Indonesia, Korea or Thailand. At the onset of the crisis, NPL
ratios were at comparatively low levels and debts were concentrated among a comparatively small number of debtors. Although
credit to GDP and foreign funding ratios were high, leverage in the
corporate sector was moderate, at least by regional standards.
Nevertheless, in the wake of the Thai devaluation, substantial capital outflows, a depreciating currency and deteriorating business
conditions created problems for the Malaysian banking system.
Between the middle of 1997 and 1998, NPL ratios in the banking
system doubled.
STABILIZATION. The Malaysian Government responded quickly

to escalating difficulties. A blanket deposit guarantee was issued
in January 1998, and liquidity support was extended during the
first half of 1998 through a reduction in statutory reserve requirement ratios. Although no commercial banks were closed, some
were merged, as were some non-bank financial institutions.
GOVERNMENT OR PRIVATE SECTOR LED. The Malaysian approach

to banking sector restructuring has been essentially government
led but within a market framework. By the middle of 1998, two
special purpose agencies had been established to manage problems. Danaharta, an asset management company, was given the
responsibility of acquiring NPLs of value greater than RM5 million
from banks, with a view to managing them, enhancing their value
and eventually disposing of them. A separate agency, Danamodal,
was assigned the responsibility of re-capitalizing illiquid but viable banks.
In principle, Danaharta’s and Danamodal’s operations are guided
by commercial criteria. The assets acquired by Danaharata are
purchased at a discount to their face value that is related to their
security and worth. Their subsequent management and disposal
is intended to maximize recovery values. Danamodal’s capital has
been made available only to viable institutions and on the condition of a dilution of existing equity, and a strategic role for
Danamodal in restructuring assisted banks’ operations.
WHO IS PAYING? Danamodal’s and Danaharta’s operations have

been financed to a large extent by issuing bonds, which enjoy
government guarantees. Danaharta received start-up equity from
the Malaysian Government and additional debt capital was ob-
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tained from the Employee Provident Fund (EPF), a national pension scheme owned by Malaysian wage earners, and Khazanah,
an investment trust. The cost of the equity provided by the government would be indirectly borne by taxpayers. Danaharta’s financial operations essentially involve swaps of government guaranteed zero coupon bonds for NPLs. The maturity of the swap
arrangement can be extended at Danaharta’s discretion. While
this does not immediately assist the selling banks’ cash flow position, it replaces loans of poor quality by essentially riskless assets, and eases constraints on lending. The eventual cost of these
operations to the taxpayer will depend on how successful Danaharta
is in disposing of the assets it acquires, and the terms on which
Danamodal divests the equity it acquires in the process of the recapitalization of assisted banks.
REFORMS. At the outset of the crisis, Malaysia already had mod-

ern bankruptcy and foreclosure laws, and a supporting juridical
system. In the wake of the crisis the major reform emphasis in
Malaysia has been on strengthening banking and corporate supervision. While some regulatory standards have been tightened others have been relaxed to ease the liquidity position of
banks. The government is also sponsoring major consolidation
within the banking industry that is intended to allow domestic
banks to compete more effectively with international banks once
access to the retail market is opened up under Malaysia’s WTO
obligations.
CORPORATE RESTRUCTURING. As elsewhere, Malaysia has insti-

tuted a voluntary system for corporate debt resolution. The Corporate Debt Restructuring Committee (CDRC) was set up to facilitate out-of-court restructuring for viable companies with over
RM50 million of debt owed to at least three institutions. The CDRC
has set various rules to guide restructuring, but there are no
penalties for non-compliance. As in the other countries, some
corporate debt settlements are also being reached outside of
this framework.

