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Anne O. Krueger

Until the late 1960s, conventional wisdom was that, for purposes of economic
analysis, there were three groups of countries: the industrial countries (or developed
countries, as they were then called), the underdeveloped countries (in the terminology of
the day), and the centrally planned economies. Almost the only debate about
classification of countries until then concerned J apan: was that country a rich developing
country or a poor developed country?;And earlier-economic growth in the developed, of
as they are now called, industrial or OECD countries, had taken place over a century or
more. Many observers asserted that the underdeveloped countries could not possibly
catch up, or even grovx.f as rapidly.as the developed countries, an assertion apparently |
supported by the more rapid growth of the industrial countries than by most of the
developed couﬁtries in the 1950s.and 1960s. Inimost of the economics literature and
models, there was even posited an; ‘absorption ¢onstraint”, which was generally regarded
as an upper bound on growth rates and wasthought to be in the range of 5-6 percent over
any signiﬁcant period of time. e b i o

By the late 19603, however, exper;enge was contradicting the models. As is well
known to this audience, Japan had,experienced an average growth rate of around 9
percent during the entire decade (smcethe annquncement of the income-doubling plan in

the late 1950s), and Taiwan and Kerea were both growing at reported double digit rates.
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Subsequently, it became recognized that not only the four “East Asian tigers” were
setting new records in terms of sustained growth performance, but that southeast Asian

countries’ growth was accelerat.i.ri'gﬁrzéi)id:lgf.» Durlng the 1980s, the East Asian tigers

became known as NICs or NIEs‘, newly 1ndustr1ahzmg countries or economies, and
continued their growth despite the worldW1derecessmn and debt crisis of the early part of
the decade. By then, most observersregarded \;S:?(')‘ﬁtheast, and especially East, Asian
economies and their growthas inViﬁciblé.

Because their growth rates were so much higher than earlier experience, the NICs
were, in effect, in new territory. But, in.the late 1990s, the “Asian financial crisis”

erupted. After recovering from disbelief that, such a crisis could occur, observers first

" blamed “contagion” and international capital markets. While these factors surely
contributed to the crises, there was more to thiem than that. And, from that experience and

examination of economic hlstory,lessonshavebeen learned about development and

economic policy making more generally

Tonight, I want to provide a stylized version of what took place, and, based on
that, suggest lessons from Asia both for the rest of the world and for Asian economic
policy makers going forward‘-. I shall focus 91};59‘1?}1 Korea, both because I think the story
is perhaps somewhat clearer there,ar;d tlme constraints prevent examination of all the

Asian crisis countries. While thecircumstances of each of the crisis-afflicted countries —

Indonesia, Malaysia, South Korea;.;‘lfha}ij»and:;:-_ap@ of those avoiding the worst effects of
the crisis but nonetheless affected, all differed in significant regards, there were also
commonalities. In drawing lessons; ity particular, I shall focus on these. I will conclude

with a brief survey of where some of the Asian,economies’ financial sectors are today.



Pre-Crisis Growth

It is now frequently forgotten-how p;__eeg,the Tigers were in the late 1950s, what
obstacles they confronted, and hqw_drar_ngt_ig‘_their Success was. In the Korean case, the
after effects of the Second World War and hyper inflation, followed by the Korean war,
had left the country devastated. After ithe end.of the Korean war, there was some
recovery, but growth rates never exceeded 4-5 percent, inflation was the highest in the
world (at around 25 percent), and the country was heavily dependent on foreign aid.
Indeed, even in 1960, Korean experts were about 3 percent of GDP, imports about 13
percent, with net domestic savings approx1mately zero. The gap in the trade account was
financed primarily by foreign aid. The eurrency was revalued only at intervals, and
generally, at rates that did not reﬂ,e_etzidgrr;ee:tre inflation. Given the low level of exports,
imports were subject to licensing, anglpgheyiys@s to encourage growth through “import
substitution”. Most observers regarded eegnprhre;prospects as dismal. South Korean per
capita income was estimated to be__th_e,third lowest in Asia, and substantially below most
African countries.? Arable land per, person was. the lowest in the world, and'so on.

