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FORWARD TO THE ENGLISH EDITION

Globalization of the international economy has brought about sweeping changes in
the external circumstances of Japan. In response to the changing world economy,
Japan Bank for International Cooperation (JBIC) was established in October 1999 as
an organization that conducts Japan’'s economic policy and economic cooperation.
JBIC is pursuing a more enhanced role by integrating the functions of two merged
organizations: The Export-lmport bank of Japan (JEXIM) and the Overseas Economic
Cooperation Fund, Japan (OECF).

Upon the establishment of JBIC, the Research Institute for Development and
Finance (JBICI) was created as its powerful research arm. Its research activities are
geared toward improving not only the overall quality of JBIC's operations but also that
of Japan’'s external economic policy and economic cooperation through systematic
analysis of various issues and policies related to JBIC’s activities. JBICI was
established by merging the two former research institutes: the Research Institute for
International Investment and Development (RIIID) of JEXIM and the Research
Institute of Development Assistance (RIDA) of OECF.

Both RINID and RIDA had published their research findings as “Staff Paper Series”
or “OECF Research Papers.” Upon establishing JBICI, it was decided to release these
research papers as a single publication entitled “JBIC Research Paper Series” with the
aim of disseminating the findings of studies and research activities of JBICI.

This paper titled “Issues of Sustainable Economic Growth from the Perspective of the
Four East Asian Countries” is the first issue of the JBIC Research Paper Series, and it
is a translation of the Japanese edition published in July 1999 as OECF Research
Papers No. 36.

We hope that this paper provides you with valuable information and viewpoints on
the issues of economic recovery and future sustainable growth of East Asian countries
and Japan’s role. We look forward to your continuing support for our research
activities as we step forward to further strengthen our roles.

December 1999

Koichi Kosumi

Executive Director

Research Institute for Development and Finance
Japan Bank for International Cooperation
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FOREWORD

The Adan crigs, triggered in July 1997, threatened the development of this region, which
had been described as the "East Asian miracle’. Thailand and Indonesia suffered substantial
currency depreciation, turmoil in their financia systems, and a serious economic recession, ad
as aresult, their economic and socia losses are immeasurable.  1n the Philippines, even though
the impact of the currency crisis was comparatively small, its economic growth in 1998 came to
a standstill. Furthermore, while China did not reach the stage requiring currency depreciation, it
is being pressed to overcome problems that are common to the above-mentioned countries, such
as duggish exports and NPLs (Non Performing Loans) in the financial sector. Each country is
currently tackling its problems with radical reforms, but for economic recovery and future
sustainable growth, many problems ill remain.

This research paper ams a studying issues relevant to economic recovery and future
sustainable growth, and examining OECF's role. To that end, we first contracted with research
ingtitutions of these countries for an analysis of current conditions and policy suggestions. The
suggestions are the views of individua economigts, but we endeavored to obtain the comments
of each country's policy makers in a workshop held in Bangkok. Moreover, to complement
such policy suggestions, we conducted a questionnaire survey on 200 companies in each country
from October 1998 to February 1999, and aso examined problems that each enterprise is facing.
In carrying out the company survey, we worked jointly with research ingtitutions in each country,
and staff members of RIDA actually visited 20 companies in each country and to grasp the local
feding.

Such research is different from the conventiona research, which has placed emphasis on
the views of Japanese, U.S. and European researchers, and the trends of foreign-owned
enterprises, and we bdlieve that this is the distinctive feature of our research. Moreover, we
believe it will serve as a vduable reference when considering OECF's future role in the
development of these four countries.

In conducting this research, we received the multifaceted support of the governments and
related ingtitutions of Thailand, Indonesia, the Philippines and China. Furthermore, in arrying
out the corporate questionnaire and interviews, many companies spared us their time, under the
busy situation in dealing with the crisis. We could not have conducted this research without the
cooperation of researchers in each country. Moreover, a former visiting researcher of RIDA,
Dr.Takatoshi Ito, kindly wrote Chapter 1, as well as offering various advice concerning the
carrying out of this research. we would like to extend my sincere gratitude to al these people
and the research ingtitutions.

Jduly 1999

Research Ingtitute for Development Assistance (RIDA)
The Overseas Economic Cooperation Fund, JAPAN
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SUMMARY

Background and objectives of the research

In efforts to recover from the economic dump, Thailand, Indonesia and the Philippines are
currently implementing a variety of policies. Moreover, though it was not visited by a currency
criss, China faces problems common to these three countries: duggish exports and NPLs in the
financid sector, and it is ill trying to stimulate dow economic growth.

This research targets the four countries, which are the mgor borrowing countries of OECF
loans, and examines future issues and OECF's role, based on the suggestions of loca representetive
economists’ and a questionnaire survey” of loca firms.

Chapter 1 examines the currency crisis from a theoretica viewpoint, while Chapter 2 makes
suggestions concerning the macroeconomic policies of each country. Chapter 3 onwards anayzes
reinforcement of the industry structure from the viewpoint of consdering the OECFsrole. That is,
it makes an analyss based on the questionnaire survey concerning export promotion (Chapter 3),
corporate finance (Chapter 4) and human resource development (Chapter 5), and makes suggestions
concerning future policies. Chapter 6 summarizes the OECF's role.

CHAPTER1 BACKGROUND OF ASIAN CURRENCY CRISIS

(1) The recent currency crisis began with a speculative attack on Thailand, represented by hedge
funds, but in the background are structura problems such as deterioration of the current balance
and awesak financia system.

(2) Since the recent criss, severa modds or theories have gppeared such as the theory that the
government's implicit guarantee caused a mora hazard and the theory that liberaization of the
domedtic financid system accelerated the lack of bank liquidity, etc., as wel as conventiona
currency crigs modes.  Attempts were made to apply those modds or theories to each
country's situation.

(3) Post-crids currency palicies are divided into three types, and their effects have both advantages
and disadvantages.

(1) Factors of the currency crisis

Thailand: At the beginning of 1997, investors were concerned about the deceleration of exports and
declining GDP growth rate, dong with the sustainability of the current balance deficit. In
May 1997, there were large-scde speculative sdes by investors, such as hedge funds.
Foreign currency reserves declined rapidly, and by July, Thaland was forced to switch to a
floating sysem. Questions were raised concerning the role of hedge funds in the currency
crigs.

! See “Personsin charge of the study” in the previous page.
2 Dueto the fact that guestions to Chinese firms were different from those of other countries, Chinais not mentioned in
Chapters4 & 5.




Indonesas When a large-scale rupiah sde came in mid-August 1997, the country switched to a full
floating system. In October 1997, the rupiah dropped in response to the impression that the
Suharto regime was not observing its agreement with the IMF.  In January 1998, it was
assesd by the market that the structura problem, which the IMF positioned &t the center of
attempts to recover confidence, was difficult to reform, and the rupiah nose-dived. The
digtinctive feature was the leading role of the capita flight by mainly Chinese residents.

Philippines. Through the financid reforms of the 1980s, financid indtitutions of inferior strength
were weeded out, and the financia sector was comparatively hedthy. Neverthdess, by
mid-July 1997, its currency and shares fell in response to devaudtion of the Thai baht. From
November onwards, they fel in response to the effects of the dropping Korean won and
Indonesian rupiah.

China: Since the mgority of capitd inflows are direct investment, this did not develop into a
short-term liquidity criss. Due to capitd account regulations, the short sale of currency
cannot be done, and the wedlth of foreign currency reservesis banishing anxiety about current
depreciation.

(2) Application of theoretical models

Thailand: Speculation of hedge funds was the direct cause of the currency crisis, but it is certain that
investors had doubts about the sugtainability of the current account deficit. In such a case, a
“sudtainability approach” is gpplicable.  Moreover, in June 1996, Thaland ignored the
insolvency of the Bangkok Commercial Bank and encouraged financial mora hazard, and the
“mora hazard and asset bubble modd” is applicable.

Indonesas Many private banks were established since 1988, and there were dso many loans to
crony-owned group enterprises, which can be explained well by the “banking crisis approach”
and the “liquidity criss modd”. Moreover, from the advent of the politica criss in
December 1997, the “ panic approach” is also applicable.

Philippines. Given that its industrid structure is smilar to Thailand, the “contagion gpproach” is
applicable.

(Note) - Sudanability gpproach: a modd that assumes that currency crisis will occur
when it is forecast that the current account balance and capita inflow cannot be
maintained in the long-term (Milesi-Ferretts and Razin(1996)).

- Mord hazard and asset bubble modd: an explanation that assumes that the
government's implicit guarantee to the financia sector gave rise to mora hazard
of financid inditutions, and led to the insolvency of the inditutions
(Krugman(1998)).

- Bank crisis approach: a modd that maintains that a priori deficit occurred in the
government fiscal budget because of the government's implicit guarantee of
banking system relief, which leads to speculative sdling (Burnside, Eichen
Baum and Rebel0(1998)).

- Liquidity criss modd: an explanation that the liberdization of domegtic finance
and the inflow of overseas capitd encouraged a maturity mismatch, which




(3) Post-crisis treatment

accelerated the lack of banks liquidity and caused the criss (Chang and
Velasco(1998)).
- Panic approach: a modd that mantains that when the inflow of short-term
capital by foreign banks exceeds the country’s foreign currency reserves, a crisis
occurs because of rgection of roll over by foreign investors (Radelet and

Sachs(1998)).

- Contagion agpproach: a modd that makes Thailand the crisis epicenter, which
then spreads to high trade linkage Maaysia, Indonesia and the Philippines
(Glick and Ros(1998)).

We can dso view the criss as having occurred in trying to protect "dollar pegging”, "capita

liberdization" and an "independent financia policy” al a the same time. Therefore, pos-criss
treatment depends on which among these is to be sacrificed. The policies after the crigs are limited
due to the economic circumstances of each country, but the real Stuation is that there does not exist
an dl-purpose treatment plan.

Tablel Each country's post-crisis treatment
Dollar Capital Financial System Country which adopts Assessment
| pegging [ liberalization policy
X o o Fluctuating rate | Thailand, Indonesia, Cannot tackle the panic or liquidity
system Philippines, etc. crisis.
o X o Cepital China . Inflow regulations of short-term
regulations (influx regulations) funds are serviceable.
Malaysia There are arguments for and against
(outflow regulations) Malaysia's outflow regulations.
o o X Currency board | Hong Kong Cannot correspond to simultaneous

speculation in exchange and shares.




CHAPTER 2 POLICY SUGGESTIONS OF EACH COUNTRY'SECONOMISTS

(D Economists from each country put forward suggestions for the recovery of their own country's
economy. We hdd a workshop in February 1999 with the am of discussng the contents of  the
suggestions and sharing knowledge and experiences

(@ Even though the suggedions are only the opinions of individuas, dted as urgent issues are palitica

gability in Indonesia, unemployment countermessures in Thalland, support of smal and mediumsized
enterprises in the Philippines and increased exports and finandid sector gabilizetion in China In the
long-term, it is conddered important thet Indonesia secures governance and transparency, thet Thalland
fodters supporting indudries, that Philippines carries out Sructurd reforms to build an economy thet is
grong agang externd shock, and thet China achieves stable growth through simulating domestic
demand

(@ Thisworkshop, comments were made théat in the case of Thailand, growth of the globa economy holds

the key to export promoation; for Indonesia, there were fears that inadeguate governance may disturb the
effects of policy under the current Stuaion; for the Philippines, it was recognized that medium-term
preparation of laws and creetion of sysems are essantia, and for Ching, expanson of the taxation base
was essatid for palicy execution.

(1) Suggestions of economists

We firsd commissioned the representative research inditutions of these countries that have
cooperative relationships with RIDA, and had them put forward policy suggestions for economic
recovery. We hdd a workshop in February 1999 concerning the contents, and created opportunities
for discussons among the policy-makers of each country and aid gaff members, and we grove to
reflect redity as closdy as possible, but the suggestions are only the views of the individua
economists. Below are their policy suggestions for economic recovery in their home countries.

(2) Suggestion for palicy in Thailand

<Short-term>
Easng socid ingability by unemployment of countermeasures such as carrying out
[abor-intensive projects using public investment.
Ensuring the hedth of the banking system by establishing monitoring of bank business,
audits, information disclosure, and warning functions under leadership of the Ministry of
Finance and Bank of Thailand.
Stimulation and expansion of domestic demand by implementation of budgetary measures.
Promotion of exports by extending export credit and marketing support.

<Medium-term & long-term>
Egtablish a reporting system of al trade transactions and capitd transactions to the Bank of
Thailand, and step-up capitd transaction monitoring.
Draw up industrid policy including human resource devel opment.
Foster supporting industries by establishing an organization aimed at technica support and
information services to smdl- and medium-sized enterprises.




Revison of the agriculturd policy by establishing cooperative groups in rurd villages and
boosting the loan functions of the Bank of Agriculture and Agriculturd Cooperatives
(BAAC).

(3) Suggestionsfor policy in Indonesa
<Short-term>
Politica gability.
Socid Safety Net policy that places emphasis on supplying basic commodities, job crestion
and relief for women and children.
Stimulation of economic activities based on corporate debt restructuring, bank
reorganization, and financia support to smal- and medium-sized enterprises.
<Medium-term & long-term>
Improvement of market sysem by appropriate principle of competition, improving the
trangparency of the financid sector, improvement of commercid laws, and improving the
capability of the bureaucratic system.
Strengthening industria structure by revitdization of smal- and medium-sized enterprises,
improving industrial competitive strength and improving efficiency through privatization.
Improvement of equity in agricultura development and development through training
capable persons.

(4) Suggedtions for palicy in the Philippines

<Short-term>
Economic measures focusing on the export sector and supporting small- and medium-sized
enterprises.
Mohilizing resources for the implementation of budgetary measures.

<Medium- & long-term>
Revison of financid, banking and exchange policies, such as an early warning system,
information system, etc.
Preparation of framework of competitive policies that include the inf rastructure sector.
Reform of pension fund system, including liberdization of asset use within the scope of
prudential measures.
Preparing regiona infrastructure and agricultura development by promoting research in
agricultural fields.

(5) Suggestions for palicy in China

<Short-term>
Diversification of Asiaexport destinations, export promotion by boosting export credit.
Expanson of domestic demand through implementation of budgetary meesures by
government bond issue, and increasing bank credit.
Stahilization based on boosted monitoring of the financial sector.
Reform of state-owned enterprises by establishment of property rights and separation of
ownership and management.




<Medium- & long-term rights>
Devedopment of rurd villages and agriculture through promoting TVES and preparing a
distribution system.
Boogting the competitive srength of state-owned enterprises based on introduction of
external credit and technological innovation.
Fogering of amdl- and medium-sized enterprises through technological development,
creating markets and cultivating capable persons.
Stimulating domestic demand by development of inland aress.

(6) Discussions in the workshop

Thailand: In view of the fact that the nation's desire for consumption is waning due to employment
anxiety, the spesker maintained the need to banish socid anxiety in the immediate future by
cregting employment by the budgetary measures. In the long-term, he believed that the
country should change its indudrid structure to one based on advanced technology and
improved productivity. In response to this, the commentator from the Nationa Economic
and Socid Development Board (NESDB) pointed out that a policy to stimulate the economy
based on budgetary measures is dready being carried out, but unless growth of the globd
economy is achieved, the 4% increase in exports targeted by the government will be difficult.
In the discussion, a comment was made from the floor on how Bank of Agriculture and
Agricultura Cooperatives (BAAC) loans are aso useful n building the Socid Safety Net.
Also, the export promotion policy in Thailand has become a focus of interedt.

Indonesia: At the same time as building a socid safety net, the spesker suggested demand control
through wage freezes and control of expenditure are essentid in the immediate future. He
aso maintained that in the medium-term, the country should recondtruct its financial system
and enterprise debt upon increasing the trangparency of adminigtration through a monitoring
sysem. In response to this, the commentator from the Economic Planning Agency
(BAPPENAYS) questioned whether control of inflation could be achieved by demand control,
and sad that indudtrid policies or loans to smal- and medium-Szed enterprises may cause
rent seeking under the current low-trangparency system. A discussion was held concerning
the efficiency of IMF conditionality, and on measures for restructuring the financial system.

Philippines: As a scenario, the speaker maintained that in the immediate future, the country should
provide support for farming villages and smdl- and medium-sized enterprises by the
implementation of budgetary measures, and give relief to the weak, who have been suffering
from the economic crigs. He dso maintained that in the medium-term, the country should
build an economic structure that is strong againgt externa shock through enlarging the taxation
base and modernizing export industries. In response to this, participants from the Nationa
Economic Development Agency (NEDA) brought up the fact that a policy to simulate the
economy through budgetary measures had been decided upon, and maintained that unless
there was preparation of <oft fieds, such as provison of laws and transparency of
adminigtration, these tasks could not be achieved in the medium-term. He took the stance of
emphasizing the establishment of governance. In the discusson, views were put forward that
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the country's experience in the 1980s in restructuring the financid system would be useful for

other ASEAN countries.

China: As a scenario, the spesker maintained the need for improvement of the financia sector
immediately, and aso considered that in this respect the country could learn much from the
methods to improve the financial sectors of other East Asian countries. He aso maintained
that in view of the fact that 70% of the population resides in farming villages, the country
should place emphasis on agriculturd and regiond development, and aim for sustainable
growth through incressing domestic demand in the medium-term. In response to this,
participants from the Shanghai Academy of Socid Sciences commented that in order to
achieve such difficult tasks, expansion of the taxation base, improvement of savings, and a
financid system to mobilize that, are necessary. And in condderation of the aging of Chinds
population, for sustainable growth it should aim from now on at improved productivity based
on human resource development. The discusson concentrated on points such as whether
6-8% growth in China was possible, and that steady tax collection was necessary for the
implementation of budgetary measures.

Summary: Professor Ito stressed the following six points.

1 Simulus package by the government: Each country is individualy simulating its
economy by budgetary measures. However, by cooperating on a regiond basis, a
larger effect could be obtained because expanding demand provides a good chance to
export to neighboring countries. Therefore, a regional framework to coordinate
policies isimportant.

2)  Restructuring of the financid sector: This is a common problem in Asia, including the
NPL problem of Chinds state-owned banks.  Information sharing is important, and
such workshops as this will be important in the future as well.

3) Jgpan's role As long as Japan provides funds, it should dispatch specididts to each
country to monitor their use. Moreover, in East Ada, it will become increasingly
important for Japanese who understand regiona redtrictions to make knowledge
contributions to cooperating governmerts, think tanks, universities, etc..

4)  Currency systems. A gtrict currency board system and a full float system done are not
effective currency systems. In order to maintain a good rate to the dollar, yen and euro,
amanaged float system should aso be considered as an option.

5) Is the miracle over 2 There is no change in the high rate of savings, the skilled labor
force and the hedlthy fiscal and financia policies, and if the crisis fully subsides, high
growth ought to be able to recover once again.

6) Long-term debt management: Yen loans are not free money. Therefore, a long-term
vison considering future repayment should be held when borrowing. For repayment, a
capitd market should be fostered to invest savings efficiently. At the same time, a
currency market should be established where investment and savings are possble in
currencies other than the dollar.
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CHAPTER 3 MEASURESFOR EXPORT PROMOTION

(1) As aresult of the corporate questionnaire we carried out under this research, the declining
demand of export degtinations and intensified competition with neighboring countries, were
cited asreasonswhy each country's exports were not growing despite the exchange rate decline.

(2) Neverthdess, there is room for exports to grow in the future by 1) increased imports through a
harmonized economic stimulus package by the governments in the region: 2) extenson of

export credit, and 3) technical support for enlarged sales in the market.

(3) In the medium-term, boosting the competitive strength of exports through 4) technologica
innovation, and 5) human resource devel opment are necessary to expand exports.

(1) Reasons for the export Sump

As a reault of the questionnaire survey conducted by the OECF to 169 manufacturing
indugtries in Thailand, 248 in Indonesia, 198 in the Philippines and 78 in China (vaid response
base)®, the dedlining demand of the export markets was the mgjor reason given for the dedline in al
countries, and we found the following to be significant factors: difficulty of L/C establishment and
fund procurement in Indonesia; the competitive strength of other countries enterprises; by currency

depreciation, and lack of export market information in China.

Table 2 Major reasonsfor the export slump

(%)

Thailand  Indonesia  Philippines  China
1. Sluggish demand of export markets 33 12 27 36
2. Increased price competition of foreign enterprises 33 17 36 31
3. Priceincrease of imported raw materials 15 19 12 7
4, Difficultiesin establishing L/C, and procuring 6 14 12 5
funds

5. Lack of export market information 1 1 1 15
6. Other 7 7 12 6

Total 100 100 100 100

Source: OECF questionnaire survey

(2) Measures for export promotion (short-term)

1) Export expanson based on coordinated economic stimulus policies by each country’s
government: The four countries are implementing plans to simulate the economy by
budgetary measures, and increesed imports through greaster domestic demand.
Considering the trade relationship within the region, each country’s cooperation to adopt
a plan to simulate its economy will alow export from neighboring countries and the

possibility of amutual export increase.

2) By extending export credit: As away to achieve production recovery, many enterprises

% Carried out by OECF jointly with local cooperating research institutions from December 1998 to February 1999. At the
sametime, it also carried out an analysis of financial statements and interviews with 20 companies in each country.

Analyseswere all carried out by RIDA.
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are responding "smoothing fund procurement”. Moreover, in the interview survey,
many export enterprises in dl the countries desire the extension of export credit (45% in
Thalland, 44% in Indonesa, 27% in the Philippines, and 55% in Ching), and that
percentage rises in proportion to the small- and medium-sized enterprises.

Table 3 Factorsfor export and production recovery
(up to 2 factors are selected by respondents) (%)
Thailand Indonesia Philippines
1. Recovery of domestic demand 39 74 63
2. Increased competitiveness by lowering raw materials prices 26 28 31
3. Smoothing of fund raising 24 16 20
4. Improved distribution channels 12 11 10

Source: OECF questionnaire survey

3

Information provison and digpatch of specidists of marketing: The dedire is observed in
Indonesia and Thailand to export products tat until then had been for the domestic
market. The desire to spread the market to Europe and North America was found in
China. The provison of information and dispatch of specidigs to expand the market
for such enterprisesis useful for export promotion.

(3) Measures to promote exports (medium-& long-term)

) Support for technologica innovation: Price competition with foreign enterprises is the

biggest factor in the Philippines and the second-biggest factor in other countries.
Advancement of industry through technologicd innovation and human resource
development is necessary in order to maintain export competitiveness.

Human resource development: According to the questionnaire survey, the percentage of
enterprises having an R&D section is no more than 38% in Thalland, 59% in Indonesa
and 54% in the Philippines. Moreover, budget redrictions are the biggest hindrance to
human resource development, and this percentage grows in praportion to the smal- and
medium-sized enterprises. The need for public support for human resourcesis high.