The Philippines
The Philippine case is somewhat different. As in other economies,
there had been a period of financial liberalization prior to the crisis. But this had been accompanied by a concerted effort to
strengthen regulation and supervision following earlier banking
sector difficulties. The property and financial sectors were overheated, but not so severely as in the other affected countries.
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When the peso fell in 1997, the Philippine authorities responded
by extending liquidity support to the banking system. While the
NPL ratio has increased significantly, reaching 15 percent of total
loans at its peak in late 1999, this is much smaller than the peak
ratios observed elsewhere. While there is genuine concern about
the level of NPLs, the Bangko Sentral ng Pilipinas, the country’s
central bank, is not about to undertake any general measures to
resolve them. Instead, banks themselves will have to work on
improving the quality of their asset portfolios. This has led to some
consolidation activity in the banking sector.
Despite earlier reform efforts, weaknesses remain in the Philippine banking system. The Banking Secrecy Act continues to act as
an impediment to effective supervision. Prudential regulations and
supervision are still some way short of international best practices. In response to these weaknesses, regulations are currently
being revised to make them at least as strict as the Basle recommendations and supervisory capacities are being gradually
strengthened. Regarding corporate restructuring, no specific new
measures have been taken to handle distress.

Thailand
At an aggregate level, Thailand entered the crisis with a high ratio
of loans to GDP, and large exposure to foreign exchange liabilities.
Much of this exposure was short term and by the middle of 1997
available foreign exchange reserves were insufficient to meet
maturing obligations. As asset values fell and activity in the real
economy slowed, non-performing debt escalated to worrying levels. A very large number of creditors and debtors quickly became
embroiled in trouble. The situation of finance companies as well
as banks gave cause for concern. Finance companies had allowed
worrying mismatches to develop on their balance sheets. They
had lent long to highly vulnerable domestic real estate and equity
sectors, while borrowing short in foreign currency.
STABILIZATION. Once the depth and incidence of problems be-

came apparent, the Thai Government issued a blanket deposit
guarantee to bank depositors and other creditors in August 1997
and extended liquidity support to institutions in difficulty. Liquidity support was provided in the form of loans from the Financial
Institutions Development Fund (FIDF) and through direct capital
injections. The majority of Thailand’s troubled financial companies were promptly suspended and closed in late 1997, as was
one commercial bank. Troubled state banks were re-capitalized
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with public funds, with a number of other banks coming under the
management control of the Bank of Thailand, the central bank. As
part of the stabilization effort, the Bank of Thailand also directed
the merger of weaker banks and finance companies with stronger
entities in “lifeboat” operations.
GOVERNMENT OR PRIVATE SECTOR LED? Having stabilized the

banking system, the Thai authorities opted for a more market-led
approach to resolve bank and corporate difficulties than has been
adopted in the other affected economies. Under the Thai arrangements, the government has set terms for re-capitalization that
place heavy responsibilities on existing owners. To qualify for
Tier-1 capital support, private investors must match the
government’s equity investment. To qualify for Tier-2 support,
banks must agree to accelerated provisioning and resolving of
NPLs. Government guaranteed bonds have been issued to finance
the re-capitalization scheme. These terms, and associated capital
adequacy targets, are intended to compel banks to find additional
sources of private capital. The authorities have also largely left it
to individual banks to resolve NPLs and to restructure their operations. Private asset management companies are allowed, as are
debt resolution units within banks.
WHO IS PAYING? From the outset, the Thai authorities have been

concerned to minimize the burden that falls on the taxpayer. While
some public money has been used to help re-capitalize state banks
and provide Tier-1 and Tier-2 capital under the August 1998 recapitalization program for private banks, it is intended that much
of the burden of re-capitalization be borne by the private sector,
including existing owners.
REFORMS. Changes in regulation and supervision are ongoing. New

bankruptcy and foreclosure laws have been promulgated, and restrictions on foreign investment in the domestic banking sector
eased. The legal and regulatory framework for bank supervision
will be revised in 2000, and supervisory capacity is being upgraded.
The restructuring and re-capitalization process is being driven by
a timetable for the strengthening of capital adequacy ratios, and
provisioning requirements.
CORPORATE RESTRUCTURING. Small and medium sized compa-

nies account for more than two-thirds of corporate debt in Thailand. This is a far larger proportion than in the other affected
countries. Corporate debt restructuring is therefore potentially a
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logistically complex and time-consuming process. The government
has created a voluntary framework for debt settlements, oversight for which rests with the Corporate Debt Restructuring Advisory Committee (CDRAC), and has introduced a number of tax
measures to encourage speedy restructuring, but the actual resolution process is left to debtors and creditors.