By the late 1950s, econom,i)qrreferms: had begun, spurred by the poor performance
of the economy and by the announcement ﬁhajg 2id volumes would henceforth diminish. A
first step was an IMF stabilizatiohi program 1n1958, which brought the nominal exchange
rate to a substantially more realiet;e level (although inflation was not tamed and the
exchange rate was fixed). By 19602ad hoc h?eé§ures were taken to provide assurances to
exporters that the real exchange rate they receiyed would be maintained. At about the

same time, the degree of protection against imports was greatly reduced, so that

* For example, it is estimated that Ghana 8 per caplta income was about ten times that of South Korea in
the early 1960s; in 2000 it was estimated that. South Korea s was 22 times that of Ghana.



incentives for production of equftable and jmf;pytfcompeting goods were much more
balanced than had earlier been the case., Sinéultaneously, the inflation rate was brought
down, and budgetary procedure were ;reétorea so that, by the late 1960s, Korea had a
fairly freely floating exchange rafe? fiscal: balance, and a rate of inflation less than 10
percent. | |

The results were immediafefy; dramatlcExports began growing dramatically, and
the dollar value of exports grew at_a_ri average annual rate of 40 percent for the decade
starting in 1963 (a period during_whieh Wo,rld dellar prices did not increase significantly).
After reforms that enabled pos1t1ve real rates o.f 1nterest the Korean savings (and
investment) rate began rising dramatlcally Despp;e the rapid increases in the savings rate,
profitable investment opportunities .o_pened, gven more rapidly in response to the changed
economic incentives and rapid growth 1tse1f ‘The authorities therefore permitted |
borrowmg from foreign banks by domestlc expertmg firms. While they rationed the
amount that could be borrowed, len,dmgto Iﬁzorea;by commercial banks rose to about 10
percent of GDP in the latter part of the, 1960s .

With an annual growth rate;of real GDPof around 13 percent, hovx;ever, the

debt/GDP ratio did not rise during the decade; By 1970, Korean exports accounted for 14

percent of GDP and by 1980, stood.at 33 percent; investment had risen to 29 percent of

GDP, and foreign loans were 13 percent.of GDE. 3
Korea was as hard hit by the oil price increase and commodity boom of the early
1970s as a developing country with virtually no domestic supplies of oil and other

commodities. The Korean response was to raise the price of oil to international levels,

’ Data are from Charles R. Frank, Kwang Suk Klm and Larry Westphal South Korea, NBER New York
1975 RN CIHE S Ty




and to allow the currency to deprgéi;ate._glh response, exports of construction services —
building ports, roads, schools, hoépitqls,: and other infrastructure in the middle east —
increased rapidly; Korean gromh;haxdlyﬂélac‘ke_ﬁned.. By the 1990s, Korean per capita
income is estimated to have been ;a,tv_ilea_st‘.,9 times-what it was in the early 1960s, Korea’s
savings rate financed Korean inve‘svtmentv_':cmd, i_r_x fact, Korea had begun experiencing a -
current account surplus by the laté. 19803 _ o

Indeed, Korea’s performance thrqughout_ the ..71 980s was a major factor in convincing-
policy makers and development e,c.Qno_rrvl-is‘ts‘ of the failures of closed economy (import
éubstituting) development strategi;g_is: And. it remaips true that no developing country has
achieved a high sustainable rate of growth oy»é;r;‘:;any significant period of fime without
opening up its economy at least totr de in goods and services. And, parenthetically, it is
not practical to impose and enforce veryresmctlve capital controls if the exchange rate
regime is truly open for current a‘ccpvy;i;c.{_c_gaq;s_agtvions.

I could continue to dwell_;@nl Korea’s é_}iéctacular growth performance over the
three and a half decades prior to 1997 ,igut,fo:ri present purposes, it is also important to
note that a number of mistakes in_‘ economic p@Liﬁcy were made along the way. There were
a large number of mid-course correctlons Mqﬁj[_;njo.table among these for present purposés
Wére the heavy and chemical indq;ﬁ;y dnve .Qf. the mid-1970s, a near-debt crisis in the late

1970s, and continued credit rationigg, :The ﬂgét two of these were quickly recognized as

mistakes and policies were altered shortly thereafter. Indeed, a hallmark of Korean

economic policy was its pragmatism: when things appeared to be moving off-track —
inflationary pressure, incipient unfinanceable current account imbalances, lagging export

growth, etc., the policy response was to make, changes quickly.