CHAPTER 4 MEASURESTO IMPROVE CORPORATE FINANCE

(1) Looking at the financial conditions of Thai, Philippine and Indonesian enterprises, the following

)

specid features can be seen: 1) the rate of foreign currency borrowing is high, 2) ligbility in
repect to equity capitd is large and 3) the ratio of short-term lighility is high. Under such a
structure, high interest rates and the stringent lending stance of banks are fettering production
recovery. The credit crunch is having a serious impact on Tha smal- and medium-sized
enterprises in particular.

The regtructuring of corporate debt is an important task for each country. Methods are being
prepared for debt restructuring, such as 1) separate negotiations with barks, 2) arbitration by
government inditutions, and 3) application of bankruptcy laws. However, actud progress is
not satisfactory.




(3) Inregard to the lack of corporate liquidity due to shrinking credit, boosting public finance and gtriving
to improve corporate finance are necessary in the short-term.  The preparaion and promotion of
direct financial markets (shares and bonds markets) are important in the long-term.

(1) Features of corporate finance

As a reault of the OECF quedtionnaire survey, we found the specid features of Thal,
Indonesian and Philippine corporate finance as follows: 1) the rate of foreign currency borrowing is
high (enterprises whose loans are 50% or more in foreign currency terms: 17% in Thailand, 44% in
Indonesia, 31% in the Philippines), 2) debt vis-a-vis sdf capitd is high (debt/total assats ratio are
0.69 in Thailand, 0.67 in Indonesia, 0.63 in the Philippines) and 3) the ratio of short-term debt ishigh
(enterprises with 60% or more loans having a repayment period a maturity of less than one year:
48% in Thailand, 55% in Indonesia, 60% in the Philippines). It could be said that such structures
worsened the financid status of enterprises under the recent currency devauation, high interest rates
and bank’ s rejection of roll over.

Figure.1 Enterprises with 50% or more loansin Figure. 2 Debt maturity composition

foreign currency (as of January-February 1999)
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Source: Both from OECF questionnaire survey

As aproblem relating to fund raising, a haf or more of the surveyed enterprises in the three
countries ligted the high interest rate on short-term loans. The next biggest problems are the banks
reluctance to lend and the high interest rate of long-term loans. Among these factors, enterprises
citing the bank’ s reluctance to lend made up 44% in Thailand, which was a higher proportion than in
other countries. Moreover, 55% of small-szed enterprises cited this problem, and we found that the
credit crunch is more serious for smal- and medium-sized companies than for large enterprises.

Table4 Fund raisng problems (percentage of enterprises that replied each item was a
problem. multiple responses are allowed.)

i _Thalland___ Indonesia___ Philippines _
1. Highinterest rates on short-term loans 50% (48%) 61% 55%
2. High interest rates on long-term loans 28% (39%) 3B% 25%
3. Bank bankruptcy 4% (7%) 8% 1%
4. Banks' reluctanceto lend 44% (55%) 3% 25%
5. Rejection of roll over of short-term loan 17% (26%) 2% 11%
6. Lack of collateral 8% (13%) 3% 19%
Source: OECF questionnaire survey. Figuresin brackets () show responses of small enterprises with 50 or fewer

employees.




(2) Status and processing plan of corporate debt

Thailand: The number of liquidated (bankruptcy, closure, business stcoppage) enterprises in Thailand
in 1998 was 12,000, corresponding to 3% of the registered enterprises.  As for a future
processing plan, it will be by 1) arbitration by the CDRAC (corporate debt restructuring
advisory committee), 2) case-by-case negotiations between banks and borrowers, and 3)
amendment and gpplication of the bankruptcy law. As of October 1998, debt restructured by
1) & 2) was no more than 10% of the total amount of NPLs of commercia banks.

Indonesia: Corporate debt restructuring is expected to be handled by 1) the INDRA scheme (creditors
grant a 3-year period of grace for repayment, and the government guarantee foreign exchange
risk), 2) Jekarta Initiative (streamlining of out-of-court negotiation between banks and
borrowers), 3) introduction and application of a new bankruptcy laws. Moves to watch the
results of the elections were strong, and there are no application examples.

Philippines. For corporate debt restructuring, thereis 1) case-by-case negotiations between banks and
borrowers, and 2) sdttlement in the courts under the civil code. Since the NPL of the
financid sector, a 12%, is not high compared with the other two countries, 46% in Thailand,
70% in Indonesia, there are not many application examples.

(3) Measures to improve corporate finance

During the recent crids, enterprises were troubled by lack of liquidity because of sudden
shrinking credit and interest hikes. Public financid indtitutions can perform an important role, but
their absolute scale is small.

Secondly, the provision of long-term funding is essentia to strengthen the financia conditions.
Because of the currently insufficient intermediary function of private banks, funding by public
financid indtitutions can play a ggnificant role.  The study demonstraies that public financia
ingtitutions have played a postive role in increasing fixed assets as well asfixed liabilities, mitigating
financia vulnerability.

Findly, from the medium- and long-term perspective, direct financing by the issuance of stock
and/or debentures is important to help correct of the vulnerable financia structure of companies. In
al of the countries surveyed, the development of physicd infrastructure for the securities market is
relatively well-developed and what will be important in the coming years is the development of
ingtitutional infrastructure, including the improvement of regulations and supervison, disclosure,
diversification of products, rating agencies and a clearance and settlement system.

Table5 Comparison of corporate finance before and after Development Bank of the
Philippines (DBP) loans
Beforeloan Afterloan Difference  Pvalue  Judgment

Fixed assets/total assets 0.53 0.59 -0.06 0.049 ??
Fixed liahilities/total assets 0.16 0.24 -0.08 0.059 ?
Operating profit rate 011 0.16 -0.05 0.055?

Judgment: ***: 1% significant **: 5% significant *: 10% significant
Source: OECF survey
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CHAPTERS5 MEASURESFOR HUMAN RESOURCE DEVELOPMENT

(1) Many enterprises lack engineers and skilled [aborersin dl three countries, and human resource
development is an important issue for enterprises.

(2) Many companies respond they want to use an externd training system to train enginears, but
because of budget regtrictions, the use of externa training systems does not prevail especidly
for the smaller enterprises.

(3) From the pergpective of human resources for enterprises. 1) enhancement of science and
engineering education, 2) funding support for vocationa training, and 3) the fogtering of
supporting industries for technology diffusion, are requested.

(1) Labor sufficiency in enterprises

In the OECF questionnaire survey, there were many replies that workers were "sufficient” or
"too many" in response to the production dump. Neverthdess, in the case of skilled workers,
responses of "insufficient” make up 1517% of the enterprises in dl three countries. As for
engineers and the manager class, Indonesia has the most responses of "inaufficient”, followed by the
Philippines and Thailand, and differences are distinct among countries. Moreover, the shortage of
skilled workersis high in capitakintensive business categories.

Table 6 Labor sufficiency by job type (per centage of enter prisesindicating shortage)
(%)
Thailand Indonesia Philippines

1. Unskilled workers 4 3 3
2. Clericd workers 1 4 7
3. Skilled workers 15 17 15
4. Engineers 13 19 18
5. Manager class 7 15 8

Source: OECF questionnaire survey

(2) Current state of human resource development in enterprises

The foundation of internd training is OJT, but there are many enterprises that respond they
wish to use an externd training system in order to train engineers (31% in Thailand, 44% in
Indonesia, and 44% in the Philippines). However, the smaller enterprise do not use externd training
systems because of budget restrictions.
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Table7

Engineer training systems by enterprise size

(Units: %)
Short-Term Work Incentive
Company Use of Use of Training Through
! In-House External | Assignment at | Introduction of
;fel E)N g'e;f Training Training | Another Performance Others Total
ployees) Scheme Courses | Company or Assessment
Subsidiary System
Thailand 50- 99 18 9 18 45 9 100
100 - 199 19 48 19 10 5 100
200 - 15 39 33 13 - 100
Indonesia 50-99 47 13 13 27 100
100 - 199 20 60 12 8 - 100
200 - 37 45 4 9 4 100

Note: When we excluded enterprises that answered "unknown”, that percentage exceeded half of enterprises with less than
50 employees, and so was not referenced.
Source: OECF questionnaire survey

Table 8 Biggest constraining factorsfor human resour ce development
(%)
Thailand Indonesia Philippines
1. Budget constraints 35 58 61
2. Fregquent job hopping by employees 27 7 12
3. Insufficient information on training programs 13 16 13
4. Difficult access to external programs 6 1 2
5. Other 19 18 12
Total 100 100 100

Source: OECF questionnaire survey

(3) Measures for human resource development

1

2)

3

Enhancement of higher education: Taking into account the fact that enterprises lack
skilled workers and engineers, science education should be enhanced in vocationa high
schools and universities. In Thailand and Indonesia in particular, the percentage of
science and technology studentsis low.

Support for vocationd training: Financial support should be offered to facilitate the use of
externd training by smal- and medium-szed enterprises. However, from the interview
results, it was found there are many cases where public vocationd training centers are not
meseting the needs of private enterprises, and the government must play a supplementary
role in the private sector.

Promotion of supporting industries: from the results of the OBCF questionnaire, there is
amog no digpatching of employees to the parent company or other companies for
training (companies which carry out training by the dispaiching to other companies of
skilled workers 6% in Thaland, 5% in Indonesia, 2% in the Philippines.  This is
because the promotion of supporting companies, or the grouping of backward-linked
enterprises, is week. The fostering of supporting companies is aso an important task to
encourage technology transfer from a parent company to its subsidiaries.
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CHAPTER 6 ROLE OF OECF

(1) In addition to conventiona infrastructure development, economists from developing countries
strongly request Socid Safety Net support, support for small- and medium-sized enterprises,
human resource development, agricultura development, and knowledge and technical support
for the formulation and implementation of effective policies.

(2) Asaresult of the corporate questionnaire, the following issues are requested in the short-term:
the extenson of export credit and providing liquidity to the corporate sector in Thailand,
long-term-loansin loca currency in Indonesia and the Philippines, and provision of information
on the export market in China. In the middle- and long-term, the preparation of direct financid
markets and the human resource development are important issues for Thai, Indonesian and
Philippine enterprises.

(3) InEast Asan countries, there are many common issues, such as duggish export, week corporate
finance dructure and human resource development. Therefore, experiences of one country
becomes an important lesson for other countries. The OECF is requested to provide support
reflecting regiond trends, and contribute to the establishment of systems where the experiences
of other countries can be shared.

(1) Requests from economists of developing countries

At the workshop held in Bangkok in February 1999, there were many requests for 1)
conventional infrastructure development, 2) establishment of a socid safety net, promotion of
agriculture and regiona development, and support for adminigtrative reform, 3) fostering smal- and
medium-Szed enterprises in order to build up supporting industries, and 4) support for the human
resource development to advance the leve of industry. Moreover, expectaions are aso growing
for knowledge cooperation, such as formation of a knowledge-transfer network to share experiences
and knowledge of each country, and technology trandfer for the promotion of smdl- and
medium-sized enterprises and industrial policy.

(2) Regquests from the questionnaire survey

For the purpose of economic recovery, export expansion, improvement of corporate finance
and human resource development are important issues. The measures to ded with these respective
issues have dready been stated including, 1) provision of liquidity support through twostep loans, 2)
export credit through public financia ingtitutions, and 3) improvement of corporate finance by
extenson of long-term credit. These are important for Thailand, Indonesia and the Philippines. In
the case of China, an admittedly limited andys's shows that lack of information on the export market
is one of mgor issues, and support for information provisdon is desred. In the middle- and
long-term, it would be fair to say that support is being anticipated by Thailand, Indonesia and the
Philippines, for 1) infrastructure development for establishment of a direct financia market
(communications gpparatus, human resource development), 2) enhancement of science education
and funding support for vocaiond training, and 3) provison of funds and technica support in order
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to foster supporting indudries.  Corporate interview results indicate that human resource
development and technica innovation are long-term issues in the case of China.

(3) Support in aregiona framework

Export promotion, improvement of corporate finance and the human resource development
are to some extent issues common to these four East Asian countries, and the experiences of one
country will surdy dso be useful to other countries. Development of export markets and
establishment of financiad markets should be consdered within a regiond framework. Therefore,
the following should be carried out: 1) contribution to the building of a network for sharing the
knowledge and experiences of each country, 2) mohilizing the knowledge of various genre, such as
private think tanks, universties and the government, and 3) enhancing the functions to advise
developing countriesin atimely way.
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PREFACE

1. BACKGROUND AND OBJECTIVES OF THE RESEARCH

The East Asiaeconomy had been showing brisk activity thanksto alarge inflow of capitd, but
from the latter haf of 1997, it plunged into criss. The currency crisis, which began with the July
1997's crash of the Tha baht, soon spread to neighboring countries (Indonesia, the Philippines,
Maaysia, and Korea). Because of the subgtantid currency depreciation, non-performing loans of
the banking sector rapidly increased in Thailand, Indonesia and Korea, which had been excessvely
dependent of short-term externd loans, and the vulnerable financid systems were driven to
bankruptcy. Immediately after the currency crigs, as a conditiondity, IMF support plans caled for
rigorous sructurd reforms along with tightening financial and fiscal policies. The economies of
each country rapidly receded due to high interest rates and tightening policies. In 1998 when
currencies began to recover stability, each country's government carried out economic stimulation
policies basad on the implementation of budgetary measures and finance relaxaion. However, in a
sage where export demand is shrinking, and adjustment & proceeding in production equipment,
employment and finance, full-scale economic recovery till has not been achieved.

The Asan currency criss developed into a financia crisis and an economic crigs that far
exceeded initid predictions, and seized the world's attention. The currency crisis developed into a
politica crigs and an economic criss in Indonesa, and both crested a most serious Stuation.
Thailand escaped a political crisis but is a the stage of a socid crigs. The Philippines fet a
comparaively small effect of the currency criss and its problems stop at an economic criss. The
seriousness of the crises differed from country to country, and this difference aso appears in the
speed of economic recovery.

Based on the above points, there isfirgt of dl a need to study the most effective policies and
support plans for the respective countries, upon gaining a good understanding of not only the donor
gde's perspective but each country’s own thinking. To this end, in this research we invited
economists from Thailand, Indonesia, the Philippines and China’, the mgjor borrowing countries of
ODA loans in East Ada, in order to andyze the current situation and put forward suggestions

concerning policies necessary for the economic recovery of each country.
Second, in order for each country to make a full-scale recovery and embark on a path of

sugtainable growth, it will be particularly important to strive to revitdize the rea economy sector,
which is essentid for improvement of economic fundamentas. Taking this into account, this
research focuses on manufacturing indudtries, upon which the impact is grestest among indudtries,
from a viewpoint of production, finance and employment . We try to grasp the red date of
corporate activities, and examine policies necessary for production recovery.

Lastly, based on an analysis of both macro and micro economic aspects as mentioned above, it

! Aswas mentioned previoudly, China has not reached currency devaluation, but it isfacing similar problems as the these
countries, such as suggish exports and the non-performing loansin the financial sector.



classfies the issues for sustainable economic growth as seen in these four East Asan countries, and
also specificaly examines OECF srole for support plans.

2. THEMETHOD OF SURVEY

First of dl, we commissioned locd research inditutions in a cooperative relaionship with
RIDA to make an andlysis of 1) the causes of the currency criss and 2) the current policies to tackle
the crids, and 3) suggestions on policies hecessary for economic recovery based on their persond
views.

Second, from October 1998 until January 1999, we conducted a questionnaire survey on about
200 (vaid response basis) manufacturing enterprises in each country. We commissioned loca
research bodies to dispatch and collect question forms and sum up of the questionnaire results.
RIDA, after getting the results, conducted an andysis of the questionnaire results. In order to
supplement the questionnaire survey, we selected 20 companies from each country’s enterprises
which had responded to the questionnaire, and carried out on-Site visits for interviews to probe into
the points at issue.

Third, based on results of the questionnaire and interview survey, we analyzed and compiled a
report on future issues and response measures according to each sector: export promotion,
improvement of corporate financial affairs and human resource development.

Fourth, we got cooperation from Prof. Takatoshi Ito, Hitotsubashi University and a vidting
researcher of RIDA to analyze factors of the currency crisis and theoretical models.

Lastly, we held a workshop in Bangkok in February 1999, inviting policy-makers from each
country, internationd aid organizations and OECF officials. At the workshop, the economists from
each country's research indtitutions made presentations on the above-mentioned policy suggestions,
and exchanged opinions with the participants. This occasion contributed to not only strengthening
the policy suggestions, but exchanged and shared the knowledge and experiences of the each
country.

3. THE COMPOSITION OF THE REPORT

Firs, Chapter 1 examines the politicd meaning of the theories to explain the crigs, after
making an analyss of the background and factors of the Asan currency criss according to the
factors common to al countries and specific circumstances of each country. In Chapter 2,
economists from Thailand, Indonesia, the Philippines and China andyze the causes of the currency
crigs and current policies, and propose suitable policies which are necessary for economic recovery;
including specific action plans, both in the short-term and in long-term.

In contrast to anayses from these macroeconomic viewpoints, Chapters 3, 4 and 5 consder
policies necessary to revitdize the red economy sector from the viewpoints of export promotion, and
improvement of corporate financid and the human resource development, respectively, based on the
corporate questionnaire survey and interviews Lagly, Chapter 6 examines the role of OECF in



each country's economic recovery based on analysesin the previous chapters.



CHAPTER

BACKGROUND OF ASAN CURRENCY CRISS

The Adan currency criss began on 2nd July, 1997 with the devauation of the Tha baht
(change to a managed floating system of exchange). Despite this decison, the actua devauation
rate was about 15% in ane week. In the following month, as the program designed by the IMF for
Thailand began to take effect, it was estimated that devaluation of the Thai baht, which had dropped
about 20%, would stop. At that time, it was predicted that the currency crisisin Thailand would not
be as severe as the currency crisis in Mexico in December 1994, during which the devauetion rate
hit the 50% level immediately after the peso devaduation. However, the Tha currency criss has
extended into an economic crisis, additionally the contagion of the crisis spread into the other Asian
countries, Russa and Brazil. Thus, the Tha currency criss indicates problems in the current
operations of internationd financia ingtitutions; such as IMF and the World Bank.

After the devaluation of the Tha baht and before the formulation of the IMF program, the
floating system was adopted by neighboring countries (Maaysan ringgit, Indonesian rupiah and
Philippine peso). Even after the formulation of the IMF program, the vaue of the Tha baht
continued to depreciate, aong with the currencies of neighboring countries.

In October 1998, Indonesa requested IMF assstance and an agreement was reached on
October 314t. Due to this coordinated intervention, the Indonesian rupiah temporarily appreciated.
On October 23rd and 24th, a speculative attack was made againgt the Hong Kong dollar. Although
the vaue of the HK dollar was defended, stock prices sharply declined, triggering Smilar declines
in the stock markets of Europe and the US. This was the first case of the Adan criSs contagion
spreading worldwide.

In late November, the South Korean won depreciated sharply, together with other Asan
currencies. An IMF program for South Koreawas introduced in early December, however, the won
depreciation was accelerated after the IMF program. This currency crisis in South Korea finaly
began to be controlled from the 24th December when “adminigtrative guidance’ on loan rollover,
based on suggestions by the IMF, was issued for South Korea banks.

In the cese of the Indonesian rupiah, its value had depreciated to one-sixth of the level before
the crisis by the end of January 1998 due to uncertainties regarding the health of President Suharto.
In December 1997, announcement of the budget deviated from the IMF program, and an additional
agreement with the IMF was formulated. Unfortunately, the rupiah did not recover smoothly, due to
internal instability in Indonesia, such asthat caused by the resignation of President Suharto in May.

The exchange rate of Asan currencies, except for the Indonesian rupiah, has gradualy
recovered since early 1998 and been gtable since summer of 1998. However, declines in growth
rates of the real economies were recorded in all countries.

Countries with IMF programs recorded substantidly negative economic growth, and
Maaysia, Singapore and Taiwan, while not suffering recessions, did not achieve expected growth.



Only China recorded 7% economic growth. In the second haf of 1998, currency crises occurred in
Russiaand Brazil, indirectly influenced by the currency crissin Asia

While there are many differences, there are also smilarities between the Asian countries
suffering currency crisis. IMF assistance was inevitable for Thailand sinceit lost itsforeign reserves
through forward contracts. In the case of Indonesia, its foreign reserve leve indicated that it did not
necessarily require IMF assistance. It is true that Thailand requested the IMF assistance when the
economic situation had aready deteriorated, in spite of the IMF's early warning. Indonesia agreed
to an IMF program as a precaution, but it did not work as expected. In the case of South Koreg, its
fundamentals were not particularly bad, but “a dollar liquidity crisis’ nevertheless occurred due to
therefusal of European, American and Japanese banksto rollover their huge short-term loans.

This Adian currency crisis differs from past currency crises on severa points. Firstly, the
crisis has extended more widely than in the case of past crises. Secondly, this Asian crisis generated
much wider spread criticism of the IMF and its conditiondities than in previous internationa
balance of payment crises. This paper explains the background of the Asian currency crisis.

Part | analyzesthe generd causes of the Asian currency crisis. In Part 11, a theoretical model
isexamined for a proper understanding of the currency crisis. Part I11 isthe conclusion of this paper.

1.1. BACKGROUND OF CURRENCY CRISIS
1.1.1. Economic Fundamentals

The economic fundamentals of Asian countries were very sound from the mid-1980's to
1995. While the economic growth rate was high, a low inflation rate was maintained, the
macro-fundamental s were quite favorable. Despite the current balance deficit, the size of the foreign
reserves had increased because high capita inflows exceeded the substantial current account deficit
in the countries with a small current account deficit ratio to GDP (approximately 3 - 4%: South
Koreaand Indonesia, etc.) and countries with alargeratio (8%: Thailand and Maaysia, etc.)
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Figure 1-2 Ratio of Current Account to GDP
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In Latin American countries, which have often experienced economic crisis, the fundamental
cause has aways been fisca deficit. However, the fiscal balance has generally been in surplusin the
Asian countries. The higher level of private sector investment, which is more than the leve of
savings, has meant accumulaion of foreign debts in the private sector. Mexico suffered a
consumption boom, but Asiaexperienced an investment boom.

Asinthe case of the 1994 - 1995 Mexican crisis, the currency crisisin Asiawas caused by a
rapid outflow of capital, athough this rapid capital outflow was preceded by an equaly rapid
capital inflow. It can, therefore, be argued that the rapid outflow of capital, which had earlier been
optimigtically invested by large amounts, resulted in a deepening of the Asian currency crisis.
Accordingly, analysis of capital inflow is essentia before the analysis of the capital outflow.