An Assessment of Progress
Indonesia
Indonesia is still in the early phase of restructuring. NPLs still make
up about 80 percent of total loans and most banks have yet to
reach a CAR of 4 percent. Many banks continue to operate only
with the assistance of Bank Indonesia. The process of re-capitalization is ongoing and the government intends to issue more bonds
to support the process in 2000. The current objective is for all
banks to reach a CAR of 8 percent by the end of 2001. Concerns
about the credibility of IBRA and the solvency of Bank Indonesia
are hindering the process of banking sector restructuring. In the
present circumstances, it may be difficult for banks to raise capital, either from domestic or foreign sources, but the prospect of a
more stable macroeconomic environment and positive growth in
2000 should help ease constraints.
By December 1999, only 58 cases had been resolved under the
auspices of the Jakarta Initiative (Table 4). More generally, too,
there has been limited progress in resolving corporate debts. The
bulk of debt in the Indonesian economy, including the liquidity
support earlier provided by Bank Indonesia, is now effectively controlled by IBRA, which, in a difficult political context, has so far
been reluctant to use its powers fully. There have also been allegations of collusion and corruption made against IBRA officials. In
January 2000, IBRA was given a broader mandate to file insolvency petitions and instructed to play a more active role. The
government also intends to play a more direct role in the Jakarta
Initiative Task Force.
So far IBRA has raised Rp9.1 billion in assets. It estimates that it
may able to dispose of as much as a further Rp24.7 trillion of the
assets under its control by end 2000. However, while there are
now visible signs of progress, this constitutes only 4.4 percent of
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the assets under IBRA's control. IBRA has also restructured
Rp28 trillion of NPLs, which are about 10 percent of the total.
Difficulties lie ahead, however, in recovering BLBI (Bank Indonesia liquidity credits) loans.
Reforms of the legal, regulatory and supervisory framework for
banks are underway. An audit of Bank Indonesia under the new
central bank law has been conducted. Bank Indonesia has adopted
a time-bound program of follow-up actions including improving its
financial position, strengthening its internal controls and improving information systems. A strategy to bring prudential regulations for banks and supervisory techniques in line with the Basle
Committee’s recommendations has been adopted. A similar strat-

Table 4: Progress
Item

Indonesia

Korea

Malaysia

Thailand

Main financial
institutions
Early 1997

238 banks

26 commercial banks
30 merchant banks

48 banks
39 finance companies
7 discount houses

29 banks
91 finance companies

Closed institutions

66 banks

21 merchant banks
5 commercial banks

None

56 finance companies
1 bank

Intervened financial
institutions

23 recapitalized
12 banks under IBRA

5 commercial banks
nationalized (1 sold)

10 banks
recapitalized

65 finance companies
and 18 banks managed

Merged institution

4 state banks
8 private banks
proposed merger

2 merchant banks
5 commercial banks

4 banks
14 finance companies

4 banks

NPLs acquired and
managed/total

66%

25%

36%

…

Corporate debt
• agreements/
in process

Applications from 323
firms with $23.4 billion
and Rp14.7 trillion in
debts, by December 99
to the Jakarta initiative.
58 agreements by
December 99.
959 active cases under
IBRA, with $6.9 billion
and Rp60.3 trillion in
debt.

Out-of-court 92 cases
registered.
In-court 48 cases
registered.
5 largest chaebols have
signed special agreements
with lead banks.
6-64 largest chaebols
have agreed workout
plans with creditors.

54 cases registered
with CDRC, RM32.6
billion in debt.
10 of these
transferred to
Danaharta.