The major exception to thié; pragmatic rapid response was credit rationing and
assopiated policies with regard to f[}ilc chaebol ‘Ii_{‘Qcall that in the early 1960s, exports
constituted only 3 percent of GDPWhlle jmf)ogts were 13 percent. Korea was truly a
closed economy and, given her dq:bjeﬁgi@qﬁc{e;‘on‘ »i,r{npoﬂs of réw materials, it was clear that
without éonsiderably more rapid g:ovvtll:, _,Q_f exports, growth of the domestic economy
would necessarily be unacceptably slow.: B

In those early days, credit Wés tightly chtrolled. Credit rationing according to
pre-set criteria, mostly export perforrﬁancé, was used as one of the majof incentives for
exporters. Credit at controlled (arhl_d,gir;i:giql‘ly; g.ég,a,tive real) interest rates was uniformly
available for successful exporters.. The realmterest rate subsequently became positive,
but deregulation of interest rates. d1d notbegmuntll the late 1980s.

The chaebol were centraltothegromh éfcory in the early years. They were
conglomerates that grew rapidly throughexportmg (although most of them had been -
producing goods for the domestic_,‘r.nar‘,k}et‘ .earlive'.r). .Thosé chaebol that were most
successful in exporting grew most rapidly. For many years, the chaebol were national -
heroes, seen as spearheading eco‘nprr;.li:g,_ growth )

At the beginning of reforr_qs,) credlt ﬁnanced a very large part of investment, and
clearly enabled more rapid expans.iqri‘l{éf\_ the successful exporters than would have been
possible if they had had to rely O,lfl;" rgiﬁycstgélﬁéﬁts only for financing additional
capacity. Rationed 4credit also insupgd Very };;igh;?rgtes of return: in the first decade, it is -
estimated that chaebol enjoyed ratesofreturnof -:about 35 percent — so high. that there

would have been even more borr,ox_a/.;i‘r_vlgv had it ;b.:eg:n allowed.



It can be argued that in the__ega_;l_y ye,ar;;_éf fapid Korean growth, credit rationing
did little harm. The chaebol bOIT:QW?d_ on the curb market to supplement the rationed
credit they received. Since the crivtlgrigvf;l;_fgf_al;l_d_caﬁng credit was export performance, and
since it was evident that allocation of ;_éfsourice}s to expanding exports was economically
efficient, it is likely that almost all credit _alloéaﬁted resulted in projects with high rates of
return.

But, over time, two things happened. On one hand, as growth and investment
continued, rates of return on investﬁlenf-féll, as they should have. The real interest rate
Qharged on loans rose and the gap 'btg_t__‘«\yﬁejgp.“[-_h'e._,(_;qntrolled rate and the markgt clearing
rate narrowed. But, by the 19805,rates Q»f return were slightly lower for chaebol than for
Korean manufacturing firms as awholeBythelatter part of that decade, rates of return
in Korea were on average slightl}%?gbpy:gg 4 percent, and they fell to under 2 percent in the
eérly 1990s and were negative by 1997 This contrasts with considerably higher and
sustained rates of return in the Unit«‘;d Steﬁes and even with the 2.3 percent average rate of
return in Japan during its slow-grom»gigqade, .

What had happened was tlﬁl-:e;l:t;thé _éhaebpi._ had increased in importance as credit
continued to be allocated to them., Aﬁdgjgiygn. thelr size, major difficulties arose. From
the mid-19803, the largest 30, andthelargest 5 3:_‘((;_}__1aebol were increasing output at around
20 to 30 percent annually. By law,theywere ;n_._gt;_pennitted ito lay off workers so, as |
productivity rose in existing productlonhnes,they added new ones. By the time of the
1997 crisis, their assets were 14 times:hig;hex (for -;he largest 30) and 19 times higher (for
the big 5) than they had been 12 ygars-eaﬂie_r,ﬁand the Big 5 accounted for 40 percent of

ALL manufacturing assets. But the close links between firms within a chaebol meant that



they were investing in each other, g@gpahxgci,qg bank debt for each other, énd borrowing
from banks owned within the group. - ;. L

There were relatively few s_oiz_ric;efs,: of non-bank finance (aside from reinvested
profits). In consequence, Korean firms were highly leveraged. By the mid-1990s, Korean
manufacturing firms had debt equi__vale_n_t to about three and a half times their equity. This
was two to three times higher than in the United States at the onset of the crisis. And
chaebol firms were evenr more highly leveraged than all Korean manufacturiﬁg.