The worldwide capita inflow to developing countries increased sharply from $31billion in
1990 to the $120 hillion level in 1991/92, and $160 billion in 1993/94. Even though the currency
crisis in Mexico occurred at the end of 1994, the global capital inflow to developing countries in
1995 increased to $190 billion. The amount of the capital inflow to developing countries reached
$240 hillion in 1996, but declined by 30% in 1997 to $170 billion due to the impact of the Asian
currency crisis. This fact implies that the Asian currency crisis has been influenced to the globa
economy more than the Mexican currency crisis.



Table 1-1 Net Capital Inflow to Emerging Markets
(Unit: USS$ billion)
1990 | 1991 [ 1992 [1993 |1994 |[1995 | 1996 | 1997

Emerging Markets

Total 31.0| 1269| 1209 | 164.7| 1605| 192.0| 240.8| 173.7
- FDIY 176| 313| 372| 606| 843 960( 1149 1382
- Portfolio 17.1| 373| 599 1035| 878 235 497 429
- Others -3.7| 584| 238 07| -11.7| 725| 76.2 -7.3

Ada

Total 191| 358| 21.7| 576| 662 958 1104| 139
- FDI 8.9 14.5 16.5 35.9 46.8 49.5 57.0 57.8
- Portfolio -14 1.8 93| 216 95| 105 134 -8.6
- Others 11.6| 195 -4.1 0.1 99| 358| 399| -354

(of  the  above)
Countries in Crisis”

Total 249| 290| 303| 326| 351| 629| 729| -110
-FDI 62| 72 8.6 8.6 74| 95| 120 9.6
- Portfolio 1.3 8.3 63| 179| 106| 144| 203| 118
- Others 174| 185| 154 6.1| 171| 39.0| 406]| -32.3

Latin America

Total 101| 26.1| 560| 643| 474| 357| 805| 911
- FDI 67| 110| 136| 128| 243| 253| 369| 512
- Portfolio 175| 147| 304| 611| 606| -01| 252| 335
- Others -14.0 03| 120| -95| -375| 105| 185 6.5

Notes :1) “FDI” means direct investment. “Portfolio” means investment in bonds and shares, etc. “Others’ includes
short-term and longterm credit offers, loans (other than IMF loans), bank deposits, credits receivable and
debts payable. All indicate net inflow.

:2) The figures for countries in crisis indicate the totals for Indonesia, South Korea, Maaysia, the Philippines
and Thailand.
Source: IMF, International Capital Market, September, 1996

Since 1993, capita flows to developing countries have mainly been concentrated in Asaand
Latin America. Comparison between these two regions indicates that capita flowsto Latin America
exceeckd that to Adain the period from 1991 to 1993. Capitd flows to Latin America declined
after the Mexican currency crisisin 1994 and, in the period from 1994 to 1996, capita flowsto Asa
far exceeded that to Latin America. In fact, as capitd inflow to Ada increased, and more than
compensated for the decline in capita inflow to Latin America, the overdl capita inflow to
developing countries did not decline. Capitd inflows to Latin Americain 1995, after the Mexican
crigs, declined by 45% compared to the level in 1993. Meanwhile, capitd inflows to Adain 1996
were as high as $110 billion. However, the Asian currency crisis in 1997, suddenly decreased the
amount of capitd inflow to mere $14 hillion in 1997, approximately one-eighth of the previous yeer.
On the other hand, capital inflow to Latin Americain 1997 dightly increased.

Capitd inflow can be divided into (i) direct investment, which ams at controlling the right of
management with a view to conducting production/service activities and (i) portfolio investment
which ams a earning profit smply through asset management. Unlike Latin America, direct
investment has dways exceeded to portfolio investment in Asa As the mgority of direct
investment has been for Ching, it is not observed hat direct investment exceeds to portfalio
investment in other Asian countries.



Thetotal amount of private capitd inflow to four ASEAN countries (Thailand, Indonesia, the
Philippines and Maaysia) and Chinaincreased remarkably in the second haf of the 1980's. Capitd
inflow to China, during 1993 in particular, increased far above the capital inflow to Chinaand other
Adan countries before 1993. Ancther sgnificant increase of capitd inflow was observed in
Thailand, which had experienced arapid increase of capita inflow from 1988 to 1995, and suffered
acapital outflow in 1997 due to the currency crisis.

With regard to only the five countries (four ASEAN countries and South Korea), which
suffered from the currency crigs, it can be observed tha these countries received large capitd
inflows as portfolio investment and “ others’, which included borrowing from banks. In other words,
Asan countries in the currency crisis show smilarities to Mexico in terms of low levels of direct
investment.

The devauation in Thailand, which triggered the Asan currency criss, could eesily have
been predicted from the country’s macrofundamentals. While the annua export growth rate
exceeded 20% by 1995, it experienced a dradtic decline in 1996 to zero growth. This sharp decline
of the export growth rate led to a decline of the economic growth rate. Moreover, Thaland was
experiencing adeclinein asset prices, including real estate prices and stock prices, which reached a
peek around 1994, and private financid ingtitutions were beginning to accumulate potentia bad
debts. In the summer of 1996, the Bangkok Bank of Commerce (a middle-size commercia bank)
was practically bankrupt, exposing the vulnerability of the Thai banking system. It can be argued
that speculative attacks on the baht commenced againgt the background of this vulnerability of the
domestic financid sector and the large current deficit. The speculative move in May 1997 was
massve and the centrd bank logt $20 - 25 hillion through future trading out of its foreign reserves
of some $30 billion at that time (Nukul Commission, 1998), making the devauation of the baht
inevitable.

1.1.2. Spread and Deepening of Asian Currency Crisis

Following the devauation of Tha baht in July 2, 1997, the Philippine peso, Mdaysan
ringgit and Indonesia rupiah devauated by 15 - 20% between mid-July and August 1997. However,
this scale of devauation could be cons dered within the scope of correction of the over-vauation of
the loca currency in countries, where the current deficit was increasing. The IMF assistance
program for Thailand was introduced in late August. Although it was believed that IMF program
would dtabilize the currency crisis, the devauation of the baht continued. From October to
November, the extent d the devauation of the Indonesian rupiah exceeded that of the baht and the
currency crigs spread to Hong Kong and South Korea. The speculative pressures on the Hong
Kong dallar in late October led to an interest rate increase, causing a crash of stock prices The US
and European stock markets were aso affected, causing a smultaneous globa decline in stock
prices. Meanwhile, the currency criss had reached South Koreg, forcing the preparation of an IMF
program in early December. However, the program (agreed on 3rd December and officidly
introduced on 4th December) failed to cam the currency crisis and the essentidly forced rollovers



of bank loans, which took place on 24th December, was required to stabilize the local currency. The
fal of the currencies of al these countries derived from a banking crisis because of the decline of
stock prices and increased debts arranged in foreign currencies.

By January 1998, the Indonesian rupiah was devauated to one-sixth of its level before the
criss. The Tha baht, Maaysian ringgit and Korean won aso devaduated by more than 50%. This
currency crisis, however, has been stabilized by February 1998.

In Indonesa, the IMF program, including the abolition of the energy subsidy, was
implemented in April, causing apolitical unrest. Consequently, the Suharto administration collapsed
in May 1998.

The Asan currency crisis caused a serious impact on emerging markets in other regions. In
late October 1997, the crash of stock prices in Asa (particularly in Hong Kong) induced similar
crashes in the US and European stock markets, and adso serioudy affected the bond market in
Brazil and Russa. Even though the IMF prepared measures for Russiato maintain a fixed exchange
sysem in July 1998, the Russan government forced renewd of government bonds (de facto
default) and devauation of the ruble. In September, Mdaysa introduced a strong capitd control
regime, rather than implement IMF oriented-policies. In the case of Brazil, which like Russa, was
facing pressure on its currency, an IMF program was implemented in November 1998. Nevertheess,
it was forced to devaluate the Brazilian currency two months later.

Thus, the Adan currency criss from 1997 to 1998 exposed serious problems with IMF' s
ability & criss prevention as well as its criss management capability. In the modern globa
financia market, characterized by huge amounts of investment funds and speculative money, it is
clear that traditional IMF programs cannot stabilize currencies in crisis easly. In this context, the
Asdan currency crigsisatypica “21g century type crisgs’ caused by dragtic changes of the capita
account balance.

1.1.3. Common Causes of Asian Currency Crisis

Many papers have been published on the causes of the Adan currency criss. This chapter
explains the common causes and specific conditions of each country based on the andyss of
Thailand, Indonesia and South Koreg, dl of which eventudly implemented IMF assistance, and of
other countries. (While the main argument is based on Ito (1999), andysis of the Asian currency
cigs is ds found in publicaions by the World Bank (1998), the Inditute of Developing
Economies (1998), Corsetti, Pesenti and Roubini (1997) and Radelet and Sachs (1998), etc.)

The three common causes of the currency crisis examined are: (1) foreign exchange system
(dollar peg), (2) vulnerable financia system and (3) excessive short-term foreign debts.

(1) Problemsof Foreign Exchange System

Essentidly, many Asian countries adopted the dollar peg system (fixed exchange system
pegoed to the dollar). In Thalland and South Koreg, the basket system was nominaly adopted,
however since the US dollar is the highest weighted currency in the basket of currencies, the Baht



and Won are practicaly pegged to the US dallar. In Indonesia, the rupiah was linked to the dollar
through a crawling peg a an annud rate of 3 - 5%. The weight of each mgor currency in the basket
is estimated through changes of the market value. According to Frankel and Wei (1994), from 1979
to 1992, currencies to which the dollar-weight was low (79 - 80%) were the Singagpore dollar and
Maaysian ringgit, and currencies to which the dollar-weight was high (more than 90%) were the
Indonesian rupiah, Korean won, Tha baht, Philippine peso, Hong Kong dollar and Tawanese
dollar.

Dueto the dollar peg system, domestic and foreign investors did not recognize the exchange
risks in emerging markets, on the other hand, dollar-peg countries are restricted their policy making.
Firdly, the nomina exchange rate is fixed to the dollar, the export competitiveness weskens if the
domedtic inflation rate is higher than the US, due to appreciation of the red exchange rate. Secondly,
even if the exchange rae is stabilized by the dollar peg, the dollar peg system does not aways
stabilize the export competitiveness in terms of the red effective exchange rate, unless trade is
regtricted to the US. For example, the four ASEAN countries share 15 - 30% of their exports to
Jgpan and 15 - 35% to the US. The share of exports to Japan is particularly large in the case of
Indonesia, while the share of exports to the US is remarkable in the Philippines. In Singapore and
Hong Kong, the share of exports to Jgpan is less than 10%. On the other hand, in most Asian
countries, except South Korea, import from Japan exceeds those from the US. With such a strong
trade redionship with Jgpan, the dollar peg means that the exports of these countries are
consderably affected by fluctuations of the yen-dollar exchange rate. A strong yen enhances the
price competitiveness of commodities produced in Asian countries, and increases their export
growth rate. In contrast, a wesk yen adversely decreases the export growth rate (confirm the stable
progress of the baht-dollar rate and the corrdaion between the baht-yen rate and export
performance of Thailand). In terms of the current baance, a strong yen generates surplus, while a
week yen generates deficit in Asan countries. Thirdly, due to the dollar peg system, investors deem
that there are no risks in the exchange rate, consequently causing a huge inflow of short-team
capitd as well as direct investment. In high economic growth, a higher loca interest rate than the
US interest rate makes it possible to gain huge profits in a short period by borrowing dollars in the
US and invegting them in Asian countries.

(a) Current Account Deficit

The red effective exchange rate is cdculated by the weighted average of currency
fluctuations of trading partners, based on the weight of trade with individud trading partners. Figure.
1-3 indicates the trend of the real effective exchange rate.
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Figure 1-3 Real Effective Exchange Rate

200

180 — Indonesia
Malaysia

160 \ — Philippines
140 \ _ " Thailand

_ Source: JP M organ, Real Effective Exchange Rate Indices ]
The figure shows that the currencies of the four ASEAN countries had been over-vaued

since July 1995. This was because of the drong influence of Japanese Yen, which these trade
weight was high. The yentdollar exchange rate shows that the strong yen had been kept from 1993
to April, 1995, after that, it was substantialy devauated (¥80/dollar to ¥130/dollar) from the second
quarter of 1995 to 1997. As this result, the Asan dollar-pegged counties increased their exports
from 1993 to 1995, and sharply decreased from 1995 to 1996. (See the case of Thailand in Fg. 3).
Needless to say, the weak yen was not the anly reason for the sharp export decline from 1995 to
1996, low semiconductor prices and specific reasons in each country were other reasons. (Refer to
Ito (1998b) for andyss of the exports of Asan countries) However, it is a fact that the export
growth rate of Asian countries declined due to the significant yen devaluation.

The current balance/GDP ratio from 1995 to 1996 indicates-8.1% for both yearsin Thailand,
from -1.9%to -4.7% in South Koreg, from -3.2%to -3.4% in Indonesiaand from -2.7%1t0-4.8%in
the Philippines. Only Maaysiaimproved its ratio from -9.7%to -4.6% (based on the IFS database
of the IMF). Thus, it is difficult to argue that dollar-pegged exchange system could not be
maintained due to the current account deficit land ratio in GDP in the Asian countries.

In fact, there is another argument that the exchange rates were not over-vaued in the Adan
countries. It is not observed that the size of the current account deficits are not sustainable in the
Asian countries except in Thailand and Maaysa In addition, the large current account deficit did
not generate in 1997 in Thailand. The sudden collapse of the dollar peg system in 1997 was not
inevitable. In this argument, the main reason for the exchange rate collapse was the attack by hedge
funds in Thailand and the crisis contagion effect in other countries, thus, the deterioration of
fundamenta's was not considered the reason for the exchange rate collgpse. This argument implies
that it is not necessary to devaluate local currencies, rather what isneededis*last resort lending”.

Meanwhile, examining the level and changes of the current account deficit with (gross)
changes of the export performance and economic growth rate, it is possible to argue that an
over-vauation of loca currency occurred, in the sense that the current account deficit/GDP ratio
was unsustainable. In the case of Thailand in particular, the current account deficit/GDP ratio of 8%
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is the same leve as tha in the Mexican peso crigs. The current account deficit/GDP and the gross
export growth rate (dollar bass) dropped from 20% to 0%, and the economic growth rate
significantly dowed down from 8.8% to 5.5%, therefore, it is clear that the baht was over evduated,
and as a result was targeted by speculators. A current account deficit/GDP retio of 8% had dready
been recorded in 1995 in Thailand. Although the “tequila effect” after the Mexican crisis pressured
the foreign exchange market (January, 1995), the Tha baht successfully resisted the speculative
pressure for devauation. The export growth maintained more than 20% annualy, and there was no
sign of the end of high growth of economy, therefore it was estimated that the current account
deficit/GDP ratio would be improved. The subsequent dow-down of the economic growth rate and
the sharp decline of the gross export growth rate indicate the different nature of the crisis. Although
it did not display the same clear conclusions of the Thailand experience, it is true that the current
account balance was expanded in South Korea.

b) Problem of Capital Inflow

The dollar peg system can dso influence the baance of the capitd account. As foreign
exchange risk was not recognized under the dollar peg system, investment may have entered in
Asian countries without risk consideration. It is true that the complete capital liberalization under
the fixed exchange rate should aign domestic and foreign interest rates through arbitrage.” In
redlity, however, the interest rate in Asian countries was higher than the US interest rate. From 1996
to the second quarter of 1997, the short-term interest rate in Thailand, South Korea and Indonesia
was higher than 11%, while it was less than 6% in the US (federd fund rate). Thus, investorsin the
Asian countries had an opportunity to ean 5% profit margin without exchange rate risk.
Additiondly, the short-term interest rate in Japan was less than 1%. In the period of wesk yen,
investors could earn double profit from the investments in dollar-pegged emerging markets with
yen-dominated funds.

As described above, large capitd inflow occurs easily when the interest rates in emerging
markets are subgtantialy higher than in advanced countries. However, it is not necessarily true to
say that low interest rate policies are effective to prevent excessve capita inflows into emerging
markets. In the period from 1994 to 1995, the economies of emerging markets were aready
over-hedting, and low interest rates were not preferable due to domestic circumstances (probably,
low interest rate policy would have caused severe inflation). There are many arguments regarding
the difficulty of macro-policy management under “excessve’ capitd inflow from the Mexican
crisis? Based on the arguments, it is darified the basic problem of open macro-economics, capita
liberdization, fixed exchange rate regime and independence of finance cannot be smultaneoudy
sustained in these emerging markets. Under these circumstances, the trangition from the fixed
exchange rate system (dollar peg) to the flexible exchange rate sysem was a métter of time. The

The mechanism of strict interest rate arbitration only works when the maturity and credit risk of bonds areidentical.
*RefertoIto (1997) and papersincluded in this publication in regard to the difficulty of managing macroeconomic policies
when there is a huge capital inflow.



problem was that capita inflow exceeded to the level of the current account deficit. Introduction of
“flexible’ exchange rate would at least temporarily appreciate the local currency, resulting in a
larger current account deficit. Moreover, the opportunity to earn gppreciation profits for investors
due to the difference in interest rates may have attracted more speculative money. Therefore, it was
very difficult to decide the timing to introduce flexible exchange rate sysem. Thisis a problem in
policy management in emerging markets, which face to “excessve’ capita inflow and it isthe basis
for capita control policy.®

Under the dollar peg system, when the amount of capita inflow exceeds to the current
account, the foreign reserve increases. Since increase of foreign resarves is usudly consdered as
hedlthy fundamentals, it is difficult to recognize risk of increasing foreign debts.

Figure 1-4 Foreign Reserve (end of the period)
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Source: Corsetti, Pesenti and Roubini, “What Caused the Asian Currency and
Financia Crisis’

®Detailed arguments on capital control asinflow control can be found in Ito (1997) and IMF (1995).
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(2) Vulnerable Banks and Financial Institutions

Kaminsky and Reinhart (1996) argue that banking crisis and currency crisis are “twin crises’
based on the examination of many historica events, and many researchers have interests in the
conclusion.

There are bidirectiond causality between banking crisis and currency crisis. Once a currency
criss occurs, it leads to a banking crisis. When banks and companies with bank |oans have a large
amount of foreign currency dominated debts (under the pegged system), the loca currency
devauation consderably expands the domestic currency dominated debts, as a result, it leadsto
generate excess debts or bad debts. On the other hand, when a bank criss occurs, currency criss is
easy to occur due to the following reasons.

Firstly, banking crisis provides resdents with an incentive to oversees capital flight for
seeking safer financid inditutions. Capitd flight is one factor of currency devauation. Secondly,
financid policies tend to be released (low interest rate policy and assistance for liquidity), as this
result, capitd inflow from overseas decreases. Thirdly, if the financid condition of banks is poor, it
is practicaly impossible to implement a policy to defend the currency againgt pressure to currency
by increasing interest rate.

This hypothesis of “twin crises’, in fact, happened in the Asian currency crisis. All countries
which asked the IMF assgtance, Thailand, Indonesia and South Korea, experienced the fact that
substantid depreciation of the local currency resulted in generating huge bad debt in the foreign
currency dominated loans, since foreign exchange risks are not easly visible under the dollar peg
system, and low interest dollar-dominated loans have expanded debts without a proper hedge.
Therefore, the currency devauation prompted companies to hedge againg the foreign exchange
risk, which generated further currency devauation in al countries. Particularly in Indonesia, it was
found that locd private companies had borrowed huge amounts of money from foreign financia
institutions after the devaluation of the rupiah, which accelerated further the devaluation of rupiah.

More detailed analyses clarified that banking and financia crises occurred before currency
crises. In Thailand the collgpse of the asset bubble caused a considerable decline in red estate and
stock prices in 1996. Stock prices (SET index) dropped from over 1,400 points in January, 1996 to
520 in June, 1997, just before the currency criss. It can be assumed that a smilar price decline
occurred in the redl estate prices. (There is no reliable data on price of land in Thailand.) During the
process of the collgpse of the bubble economy, banks which had given loans to the congtruction
sector and red edate sector for the purchese of red edtae (or udng red edate as security)
accumulated non-performing loans and consequently saw deterioration in their financia conditions.
This was experienced in both Thailand and Japan.

In May, 1996, the Bangkok Bank of Commerce failed. In this case, the mord hazard of the
financia sector was heightened because the centrd bank did not introduce any messures to ded
with the BBC's bad debts, and after the failure the centra bank did not implement fundamental
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solutions (for example, liquidation).*  1n 1997, non-bank financia intitutions (finance companies)
suffered poor business performance, with substantial bad debts due to their involvement in the real
estate sector. They began to have liquidity problems as the inflow of funds decreased. Asthiscriss
gained momentum, the central bank provided huge “liquidity assistance’, via the FDIF, about 300
billion bahts (US$ 12 billion at the exchange rate at that time) between January and June, 1997.
Approximately, half of this assistance was loaned to the 16 worst performing finance companies.
“Finance One’ the largest finance company, aone received 37.5 billion bahts.®> On June 27th, the
central bank ordered these 16 worst finance companies to suspend their business activities. The fact
that suspension of 16 finance companies and the “liquidity assstance” occurred before the
devauation of the baht is a clear evidence that the currency crisis preceded the banking crisis in
Thailand. Moreover, on August 5th, the additional business suspension order was issued to 42
finance companies before the introduction of the IMF assistance program. However, the final
decision on the business suspension of the 58 finance companies had to wait until December 8th,
when the liquidation of 56 companies was decided, and the reconstruction plans for two companies
were gpproved. It can be said that the currency crisis and financia crisisin Thailand amplified each
other from August 20" to December 8", when the IMF program was finalized.

Indonesia showed a similar pattern, with the currency crisis aso occurring after the banking
crisis. The problem of bad debts in Indonesia had dready arisen in the 1980's, mainly in the
state-owned banks. Since the liberalization of the financial sector in 1998, many private banks were
established, but it is doubtfully that the loan screening processes of these new banks were
sufficiently supervised. In December, 1992, Bank Summa, one of the major private banks, was
liquidated.® Moreover, policy finance and many loans to banking group companies were provided
without ensuring their profitability.” Thus, it is clear that the banking sector has been vulnerable for
a long time in Indonesia. Potentid banking crisis had long existed in Indonesia. In effect, the
wide-spread banking crisis was triggered when 16 banks were closed as a result of the IMF
agreement on October 31st. Since the government did not declare the protection of al deposts,
distrust of the banking system was extended throughout the country. In addition, there was political
instability and large capita outflows, with the consequence of a significant devauation of rupiah
during December and January.

It is possible that the “bubble” phenomenon occurred in the red estate sector of Jakarta,
athough it seems smaller than in Bangkok.? However, unlike Thailand, share prices did not decline

Detalled andysis of the situation surrounding the Bangkok Bank of Commerce can be found in Nukul Commission
(1998, Chapter 4).