B1,160 billion.
22,755 cases in process
with CDRAC.

46 out-of-court and 19
in-court cases completed.

19 cases, RM14.1
billion, February
2000.

B762.7 billion, 120,433.
cases (CDRAC
September 99).

Committed public
funds

Rp599 trillion issued in
bonds for liquidity
support, and recapitalization, end 99.
Rp140 trillion expected
to be issued in 2000.

W59.8 trillion spent.
Additional costs of W12
trillion expected.

RM28 billion limit for
government
guaranteed bonds.
RM18 billion issued
by end 99.

B1.1 trillion in liquidity
support plus B800 billion
limit on bonds for
recapitalization.
B38.4 billion in the
capital support schemes.

Private capital

Foreign capital
$56 million (EIU).

• completed,
cumulative total

… = not available.
Sources: EIU, IBRA, FSS, KAMCO, Bank of Thailand, Bank Negara Malaysia, World Bank, CDRAC, Danaharta, Danamodal.

B905 billion total public
and private capital
committed as of Nov
1999 (BOT).
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egy for non-bank financial institutions will be developed during
2000. Other planned reforms include measures to improve corporate governance by stricter disclosure rules, and the implementation of policy recommendations related to accountability and oversight. These reforms are welcome, and should bring results over
the next two years.

Korea
Korea has made good progress in restructuring its banking system. By the end of 1999, NPLs were only 10 percent of total loans.
The risk weighted CAR for commercial banks had reached a respectable 9.8 percent by the middle of 1999. These improvements
in the quality of bank assets and in their capital backing have
helped bring about a resumption of real credit flows to the private
sector. In 1999, the growth of the stock of real private sector
credit was close to 18 percent.
Despite these positive developments, Korean banks are not yet
completely out of the woods. As yet, there is little evidence that
banks have taken the measures needed to improve their procedures for credit analysis and risk management. Lingering operational weaknesses leave Korean banks prone to a repetition of
their earlier mistakes. Also, a second wave of bad debt write-offs
and loan provisioning will now be needed following Daewoo’s insolvency. Unless private sources of capital can be found, this will
add to the costs that are being borne by the Korean taxpayer. It is
estimated that the re-capitalization of Korea’s banks will cost at
least an additional W12 trillion.
There has been mixed progress on debt resolution in Korea. Although plans for debt resolution are far advanced, their full implementation is still awaited. The five largest chaebols have submitted Capital Structure Improvement Plans to the FSS. The next
60 largest chaebols and other large corporations have also signed
debt renegotiation agreements with their creditor banks. For this
group, it is estimated that about 40 percent of debt has now
been resolved. Progress is being monitored by the FSS. Encouragingly, those agreements that have been reached have required
operational as well as financial restructuring. Of the cases registered with the CRCC, about half have been settled. Not all agreements have been voluntary, and bankruptcy actions have also
been used. Of the 48 cases filed with the bankruptcy courts, 19
have been resolved.
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Korea has undertaken some important reform measures aimed at
eliminating the abuses that characterized governance of the
chaebols and connected banks. These include prohibition of crosssubsidiary guarantees on debt, consolidation of the financial statements for chaebols, compliance with international accounting standards, and reinforcement of voting rights of minority shareholders. It is still too early to say what impact these changes might
have. Foreign investors have been allowed easier access to the
Korean domestic banking sector but as yet only one comparatively small transaction has taken place. Newbridge Capital bought
the government’s 51 percent stake in Korea First Bank for
W500 billion, and may invest another W200 billion in the bank
over a two-year period.