This set of policies and optcéme_s ha,d‘wo_rked reasonably well in the early years
of reforms, as already noted. But ag theKorean éqonomy became more complex, credit
rationing had negative conseque_négg{:_ new ﬁrms had little access to credit, and existing
firms were so large that failure to enablethem to continue borrowing was perceived to -
present real threats to the econorﬁy: ”_‘.: 5 o

This was reflected in bank incomes and,balance sheets. Bank assets rose sharply
between 1992 and 1997, but net ir;q.c’)mg Ila..e,a_l’qa‘_djgin} 1994 and the rate of return on bank
éssets thereafter fell continuously, as did the rate of return on equity. Although non-
performing loans (NPLs) did not show :_any significant increase prior to the crisis, in
hindsight that appears to have beenmlarge part the result of “evergreening”, whereby
banks extended new loans to enaﬁlgﬁéxrq\;vqr;sbtq ‘évoid default and service old debts.

Conventional wisdom at the tlmeof the ;.:c._r‘:izsisbattributed the source of the trouble to_
the foreign currency exposure of the baﬁl;ing system. But that had helped to sustain rapid
credit expansion at home. The maj or _squrc_e,qf Korea’s problems was home?—grown, as the

quality of bank loan portfolios deteriorated..



In a paper by Jungho Yoo.and myéelf,.we-.described early 1997 Korea as a
disaster waiting to happen. Because of the need to sustain lending to the chaebol, the
banking system, and ultimately the economy hac_l become so vulnerable that any
reiati\}ely small shock would have been.enough to bring the system to the breaking point
unless the authorities acted first. The trigger was the foreign exchange crisis resulting
from the sharp increases in interest rates needed to stem the outflow of capital as
foreigners and domestic residents t;ié_c_l:_to get out of won. But that rise in interest rates -
made debt servicing difficult or im}vaolssibble fof many. And the situation was complicated -
by the need to restructure the cha_&g@ql aswell va:sf__jche' banks. |

Among other things, these events. showed the Vulherability of the real economy to
weaknesses in the banking system_ﬂ.-; ln,Kc‘)vr.‘eia’s,-__czase, they were intensified by the fact that
non-bank markets — bond, insuran.q‘e.,,,_.‘ggﬁi_.ty — were not developed. Because most (non-
retained earnings) investment was financed b,y, the banks, their failure to allocate capital
to the highest risk-adjusted rate of return ,prpj_eﬁcts fed through to the real sector and the
overall rate of growth.

Lessons from the Crisis

Other countries — Mexico, Turkey, and ‘_Brazil among them — experienced crises -
which were unique in some regarc'lsi;bu‘g,ysfhj‘ghp :;115_0 went through the banking system into
the economy as a whole. There are anumber of lessons, some about the financial system,
and some about the process of eclogqm‘i‘?.ﬁd_gyelqpment. |

Turning first to the lessons for development in general, the most obvious is that
policies that may be acceptable and sustain economic growth in the early stages of

development may not be appropriate at later stages of development. In the Korean case,



credit rationing in the 1960s probébly led tto~litt1e, if any, resource misallocation, judging
by the high rate of return on capital generally: A major part of the reason was
undoubtedly the fact that the structure of the economy was fairly simple, and earlier
policies had sufficiently distOrted.-the:Str.}lctu:fe_of production so that any observer éould |
judge that supporting projects that.WOlild; lead to increased exports was probably
worthwhile.

But as exports grew as a percentage of GDP, so that the optimal allocation of new

resources was almost certainly one that was more balanced between exportables, import-

.....