®>  Nukul Commission (1998, Chapter 5)

6 Maclntyre and Sjahrir (1993) provides adetailed account of thisincident.

" For example, Fane (1994, p. 31) writes that both the President of the central bank and the Minister of Finance admitted
that bad debts had increased as aresult of not only normal commercia lending but also collusion between bankers and
borrowers and corruption. He aso points out the problem of illega 1oans made by Bapindo, a state-owned bank.
Nasution (1995, pp. 26 - 27) writes that state-owned banks were weakening as they were demanded to rescue
entrepreneurs with political connections and to provide them with loans at a preferentid interest rate at the time of their
attempt to take over other companies.

During interviewsin Jekarta, several loca economists pointed out asharp increase of real estate prices. Thisincrease,
however, cannot be quantitatively shown because of the lack of land price data or dternative variables.
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before the currency crisisin Indonesia. (The share index actualy rose from 580 points in January,
1996 to 725 points in June, 1997). As far as the share prices are concerned, no substantial fall
occurred in either Maaysia or the Philippines aswasthe casein Thailand.

In South Korea, business entities caled “merchant banks’ accumulated bad debts through
borrowing money on foreign-dominated currency and lending to the real estate sector.

(3) Excessive Short-Term Foreign Debts

The third factor common to Thailand, Indonesia and South Korea was huge short-term
foreign debts in the private sector. Assuming that these short-term debts are mainly bank loans, this
part analyzes the borrowings from banks in developed countries by BIS statistics. Table 2 shows
lending from international banks in developed countries to banks, companies and the public sector
in emerging marketsin Asaand Latin America. Panel A indicates the total 1oan balance of recipient
countries; both capital inflow as well as the balance of short-term debts (repayment period within
one year). Thetotal loan balance/ GDP ratio and short-term debt balance/foreign reserve ratio are on
theright-hand side of the Pand A.

Table 1-2 Lending by International Banksto Emerging Markets

Pand A: Balance asof End of June, 1997

Lending to Emerging Markets
LoanBalance | ShOtTem | g EINoy | Lo | SR
Ussmillion) | geoas(less (%) Balanc@GDP | Money Resarve
than one year) Ratio Ratio
Japan us Europe
China 57,922 30,137 32 5 48 0.071 0.234
Indonesia 58,716 34,661 39 8 38 0.265 1.629
SouthKorea | 103,432 70,182 23 10 35 0.213 2.106
Mdaysa 28,820 16,268 36 8 44 0.293 0.609
Philippines 14,115 8,293 15 20 48 0.162 0.726
Talwan 25,163 21,966 12 10 57 0.092 0.243
Thailand 69,382 45,567 54 6 28 0.381 1411
AsaTotal | 389441 242,273 32 8 40
Argentina 44,445 23,891 4 23 59 0.158 1.303
Brazil 71,118 44,223 7 23 45 0.096 0.772
Chile 17,573 7,615 8 23 51 0.146 0.447
Colombia 16,999 6,698 8 20 59 0.105 0.674
Mexico 62,072 28,226 7 28 43 0.185 1.187
Latin
America 251,086 131,304 6 24 50
Total
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Pand B: Changesfrom 1993 to 1997

LoanBaance | Short-TemLoan/ ese Share | US Share Euro
GDP Ratio Fgggce'\%}%y Japan(%) (%) Shar%

1993 1997 1993 1997 1993 | 1997 | 1993 | 1997 | 1993 | 1997

China 00471 0.071 0.509 0.234 40 32 2 5 36 48
Indonesia 0.192| 0.265 1.622 1.629 55 39 8 8 27 38
South Korea 0.119| 0.213 1.397 2.106 30 23 10 10 33 35
Maaysia 0.166| 0.293 0.210 0.609 41 36 10 8 34 44
Philippines 0.108| 0.162 0.499 0.726 17 15 44 20 32 48
Taiwan 0.069| 0.092 0.175 0.243 27 12 16 10 41 57
Thailand 0.207| 0.381 0.733 1411 55 54 8 6 24 28
Ada 40 32 9 8 A 40
Argentina 0.107( 0.158 1.198 1.303 7 4 32 23 49 59
Brazil 0.118| 0.096 0.930 0.772 17 7 17 23 43 45
Chile 0.227| 0.146 0.557 0.447 9 8 33 23 42 51
Colombia 0.140| 0.105 0.433 0.674 17 8 28 20 31 59
Mexico 0.138| 0.185 1.029 1.187 7 7 35 28 42 43
Latin America 10 6 28 24 45 50

Notes : 1. Here, Europe consists of Austria, Belgium, France, Germany, Italy, Luxembourg, Spain and the UK.
2. Theloan balance/ GDP retios are as of June, 1993 and June, 1997.The country share comparesthefigure
for December, 1993 with the figure for June, 1997.
Source: Bank for International Settlements, “ The Maturity, Sectora and Nationdity Distribution of International
Bank Lending, First Half, 1997”, Bade, January, 1998

In terms of the totd loan balance/ GDP ratio, Thailand is the highest among Asia and Latin
American countries, illustrating that the larger the size is the country’s economy, the more it
borrows from foreign banks. The short-term debt balance/foreign reserve ratio is more than 2 for
South Koreg, 1.6 for Indonesia and 1.4 for Thailand. Since loans by more banks are based on the
currencies of developed countries, rejection of loan roll-over to a developing country means that
private banks and companies of the developing country are obliged to acquire dollars for their loan
repayment. A short-term debt (repayment period within one year) balance/foreign reserve ratio of
more than 1 means that these private banks and companies could possibly default within one year,
even if the assstance of the foreign reserves in the centrd bank is extended. It is, of course,
extremely rare that all lenders smultaneoudy refuse loan roll-over or the central bank lends its
foreign reserves to the private sector. However, this stuation actualy happened in South Korea
from November to December, 1997. The South Korean central bank loaned foreign currencies to
commercia banks as the foreign currency deposits, however, this measure could not prevent sharp
depreciation of the Korean won since the short-term debt balance/foreign reserve ratio was more
than 2 in South Korea. It can generaly be said that a high short-term debt balance/foreign reserve
ratio indicates not only the absence of any defense against the sudden herd behavior of investors but
a so the inducement of herd behavior.

Pand B, comparison of the situations in 1993 and in 1997, shows that borrowing from
foreign banks rapidly increased in Thailand. The total loan balance/GDP retio increased from 0.20
to 0.38, while the short-term debt balance/foreign reserve ratio doubled from 0.7 to 1.4. These
increases can be mainly attributed to the lending competition to Thailand via the offshore market
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(BIBF) established in 1993. Such arapid increase was not observed in Indonesia or South Korea.

Statistics on the loan share of cross-border bank lending by nationality indicate that Japanese
and European banks occupy a high share of lending in Asia, and European and American banks
occupy a high sharein Latin America. In Thailand, the share of Japanese banks is more than 50%.
Changes of these shares from 1993 to 1997 indicate a decline in the share of Japanese banks and an
increase in the share of European banks. Thus, it is considered that it was European banks which
provided loans to these countries at the final stage of the * bubble” economy.

South Koreawas characterized by a high short-term debt ratio. According to BIS statistics, as
of the end of June, 1997, South Korea had $103.4 hillion debts to international banks, of which $70
billion consisted of short-term debts, which were mainly held by the banking sector.®

In the case of Indonesig, it is difficult to accurately determine the actual amount of foreign
debts since the capital account was liberalized in the 1970's. As of the end of October 1997, when
the IMF assistance package for Indonesia was designed, the short-term foreign debts in private
banks and companies and state-owned banks and companies at the end of June is estimated about
$14 billion. On the other hand, BIS statistics indicates that the short-term foreign debts at the end of
October 1997 was $34.7 hillion, there is alarge gap between the two figures. The estimated amount
of debts in the private sector was subsequently increased. According to the figures by the
Indonesian central bank in April, 1998, the total amount of short-term foreign debts is $80.2 hillion
at the end of January, of which foreign debts in the private sector is $67.7 billion, $8.9 billion in the
banking sector and $58.8 billion in the non-banking sector.™® As these figures suggest, Indonesia’s
problem was huge borrowing by private companies directly from foreign banks, unlike Thailand
and South Koreawhere the banking sector was at the center of the foreign debt problem.

Figure1l-6 Total Debt Stocksand Debt Service Ratio
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®  According to the Nihon Keizai Shimbun (29th January, 1998), asurvey by the Bank of Koreafound Korean short-term
debts of $30 billion as of the end of December, 1997, of which $37.4 billion and $25.6 billion were debts of Korean
banks and K orean companies respectively (the remaining amount consisted of debts held at Korean branches of foreign
banks).

10 Reuter'sNews Agency, 16th April, 1998
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The important index regarding foreign debt is the debt service ratio, which served during the
Latin American crisisin the 1980's as an index for the possibility of snowballing, i.e. unsustainable,
debts. The debt service ratios of Thailand, Maaysia and the Philippines were about 10% in the
1990's, on the other hand, in Indonesia, the ratio was over 30%. However, this figure does not
include the roll-over portion of short-term debts, therefore, the repayment burden was substantially
under-estimated, when the repayment of short-term |oans was requested as the schedule.

114 Specific Conditions of Currency Crisisin Each Country

Based on the common factors mentioned above, this part examines the specific conditions of
each country regarding the crisis. Firstly, the fundamental cause of the Thai baht crisis has many
smilarities with the causes of the Mexican peso crisisin 1994 and 1995. In the Thai case, there was
doubt regarding the sustainability of the current account deficit generated by the dollar peg system.
The vulnerability of macro fundamentals was masked by the huge capital inflow from overseas
investors, who felt the security to the dollar peg system. The dow down of exports and the decline
of the GDP growth rate gradually led to mistrust of the central bank on the part of the market, which
intended to maintain the dollar peg system. In 1997, speculators began to sdll the Thai baht
concertedly. In May, 1997, the foreign reserve was totally depleted due to selling in forward market
by speculators, mainly by hedge funds. (Because of the forward position, which is off-balance shest,
the foreign reserve on the officia base did not decrease) Thailand's biggest mistake was to
maintain the dollar peg in spite of the fact that capital movement had shifted from a huge inflow to
a huge outflow. The introduction of floating exchange rates after the loss of the new foreign
reserves would have made it difficult to restore confidence or to stabilize the exchange market. This
is a lesson which had aready been taught by the crisis of the Mexican peso. The collapse of the
pegged system due to huge exchange speculation was not observed in Indonesia or South Korea
The casein Thailand exemplifiesthe role of hedge funds at the time of acurrency crisis.™

The largest problem of the Indonesian currency crisis was that the economic problem led to
political problems. When Indonesia accepted the IMF program, its foreign reserves were sufficient,
and it seemed there was no short-term problem in Indonesia. In regard to Thailand, the excuse (by
those defending the IMF) that “the measures of the IMF were not fully effective because Thailand
requested IMF assistance when the situation had already deteriorated” may be relevant. The case of
Indonesia may be described as “the health conditions deteriorated after the IMF cdled for an
ordinary hedlth check”. Initidly, the impression that the Suharto administration would not keep the
agreement with the IMF caused the devaluation of the rupiah, but the question of the credibility of
the Suharto administration gradually became a question of the credibility of the rupiah. The IMF
measures agreed on October 31t did not specifically address “the structural problem”. Thereisno
denying that the increasing stress of the IMF on “the structura problem” as the central issue to
restore confidence following the deva uation of the rupiah made the problem more complicated.

1 IMF (1998) examines the role of hedge funds but expresses a negative view in regard to the demand for accessto
information on hedge funds and the control of their activities.
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direct link between the uncertainty of the surviva of Presdent Suharto and the restoration of
credibility in the Indonesian financid market. The fact that the IMF pointed out “the structurd
problem” asthe key issue for the restoration of credibility in the agreement reached on January 15th
gave investors, who had taken “the structurd problem” for granted up to that point, the impresson
that “the structural problem,” was the fundamenta cause of the Indonesian criss. However, the
immediate implementation of “structura reform” would not have achieved a positive result. In
redity, there were many different questions, and as soon as the market judged that the reform would
be difficult, the credibility of the IMF program was log, resulting in the significant devauation of
the rupiah. However, the main issue this, huge devauation of the rupiah, is considered the capital
outflow by Indonesian resdents. Similar massive capita outflows by residents were not observed in
Thailand and South Korea.

The problem in South Korea is explained by the run on banks that is, “panic among
investors’. This was not a long-term problem of the sustainability of the current account deficit but
a cridgs of dollar liquidity. Generdly spesking, as the liquid assets of banks are limited, the loan
roll-over is simultaneoudy rejected by al creditors, and this obvioudy creates a criss. Why then
did foreign banks suddenly begin to refuse |oan roll-overs from November to December, 1997? The
contagion effect from Thailand and Indonesia (selling of assets in Asa by European and American
investors) and extension of the financid criss in Jgpan (withdrawa of Japanese banks from
overseas operation) may have been the causes. Even though the financia conditions of companies
belonging to various financid groups and other companies, were not particularly hedthy they
would not have condituted a reason for the blanket refusa of bank loans. This liquidity criss of
foreign currency did not happen in Thailand or Indonesia.

Despite the huge capitd inflow, Maaysia and China did not experience a crigs of the same
magnitude as the previous three other Adan countries. The main reason is conddered that
short-term capita was a smal proportion of the massive capitd inflow to these two countries. The
rate of depreciation of the Malaysian ringgit was larger than that of the Korean won in October and
November, 1997. The rate of the stock price fal in Maaysa was the largest among dl Agan
countries, where President Mahatir attacked speculation by hedge funds, in the mass media as “a
means to ruin the naion”. In September, 1998, one year after the occurrence of the currency crids,
Maaysa introduced the wide-ranging capita controls. In addition, Maaysia essentidly prohibited
offshore share trading (in Singapore) and the overseas remittance of money obtained by means of
the stock sales by foreign investors in the Kuaa Lumpur stock market for one year (sdes revenues
were frozen in accounts of the centrad bank). Such capita contrals of the capitd “outflow” had
never occurred throughout the peso crisis and the Asian currency crisis. Any capitd controls are
usually considered undesirable as they reduce confidence among investors. It isinteresting to seeiif
investors return to the Maaysan Market after the capitd controls are liberalized and Madaysan
economy is stabilized.

On October 23rd and 24th, 1997, three months after the beginning of the currency crisisin
Thailand, there was a huge short sdlling of currency in Hong Kong. Although the Hong Kong dollar
was successfully defended, the loca interest rate increase caused a massve fal of sock prices. As
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Hong Kong has adopted the currency board, the loca currency supply has increased or decreased to
meatch the scale of intervention, conducted to maintain the fixed rate. The government intervention,
in the form of buying Hong K ong dollars (reduction of the foreign reserves) to protect the currency,
decreased the money supply and increased the interest rate, in turn, leading to a decline in stock
prices. The massve fdl of sock prices in the Hong Kong market soread to stock markets in not
only Asabut aso in Europe and New Y ork, then, thisis the first case of the contagion effect from
Asiato the worldwide financial markets worldwide.

The case of China is amilar to that of Maaysa since the large proportion of the capita
inflow was direct investment, and it prevented the occurrence of a short-term liquidity criss.
China sforeign reserve was the second largest after Japan and, at first glance, there was no obvious
factor causing currency devauation. Moreover, capital controls meant that speculators were ungble
to short sdl local currency. In the second haf of 1998, the control of current account transactions
(remittance of dividends on direct investment) was tightened. It may have been that such tightening
of control was introduced to counteract the oversees parking of foreign currencies through
import-export leads and import-export lags (delay of the transfer of export earnings home and the
acceleration of dollar conversion to pay import costs). Supporting evidence of import-export leads
and lags is the dgnificantly smaler increase of the foreign reserves ($5.85 hillion) than the trade
surplus ($43.6 hillion) in 1998. (Up to 1997, any increase of the foreign reserves fairly accurately
reflected the size of the trade surplus.) The decision in the autumn of 1998, which forced investors,
including foreign creditors, to cary the loss as pat of the bankruptcy administration of the
Guangdong Internationa Trust Investment Corporation (GITIC), may cause a substantial declinein
foreign invesment. Whether China can maintain the dollar peg sysem will depend on its
sustainable export competitiveness, and the dow down of economic growth, to reduce imports.

1.2. EXAMINATION OF THEORETICAL MODELS

In this chapter, let us consder what kind of questions have been raised by the Asian currency
crigs through examining criss-related literature, which will be dlassfied into pre-criss and
post-crises ones and be analyzed separatdy. (For example, Krugman (1997) and Hood and Marion
(1998) offer a convenient generd view of the various theories on the currency criss) Many
materids written prior to the Asan currency crisis appear to have been stimulated by the ERM
crigsin 1992 and 1993 and the Mexican crissin 1994.

1.2.1. VariousTheorieson Currency Crisis. Under standing Prior to Asian Currency Crisis

Here, models to explain the currency crisis and magor empirica research prior to the Asan
currency crigsare reviewed. A currency crisisis usudly understood to be a collgpse of the domestic
monetary system together with the drying up of foreign reserves in a country adopting a fixed
exchange rate. Moreover, szable fluctuations of the exchange rate beyond the theoreticaly
gopropriate range under a floating rate may conditute a currency criss in a broader sense.
Furthermore, even if there are no currency fluctuations, a substantial decline of the foreign reserves
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to fend off speculation may be described as a currency crisis in the sense that the country’s
monetary system is subject to a speculative attack.

(1) First Generation Model

The modd cdled the first generation mode to explain the crisis of a fixed exchange rate
system is a group of models beginning with that proposed by Krugman (1979). Krugman showed
the mechanism for the occurrence of a currency criss under the Stuation where expansonary
money supply by the centrd bank finances a chronic fiscal deficit. Krugman became famous for
modeling the process where speculation occurs in response to a reduction of the foreign reservesto
acertan levd, ingantly drying up the reserves ingtead of their gradua decrease to zero to cause a
collapse of the fixed exchange rate system. This modd was further developed into a linear model
by Hood and Garbor (1984) who introduced the concept of “a shadow floating rate’ and formulated
the mechanism whereby a shadow floating rate in response to changes of fundamentals eventuadly
leads to a collapse of a fixed exchange rate sysem. However, they failed to explain how this
shadow floating rate could be observed.

The first generation mode gppears suitable to explain the criss of the Mexican peso in 1994
where agrowing fisca deficit dried up Mexico's foreign reserves, making it impossible for Mexico
to maintain a fixed exchange rate. In particular, the substantial dwindling of the foreign reservesin
the last several weeks iswell explained by the Krugman moddl.

(2) Second Generation M odel

The socdled second generation model was presented by Obstfeld (1986) who used a
multiple equilibriamodel to show that a currency crisis may occur from a self -fulfilling speculative
attack by speculators when the market detects the motivation for policy makers to adopt arbitrary
financid policies. The second generation modd indicates that economic conditions are not
necessarily determined by fundamentals done but the behavior of speculators can change the seate
of equilibrium. To explain the European currency crisis from 1992 to 1993, Eichengreen and
Wyplosz (1993) and Obstfeld (1994), etc. assert that the first generation model cannot explain the
crissfor which afiscal deficit was not a specific cause and that it is more properly explained by the
multiple equilibria modd.

It is difficult to judge whether the first generation model or second generation model is more
suitable to explain the crisisin Thailand. The fact that afiscd deficit was not the fundamenta cause
does not favor the Krugman mode. Moreover, the drying up of the foreign money reserves due to
huge speculation made by non-residents in 1997 makes the second generation modd appear more
suitable. However, it is uncertain how long the fixed exchange rate system would have been
sudtaned if the speculation in May, 1997 had not taken place. This is because no modd existed
until the occurrence of the Asan currency crisis to incorporate the Stuation of a huge inflow of
private capital.
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(3) Contagion Model

While the two models described above may be gppropriate to explain the occurrence of a
currency crisisin asingle country, the third model triesto explain the contagion of acurrency crisis
across nationd borders. An early attempt to establish such atheoretica model was made by Gerlach
and Smets (1995). Having examined currency crisis contagion in Scandinavian countries, they
showed the mechanism of contagion whereby a currency crisis occurring in one country spreads to
another with strong trade linkages, thereby explaining that rapid depreciation of the nomind
exchange rate can occur even if the factors to generate a currency crisis are not present. In the case
of the Mexican crisis in 1994, the phrase “the tequila effect (tequila hangover)” was invented to
draw attention to the phenomenon of “contagion”. Consdering the fact that the Mexican currency
criss was followed by strong pressure for devauation on such Latin American countries as
Argentina and Brazil, theoretical as well as empirical anadyses of the currency crisis causes made
good progress. Eichengreen, Rose and Wyplosz (1996) theoreticaly and empiricaly explained that
currency crisis contagion is likely to occur in countries with strong trade links and aso in countries
with similar macroeconomic conditions.

(4) Causal Model of Banking Crisis

While various analyses were conducted from around 1990 on the problem of financid and
banking crises in developing countries, Kaminsky and Reinhart (1996) explicitly andyzed the link
between a currency crisis and banking crisis using the nickname “twin crises’. Using data on 20
countries in Asia, Europe, Latin America and the Middle East for the period from 1970 to 1995,
they put forward the argument that a banking criss is likely to occur during a recesson after
long-term economic boom supported by the expansion of domestic credit and inflow of foreign
capital and can further deteriorate due to the emergence of problems related to deposit insurance,
insufficient supervison of banks and mord hazard. They dso showed that a financid crisis may
condtitute a leading indicator of a currency criss but that the reverse case where a currency criss
occurs prior to a banking crigs is a rare phenomenon. (Mishkin (1997) and Caprio (1997) describe
the problem of a banking crisisin developing countries in more detail.)

Meanwhile, Goldfgn and Vades (1997) argue that financid inditutions which create
liquidity enable a large-scale capitd inflow and increase the risk of a large-scale capita outflow at
the same time by extending the bank run modd of Diamond and Dibvig (1983) to an open economy,
suggesting that the balance of payments-type currency crisis explained by the first generation model
and a banking crisis could smultaneoudy occur.

(5) Sustainability Approach

This approach tries to explain the mechanism of a currency criss by examining whether or
not the levels of the current account deficit and capital inflow can be maintained or if they are
sustainable for a long period of time. Miles-Ferretti and Razin (1996a,b) show that the likelihood
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of a currency crigs is high when various macroeconomic and financid indicators predict the likely
outcome of a mgor imbaance of the current account. The link between the occurrence of a
currency crisis and subsequent substantial improvement of the current account deficit (current
account reversd) is explained by Milesi-Ferretti and Razin (1998) who show that such a current
account reversa due to a currency criss often takes place in Latin American countries using data
for the period from 1970 to 1996 prior to the Asian currency crisis.

According to Ito (1997), the Mexican crigs had a characteristic of a consumption boom
rather than an investment boom, together with an increase of the foreign debt/GDP ratio. It is
suggested here that market judgment on the loss of sugtainability was the main cause of the
currency crisis.