Malaysia
In Malaysia, NPL and capital adequacy statistics suggest that
there has been considerable progress made in nursing the banking system back to health. NPLs, classified on a three-month
basis, had fallen to 11.7 percent of total loans by November
1999. These reflect delinquent loans, all less than RM5 million,
that individual banks have been left to resolve on their own. By
June 1999, Danaharta had already removed all non-performing
debt larger than the RM5 million, and it is now in the process of
managing the process of restoring and recovering value.
Danaharta now has control of RM45.5 billion of assets, including
RM35.7 billion from the banking system, constituting about 43
percent of initial NPLs in the system.
The banking system’s capital levels have also recovered sharply.
By December 1999, the CAR had reached 12.5 percent. This suggests that on a system-wide basis, the Malaysian banking system
now has enough capital to provision adequately for NPLs. The operations of Danamodal have greatly assisted the process of recapitalization. Danamodal has now provided a net RM5.3 billion of
capital to banks in which it has strategically intervened, after repayment by some banking institutions.
Debt resolution is also moving forward in Malaysia. Nearly 70
applications have now been received by the CDRC covering just
under RM36 billion of debt. Voluntary agreements under CDRC
have covered about 40 percent of this debt. Some cases have
been transferred to Danaharta, with the remainder expected to
be settled by the middle of 2000. An area of concern is that
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agreements to date have focused mainly on financial restructuring and contain few operational measures intended to ensure
future viability. Another concern is that the disposal of the assets
acquired by Danaharta has been slow. So far, disposal has focused mainly on a small amount of foreign loans. Initially a 50
percent recovery rate on face value was achieved but the most
recent tender achieved a 71 percent recovery rate. Property assets have also gone out to tender.
Some restructuring is taking place outside the framework of
Danaharta, Danamodal and the CDRC. Assessing progress here
is difficult given the absence of regular reporting. According to
calculations by the World Bank, 1999, about 25 percent of listed
firms were unable to service their debt towards the end of 1999.
The corporate sector appears to be consolidating rather than
expanding. However, with sustained recovery now underway,
the cash surpluses needed to service debts should expand, and
conditions for corporate debtors and their creditors alike should
improve.
Malaysia has adopted a pragmatic approach to reform. To help
banks out of their difficulties, provisioning standards were eased
and forebearance and prudential restrictions on lending were relaxed. However, these measures have been accompanied by a
number of steps intended to strengthen the supervision of banks,
and to improve corporate governance.
Looking ahead, a major government-led consolidation of the Malaysian banking system is promised by the end of 2000. All institutions had submitted merger plans by the deadline of 31 January
2000 and 10 financial groups are to be formed. The constitution of
the new consolidated banking groups was announced by Bank
Negara in early February. The objective of consolidation is to create larger and stronger domestic banking institutions that will be
better able to compete when full liberalization of the domestic
banking sector occurs in 2003. However, experience elsewhere
shows that bigger does not necessarily mean better. If banks are
to become more efficient then they must operationally restructure too, improving their systems of risk and credit management.
Furthermore, there are some risks associated with financial conglomerates. More complex financial groups may be more difficult
to supervise and if institutions are created that are considered
“too big to fail,” the overall safety of the financial system may be
inadvertently weakened.
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Thailand
Thailand’s market-led approach has not delivered dramatic results in terms of a reduction of NPLs on banks’ balance sheets. It
is estimated that at the end of 1999 the NPL ratio (three months
definition) was still about 38 percent. However, this ratio had come
down from nearly 50 percent in the space of six months, and further reductions can be expected as growth consolidates in 2000.
The main difference between Thailand’s experience compared to
Korea’s and Malaysia’s is that in those two countries a large portion of NPLs have been removed from banks’ balance sheets and
placed with special purpose agencies. In Thailand, this has not
happened and NPLs have been left largely for banks to resolve.
While a few private commercial banks have set up their own asset
management units, the actual transfer and disposal of NPLs has
so far been slow.
In Thailand, the CAR for all commercial banks, including foreign
bank branches, had reached 15.2 percent by September 1999.
While the corresponding CAR for domestic banks is likely to be
considerably lower, no details are available. Under the
government’s re-capitalization program, domestic banks have
been given a timetable over which to comply with stipulated capital
adequacy targets. To date, domestic banks have focused their
energies largely on raising private capital. While some mergers
have taken place, and some banks have successfully attracted
fresh capital, it is likely that many domestic banks remain undercapitalized. Few banks have taken up the government-sponsored
re-capitalization scheme. Only B35.5 billion in Tier-1 (equity)
and B2.9 billion in Tier-2 (debt) capital has been issued. This
compares with an estimated total of B900 billion in public and
private capital that has been raised directly since August 1998
by public and private financial institutions. The limited use of the
government’s re-capitalization scheme reflects owners’ reluctance
to have their equity diluted.
As evidenced by the NPLs that remain on banks’ balance sheets,
debt resolution is progressing comparatively slowly. Despite new
bankruptcy laws, debtors still seem to have the upper hand and
have been effectively stalling resolution. There is also anecdotal
evidence to suggest that Thai banks have been lending into arrears in the hope that economic recovery will generate the cash
debtors need to service their debts. To the extent that this is
true, it means that financial and operational restructuring at a
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grassroots level lags. Moreover, it suggests that banks have yet
to strengthen credit analysis and risk management. While growth
will certainly facilitate debt servicing, growth alone is unlikely to
provide the additional capital needed by Thailand’s banking system. World Bank estimates (World Bank, 1999) suggest that an
additional B200 billion will need to be raised. While this figure
may be reduced if growth accelerates, it is unlikely that growth
can generate all the additional capital that will be needed by the
Thai banking system.
Nevertheless, there have been some positive developments in
Thailand. The tempo of debt settlements managed under the
CDRAC framework is now quickly picking up. An estimated
14 percent of total 1998 corporate debt is being restructured under CDRAC and another 9.4 percent of initial debt has been resolved. Also, the legal and regulatory framework for corporations
Figure 1: Ratio of Financial
Index to the General Stock
Price Index, Indonesia