appropriate project analysis and, even if they .hgd,been, credif was directed toward the
chaebol because they were becorvni._:r‘l,g,vé.;r;‘l;cbl later had become, such a large segment of the
economy. |
Clearly, by the mid-1980s.(at the __l,aii_t@s_“c)f,; there was a strong need for greater
liberalization of the banking sector from credit controls. The financial sector needed to
become wider and deeper at that stage of economic growth. But earlier, the very fact that
interest rates were suppressed undoﬁbtedly served to deter the development of new
financing instruments. And, as thechaebols’ gg:aring ratios rose, their attractiveness to
non-bank financiers would in any event haye diminished. Of course, had that happened
earlier, growth may have been somewhatslowerm the decade following 1985, but the
crisis could probably have been avqided; But with growth, firms need diversified sources
of finance: well-developed bond;la?qd:.gquiﬁqy .ggérkets can sustain growth, while their
absence (and failure of banks to provide app__rqpfiate assessment of alternative borrowers)

serves as a deterrent. The ability to raise longer-term finance through equities or
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securities reduces firms’ reliance ‘ov_‘n -.shé;t—term- bank finance and thus reduces
vulnerabilities. As growth proceeds, éitizensja_nc‘i institutions also need to be able to hold
foreign secun'ties, which itself is a najcui;al paﬁ_o;f the globalization/integration process
and reduces the concentration of rjsk.; S

While it may be possible, as the -_KQr,e,Aan__.ﬁ(.‘?afnd other) experience indicates, to grow
fairly rapidly with credit rationing (as_suming positive real interest rates) at early stages of
development, a well-functioning bankipg syst_em becomes more vital as growth proceeds.
The same may be true of other less_,-_than-voptimai economic policies: licensi'ng of imports
may not be too harmful in very eax}y_, s;gges of development, but can rapidly become a
quagmire. In the case of credit rati;gnihg, as w1th import licensing, the establishment of
éome state enterprises, and other controls, jn;tiql;successﬁll economic growth brings with
it additional complexity, and that}_ig{_its.,eif makés_ nonmarket mechanisms band bureaucratic
controls increasingly cumbersome and costly,...

- Thus, the first lesson is that, evqg_iﬂmc, current policies deliver rapid growth, there is
no guarantee they will continue to do, so. Policy. makers need to be especially alert to
Iﬁolicies that worked well in earlier sfageé of development, and become cumbersome or -
inefficient as economies grow in smeandcomplexrcy

A second, and related, lesson Jsthatmanypohmes build political support that makes
their reversal very difficult. Whllelmport hcensmg may seem appropriate at early stages'
Qf deveiopment and, indeed, maynotbe very défrimental, businesses that thrive in
response to it, and especially new busmesses that start protected from imports, resist the
dismantlement of controls for ObViOHS_Iéﬁsom_-_ _Ar_;d, even if they do not resist, initially

successful development of state owned enterprises or of large private firms (protected
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from imports) generally means that _;th__el__lél_bo:rhfqrce and the owners of the enterprises will
resist any effort to reduce protection; vlg‘the,‘ez.i_se; of Korea, it was probably the fact that |
the chaebol employed such a larée -_fra,etipn_of, ihe labor force that made the -authorities
reluctant to reduce their access to credit,_ Hence, in the selection of policies, it is not
sufficient to examine the cost-benefit of those policies in the short run, but to examine tﬁe
ease with which those policies can be politically reversed should they later prove
inappropriate.

A third lesson is more speeellati\}e. Kofea_experienced an extended period of very .
rapid growth — more than thirty yearsAsaIready mentioned, mistakes were made but
reversed. It is very tempting, if n'olt_E 1rres1st1ble,t0 conclude that Korean policy makers
were successful not only because of ;the 1mt1al «choices they made, but because, in the
course of the three decades of rapiz_d; development, ;they'altered policies before the point.
came at which those policies may_.:;ha}ye: resulted 1n a crisis. It can be argued that crisis is
what happens when a policy becolmes. virvlc‘reqsi-_n’gly costly to a growing economy and is
not altered while policy makers strive to maintain growth rates.. Policy makers then have
the choices of continuing the policy ?\{i;fh_.evefTQI;mimshing growth or even declining
output, attempting to continue growth untll cns1s occurs, or amending the policy stance in
order to enable the resumption of more rapld growth In the Korean case, other crises that
might have taken place (foreign exchange c;is@sf_jn,response to the heavy and chemical
industry initiative, debt crisis in thee_arly;‘_ 1 9803, ete.) were avoided by timely policy
changes. It was not until credit rat%qniﬁg .lanel-_:t_he-surrounding policies became the key
bottleneck that policy makers coﬁ,l__d__ ovr_-vdid not change course in sufficient time to avoid

Crisis.
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Other lessons were learned from ,the,.Asian crisis as well. One that has been well-
learned is the importance of appropriatg assessment of balance-sheet risk. Until the
1990s, country-risk assessments, sugh as:they were, usually focused on flow, and not
stock, variables. Another has to do withithe riskiness of connected lending. Yet another
has to do with the advisability of flexible exchange rates for most countries. Issues
concerning banking supervision, deyelopment of the financial system and financial
regulation also are much better understood than they were. But those will be discussed in

more detail in other sessions.