(6) Herd Behavior

There is dso an approach to anayze the mechanism of a currency crisis from the viewpoint
of herd behavior. Devenow and Welch (1996) classify this approach into the following patterns.

There is the “payoff externdities’ pattern where the behaviord payoff increases with an
increased number of people following the same behavior. In addition to the bank run mode of
Diamond and Dibvig (1983), the “information acquistion” modes of Brennen (1990), Froot,
Scharfsein and Stein (1992) and Hirshlefer, Subrahmanyam and Titman (1998) fdl under this
pattern.

This is the pattern where people follow the behavior of others while ignoring their own
information in order to maintain their reputation when there is incomplete information in the market.
The modds put forward by Scharftsein and Stein (1990), Rgan (1994) and Zwiebd (1995) fdl
under this pattern.

Under this pattern, people make an optimum decison on whether or not they will copy the
behavior of others by conjuring information fom the past behaviora pattern(s) of others. The
models put forward by Bikhchandani, Sushil, Hirshleifer and Welch (1992) and Welch (1992) fall
under this pattern.

All of these herd behavior modds take notice of the process where people determine their
own behavior based on the assumed behavior of others, which render ther linkage with
conventional macroeconomic models difficult. In addition, the most crucia point is related to the
role of expectations, making positive andysis more difficult. Consequertly, the concrete gpplication
of herd behavior to currency crisis analysis has so far been far from sufficient.

(7) Main Positive Resear ch

The currency crigs in Europe provided the simulus for podtive research and econometric
andysis of a currency crisis. However, specid attention is required when degling with the postive
andysis of a currency criss as each researcher tends to anadlyze using his own definition of a
“currency criss’. For example, Eichengreen, Rose and Wyplosz (1995,1996) include “an
unsuccessful speculative attack” in the definition of a currency criss because it can be argued that
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they experienced acrisis by substantial pressure for devaluation due to alarge decline of the foreign
reserves even if the currency was not deval uated.

Eichengreen, Rose and Wyplosz (1995) conducted the fird large-scale econometric analysis
of acurrency crisis usng pand dataon 20 OECD countries for the period from 1959 to 1993. This
andysis shows a close relationship between a currency crisis and deterioration of the current
account and that both a current account deficit and decline of the foreign reserves are related to an
expansionary monetary policy, supporting the theoretica conclusions of the above mentioned first
generation mode.

Frankel and Rose (1996) anayzed the factors of a currency crisis in developing countries
using panel data on 105 countries for the period from 1971 to 1992. They detected a close link
between a currency crisis in developing countries and a decline of the direct investment/foreign
debt retio, lowering growth rate, increase of domedtic lending and interest rate increase among
developed countries.

Econometric analysis of currency crisis contagion was first conducted by Eichengreen, Rose
and Wyplosz (1996). Here again, pand data on 20 OECD countries for the period from 1959 to
1993 was used to find that contagion of a currency crisis from one country to another occurs with a
probability of 8%.

1.2.2. Theoretical Models of Asian Currency Crisis
(1) Moral Hazard/Asset Bubble M odel

It was Krugman (1998) who pointed out that the recent Asian currency crisswas anew type
of currency crisis beyond explanation by conventional models. Krugman argues that financia
inditutions, which had fdlen into a sate of mora hazard by obtaining an implicit government
guarantee vis-a-vis lending, caused an asset bubble through excessive investment and that the
eventua burgting of the bubble led to the bankruptcy of such financid indtitutions via the collgpse
of asset prices, causing a currency crisis.

In his own first generation modd [Krugman (1996)], excessve government expenditure
supported by an increased money supply by the central bank causes domedtic inflation, in turn
becoming the prime mover in the collapse of a fixed exchange rate system. In East ASian countries
where no significant fiscd deficit problem existed, the new mode [Krugman (1998)] asserts that
excessve investment by the private sector caused an asset bubble. The gppropriateness of this
argument depends on whether or not there was a government guarantee, be it ether explicit or
implicit, regarding lending by financid ingtitutions.** If the new mode! intends the incorporation of
the generation and bursting processes of an asset bubble, this moddl must be compared to the credit
cycle model to be described later for evauation of its vaidity. In any case, the gppropriateness of
this modd can only be assessed by empirica andysis of the causes of the Adan currency criss. In

2K rugman (1999) presents a new model which incorporates the role of the balance sheet for investmant dedsons
by companies and the role of capital movement to affect the real exchange rate in response to the progress of positive
research on the Asian currency crisis.
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redity, however, it is difficult to prove that investors in the Asan economy where the bankruptcy of
financia indtitutions was arare phenomenon were well aware of the possibility of the insolvency of
the banks in which they had invested.

Corsetti, Presenti and Roubini (1998) showed the mechanism whereby excessive investment,
excessve foreign debts and the occurrence of a current account deficit lead to a criss, assuming the
mora hazard described by Krugman (1998).

(2) Liquidity CrisisModel

Chang and Vedasco (1998b) modded the mechenism whereby a lack of internationd
liquidity in the banking sector leads to a financia crisis and point out that the liberdization of
domestic finance and inflow of foreign capital accelerate this shortage of liquidity of banks. They
show that a collapse of banks stdls the economy through a credit crunch as well as destroys asset
prices. They aso showed that when the centrd bank plays the role of “lender of last resort” under a
maintained fixed exchange rate system, “arun on banks’ will result in “a run on the economy”.

Chang and Vedasco (1998c) demondrated the process of a banking criss turning into a
currency crisis and also verified that the Asan currency crisis fits the model proposed by them
(1998b) and that the maintenance of the fixed exchenge rate system and preserved function of the
central bank as the lender of last resort constituted the background of the crisis.*®

(3) Banking Crisis Approach

The Asian currency crisis was characterized by the accompanying collapse of the financia
system in the form of the bankruptcy and closure of banks as well as non-banks. While the liquidity
criss mode discussed in (2) aboveis closaly linked to the inherent problems of the financia sector,
other research related to the banking crisisis summarized in this section.

Burnsde, Eichenbaum and Rebelo (1998) argue that an implicit government guarantee to
save the banking system will burden a prospective deficit in the fiscal sector and that a speculative
attack will occur when the present vaue of thefuture fiscal deficit increases. Thismode is based on
a combination of a banking crisis and the first generation model.

Miller (1998) goes beyond the conventiond argument of criss transformation from a
banking crisis to a currency crisis or from a currency criss to a banking crisis and points out the
possibility of crisis contagion through twisting at the border from abanking crisisin country A to a
currency crisisin country B or from acurrency crisisin country A to abanking crisisin country B.

While the podtive andyss of a banking criss put forward by Demirglic-Kunt and
Detragiache (1998) and Eichengreen and Rose (1998) uses domestic macroeconomic indicators and
externa indicators, including the red exchange rate and growth rate as well as the interest rate, of

13 Based on Diamond and Dibvig (1983), Chang and Velasco (19983) examine the financia vulnerahility, foreign
exchange system and financia policy in an open economy from the viewpoint of maximizing social welfare. According
to their argument, while a fixed exchange rate system can optimize socia welfare asin the case of aflexible exchage
rate system, it is vulnerable to runs on banks and currency crises.

26



advanced countries, etc. as explanatory factors, Caprio (1998) argues that the occurrence of a
banking criss should be andyzed using the capitalasset raio of banks and the levd of the
supervisory system of the financia sector, etc. as direct explanatory factors. Although the scoring
method used by Caprio appears to be rather crude, his approach suggesting the posshbility of
currency crisis contagion due to the vulnerability of the financid sector instead of red factors,
namely trade relationship, provides a new viewpoint.

(4) Contagion Approach

The latest Asan currency crisis originaly commenced in Thailand and then spread to other
ASEAN countries and South Korea. The fact that a large number of countries suffered the collapse
of monetary system and countries with relatively good fundamentals like South Korea got involved,
made us pay more attention to the role played by contagion. It can aso be said that the Asian crisis
goread as far as Russia and Brazil with the passing d time. (From another point of view, it may be
argued that the policies employed by Brazil and Russia could not have been sustained were it not
for the Adian crisis)) The phenomenon of contagion is explained, for example, by Glick and Rose
(1998) who show that the cause of currency crisis contagion can be positively explained by finding
out high-rankings of Maaysa, Indonesia and South Korea in the trade linkage points assuming
Thailand as the seigmic center of the currency criss. Andyss was dso conducted by Masson
(1998) who atempts to define and demondtrate contagion soldly by its linkage with multiple
equilibria

(5) Panic Model Approach

The financid panic modd describes a currency crisis as the result of a spreading domino
effect caused by the sudden withdrawa of short-term funds by a lender. When the amount of
short-term capita from banks in advanced countries exceeded their outstanding foreign reserves in
South Korea, Thailand and Indonesia, it was obvious that the foreign reserves would soon be dried
up if dl these banks uniformly refused the roll-over of invested capital. The panic mode appearsto
be paticularly relevant to South Korea where the refusa of roll-over by foreign financid
ingitutions, despite the fact that the fundamentals were not too bad, was dmost exhausted foreign
reserves. This kind of panic modd is expanded by Radelet and Sachs (1998), originaing from the
panic mode for domestic finance proposed by Dybvig and Diamond (1983).

(6) Credit Cycle Approach

A characteridtic of the latest Asian currency crisis is that it was accompanied by the boom
and bust of the asset bubble involving shares and red edtate as in the case of Thailand. Edison,
Luangaram and Miller (1998) investigated the mechanism of rising asset prices above equilibrium
prices by incorporaing asset investment relying on bank lending in the credit cycle mode of
Kiyotaki and Moore (1997). In presenting this multiple equilibrium model, they also argued for the
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necessty for policy intervention because d the possibility of involving prudent companies in the
revison of bubble prices.

(7) Various Positive Resear ch

Sachs and Radelet (1998a) point out that the problems faced by East Asian countries were
not serious prior to the currency criss, from both the macroeconomic and microeconomic aspects
and that (i) the centrd role played by the panic behavior of oversess financid ingtitutions in the
crigs and (ii) the worsening of the vulnerability to panic due to the substantia capital inflow from
oversess prior to the criss, shaped the characteridtics of the Adan crigis. In another paper (1998b),
they aso point out that there were three factors to the criss: (i) changes of the international market
environment, (ii) inappropriate growth policies adopted by Asian countries and (iii) inherent
instability of the international capital market.

Meanwhile, 1to (1998a) summarizes the three causes of the Asian currency criss as. (i)
employment of afixed exchange rate system pegged to the dollar by Thailand and many other East
Asian countries, (ii) vulnerability of financid ingtitutions in these countries and (iii) predominance
of short-term capitd in the capita inflow. The mechanism of the collapse of the dollar peg system
was modded by Ito, Ogawa and Sasaki (1998) using the duopoly modd which proposed the
desrable currency basket formula after the criss. I1to (1998b) describes the process where the
maintenance of the dollar peg system and the weak yen have dowed down the export growth of
East Asian countries since 1995.

By comparing the Asian currency crisis with the Latin American currency crisis, Kaminsky
and Reinhart (1998) argue that the structure of the crisis in these two regions is becoming
increasingly amilar as, in the 1990's, short-term borrowing rapidly grew in Asa, where direct
investment used to be the main force of capitd inflow, while in Lain America direct invesment
expanded its share, partly due to the implementation of inflation stabilization programs.

Whether it was possible to predict the Asian currency crisis has been dealt with in a series of
papers on the early warning sgnas. Kaminsky and Reinhart (1998) and Kaminsky, Lizondo and
Reinhart (1998) pointed out the foreign reserves, real exchange rate, domestic lending, lending to
the public sector and inflation rate as the most sgnificant leading indicators of a currency crisis,
which is likely to occur within the next 24 months. When these indicators rise above certain
threshold values.

Through comparative anaysis of the Mexican currency crisis and Tha currency crisis,
Goldfgn and Vaddes (1998b) disclose that while over-vauation of the real exchange rate could
condtitute aleading indicator of a currency crigs, it is difficult to believe that the expected exchange
rate plays the role of predicting a currency criss. Montes (1998) describes the background of the
Asian currency criss in a comprehensive manner, pointing out the mis-management of “twin
liberdizations’, i.e. liberdization of domestic finance and liberdization of internationd capital
transactions, as a specia cause of afinancial crisis.
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(8) Criticism of IMF

During the Adan currency criss, the IMF prepared assstance programs for Thailand,
Indonesia and South Korea (and the Philippines prior to the occurrerce of acriss). Criticisms of the
IMF's prescriptions are outlined in this section. Although the extreme argument that the IMF
completed its mission with the collapse of the Bretton-\Woods System in 1971 is not put forward
here, it must admit to have made some mistakes in dealing with Asian currency crisis.™

Criticiam of the IMF centers on whether or not the conditionalities of economic policies
imposed on Asian countries facing a currency crisiswere appropriate. To be more precise, criticism
of the IMF is classfied into (i) whether the tight macroeconomic policy imposed on Asian countries
was gppropriate and (ii) whether placing emphasis on the structural policy rather than on the
macroeconomic policy was appropriate.

With regard to the firgt point, Ding, Domag and Ferri (1998) criticize the IMF that some
Asian countries advised to tighten monetary policies after the occurrence of the crisis faced a credit
crunch which resulted through the propagation channels of monetary policy, such as credit rationing
and flight to quality by both banks and depositors, worsening the overall activities of the economy.

With regard to the second point, Feldstein (1998) points out thet in the face of the Asan
currency cridgs, the IMF migstakenly responded by demanding structural reform which was
essentidly ingppropriate as a short-term measure because it had extended its new business to
aranging economic structura transformation through its dedlings with the Latin American debt
crigsin the 1980’ s and assisting trangtions of the former Soviet Union and East European countries,
exceeding its original role as a guardian of the fixed exchange rate system.™

The IMF counter-argues such criticism mainly through its web ste. The IMF (1998) admits
that the conventional supervisary system of financia ingtitutions was insufficient in view of the fact
that the vulnerability of the financia system was one factor causing the Asan currency crisis and
that it made the mistake of under-estimating the post-crisis contraction of the real economy and the
contagion effect. However, it defends its prescriptions by pointing out thet it made the necessary
swift decision on assistance to restore confidence in the economy.

Smilaly, from the point of view of the IMF, Goldfgin and Baig (1998) ague that there was
little evidence for the excessively tight financid policies introduced after the crisis as the red
interest rate had become negative in some countries after that and that the introduction of tight
financia policies was then urgently required to rectify the undervalued level of the red exchange
rate which had over-swung from the overvalued leved of the pre-crisis period.

1 Krueger (1998) studies the establishment purposes of the IMF and World Bank, their changing rolein their 50 years of
operation and future prospects athough reference to the Asian currency crissislimited. 1to (1999) and Corden (1999)
criticizethe IMF in relation to the Asian currency crisisin order.

> Feldstein (1999) assetsthat it is necessary for developing countries to secure sufficient liquidity through their own
efforts instead of relying on the help or aid of the IMF and other international organizationsin order to strengthen their
resistance to speculative attacks and proposes the establishment of a credit facility by private financia ingtitutions using
trade receivable as security as ameans of securing liquidity at arelatively low cost.
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1.3. POLICY IMPLICATIONSOF THEORIES

The Adan currency crisis is explained from various theoretical modelsin Part 1. This part
examined how effective these theoreticd models are to explain the Asian currency crisis. As
described in Pat 1, the Adan currency criss has many aspects, therefore, andysis of the
applicability of the theories to the Asian currency criss on each country is necessary. Firdly, the
relationship between the specific conditions of each country discussed in Part |, and the theoretica
models described in Part |1 is summarized below.

Thailand’'s experience indicates a mixture of the old aspect where the traditiond currency
criss modd gpplies (unsustainability of a fixed exchange rate due to the drying up of the foreign
reserves) and new aspect (possibility of the emergence of amoral hazard due to the large movement
of private capitd). Facing the Stuation where the inflow of a large amount of short-term capital
supported the domestic bubble, followed by a huge outflow resulting from the bursting of the
bubble, it is difficult to demonstrate how much oversess investors made investments Smply based
on optimigtic forecasting or how much mora hazard existed. While speculation by hedge funds
played a mgor part in the collgpse of the fixed exchange rate in Thailand, it is not certain whether
the fixed exchange rate system could have been maintained if no such speculation had taken place.
The high current account deficit/GDP ratio of 8% strongly suggests that the fixed exchange rate
could have been unsustainable without policy changes. It is clear that hedge funds did not give
enough time for such changes. In the case of Thaland, a banking criss and currency criss
simultaneously occurred.

The problem in Indonesia was not purely economic because of the growing importance of
politica issues (sustainahility of the Suharto regime), in addition to economic issues. However, the
banking crisis gpproach appears to be gppropriate in the sense that a banking crisis and currency
crigs smultaneoudy occurred. There was aso strong contagion from Thailand. The Situation from
December 1997 to January 1998 when the politica criss deepened, may be suited to the panic
model approach.

The liquidity criss modd and panic modd gpproach are the most appropriate for South
Korea. Although the fundamentals were not particularly bad, the crisis degpened because of theend
of dollar fluidity (dso drying up of the foreign money reserves), in turn caused by refusa of the
roll-over of short-term capitd by Japanese, American and European banks. The presence of a
flexible exchange rate did not solve the problem.

The mogt important point is that the contagion effect of the Asian currency crisis was very
strong. The impacts of the Asian currency crisis, which started in Thailand and which spread to
neighboring Asian countries, were stronger than in the case of any earlier currency crises. The fact
that many economists believe that South Korea would not have experienced a currency crisis were
it not for the crisisin Thailand and Indonesia illustrates the strength of the contagion effect.

From a dightly different viewpoint, it can be argued that the cause of the Asan currency
criss lay with the pursuit of the “impossibility” of meeting al the requirements of (i) the dollar peg
system, (ii) capitd liberdization and (iii) the independent financid policy. As taught by any



standard textbook on internationa macroeconomics, it is impossble to smultaneously meet the
requirements of these three issues. Accordingly, the Asan currency crisis was inevitable and its
solution was conddered as removing one or two of these three principles. This dtuation is
summarized in the table below.

Table 1-3 Policies after the Crisis

Capital Independent

Dollar Peg Liberalization Monetary Policy Asian Examples

Yes Yes Yes Crisis! Asian countries before 1997

Post-currency crisis
Adoption of flexible | Thailand, Indonesia,

No Yes Yes exchangerate system | Philippines, Taiwan, South
Koreaand Singapore
. Chinaand post-crisis
Yes No Yes Capital control Malaysia
Yes Yes No Currency board Hong Kong

The firgt option to escgpe from this “impossibility” is to aandon the dollar peg system in
order to shift to a completely flexible exchange sysem. Many Asian countries which have
voluntarily or under force abandoned the dollar peg system have since maintained a flexible
exchange rate sysem. Many economidts bdieve tha a shift to a flexible exchange rate system
eradicates acurrency crissin developing countries aswell as emerging markets. However, from the
point that violent fluctuations of the exchange rate are undesirable even under the flexible exchange
rate systlem, a shift alone does not eradicate “a currency crissin abroad sensg’. The last point was
clearly demondrated in Indonesia and South Korea where a currency crisis occurred after the shift
to a flexible exchange rate system.

The second option is to introduce “capital control” while maintaining a fixed exchange rate
system. If the inflow and outflow of short-term capita based on yield differentia can be controlled,
it is possble to maintan both an independent financid policy, i.e. detachment of the domestic
interest rate from the interest rate in the globa market, and a fixed exchange rate system. China has
long maintained capitd control since before the crisis, while Mdaysia introduced capitad control in
September 1998, when it restored the fixed dollar peg system. As capita control mainly focuses on
short-term capital, the control of direct investment does not enter the arena of the debate on
currency defense. In regard to crisis prevention measures, the effectiveness of contralling “the
inflow” of short-term capital as a preventive measure is often advocated. While there is increasing
support for inflow control in the aftermath of the Asan currency criss, there is controversy
regarding the Malaysian capital control because of itsinclusion of outflow control.

The third option is to abandon an independent monetary policy, an example of which is the
currency board system employed by Hong Kong. Under this system, the centra bank intervenes to
maintain the fixed exchange rate system in response to the amount of capital which fredy movesin
and out of Hong Kong. The currency board system automaticaly increases or decreases the
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monetary base of the domestic currency in response to an increase or decrease of the foreign
reserves as a result of intervention. The mechanism of declining the domestic money supply due to
capital outflow automaticaly provides an incentive for capital inflow to take advantage of therising
interest rate has earned the reputation of being highly resistant to speculation. In fact, such strong
resstance of the currency board system to speculation has so far been proven in Argentina and
Bulgaria, which adopt this system. Even so, intervention in the stock market was necessary in Hong
Kong as speculation smultaneoudy occurred in the foreign exchange market and share market,
illustrating the fact that the currency board system is not a universal remedy.
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CHAPTERII

POLICY SUGGESTIONS OF EACH COUNRTRY'SECONOMISTS

This chapter introduces the policy suggestions for the economic recovery by economists
representing each country (Thailand, Indonesia, Philippines, China). We consigned the writing
from the following persons: Thailand, Dr. Kitti Limskul Chulalongkorn University, Indonesia, Dr. Sri
Mulyani, Director,Ingtitute for Economic and Social Research, University of Indonesia; the
Philippines, Dr. Mario B. Lamberte, Acting President, Philippine Indtitute for Devel oppment Studies;
and China, Dr. Huijiong Wang, Vice President of Academic Committee, Development Research
Center of the State Council. In this chapter, only the main points of their suggestions are
summarized, and the originas can be read in the appendix.

Also, these policy suggestions were presented at the Bangkok workshop in February 1999,
and discussed among the participants, including the policy makers of each country.1 This chapter
aso introduce the substance of this discussion.

Finaly, we summarize the common issues for the economic recovery of each country, and
general comments of the workshop as the regional approaches to these issues.

! Main atendants were as follows.