has been improved. Broad-based improvements in banking laws,
regulation and supervision will begin to be implemented in 2000.
However, it may take some time before reforms can be fully implemented as they are intended.

Market assessment of financial restructuring
One difficulty in assessing restructuring and recovery programs
is in separating their impact from other events. One perspective
of the success or otherwise of restructuring programs can be
distilled from market data. Equity indexes and credit ratings,
among other pieces of information, provide an indication of the
Source: ADB calculations derived from
Bloomberg.

Figure 2: Ratio of
Financial Index to the
General Stock Price
Index, Republic of Korea

private sector’s assessment of the restructuring and rehabilitation process.
One way in which these views can be summarized is to measure
the performance of financial sector (or banking sector) equity
relative to broader market indexes. If financial sector equity outperforms the broader market over a period of time this would
tend to suggest a bullish outlook, and might be interpreted as
market endorsement of restructuring and re-capitalization efforts. On the other hand, it might be inferred from a lackluster
performance that doubts remain about the effectiveness of restructuring efforts. In Figures 1-5 the ratio of the value of financial sector equity to the broader market index is shown for the
period covering February 1997 through to early 2000. The ratios

Source: ADB calculations derived from
Bloomberg.

have been indexed to unity at the beginning of the sample to
ease interpretation.
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INDONESIA. The Indonesian data show that financial stocks out-

performed other stocks until November 1997, suggesting that
private sector investors were slow in realizing the profound difficulties that beset the banking sector. From there on, Indonesian
financial stocks have under-performed the broader market. Investors reacted positively when the major restructuring program
was announced in September 1998. But this optimism was shortlived and financial stocks have since lost ground relative to other
sectors.
KOREA. Despite episodic recoveries, financial sector stocks in Ko-

Source: ADB calculations derived from
Bloomberg.

rea have fared worse than the overall market since the beginning of 1997. By early 2000, they had surrendered something
like 65 percent of their value to the overall market index. Despite the generally positive commentary on Korean banking sec-