Asian Financial Sectors Today - 0 o,

Let me therefore turn to my. last _‘t_opi‘(;_:_.f_vthg__e’xtent to which the financial systems
have improved in the Asian countries. Aﬁrst »»point_ to be nofed is that there is wide
variation in the extent to which Asian epgpqm‘i;@g have recovered from the crises. Part of
this reflects initial conditions: Korea’s €conomic. development, for example, was far more

advanced than that of the Philippines or Indonesia. Part of the variation was the alacrity

- with which policy makers responded to the challenges with which the crises confronted

them.

Secondly, all financial systems h‘a}ye vbe“en‘ strengthened. In most instances,
corporate restructuring was necessﬂgryfqr_ge;}égns indicated earlier, and it has been
undertaken in all countries. The fagjc_vthaft l(a;g.e. surpluses and reserves have been builtup
provides more of a cushion in whiqh_; to take agy_ necessary policy actions, and one
consequence is the greater liquidity of most banking systems. Some countries have
reformed state banks or completely.restmcmr:ed gwnership within the banking system,

while others have moved more slowly in moving NPLs from the banks. And supervisory
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oversight has strengthened in manyz couptr{ie:s, wh_ﬂe foreign banks’ entry has been
facilitated or even encouraged in r.nany.ABu_‘t,‘ as concluded by Turn¢r4, foreign banks
have not become as important as.they are in:some emerging markets, the state-owned
banking sector has been reduced in size but is. l‘arger than seems optimal. B;mking
consolidatién has occurred when_there ‘were too many small banks, But still has a way to
go. Turner also notes that “the quality of balance sheet data has improved beyond
fecognition”, itself a major improvement, and profitability has risen substantially.

Overall, _Korea reformed most, and most rapidly, and has since attained a higher
overall growth of real GDP than the other crisis countries. At the other end of the
distribution, Indonesia’s growth has. beenthe slowest to pick up.

Likewise, the financial sectors were significantly different prior to the crises, and
their current statuses reflect both the reforms undertaken since the crises and initial
conditions. I do not wish here to gg_jptq;c_‘_iet_»a_il ;. others are much better'infor'med than I.
But data from the World Bank provide a general indication of where things stand, and
may be an appropriate note on wh1ch toend.: = .

Iﬁ the handout, there are two. tables, bascd on the latest World Bank Doing
Business. These estimates are far frgm?ggegffegfg,ﬁgutat least provide something of an
indication of the situation. The data are not fully comparable, for a number of reasons, so
should be taken with a grain of sglj;;_: There are 175 countries covered, and fankings are
from best (number one) to worst (number 175). It should of course be noted that, when
many countries are reforming and trylng to jr_ﬁprove their systems, a constant ranking

does not prove there is no improvement: indeed, countries that do not make some

* Philip Turner, “Are Banking Systems in Bast Aéia Strénger?” Asian Economic Policy Review, 2007, 2,
pp. 75-95

14



improvements probably fall in the\vranll;ingsﬁl.“_he ﬁrst table provides the estimates of
several components that help determ.im_.:f_access‘: to credit in individual countries.

Asian countries’ data are given in.the top 9 rows, and comparative data for four
industrialized countries are given below. As.can be seen, there is a wide variation among
the Asian countries. Some, including Hong Kong, Japan, Malaysia and Singapore receive
very high ranks in terms of the eage Witli 'Whichl :producers can obtain credit. There are
four measurable components that determine the World Bank’s rankings. Strength of
legal rights is ranked from zero (the worst) to ten (the best). As can be seen, Hong Kong
- and the United Kingdom are ranke@,amqu‘the_b.est, while Australia and Sihgapore_ are
close. Among the Asian crisis couég;_;ic__s_a ;.the,mEhilzipp_ines is judged to have very weak legaln
rights, and many of the others receiyfq no more @han a ranking of five or six. Depth of
credit information is deemed important, a,é lquers are more reluctant to extend credit the .

less they are informed about the credit status of potential borrowers. The availability of

credit bureau information is critic'e__il_ for. thesame reason, as it enables potential lenders to
learn about prior behavior of would-be ft_):qrrqwers.