Thailand: H.E. Mr. Tarrin Nimmanhaeminda, Minister of Finance (Guest Speech)
Dr. Kitti Limskul, Faculty of Economics, Chulaongkorn University (Presenter)
Mr. Sasnsern Wongcha-um, Deputy Secretary Generd, Nationa Economic and Social Development
Board (Commentator)

Indonesia Dr. Sri Mulyani Indrawati, Director, Ingtitute for Economic and Socia Research, Faculty of
Economics, University of Indonesia (Presenter)
Dr. Soekarno Wirokartono, Deputy Chairman for Fisca and Monetary Affairs, Badan Perencanaan
Pembangunan Nasiond, BAPPENAS (Commentator)

Philippines: Dr. Mario. B. Lamberte, Acting President, Philippine Institute for Development Studies (Presenter)
Ms. OfdiaM. Templo, Assistant Director-Generd, National Economic and Deve opment Authority
(Commentator)

China Dr. Huijiong Wang, Vice President of Academic Committee, Development Research Center of the
State Council (Presenter)
Dr. Xugjin Zuo, Vice President, Shanghai Academy of Socid Science (Commentator)

Japan: H.E. Mr. Hiroshi Ota, Ambassador Extraordinary and Plenipotentiary of Japan to the Kingdom of
Thailand (Guest Speech)
Prof. Shiteru Ishikawa, Emeritus Professor of Hitotsubashi University (Commentator)
Prof. Takatoshi Ito, Hitotsubashi University Concluding Remarks)

OECF: Mr. Toru Shinotsuka, Vice President, Member of the Board, OECF (Opening Remarks)
Mr. Yuji Morimoto, Chief Representative, OECF Bangkok Office (M oderator)
Mr. Kaoru Hayashi, Director, 1¥ Division, Operations Dept. |1, OECF (M oderator)
Mr. dunichi Yamada, Senior Economist, Director, Research Ingtitute of Devel opment Assistance
(RIDA), OECF (Moderator)



21. THAILAND

211. Palicy suggestionsfor the economic recovery in Thailand (Dr. Kitti Limskul, Faculty of
Economics, Chulalongkorn University)

As of December 1998, the exchange rate of Baht is stable and the current balance has been
improving, but the domestic economic recession has continued. Below, we propose palicies which
are necessary for Thailand in order to prevent the economy breaking in the short term, to achieve
structura adjustment in the medium term, and to start the sustainable economic growth in the
long-term.

(2) Short-term action plans
Stimulation of domestic demand and job creation through public investment
+  Implement labor-intensive projects both in citiesand rural areas.
Eliminate social unrest through reief to individua debtors, and employment policies
«  Thegovernment establishes a council to promote debt restructuring in the local level.
«  Improve the efficiency of job introduction systems through the computerization.
Strengthening of banking system

The Ministry of Finance and the Bank of Thailand establish a monitoring system of financial
ingtitutions and a credit reference system to publicize the soundness of borrowers.

«  The Minigtry of Finance and the Bank of Thailand carry out reeducation of the auditors and
bank examiners.

. Transfer the role of the FIDF (Financia Ingtitution Development Fund)® to the Deposit
Insurance System.

« Introduce a system that discloses the soundness of financia ingtitutions anytime, and
reinforce monitoring functions, in addition to preventing bank runs and panic as much as
possible.

Export promotion
«  Grant export credit.

(2) Medium-term action plans
Monitoring of capita inflow
« All trading transactions and capital transactions must be reported to the Bank of Thailand
compulsory, and monitoring of capital movement is strengthened.
«  Grant tax preferential measures to companies which transfer their funding procurement
structure from short-term funding to long-term funding.
«  Egablish the early warning system in respect to instability of the capital market.

2 Aninterna organization of the Bank of Thailand established in 1985; accepts capital increase of commercia banksand
finance companies that have falen into management crisis, aswell as acquiring new stocks, dispatching management
teams and providing low interest loans.



Financia policies

In order to stimulate domestic demand, start the fisca stimulus as wel as financid
deregulation.

(3) Long-term action plans
Human Resource Devel opment for advance industry

The Thai government formulated an industrial structure adjustment master plan in order to
build an export production based on high value-added products by 2002. However, there
are some redtrictions for this objective.  Firdt is the difficulty of stable supply of the low
interest, and long-term fund. Second is the lack of human resources to foster industrial
enterpreneurs capitdigts. Third is the lack of speciadlists industrid technology, finance,
marketing, and product development fields. In order to overcome these redtrictions, the
following action plans are necessary.

Establishment of a training system in order to modernize the technology and knowledge of
human resources in the private and the public sectors.

Establishment of a technology transfer agency which provides fundamental know-how of
R&D to companies.

Supply long-term industrial funding using ODA loans.

Promotion of small- and medium-sized enterprises as supporting industries

Organize groups of small- and medium-sized enterpries according to type of industries
through private leadership.

Establish financial ingtitutions to invest speciaized for smal- and medium-sized enterprises
and venture companies.

Establish agencies for technical support for small- and medium-sized enterpries to support
development product design, new products, and overseas marketing, and networks for
collecting and sharing of information.

Revision of agricultura policy

Encourage systematization of cooperative unions by farmers, and their activities.
Specificaly, separate financing for cooperative unions from BAAC (Bank of Agriculture
and Agricultura Cooperatives), and establish an exclusive financia ingtitution for
cooperdatives.

The repayment period al short-term debt of individua farmers, should be carried over, and it
should beincluded a cooperative finance schemein the long term.

Carry out comprehensive agricultura reforms which include land reform, forest protection,
reform of water supply policies, and integration of governmental agencies.

Independent protection of natura resources and environment by regional communities

Based on partnership with related governmenta offices, entrepreneurs and other interest
groups, regiona residents independently manage to protect resources and the environment.



2.1.2. Discussonsin theworkshop

The opinion was roughly agreed that a policy of economic stimulation through government
spending is necessary in the short-term.  However, it is necessary to judge the proper timing of
financial deregulation and fiscal measures in accordance with the recovery from the economic crisis.
Dr. Kitti stated that just after the economic crisis occurred, a high interest rates policy was
unavoidable for currency stability, however, since the macroeconomy is been stable currency,
economic recovery by financial deregulation should be priority. On the other hand, Deputy Director
Generd Sasarn of the National Socid Development Agency (NESDB) pointed out that the
government has already been implementing policies to simulate the economy through the fiscal
measures, and as a result, the 1999 ratio of financia deficit to GDP is 3%. In addition, he
mentioned that the recovery of the global economy isimportant for Thailand's economic recovery.

Secondly the participants were interested in the role of the agricultural cooperatives and the
role of BAAC (Bank of Agriculture and Agricultural Cooperatives). At present, the Thai Ministry
of Agriculture and Agricultural Cooperatives is attempting to strengthen the role of the agricultural
cooperatives as the main actos of the ministry’s policies based on the structurd reform plan. In
particular, it encourages farmers to save through agricultural cooperatives, and establishes a fund
jointly with government savings banks, based on the collected savings, in order to reinforce finance
for farmers. Dr. Kitti’s proposa is basically in agreement on the point of reinforcing the role of the
agricultural cooperatives. However, the direction differs from the Ministry of Agriculture and
Agricultura Cooperatives, which istrying to increase the functions of agricultural cooperatives until
they can compete with BAAC in the future. Dr. Kitti criticizes the BAAC's movement to a
commercia bank, and proposes BAAC as a financia institution which speciaizes in loans for the
agricultural cooperatives. On the other hand, the participants from BAAC refuted that less than
20% of BAAC's totd loans is for the agricultural cooperatives, but this is because of the result of
strict examines of the operating ability of the cooperatives, and it is difficult to increase the loans to
the cooperatives in order not to increase overdue credit. On the other hand, the participants of
BAAC, pointed out that under the new Agriculture and Agricultural Cooperative Law, not only loans
for agriculture, but also loans for education, medical care, housing and other public welfare are
possible, and BAAC'sloans are useful for the construction of the socia safety net.

Thirdly, in regard to policies for export promation, it is agreed that the granting of credit to
export enterprises isimportant, but on the other hand, NESDB Deputy Secretary General pointed out
that unless 2% growth of the global economy as a whole, and 4% growth in world trade are not
achieved in 1999, it is difficult to achieve 4% export increase which isthe government god. Andin
regard to the fact that exports stops its growth due to the currency stabilization, the discussion was
held regarding the appropriate exchange rate level.
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2.2. INDONESIA

22.1. Palicy suggestionsfor the economic recovery in Indonesia (Dr. Sri Mulyani I ndrawati,
Ingtitutefor Economic and Social Resear ch, Faculty of Economics, Univer sity of
Indonesia)

The Indonesian crisis has increased its seriousness due to the political crisis as well as the
economic crisis.  Unless the political, gability is difficult to overcome the economic criss, and at
the same time, efforts to promote the structura reform for economic recovery is necessary. The
following part mentions the policies which are necessary in order to achieve the economic stability in
the short-term, and to achieve the sustai nable devel opment in the long-term in Indonesia.

(1) Short-term action plans
Macroeconomy stabilization plans

«  Sabilize the exchange rate (maintain the float system which sets an exchange rate target
range)

+  Control the overal demand by the prudent government spending (provide subsidies with
checking the degree of priority).

«  Improve balance of payment. In regard to the current balance account, export promotion
(working capita support to export enterprises, etc.) and reschedule of interest payment on
foreign debt are important. As for capital account, increase of direct investment and
avoidance of capital flight are necessary.

Promotion of economic activities

«  Carry out corporate restructuring for the good corporate governance.

«  Proceed with restructuring in the banking sector. Ensuring the transparency of bad debt
restructuring, injection of the public capita with clarifying the bank management and
shareholder responsibility.

«  Utilize existing small-scale finance and regional financial institutions, and reinforce loans for
small and medium-sized enterprises.

Congtruction of the social safety net

+  Supply daily necessitiesto socially wesk groups

+  Carry out |abor-intensive projectsin order to ensure employment for socially weak groups.

«  Ensuremedica care, education and other socia welfare servicesfor socially weak groups.

System reform
«  Carry out reform of various systems in order to ensure transparency and fairness in the
corporate and banking sectors.

(2) Medium-term action plans
Ensuring the economic growth (reinforcement of the supply side)
«  Promote export industries (infrastructure development, financia support, technology
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devel opment support, etc.).
«  Invite export-oriented foreign direct investment.
«  Ensure the government revenue sources by expanding tax collection and issue of the
government bonds.
Reinforcement of theindustria structure
« Improve the competitiveness of small and medium-sized enterprises (infrastructure
development, abolition of unnecessary regulations, discontinuance of inefficient transaction
practices, tc.).
«  Improve corporate competitiveness through human resource devel opment and technological
devel opment.
«  Improve efficiency of domestic industry through privatization of the state-owned enterprises.
Condtruction of the market infrastructure
«  Introduce fair competition policy (abolition of monopoly by large companies, etc.)
«  Promoteinformation disclosure regarding corporate finance.
«  Edablishthelega system for corporations, such asthe Commercia Laws.
«  Improvethe adminigtrative efficiency.

(3) Long-term action plans
Improving fairnessin the devel opment

«  The government promotes development of agriculture and in the rurd communities through
financing for farmers, and resolves the problem of poverty in the rura communities.

« Carry out human resources development, which matches the industrid development
(education and training which emphasizes industry-university co-operation, introduction of
tax preferential measuresfor theinterna education, etc.).

Environmenta protection

+ Introduce preventive measures for environmenta pollution (introduction of the clean

technology, establishment of environmental assessment of projects, etc.).
Structura reformin the public sector

«  Ensurethetrangparency and fairness of the administration.

«  Downsize the public sector as much as possible, and concentrate provision to the more
specidized aress.

2.2.2. Discussonsin theworkshop

Firg, discussions were held concerning on the short-term macroeconomic stabilization
policies. According to the suggestion of Dr. Sri Mulyani, prudent management of the
governmental expenditure is necessary for control of overal demand; on the other hand, Dr.
Soekarno mentioned that the fisca expenditure is necessary for the stimulation of the domestic
demand and construction of the socia safety net.

Regarding the IMF structural reforms, which request to reduce the governmental subsidies for
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foods and fud, Dr. Sri Mulyani commented that IMF policies are agreed basically; on the other hand,
it isimportant, to recogni ze the industries which reduce the governmenta assistance.

Second, it was agreed that establishment of government and corporate governance is
extremely important in Indonesia.  In particular, the establishment of administrative transparency
through a monitoring system is an essential condition in order to effectively utilize Japanese
assgance.  In regard to the governance problem, it was aso indicated that careful treatment was
necessary for the financial support to small and medium-sized enterprisesss.  BAPPENAS Deputy
Chairman for Fiscal and Mastery Affairs, commented opposite to the loans to small-medium sized
enterprises under the current low transparency administrative system since these loans were highly
likely to cause rent seeking.

Ladtly, it was confirmed that the economic recovery is difficult unless the political stability
was achieved. In this regard, the participants indicated that the political role of the Indonesian
Military should be downsized.

2.3. PHILIPPINES

2.31. Padlicy suggestionsfor the economic recovery in the Philippines (Dr. Mario B. Ranberts,
Philippine Research Ingtitute for Development Studies)

The impact of the recent economic crisis on the Philippines was comparatively low. Thisis
because when the Philippines faced the economic crisis in the 1980s, the structura reforms of the
economy, including strengthening of the financial system, had already been implemented, so the
effect that the recent crisis on the domestic economy was alleviated. However, when the crigs
initially occurred, the financial authorities adopted the high interest policy in order to defend the local
currency, and so the economy went into recession.  The following part proposes policies necessary
for the economic recovery in the short-term, and for sustainable devel opment in the medium-term.

(1) Short-term action plans
Policy for the economic stimulation
«  Economic stimulation policies should focus on the sectors which are important for the
economy. For example, invest in the agricultura sector, which is broadly related to other
sectors (investment in agricultura infrastructure) should be focused.  Also, supporting the
smdl and medium-sized enterprises, which have potentials to absorb employment
(improving access to formal finance and modern technology, etc.) isimportant.
Mobilization of domestic resources
+  The government should negotiate to convert to longer-term loans from the one-year bridge
financing obtained from Foreign Currency Deposit Units of domestic banks (610 million
dallars).
«  Promote privatization of the government assets (salling off remaining shares of Philippine
Nationa Bank and Petron Company; privatization of the nationd electric power corporation
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and the Philippine National Qil Co., etc.).
+  Preparefinance-rdated laws (enactment of General Banking Law, New Securities Law, New
Investment Company Law).

(2) Medium and long term action plans
Finance and exchange poalicies

«  Maintain flexible exchange rate policy.

+  Develop an early warning system in respect to international balance of payments crises and
financial crises.

«  Improve the information system concerning capita flow and level of corporate debt.

Framework of competition policies

+  Prepare consstent framework of competition through revision of the Monopoly Prohibition
Law and establishment of executive agencies of the Monopoly Prohibition Law and the
regulations.

«  Should cover its competition policy on the infrastructure areas (for example, electric power,
communications, water supply, drainage and transport), which the government plans to
promotes the entry of the private enterprises.

Improvement of executive taxation

«  The government ought to reinforce supervison of stopfilers through development of a

taxpayer master list; introduction of selective auditing; information collection and analysis

by athird party; improvement of assessment system of actua results of revenue officers,

training of government officials aimed at response to computerization; establishment of data
processing centers, etc.
Taxation to the financial sector

«  For further efficient improvement of financiad mediation functions and development of the
capital market, the government must attempt to resolve the following issues regarding tax.

«  Appropriate tax processing concerning the bad debt reserve funds of banks; discontinuation
of revenue-stamp duty againgt financia transactions; abolition or an aternative plan of gross
receiptstax.

Reform of pension fund system

+ In particular to the two pension funds which the government is supporting, it should
recognize and revise the necessity of integrating the funds, and the necessity of investment
liberdization of pension funding to foreign assets in order to minimize the risk exposure of
pension assets.

Industrid structural reform

« In order to reinforce industrial competitiveness, the following reforms are necessary:
Promotion of private entry into infrastructure investment to diminate the infrastructure
bottleneck, which has caused the increase of the public costs in the Philippines ; transfer of
profitable technology to the private sector; increase investment in education, and in science
and engineering education in particular; and improve science education at al stages, etc.
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Agricultural development
+  Revise policies concerning land sale and transfer (maintaining ownership of land with a
gradient of more than 18 degrees; prohibiting the sale of land transferred to persons who
have received benefits from the agricultural reforms, etc.).
«  Improveregiona infrastructure.
«  Increase R&D investment in agriculture.
+  Revisepoliciesof tradein agricultural products.

2.3.2. Discussonsin theworkshop

Fird, in regard to the suggestion that a policy to stimulate the economy through the fiscal
stimulus in the short-term, the Assistant Director-General, NEDA, Ms. Templo added the agreement
to the short-term fiscal stimulus, and the Philippines agreed with the IMF that the governmental
expenditureis used mainly for agriculture, infrastructure and socia servicesin FY 1999, and kept the
fiscal deficit the same leved as that of 1998 (3% of GNP). In the case of the agricultural sector in
particular, he pointed out that the immediate issue is that farmers are able to access low interest |oans.

Second, the Assgtant Director-Generd NEDA indicated that alleviating the impact of
economic recession on the poor isimportant, and criticized the governments policies was devising to
dleviate drought damages such as ensuring government expenditure for rice imports and socia
services were not enough, and mentioned the need of more specific policies.

Third, as the medium- and long-term issues, the Assistant Director-General, NEDA pointed
out that 1) reorganization of the corporate and banking sectors; 2) agricultural development; 3)
establishment of good governance; 4) improvement of industrial productivity (technology transfer,
increase R&D expenditure, human resources development, etc.) were important, and in particular,
the good governance is the most important since the soft aspects, such as legal system and a
trangparency of administration are necessary for inviting foreign investment.

Ladtly, the participants were interested in the reasons why the economic crigis in the
Philippines was not as serious as in Indonesia and Thailand, and the policies for the sound the
financial system in the 1980s. The IDRC researcher suggested whether the Philippines experience
might be used as a reference in restructuring the corporate and financid sectors in Thailand and
Indonesia.  In response to this, Dr. Ramberte introduced the experience that so-called “crony
capitalism” was developed in the Philippines, but because the liberalization of the economy has been
promoted since the economic crisis of the mid-1980s, the corporate restructuring has been proceeded.
However, he additionally expressed that the Philippines dso required the further corporate
restructuring particularly in the retail sector, etc., where liberdization was delayed, to reinforce its
corporate governance. Dr. Sri Mulyani the University of Indonesia, pointed out that while he
agreed with the importance of corporate restructuring for the economic recovery, there was alimit to
the action of individual companies, and the administrative restructuring and improvement of
efficiency were necessary in the long-term.
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24. China

241, Palicy suggestion for the economic recovery in China (Dr. Huijing Wang, Vice
President of Academic Committee, Development Research Center of the Sate Council)

Though China was not influenced by the currency crisis, it does have issues in common with
the countries mentioned above of export sump® and bad credit of the financia sector.  Below, we
will discuss the necessary policiesin order to restore the sluggish economic growth in the short-term,
and achieve the sustainable economic growth.

(2) Short-term action plans
Export promotion policies
+ Promote diversfication of export degtinations (discovering new markets, increasing
competitiveness through quality improvement).
«  Implement tax preferentiasto the products for export.
«  Reinforcetrade finance for exporters and support working capital.
»  Further promote improvement in the trade.
+  Promote technology transfer, and the introduction of plant and equipment and materias
using ODA.
Encouragement of foreign investment
«  Deregulation for foreign investment (opening regulated aress, such as service industries, and
encouragement of foreign investment in inland aress, etc.).
Increase the domestic demand
«  Implementation of fiscal measures by issue of the government bonds.
+  Increase bank credit with lower interest rates.
Stabilization of the financia sector
+  Strengthen monitoring currency stability and financial risk.
«  Promotethefinancial sector reform including the state commercia banks.
Reforms of the state-owned enterprises
«  Clarify the concept of corporate property, and establish property rights.
+  Separation of ownership rights and management rights
«  Form corporate groups with international competitiveness (mutua sharing of stocks, support
formation of multi-national enterprises).
«  Support the smdl- and medium-sized enterprises (M&A by foreign-owned companies,
consigned production factories, etc.).
Establishment of the socid security system
+  Prepare systems and laws including old-age pension, medical insurance and unemployment

3 Though Chinas exportsin 1998 maintained adight increase at 2% overall, exportsto Asiaincluding Japan decreased
significantly. Exportsto ASEAN in particular fell dragtically by 16.1%.
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insurance.

(2) Medium- and long-term action plans
Development of agriculture
« Increase the income of the rural areas through promotion of loca businesses and
improvement of distribution systems.
Strengthening the competitiveness of the state-owned enterprises
+  Consolidate competitiveness of large enterprises through grouping, and of small- and
medium-sized enterprises by introduction of foreign investment.
Fostering small and medium-sized enterprises
«  Support technology development, discover new markets and human resource devel opment.
Economic devel opment led by domestic demand
+  Make €fforts to develop the inland areas (inviting direct foreign investment, economic
cooperation with the developed coagtdl cities).
Promotion of science & technology and education
«  Promote science and technological development in priority industries such as machinery,
electronics, petrochemicals, construction, housing, automobiles and infrastructure, etc.

2.4.2. Discussonsin theworkshop

Dr. Xugin Zuo, Shangha Academy of Sociad Sciences commented that stimulating the
domestic consumption is important for China's sustainable growth, and that this point differed from
other countries, driven by export-led economic operation. At the same time, Dr. Wang stated that
stimulating consumption aone would have no immediate effect in China; therefore, supporting
business conditions by the implementation of fiscal measures was necessary. And he emphasized
that financia support should be given to the Strategic industries within the framework of cooperative
trade and industria policieswith ASEAN countries.

In regard to this point, the participants discussed that stable tax revenue was necessary for the
implementation of fiscal measures, but whether that was possible.  In response to this, Dr. Xugin
mentioned that tax system reform for increasing tax revenue was aso an important theme in the
economic conferences at the central government level.

The IDRC researcher asked that in terms of Chinese sustainable economic growth, what level
of GDP growth rate was targeted.  In response, Dr. Wang answered that an annud rate of about 7%
was appropriate.

Second, as lessons from the currency crisis, Dr. Wang pointed out: 1) the importance of
ensuring the soundness of the financia sector; 2) capital market regulations, and 3) corporate
governance. Dr. Xugin Zuo agreed to Dr. Wang on the point that Chinas financial sector was
extremely weak and required protection, and stressed that in order to prevent speculation by foreign
capital, liberaization of capital transactions should not be hurried.  In response, Professor Emeritus
Ishikawa of Hitotsubashi University commented that the reform of the financial sector should be
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advanced for liberalizing capital transactions, and that in regard to financia reform, the experience of
the Philippines, which historically had similar financia sector weaknesses as China, would be useful.

Third, opinions were in accord on the point that, for the medium- and long-term, support a
"weak" sector, such as activation of the agricultural sector, support of smdl- and medium-sized
enterprises, investment in the inland areas, build the socia security system, etc., was also important
for the sake of socid dability. It was adso pointed out that in consideration of Chinas aging
population, it needs to increase productivity by human resource devel opment.

25. STRATEGIESFOR ISSUESCOMMON TO EACH COUNTRY

Above are various suggestions reflecting the real state of affairs in each country from
economists of the four countries; we will now focus our attention on common points therein.

Firdt, as causes of the currency crisis, economists from each country indicated the following in
common factors: 1) exchange policy represented by dollar pegging; 2) weak domestic financia
system; and 3) excessive external borrowing.