Figure 4: Ratio of Financial
Index to the General Stock
Price Index, Philippines

tor restructuring, financial sector equity values would seem to
indicate that market participants are not yet convinced of the
earnings prospects for Korea’s banks. Slow progress in restructuring the chaebols and concerns about the true extent of their
debt are likely to have had a negative influence on the market’s
assessment of financial stocks.
MALAYSIA. In Malaysia, financial stocks outperformed the stock

market in the first eight months of 1997, and then performed
below par until September 1998. Since then, and following the
commencement of Danaharta and Danamodal’s operations, the
Source: ADB calculations derived from
Bloomberg.

market valuations of financial stocks have recovered. By the middle
of 1999, Malaysian financial sector stocks were outperforming the
broader market relative to the February 1997 benchmark. This
development reflects a positive view of restructuring and its im-

Figure 5: Ratio of Banking
Index to the General Stock
Price Index, Thailand

pact on prospective earnings.
PHILIPPINES. Financial stocks outperformed the broader mar-

ket in 1999. This performance should, however, be seen in the
context of a lackluster performance by Philippine equity. Over
the same period, the NPL ratio has risen to close to 15 percent
of total loans, and profitability in leading banks has been low
due to narrow spreads, weak demand from low risk companies
and increased competition from foreign banks in the corporate
market. However, market participants have clearly welcomed
the ongoing consolidation with mergers of large banking groups
Source: ADB calculations derived from
Bloomberg.

and the strengthening effect that is expected to follow in the
medium-term.
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THAILAND. From the middle of 1997, banking stocks have lost

considerable ground to the broader market. Although they staged
a recovery at around the time when Thailand’s financial restructuring package was announced, they have subsequently fallen back
and are now under-performing the broader market. Market participants seem to be skeptical about the pace of restructuring and,
at this juncture, seem reluctant to invest in financial stocks.
CREDIT RATINGS. Sovereign credit ratings provide another ba-

rometer of general economic health, and financial sector health in
particular. After the crisis, the sovereign credit ratings for all five
countries were revised sharply downward to levels below investment grade. Now sovereign credit ratings for Korea and Malaysia
have, in some cases, been positively reassessed (Table 5). Ratings for the Philippines are stable while Indonesia is on watch for
a possible further downgrade. While sovereign credit ratings primarily reflect views about the sovereign’s capacity to service its
foreign exchange liabilities (including contingent liabilities that may
be created in the banking system) it would be difficult to reconcile
greater optimism on this matter with a bearish outlook for the
financial and banking system.
Table 5: Sovereign Credit Ratings
Item

Indonesia

Moody’s
Foreign Currency LT B3
B2

Korea

Malaysia

19 March 98 Baa2 16 December 99 Baa3 3 December 98
9 January 98 Baa3 23 August 99
Baa2 23 July 98

Philippines

Thailand

Ba1 18 May 97
Ba2 23 January 97

Ba1 21 December 97
Baa3 1 December 97

S&P
Foreign Currency LT CCC+ 15 May 98
BBB 11 November 99 BBB 10 November 99 BB+ 21 February 97 BBB- 8 January 98
B11 March 98 BBB- 25 January 99
BBB 24 October 97
BBB- 15 September 98 BB 30 May 98
Fitch IBCA
Foreign Currency LT B-

16 March 98 BBB- 24 June 99

BBB- 7 December 99

BB+ 24 June 99

Note: Moody’s: Baa bonds are considered medium-grade obligations. Interest payments and principal security appear adequate for the present. Ba bonds
are judged to have speculative elements, their future cannot be well assured. B bonds generally lack characteristics of the desirable investments. Standard
& Poor's: BBB bonds have adequate protection parameters, but adverse economic conditions could lead to weakened repayment capacity.
BB bonds have a speculative element. B bonds are more vulnerable to nonpayment than BB bonds. CCC bonds are currently vulnerable to nonpayment.
FitchIBCA: BBB bonds are investment grade, good credit quality bonds. BB are speculative with a possibility of credit risk developing. B are highly
speculative bonds, with a significant credit risk.
Sources: Moody's, Standard and Poor's, and FITCH IBCA.
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