A second, and related, set of éndi_q[at,_.oré important for financial development is
contract enforcement. Ironically, thg nvgg:ake'r ;f:s‘thg enforcement of contract rights, thé less
likely borrowers are to receive cr¢_dit,___g§'9xe<1itqrs_ are unable to count on collateral in the
event of non-performing loans or default As,v_._(::_:arll, be seen from the second table, there is
again considerable variability amongA“s_ian countries. Indonesia ranks very poorly, while
Japan, Hong Kong, Korea and Sing@porg rank __fé}irly highly. In Indonesia, not only are
there many procedures and long delays in contract enforcement, but the World Bank

estimates suggest that it may not be worth trying: the cost of attempting legal action to
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geﬁn contractual rights may exceed the value of the legal rights! Even Malaysia’s
average 20 per cent seems somewhat high. By contrast, Korea’s costs of collection are
reported to be only 5.5 percent of the ,cla_im, lower than any of the industrial countries
listed.

While most of the Asian crisis countries (and others) have improved their
financial systems, including regul'atory_ regifne_s, gearing ratios, openness to foreign
institutions, and other aspects in addition to those covered in the tables, it is clear that
there still remains considerable scope for improvement, with sizeable variation among -
countries in the apparent current rankings agd;d_if_fuerent components of financial regimes
that would appear — at least from- _e}‘;;(e_lg_tli'yie étglndpoint —to be most in need of
improvement.

Conclusions

Most of the crisis-stricken Asian economies have experienced growth far beyond A
what was thought feasible at the outset of the financial crises. All in the policy and
development community gained a greater appreciation for the important role of the
financial system in economic growr@h — 1n developed and developing countries.

Since the crisis, reforms haygi bggq magic,_y;fhich have greatly strengthened financial
systems. But much remains to be __gl_(;)ng?-: é_i_mﬁly, to lenable catch-up with other countries. In
addition, and perhaps even more 1mportant, r_émaining weaknesses in financial systems
are likely to put significant brakes on growth, or even generate future crises, unless they
are addressed. A major lesson of theﬁnanCLal crises of the 1990s is that addressing
weaknesses and distortions before crises 1sfar easier, and less costly, than remedying the

situation once crises have occurred. The Federal Reserve Bank of San Francisco is to be

16



congratulated on its sponsorship of this conference as one means of enabling further

improvements in financial systems,.and hence of enhancing growth prospects for Asia.
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TABLE 1

EASE OF GETTING CREDIT

Country Overall Strength of Depthof  Credit Bureau Coverage
Rank Legal Rights  Credit Infor- Public Private
China 101 2 4 10.2 0.0
Hong Kong 2 10 5 | 0.0 64.5
Indonesia 83 5 2 8.4 0.2
Japan 13 6 6 0.0
Korea 21 6 6 0.0 76.6
Maiaysia 3 8 B 6 42.2 ———-
Philippines 101 | 3 300 4.8
Singapore 7 9.4 0.0 38.6
Taiwan 48 | 4 5 0.0 59.6
Thailand 33 5 5 0.0 21.7
Australia 3 0o 5 00 1000
Sweden 33 6 4 0.0 100.0
UK. 1 06 00 1000
US. 7 7 6 0.0 100.0

Source; World Bank, Doing Business 2007, IBRD Washington, 2006
Notes: | -
Rank: first is best. There are 175 countries covered.
Indexes (Legal Rights and Depth of Credit Information) are from 9 (worst) to 10

(best)




Country

China
Hong Kong
Indonesia
Japan
Korea
Malaysia
Philippines
Singapore
Taiwan

Thailand

Australia
Sweden
UK.

U.s.

Table 2.

CONIRACTENFORCENENT
Overall Procedures . Time
Rank ~ (number) . (days)
63 S 292
10 16 211

145 34 570
5 20 242
17 29 230
81 51 450
59 s 600
23 29 120
62 28 510
44 26 425
7 19 181
2 19 208
2 19 229
6 17 300

Source: Same as Table 1.

- Cost

(% of claim)

- 26.8

142
126.5
9.5
55
21.3
16.0
14.6
16.6

17.5

12.8
5.9
16.8

7.7
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