In response to them, the policy suggestions of the economists from each country have the
following three points in common: 1) establishment of exchange and finance policies that transfer
from short-term funds to long-term and manage investor panic; 2) construction of a sound financial
system that corresponds to banking crises and liquidity crises; 3) reinforcement of the rea sector,
which is essential for improvement of economic fundamentals.

Lastly, we introduce the summary statement of the Bangkok workshop by Professor Ito of
Hitotsubashi University as demonstrating Strategies from the regiona framework to economic
recovery.

Firgt, each country is currently implementing policies to stimulate the economy by fisca
expenditure, but a greater effect is anticipated through the regiona cooperation.

Second, the problem of recovery of the financial sector is one common issue in dl the
countries, including the bad credit problem of China's state-owned banks; it is therefore important to
continue the forums for opinion exchange, such asthisworkshop, and to share information.

Third, Japan is providing a large amount of aid to Adig, but since it is providing funds, it
should also digpatch specidists to each country to monitor the usage of theaid. Moreovey, it will be
increasingly important for Japanese, who have a good understanding of the regional circumstancesin
East Asa, to make an intellectual contribution based on the association of government and academia.

Fourth, agtrict currency board system and the full float system alone are not effective currency
systems. In order to maintain a dow correlation between loca currency and the dallar, yen and
Euro, amanaged float system should also be considered as one option.

Fifth, the crisis can be overcome and it can recover their economic growth, since the high rate
of savings, skilled labor force and healthy monetary and fiscal policy have not changed since the East
Asian miracle.

Lastly, yen loans should not be received with no interest, and consider the long-term vision,
and so a long-term vision must be above the future repayment.  For the sake of repayment, it is



important to foster a capita market to efficiently transfer savings to investment. Moreover, it is
important to form a currency market whereby such investment and savings is possible in the Asan
currencies other than the dollar.



Chapter

MEASURES FOR EXPORT PROMOTION
3.1. GOVERNMENT POLICIY INITIATIVES

Export promotion measures in the four countries considered in this study are dll
predicated on two assumptions. (1) risng demand in the international marketplace linked to
economic recovery in Japan and China; and (2) stabilization of currency values, making it easier
to import raw materials and components. Private-sector input such as direct investment can
only achieve so much in these areas, so government financial support isimportant.

This chapter describes the measures used to address exporting difficulties in Thailand,
Indonesia, the Philippines and China, as reveded in the questionnaire and interview surveys.
The following areas are focused: i) problems common to al four countries and measures to
solve them; ii) the differing impact of the currency crisis in each country and the measures
taken to counter its effects; and iii) structura issues in each country and measures taken to
cope with them.

3.1.1. Problems common to all four countries

Thailand, Indonesia and the Philippines al have experienced a downturn in domestic
demand due to the currency crisis, which in turn has affected demand for imports in Asia. Poor
domestic and overseas demand has impacted heavily on exports, that is normally the driving
force for growth; in 1998, these three countries recorded either negative economic growth or
very margina growth (Except China).

Thus, a common requirement in al countries is government assstance designed to
promote exports. Export companies needs support in areas such as. (mainly in the form of
financid assistance for import settlement such as working capital and L/C guarantees);
developing new markets (more information on export markets); human resources development
(subsidies towards training expenses); and technology (sending consultants to advise firms
working towards international quality accreditation (such as 1S0)). These dtrategies are
summarizedin Table 3-1.

In terms of timing, the three areas of finance, new markets and human resources
development represent short-term or even urgent measures, while the quality accreditation
consultancy scheme would need to continue into the medium and long term.



3.1.2. Differing impact of the currency crisis

Of the above four countries, only Thailland and Indonesia were directly affected by the
currency crisis, athough economic growth also tapered off in the Philippines as a result of the
indirect effect. Thailand and Indonesia now face the bad debts problems in the financial sector
due to the crigs, with the shrink of domestic funding liquidity and the real economy badly
affected. The Philippines, on the other hand, has not experienced turmoil in the finance sector,
although exports have suffered due to dower demand from the rest of Asia. China, meanwhile,
posted economic growth (GDP) rate of 7.8% in 1998 and shows no sign of economic disruption
in the short term. Focusing on the differing impacts by country is crucialy important as pointed
out at OECF- RIDA'’s international workshop a Bangkok, Thailand on February, 1999%.

It is thus Thailand and Indonesia who are most in need of short-term export promotion
strategies. In the Philippines, where the finance sector has not suffered any maor damage,
ongoing medium to long-term support for the real sector is required. Although China has enjoyed
strong economic growth, reform of state-run commercial banks and other state enterprises—an
unavoidable part of the trandtion from a planned economy to a market economy—remains a
serious problem, which was compounded by the 1998 credit crisis a certain financia institutions
(non-banks) that severely curtailled credit creation in the private sector. Certainly, private
companies (chiefly small to medium-sized firms) is experiencing considerable difficulty
procuring fund through indirect financi ngz.

3.1.3. Structural issuesin each country

The recent currency crisis originated in Thailand and quickly spread to the other three
countries’. It should be noted that the way in which the criss manifested itself in each country
was directly related to structural problems that already existed. In developing support measures
to deal with the effects of the crisis, we need to understand the nature of the existing structural
issues in each country.

Thailand has been encouraging foreign investment from industrialized countries since the
1980s, and a large number of processing and assembly industries were in operation. The trade
structure in Thailand is such that higher exports of finished products necessarily means higher
imports of raw materials and components. As the vaue of the baht (which was to al intents and
purposes linked to the US dollar) rose before the currency crisis, exports became less price
competitive and the current account balance worsened, leading to turmoil in financial sectors.

In Indonesia, dthough exports of oil and related products kept the current account
balance in surplus, the massive and inefficient state-run sector and lack of transparency in
government administration, fueled by a change in government, eventually led to aflight of ethnic

1 Former professor of Hitotsubashi University, Dr. Ishikawa s comment at the workshop
2 For more details, see the discussion of the questionnaire survey of Chinese businessesin Section 4.
3 Professor of Hitotsubashi University, Dr. Ito’s discussion in Chapter 1
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Chinese and foreign capital, causing economic turmoil and, in turn, a downturn in the real sector.
Indonesiais most in need of properly transparent medium to long-term economic and industria
policies.

In the Philippines, the former Ramos administration was successful on a number of fronts,
restoring peace, relaxing restrictions on foreign capital and introducing policies clearly modeled
on a Western-style market economy. The resulting influx of direct foreign investment was highly
beneficial to the manufacturing sector. The finance sector also enjoyed a substantial presence
of Western capital and bad assets were not a major problem.

China, as noted above, is in the process of transition from a planned economy to a market
economy. Smaller sate-owned enterprises, so-caled non-agricultural  enterprises
(private-enterprise operations in rura districts not involved in agriculture), private companies
and foreign-owned companies now provide more exports than the magor state-owned
enterprises. The lack of resources—funding, human resources and technology—for these
companies constitutes a serious structural problem. Table 3-1 and 3-2 summarize the mgor
issues in each country and corresponding steps being taken to address same.



Table 3-1 Problems common to all four countries and action plans

Problems
common to all

Short-term action plans

Medium and long-term action
plans

The options for
cooperation

Restructuring

A. Inviting foreign investors

a. Developing infrastructure for

Know-how providing for

trade B. Focusing the competitive Improving business activities short-term
policies export goods b. Expanding favorite treatment Yen credit can be
C. Developing export markets for foreign investors utilized for a, d e
(Japan, USA, Europe etc.) ¢. Expanding no-goods trade
d. Constructing competitive
industrial structure
e. Developing business
environment in remote areas
Enhancing <Support to firms> <Financial support to firms> D and E-4 can
export D. Financing SME for import g. Database for export  markets be implemented
competitive- (working capitals, trade, h. Technical transfer and through 2-step loans.
ness L/C guarantee, interest intellectual property for

financing etc.)
E. Financing for marketing
1. Foreign consultants
2. Constructing data-base
3. Promotion expenses
4. Transportation costs
to overseas markets
F. Human resource
devel opment(management)
G. Technica Assistants
1. Procuring inspection
equipment for quality
control for export-goods
2. Financing to procuring

high-quality components

competitive products
1. Procurement of intellectual
property
2. Procurement of equipment
3. Same asfor consultants for
SO qualification
<Financial assistance for
regiona economy>
i. Infrastructure development

and inducement of FDI

j- Vocational education in rural

area
1. Procurement of consultants

2. Sameasfor equipment

Sector and commaodity
loans can be for G-1 and
2.

Sources: discussion in section 3-2

4 Presentation paper for the OECF Work shop dated Feb.22, 1999, University of Indonesia Paper
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Table 3-2 Unique problemsand action plansin each country

Problems Short-term action plans Medium and long-term action plans The options for cooperation
Thailand 0 Restructuring non-performing O Hiring consultants for 1SO and O SAPI for short-term
commercid debt enhancing export action
O Improving commercia banking O Setting-up of trade agenciesfor 0 Sector loansfor
trangparent and efficient networking with MNC educationd facility
0 Subsidy to training programs
Indonesia 0 L/C guarantee O Hiring international consultants for O 2 step loans for
0 Credit guarantee for 1SO and export enhancing L/C guarantee and
foreign exchange for 0 Assiding technical transfer and importing component
imported components intellectud property 0 Financing importing
0 Support to foreign exchange O Assistance for business- intellectua
denominated debt management training property
0 Support to oversess O Assgtance for vocationd
trade-shows, marketing education (staff, equipment)
data-base, vocational
training program
Philippines O Cutting tariffs for import and O Expanding industrid zones O Conventiond yen
simplifying its scheme O Inducing FDI loans may be
O Developing vocationa O Deregulation of infra: extended to training
training structure for FDI programwith
O Supporting to R&D activities equipment.
China 0 Financing to SME for equipment | O Infrastructure development in rural O SameasIndonesid scase
and working capitas areaand setting-up inland Industrial inshort-term  action
[ Database condruction of oversess Z0nes plans
market, technologies and partners | [ Support to rural manufacturers O Conventiona yen loans
for vV O Financing to municipa governments for long-term action plans
[0 Oversess education for engineers in education and technology
0 Financing to procurement of development
intellectua property
0 Financing for R& D and setting-up
the organization
Sourcel] section 3-2




3.2. CURRENT STATE OF EXPORTSAND PROMOTION PLANSIN
THAILAND

3.2.1. Current export

Both imports and exports began rising rapidly in the latter half of the 1980s. In the
decade from 1986 to 1996, for instance, the value of customs-cleared exports rose from
US$8.9 hillion to US$55.7 billion, an increase of over six times. Many had hoped that
exports would provide the driving force to help the economy out of the crisis; instead,
as of the end of 1998, exports have been steadily declining in annual terms amidst the
continuing fallout from the currency crisis. The first hint of a turnaround was seen in
1996, and in fact the overall level remained fairly constant from 1995 through 1997.
1998, however, saw exports fall again by US$54.5 billion, a drop of 6.8% in annual
terms. The stagnation in exports can be partly attributed to the increasing number of
exporters avoiding trade with other countries in a bid to minimize exchange rate risk
during the currency crisis. In erms of individual product categories, four specific

factors contributed to the general declinein exportss:

(2) Structural change: Falling price competitiveness relative to newcomer Taiwan in
Iabor-intensive products such as textile products, shoes and accessories

(2) Bottoming out of product cycle: Product cycle for ICs and smilar products bottoms
out, causing downturn in demand

(3) Backlash factor: Exports such as rice and rubber drop due to backlash against rapid

increase of previous year
(4) Unrelated factors: Demand for frozen prawns plummets following outbreak of
infectious disease
Figure 3-1 Trends of Thai Trade (1970 — 1998)
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Source: International Monetary Fund, “International Financial Statistics’

5 From JETRO White Paper on Trade: Japan and Global Trade.
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Imports, meanwhile, have fallen even faster than exports due to contracting
demand and domestic liquidity problems. The drop has been particularly noticeable in
imports of raw materials used to make industrial machinery for export, leading to
concerns of afurther downturn in exports.

The Thai balance of trade has traditionally been in constant deficit; when exports
rise, imports generally rise faster. In 1996, the deficit peaked at a record US$15.1
billion, before declining during 1997 as imports fell. Then the first surplus (in monthly
terms) came in September 1997. In 1998, with imports falling sharply, the surplus
reached arecord US$12.1 billion. However, the balance of trade is expected to return to
deficit as industry picks up, because the underlying structure of the Thai economy,
characterized by dependence on imports of raw materials and intermediate goods,
remains unchanged.

The export breakdown by commodities has gradually changed during the 1990s.
Foodstuffs and animals fell from nearly 30% of all exports by value in 1990 to less than
20% in 1997, while machinery and transport equipment rose from 22% to 38% (up 16%)
over the same period. The latter increase is particularly impressive considering that this

category accounted for less than 10% of the total in 1980 and 1985.
Figure 3-2 Thai Exports by Major Commodity

1997 sove  EEZIIEEE 38.2% [ 133% ]
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Source: Asian Development Bank, “Key Indicators of Developing Asian and Pacific Countries’

The breakdown of export markets has changed in a number of significant ways
during the 1990s. The United States has dropped dlightly from over 20% to around
18-19%, while Japan has remained stable at around 15617%. Singapore is the third
largest export market with just over 10% of all exports, although this figure is slowly
declining. While the graph below does not dhow exports by region, the ASEAN market
share has grown strongly; ASEAN currently takes around 20% of all exports, making it
Thailand’ s biggest export market, ahead of the United States, Europe and Japan.



Export markets can be Classified asfollows:

(1) High growth markets
ASEAN: Maaysia, Indonesia, the Philippines and Cambodia
New markets with hedthy trade growth in recent years. Isragl, Denmark, South
Africa, Nigeria, Ireland, Mexico, Finland, Hungary

(2) Sable growth markets
Industrialized western nations: The United States, the Netherlands, Germany,
Austrdia, Belgium, Italy, France
Asa Japan, South Korea, Hong Kong, China, Taiwan, Vietnam, Laos
Brazil®

(3) Declining export markets
Singapore, Canada, United Arab Emirates, Switzerland, Spain, Burma, Saudi
Arabia, India, Pakistan, Bangladesh, Sri Lanka, Russia, Poland, Panama7

Thus, Thalland’'s main focus in opening up domestic markets will be to target the
high-growth markets while improving product differentiation in the declining markets.

Figure 3-3 Thai Exportsby Degtination
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Source: Asan Development Bank, “Key Indicators of Developing Asian and Pacific Countries’

6 Exportsto the United States and Europe are unlikely to increase dramatically given that Thailand has been
removed from the GSP preferentia duty scheme.

7 Many of theseimporters are devel oping countries, where Thai imports are starting to be replaced by
domesticaly-produced articles. With Thailand shifting its focus towards products a the mid to high end of the
scale (with higher added vaue), exports to these countries have declined.



3.2.2. Issues and measures for export promotion

When the exchange rate fell, Thai exports became more price competitive and
export volume was expected to rise; however, growth was decidedly poor in 1998. An
interview survey conducted by the OECF identified a number of significant issues.

The survey was conducted between November 1998 and January 1999. The
sample of about 20 firms was selected on the basis of responses to an earlier
questionnaire survey (described above). The interview examined problems companies
were facing in the aftermath of the currency crisis, particularly with respect to
production, domestic and international sales trends, funding procurement and
operational finances, and human resources training. The survey was designed not to
identify obstacles to export activity, but rather to illustrate problems currently faced by
industry, since an understanding of these problems is most important when developing
strategies to promote exports. Helping industry to tackle problem areas will lead to
improved performance, which in turn leads to more exports. Table 3-3 shows the
characteristics of each respondent company and summarizes the effect of the currency
crisis and human resources training for each.

Table 3-3 Current Business Situation of Thai Firmsin Interview

Corporate Attribute Impact of Crisis Training Main problems,
Business, Product Inputs Sales Finance Sales Bo |Com|Emp| Program points to note, etc.
lo|Im | Do| Ex| Lo | Fo | Do | Ex In | Out
(motes)] (@) | ) | @ | @ || D@ | B @[ BO|O]|G] &
1|Floor tile O O| © O - - + - O O |Not paid interest for 1998
2|Iron, nonferrous metals O|l©®| 0| O — = e) High interest rate (16-17%)
3|Solar cell Ol ©® | O O — + — | O | O |Customers without adequate funds
4|Plastic products © O - O Customers without adequate funds
5|Leather goods @) O1{ 0O — -~ -1 0 Higher price of domestic materials
6|Textiles and jewelry O|O0O|©]| O - - O | O [Customers without adequate funds
7|Electric parts O | O O x X |Fewer training programs
8|Chemical products O| O (@) — x X |Heavy repayment load of foreign borrowings
9|Sanitary products O] 0] 0| 0O0]O®]| O — | % O |No problem of credit crunch
10|Electric cables ® | O O O O |Bigger personnel expenses
11|Spinning © | O - - - % |Low exports due to insufficient funds
12|Carbon products O|®]| O + O |Need to establish their own technology
13| Trading | O - x x |Fewer customers
14|Jewelry ol O = | O Need to check credit of customers
15|Food processing O]l O] O| ® ©@| — | + — O |Higher price of raw materials
16|Auto parts O] O0O|©®| OO - | + | - -1 0O Need to recover export
17| Pump O] O] O ©) - + - X X |Lack of management know-how

SurveySource: Interview Survey in Thailand

The survey found that even companies using domestic materials to make products
primarily for export (who would be expected to benefit the most from the fall in the
baht) have also been hit hard by falling demand. In all cases, employment levels are
either level or dropping. The fact that domestic sales are down across the board




illustrates how difficult things have been for Thai industry. Concerning funding
procurement, several respondents reported difficulties repaying burgeoning debts from
dollar-denominated loans. Many companies are worried about recouping sales on
account of their client’s funding procurement difficulties as opposed to their own. Some
respondents have extended financial assistance to trading partners in difficulty, for
instance by offering longer payment options. Meanwhile, research and training
programs geared towards human resources development have been scaled down in a bid
to cut costs during the currency crisis. These are serious problems in terms of the
long-term development of the industry.

Based on the problems identified in the survey, Table 3-4 summarizes the medium
to long-term issues that need to be addressed in order to get businesses back on track.

Table 3-4 Medium and Long Term | ssues for Recovery of Business

Business, Mid- and Long-term Issues for Recovery of Business
Product Sales Finance Labor Technology Others
enhance expertise
1|F1oor tile expand export to about cost reduction, |adjust production
Australia quality control, capacity
automation
Iron, switch to borrowings replace imported
2|nonferrous with lower interest materials with local
metals rates ones
maintain business a7
. . shorten term of enhance utilization
3|Solar cell with public . .
et receivable ratio
organizations
Plastic enhance quality
diversify products
products control fyp
Leather obtain expertise
extend new markets |improve cash flow . diversify products
goods P about production fyp
. cope with e i iti i
Textiles and |°P xXport cope with unstable conllpetltxon w:t.h
ljewelry quota set by foreign exchange China, Indonesia,
government rates Vietnam, etc.
Electric train engineers lack of support for
parts internally importing industries
. duce forei .
Chemical reduce foreign train marketers, enhance
borrowings, ensure . .
products N engineers technological level
credit guarantee
Sanitary train engineers
products &
Electric . cope with higher i
10 (o borrowings) P ighe reduce production
cables labor cost cost
; improve cash flow,
L export high value- ; . .
11|Spinnin strengthen financial align with MNCs
P & |added products engthen financia 8
structure
extend Middle maintain
Carbon . L .
12 Eastern, African competitiveness in
products
markets customer control
enhance ability to
. X . reduce wage level,
13|Trading try to export judge customers'
. ensure employment
credit
e offer financial
maintain long-term
14|Jewelry support to
customers
subcontractors
s diversify products,
Food cope with job .fy P
15 . expand export X establish brand
processing hopping .
. image
enhance
expand export to . exalt awareness of .
16|Auto parts . obtain new loans .. technological level to
Australia, etc. crisis by employees |, .
improve quality
L, . . train skilled workers, 5
maintain business in . . o obtain management
17|Pump . . ensure long-term build testing facility
public projects . know-how
employment

Source: Interview Survey in Thailand



As Table 3-4 indicates, few companies are willing to stake their revival on exports.
Many are looking to spread the risk by diversifying export markets beyond ASEAN and
Asia to regions such as Australia and the Near and Middle East. Key issues in funding
and finance identified in the study include switching to low-interest financing, obtaining
new sources of finance and improving cash flows. Human resource management issues
include job-hopping and the need for suitable training for marketing managers, technical
staff and skilled workers, suggesting that corporate staff training and development was
not very successful during the earlier period of rapid economic growth. This can be
attributed to the increased emphasis at the time on technology as a means of improving
quality levels. Other issues identified as important include product diversification and
coordination of supply capacity.

We shall now examine two other issues: lack of funding liquidity and competition
from China

(1) Lack of funding liquidity

The liquidity problem in Thai industry should be viewed as a problem affecting
not just exports but all aspects of production. Difficulties in opening lines of credit for
importing, and financial limitations restricting the volume of raw materials that can be
imported, are preventing companies engaged in international trade from boosting export
levels. Similarly, in the long term, declining imports of equipment and machinery, raw
materials and intermediate goods, the necessary ingredients for boosting production will
have a negative effect on exports well into the future.

In the questionnaire conducted with local Thai firms® as part of this study,

respondents were asked the main reasons for the downturn in production and sales. The
most common response was, as expected, “falling domestic demand,” nominated by
36% of respondents as either their most important or second most important factor. The
next most common response, nominated by 18% of respondents, was *“funding
procurement difficulties.” Respondents were more much likely to see falling domestic
demand as the most important factor ahead of funding procurement difficulties. This
suggests that although funding is important, given the present state of the Thai economy,
the drop in demand would still have caused a downturn in production and sales even if
funding were freely available.

8 Surveys sent to local Thai firms between November 1998 and February 1999; 169 responses received.
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Figure 3-4 Major Factors of Decline of Production and Sales after the Crisis
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For those on the lending side, this problem is linked to the highly cautious stance adopted
by financid inditutions, a podtion which is hindering procurement of raw materias and
components used in export products and hence holding back export growth. The total value of
loans extended by the 13 commercia banks to the end of 1998 was 3,943.9 hillion baht, some
15.7% (736 billion baht) down on the previous year. Despite pressure from the government, the
banks are till cautious, to the extent that even the modest target of a 7% increase in 1999
seems unlikely to be achieved. Further analysis shows that 12 of the 13 commercial banks
recorded a drop in lending in annua terms, led by the Bangkok Bank (16.3%) and the Thai
Farmers Bank (15.8%), while the state-run Krungthai Bank was the only one to increase
lending. Deposits, meanwhile, rose to 4,393.2 billion baht, up 7.6% from the end of 1997,
indicating that financial ingtitutions had sufficient access to funds for lending.

(2) Competition from China

Thai exports were aready becoming less competitive against Chinese exports prior to the
currency crisis. In order to determine the winners and the losers from China's spectacular
economic growth, we need to consder which countries are competing with China and which
are in a complementary trading relationship with her. In generd, nations within ASEAN at a
smilar level of economic development to China will tend to have a smilar trade structure and
therefore be in competition with China, while nations a a different level of economic
development will have a different trade structure and be more likely to have a complementary
relationship. Thailand is strongly influenced by China precisely because it is Thailand’s most
powerful competitor within ASEAN.



Our interview study revealed that persistent rumors of the impending devaluation of
the yuan in early 1998 created considerable panic in Tha industry circles and in
government. A Thai Farmers Bank Research Center (TFRC) report at the time® claimed
that the devaluation would impact heavily on Thai export and tourist industries. Broadly
speaking, Thailand and China export essentially the same products to the same markets.
Had the yuan devaluation gone ahead, Thai products would simply not have been able to
compete with the cheaper Chinese equivalents.

The major export markets for both China and Thailand are the United States, Japan,
the EU, Hong Kong, Taiwan and Singapore; these countries take some 70% of al Thai
exports, worth the equivalent of 1 trillion baht per year. The categories in which Thailand
and China compete directly including clothing, cloth, IC components, televisions, radios,
metal, steel products, shoes and toys represent one-fifth of total Thai product exports (300
billion baht).

The report concluded that if the yuan were to be devalued, Thailand would be likely
to lose market share to China unless steps were taken to adopt international quality
standards in order to differentiate Thai from Chinese products in terms of quality.

3.2.3. Export promotion measures

The official Thai Government export target for 1999 is US$56.6 billion, an increase
of 4% over last year. However, it already seems unlikely that this will be achieved, in light
of the economic downturn in Japan (a major export market) and the expected effect of the
massive trade deficit in the United States (which accounts for 22% of total Thai exports by
value). The trade deficit in the United States is currently US$300 hillion (3.5% of GDP)
and economic growth is expected to fal from 364% last year to 162% this yearlo.

The Thai Government has already brought out a number of strategies designed to
arrest the rapid decline in the domestic economy following the currency crisis. To date,
however, the strategies have not produced any specific successes such as a positive
turnaround in export growth. Here, we describe the strategies currently in place and
present several strategy proposals of our own.

(1) Exigting export promotion measures
Export assistance from the Industrial Finance Corporation of Thailand (IFCT) and
the Thai Export-Import Bank (EXIM)

9 Thai Farmers Research Centre Co.,Ltd., The Japanese Y en and the Chinese Yuan: A New Possible Financial
and Economic Bomb Threatens Asia, June 15, 1998
10 IMF forecast as at December 1998 = 1.8%, OECD forecast as at December 1998 = 1.5%.
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In March 1998, IFCT and EXIM took out specid loans totding <80 billion from the Japan
Export-lmport Bank and 14 private-sector banks to help rdieve the funding liquidity problem in the
Thai export industry. Foreign financid ingtitutions have provided the IFCT with credit limits in the
form of export finance worth US$165 million (as of July 1998). The FY1999 smdl business
financing plan released a the end of November 1998 featured a ceiling of 30640 billion baht, more
then triple the 1998 celing of 11.3 billion baht, indicating a genuine commitment to providing
assistance for smal business. With commercid banks adopting an increasingly cautious attitude
toward lending, the IFCT has shown that it intends to provide subgtantia small business financing.
Some 60% of the funds will go to small business, with the remainder for export-related firms.

The FY1999 IFCT funding program was compiled with financid assstance from countries
around the world, including 7.2 billion baht from the loca centrd bank (the Bank of Thailand or
BQOT), 3.6 hillion baht from the OECF, US$25 million from the Development Finance Corporation
of the Netherlands (FMO), 200 million baht from the United States and US$30 million from the
Redevelopment Finance Corporation of Germany (Kreditanstalt fur Wiederaufbau or KfW).

Exporters a so sought finarcing from the Thai Export-Import Bank (EX1M), which approved
590 of 1,646 gpplications during 1998. Lending increased by afactor of 1.7 between 1997 and 1998,
from 37,523.9 million baht to the end of 1997 to 62,464 million baht in the following year. EXIM
aso received two capital injections from the Thai Ministry of Finance during 1998, boosting capital
from 4,138 million baht to 8,138 million baht.

<Export assistance from the Export Development Committee and the Ministry of
Commerce>

In July 1998 the Export Development Committee reeased details of an export assstance
package for the coming financid year desgned to bolster the flagging export industry, which had
been failed to regp the expected benefits of the fal of the baht. The main components of the package
were: export assstance srategiesin 14 categories including auto parts; financiad support schemesfor
exporters experiencing funding difficulties; improved coordination among government departments
and organizations connected with exporting; and measures to reduce digtribution cogts. The package
adso st out mid-term grategies for 1999 to 2003, including: the development of new markets in
Centra and South America, Africa, Eastern Europe, ASEAN and China; expansion of the oversess
marketing network; and measures to improve the image of domestic brands oversess in pecific
categories such as processed foods, medicd supplies, shoes, leather products, jewelry and eectrica
goods.

The Product Champion initiative, launched in February 1998, was developed by the Ministry
of Commerce, the Ministry of Industry and the Ministry of Agriculture and Cooperatives together in
an atempt to smplify export procedures. It provides a “one-stop sarvice’ combining al export
procedures a various government bodies, which greetly smplifies the process of exporting. Within
the support strategies of the Export Development Committee, the Product Champion program seeks
to extend the range of participating product categories and facilitate communication and



administrative procedures between ministries.
The following 14 categories are dligible for export assistance:

Foodstuffs Household goods and decorations Construction materials
Printed materias Pharmaceutica products and medical equipment

Jewels and jewelry Auto parts Household furniture

Packaging Shoes and leather products Electric and electronic goods
Plastic products Toys Cosmetics and soap

<Promoting cross-border trade >

Cabinet is currently debeting a government plan to upgrade infrastructure in  the vicinity of
national borders to promote crossborder trade. Thailand shares borders with Burma, Laos,
Cambodia and Mdaysia. The total vaue of trade with these four countries in the period January -
April 1998 was 62,889 million baht (up 13% from the corresponding period in 1997), of which
exports contributed 50,233 million baht. The government, recognizing thet better infrastructure will
bring increased earnings, is expected to dlocate a budget of around 500 million baht to the
infrastructure development plan. Deputy Prime Minister Suwit Khunkitti has aready spoken about
the need to improve water and eectricity supplies aong the entire length of the border with Burma
in order to boost cross-border trade. Smilarly, the governments of Thalland and Mdaysia are
working on smplification of complex tariff regulations between the two countries and shortening of
customs procedures.

<Regional tax exemptions for export industries>

In May 1998, Cabinet gpproved the Amend Tariff Law, which waves duties on machinery
and equipment used by export indudtries. Specificdly, the Law waives import duties, value-added
tax (VAT) and excise tax on industrid machinery and eguipment, and gives the Director -Generd of
the Customs Bureau (part of the Minigtry of Finance) power to grant regiond tax exemptions as
appropriate in order to stimulate commerce and industry.

(2) Proposed export promotion measures

As we have seen, the Tha Government is pursuing a number of export strategies.
Existing strategies developed by the Export Development Department of the Ministry of
Commerce, however, only provide lists of projects by export market and product category or
field, giving precious little detail. Furthermore, export strategies are predicated on continuing
demand in traditiona markets such the United States and Europe, where demand is in fact in
decline. The top priority a present should instead be to make Thai exports more competitive
and to boost quality levelsin line with overseas markets.

Our interviews with local small businesses in Thailand suggested a great deal of
effort is being made to re-fashion products designed for domestic markets into
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products suitable for export, most notably by cutting costs (to make products more
price competitive) and upgrading technology (to improve quality levels). Many firms
are endeavoring to obtain internationally-recognized quality accreditation such as
1SO9000, which is seen as a good way to become more competitive in the global
marketplace. The government, rather than attempting to promote exports and develop
new markets, should instead shift its focus to support for initiatives such as these at
the production level, for instance by subsidizing consultancy expenses associated with
working towards | SO accreditation and providing expert advisors to industry.

In this context, we propose the following export promotion strategies, which we
believe will help to boost export levels. Note that some aspects of these proposals are
already present in the existing strategies.

<Export credit>

As a short-term export support scheme, rather than support export activities as
such, the government should facilitate the provision of funds that companies can use
to improve their general financial standing. In their 1998 study, Dollar and
Hallward-Driemeir ' found two significant trends (notwithstanding the lack of
objective data quantifying the extent of the lending squeeze). Firstly, companies that
previously could sustain high rates of borrowing are bringing their borrowing rates
down, which is to be expected; yet it is the companies that borrow the least who have
been hardest hit by the lending squeeze. Secondly, although borrowing rates are down
across all industries, many of the companies expected to have be among the first to
shake off the effects of the crisis have in fact become increasingly reliant on
short-term debt. These two factors illustrate the difficulty of accessing new funds,
particularly long-term funds.

The interview study revealed considerable expectations of funding from EXIM;
however, those respondents who had applied for funding also reported that direct
negotiation with EXIM was extremely time-consuming and often unlikely to lead to
approval anyway. The actual approval rate in 1998 was 35.8% (590 of 1,646
applications). Applicants must obtain a recommendation from their commercial bank
in order to be approved for EXIM funding. Private-sector banks were also said to have
deficient screening procedures, and this was claimed to be a cause of the
long-standing disbursement problem with two-step loans.

It is worth noting that the downturn in exports may not be directly connected to
the funding procurement difficulties identified by the questionnaire study; only two of
the 169 respondent companies actually nominated funding procurement as the reason

11 David Dollar and Mary Hallward-Driemeir, Crisis, Adjustment, and Reform in Thai Industry, November
1998.
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for poor export performance.

Figure 3-5 Factorsfor Sluggish Exports

Low export demand

Lower price products ofother Asian competitors
Higher price ofimported inputs
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Source: Questionnaire Survey

Respondents were more concerned about issues such as the downturn in
demand and competition from other companies. The funding procurement problem
should be discussed in terms of corporate activity itself; as we saw earlier, funding
procurement is seen as the second most important factor behind the downturn in
production and sales. Certainly, improved access to funds is a factor that should not
be ignored by the government as it endeavors to restore production and sales levels.

Figure 3-6 Conditions for Recovery of Production and Exports
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In order to stimulate exports from the private sector, it is vital that companies
tackle restructuring to reduce debt levels, which have risen steadily during the crisis,
and that a solution be found to the lending squeeze which ensures that funds are
ploughed back into industry. Private-sector debt restructuring could include deferment
of debt repayments (so that repayment funds can instead be directed to production
activities) and supplementary interest payments (for instance, using Japanese money
to establish a special fund).

The lending squeeze confronted by export industries can be addressed in a
variety of ways, for instance by tightening up the screening process at private-sector
banks and by increasing the availability and accessibility of EXIM funding. One of
the causes of the lending squeeze identified in the interviews was the number of high
risk applications received as the rapidly worsening economy took its toll on business
performance. One support initiative considered feasible is to significantly boost the
administrative capacity of lenders to improve the screening process in the face of
increasing funding demand. At all financial institutions (not just EXIM), proper
administrative capacity means. (1) sufficient staff numbers; (2) properly trained staff;
(3) appropriate screening procedures (i.e., regulations and procedural flow); and (4)
more efficient data processing systems. We will now look at each of these in turn.

Firstly, required staffing levels should be determined by calculating the number
of applications received and the average number of days to process each application.
Shortages should be covered by hiring more staff on a temporary basis for fixed
periods. Both existing and newly hired staff should then be provided with skills
training to ensure each and every staff member is capable of performing his or her
work quickly and accurately. With regard to procedural flow, the efficiency of existing
procedures should be reviewed by outside financial screening consultants dispatched
especially for the purpose. Finally, office automation equipment and administration
systems should be upgraded. Japan could provide funding in areas such as dispatch of
consultants and equipment purchases and/or upgrades at government financial
institutions.

<Making exports more competitive >

Once industry has recovered its equilibrium to some extent, the next step is
developing new export markets. The critical point here is that Thai industry must be
competitive, that is, capable of consistently and reliably producing exports that are
acceptable in the global marketplace. Although the kaht is still cheaper than prior to
the currency crisis, currencies in neighboring countries are also falling and Thai
products consequently do not enjoy a competitive advantage. Thus, measures to
reduce business costs should be one of the first areas for consideration. Singapore, for
instance, substantially lowered the contribution ratio levied on corporations and



employees (the equivalent of pension premiums in Japan), while the Chinese
Government, looking to stimulate export growth, announced in January 1999 a
significant reduction in the refund tax on exports (a 17% value-added tax applied at
the distribution stage). Thailand needs to introduce similar policies designed to help
reduce corporate expenses, such as the tax review discussed below.

In addition to the absence of price advantage, the quality of Thai exports is
often not to global standards. The interview study found that lack of international
accreditation was in many cases a significant barrier to accessing international
markets. There are natur ally many more such hurdles faced by Thai companies in their
attempts to develop exports from products hitherto distributed only in the domestic
market.

The following are our proposals for government measures designed to help
make exports more competitive.

Firstly, the government can help to reduce costs in industry, and therefore make
exports more price competitive, by lowering tariffs on imported raw materials and
lowering corporate income tax from the present level of 30%. Although the corporate
tax rate is similar to those of neighboring countries, import duties are far higher, as
shown in Table 3-6. The government will be loathe to bring in wholesale cuts on
account of domestic industry protection issues, but tariffs on raw materials and
components are so high that there is still plenty of scope for reductions that would
help make exports more competitive.

Figure 3-7 Average Import Tariff Ratesin Selected Countries

Total goods Raw materials
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Source: World Bank, “1998 World Development Indications’

There is also a long-term need to reform the industry structure, moving away
from the current reliance on imported components and intermediate goods towards
domestic procurement of these items. To this end, the government should continue its



policy of nurturing supporting industries (and small business), as this is the only way
to achieve change in the medium to long term. According to a Thai Farmers Research
Center reportlz, small business currently faces the following problems: (1) shortage of
funds; (2) lack of market information; (3) outdated technology; (4) shortage of skilled
labor; and (5) lack of management experience. Strategies designed to address these
areas are in themselves support strategies.

Support strategies in the quality area should begin with measures to assist
industry in obtaining international quality accreditation such as 1SO. Companies
wanting to obtain SO accreditation normally have to set up an internal project team
and hire outside consultants. The government should provide subsidies to companies
unable to cover expenses such as opportunity costs associated with setting up a team
of experienced personnel and outside consultancy fees. Similarly, the government
could set up its own consultancy service.

One proposal is for the Department of Business Economics of the Ministry of
Commerce to administer disbursement of subsidies equivalent to a given percentage
of costs incurred by companies in the process of working towards accreditation,
subject to a maximum ceiling and available for a limited period only. Ancther is to
expand the “introduction service” currently provided by the Board of Investment of
Thailand, under which multinationals with operations in Thailand are partnered with
local firms as a practical means of promoting quality improvement in local industry.

Other ideas include the government-sponsored engineer training program,
although this has only limited support among local businesses; many respondents in
the interview study reported that the training does not provide engineers with practical
skills that can be applied immediately on the factory floor. Thus, the government
needs to make more effort to identify the type of skills training that small businesses
actually want in order to ensure that the program meets the needs of industry.
Furthermore, given that budgetary restraints was the single largest factor (33.1%)
nominated by respondents as precluding the introduction of in-house staff training
programs, human resources development is yet another area where the government
could provide funding assistance.

12 Tha Farmers Research Centre, SMEs: New Engine for Thai Economic Recovery, November 10 1998.
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<Other considerations>

Further to the discussion so far, we have set out below a number of salient
considerations taken directly from the interview study with local industry. Note that
not all the points listed below are directly related to export promotion strategies.

b

The government has concentrated solely on incentives for export
industries, which has only made things harder for importers. This is
particularly true of the preferential tariff schemes (waste liquid

pumps).

The IFCT fixed-interest loans sound really attractive, but the collateral
conditions are very strict and the funds can only be used in connection
with plant and equipment investment (electronic components).

The most important funding issue for small business in Thailand is
short-term financial settlement (electronic components).

The quality and contents of government training programs leave
something to be desired; private-sector programs are better in terms of
content, but very expensive (electronic components).

The government training programs aren’t that good; the programs run
by industry groups are much better in terms of both price and quality
(chemicals).

The problem with IFCT is that although it’ s there to provide finance to
small business, it has few channels through which to operate and
therefore only limited opportunities to access domestic industry in
Thailand (chemicals).
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The government training programs are too general to be that useful.
They don’t contribute anything to our attempts to achieve growth
through product differentiation. To date, we' ve had little opportunity
to use the programs (sanitary products).

Smaller local businesses lack management experience, specifically in
the areas of business management and factory operation. For instance,
our manager is actually an engineer, and he has only limited
experience in marketing and business administration. The human
resources development programs are not much good really. They do
not know what to teach or how to teach it, and what they learn is not
of much practical benefit anyway. The only approach to staff training
that we know is to start at the very beginning, on the factory floor, and
go from there (waste water pumps).



3.3. CURRENT STATE OF EXPORTS AND PROMOTION PLANS IN
INDONESIA

3.3.1. Current exportslevels

Indonesia has always enjoyed a trade surplus, although the size of the surplus
has fallen somewhat as a result of the economic benefits of wholesale trade
liberalization measures introduced since 1993, which led to a rapid increase in exports.
In 1995, imports exceeded exports for the first time: the value of total exports rose
13.4% in annual terms (including a 15.1% increase in non-petroleum products and
gas), while imports shot up 27.0% over the same period. The situation was such that
the World Bank saw fit to issue warnings of an imminent trade deficit if nothing were
done.

In 1996, the Indonesian Government introduced money tightening measures
designed to curtail import growth and prevent the economy from overheating. |mport
growth had already started slowing as a reaction to the massive increase of the
previous year, and the total value of imports rose only 6.7% in annual terms. Total
exports, meanwhile, grew 9.7% over the same period, improving the balance of trade
somewhat. After the currency crisis, the combination of the contraction of credit and
political turmoil®® led to a slump in the domestic economy and a more pronounced
decline in import growth. By 1997, total imports by value recorded negative growth of
-2.9%, while exports grew 7.3% over the same period and the trade surplus improved
further.

No discussion of Indonesian trade policy in the medium to long term can begin
without an analysis of the current trade structure. Domestic petroleum consumption is
expected to surpass production capacity at some point during the next century. This
will inevitably force down the trade surplus, predicated as it is on petroleum and gas
exportsl4. The only way to ensure that the trade balance stays in surplus is to boost
exports of industrial products, which account for around 60% of total exports by value.
However, export growth in industrial products is actually falling, from an average of
22.6% for the period 1990—1993 to 13.4% in 1993—1995 and 9.6% in 1996—1997.
The steady decline can be attributed to a combination of increased competition from
Chinain paper/pulp and textiles, as well as a general downturn in export markets such
as plywood.

13 As described in OECF Workshop Paper 22 February 1999 (Dr. Sri Mulyani)
14 World Bank, ADB Paper, €tc.
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Table 35 Thetrade of Indonesia

(million USD)

Y ear 1991 1992 1993 1994 1995 1996 1997 1998
Export(E) 29,142 33,967 36,823 40,053 45418 49,815 53,444 48,877
(Growth rate) 13.5% 16.6% 8.4% 8.8% 13.4% 9.7% 7.3% -8.5%
Import(1) 25,869 27,280 28,328 31,989 40,629 42,929 41,680 27,390
(Growth rate) 18.5% 55% 3.8% 12.9% 27.0% 5.7% -2.9% -34.3%
El 3,273 6,687 8,495 8,064 4,789 6,886 11,764 21,487

Source: the government statistics bureau, BPS—Statistics Indonesia

The Indonesian Government introduced several measures to promote exports of
leading industrial products to take over from petroleum and natural gas. The
draw-back system, launched in 1993 by EPTE (Entrepot Produkusi untuk Tujuan
Eskpor), allowed exporters to claim import duties paid on raw materials and
intermediate goods used to produce exports. This was followed in 1996 by the Tax
Holiday initiative, under which exporters were exempted from corporate taxes for a
limited period.

The national car initiative (providing for exemption from import duties and
luxury taxes when local procurement exceeds 60%) and new industry protection
policies such as higher tariffs on polyethylene were designed to encourage the
development of strategic industries and boost production of high addedvalue products
in the medium to long term, thereby making exports more competitive. These
measures (which were not intended as short-term strategies) effectively amounted to
tax breaks for a small section of local industry and flagrant discrimination against
Japanese and other foreign companies, and attracted widespread criticism both at
home and abroad. Protectionist policies introduced by the former Suharto
administration are now being either revoked or drastically scaled down in line with
IMF loan conditions.

Japan is now Indonesia’s largest trading partner with respect to both imports and
exports. Indonesia exports primary produce such as crude oil and LNG to Japan, and
imports components, intermediate goods and capital goods from Japan. Thus,
Indonesia still enjoys a very favorable balance of trade. Japan also represents the
largest destination market for non-petroleum and gas products, although these
categories have not been performing well since 1996, including negative growth from
1997.

The United States is Indonesia’s second-largest largest trading partner after
Japan. Petroleum and LNG account for a much smaller proportion of exports to the
United States. The value of non-petroleum and gas exports is growing at a healthy
pace.
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Table 36 Indonesian exports and imports by region in 1997

(million USD)
Export Share | Growth Import Share Growth E-l E+l
(E) Rate ()] Rate
Japan 12,485 23.4% 0.5% 8,252 19.8% -3.6% 4,233 20,737
USA 7,148 13.4% 4.2% 5,441 13.1% 4.6% 1,707, 12,589
Singapore 5,468 10.2% 13.2% 3411 8.2% 12.9% 2,057 8,879
S.Korea 3,468 6.5% 5.9% 2,322 5.6% -1.8% 1,146 5,784
China 2,229 4.2% 8. 6% 1,518 3. 6% 0. 5% 711 3,747
ASEAN 8,825 16. 5% 11.8% 5,323 12.8% 9.2% 3,502 14,148
EU 5,872 11.0% 3.7% 6,179 14.8% -0.6%0) -307| 12,051

Note: “Increase” denotes increase over last 3 years converted to annual terms
Source: BPS—Statistics Indonesia, Statistical Y earbook of Indonesia 1998

In 1997, non-petroleum and gas exports were worth US$6.7 billion, an increase
of 6.7% in annual terms. The corresponding figure far Japan, meanwhile, was
US$6.94 billion. Trade with ASEAN economies has grown rapidly since the 1990s,
particularly trade with Singapore, Indonesia’s third-largest trading partner behind
Japan and the United States. Non-petroleum and natural gas exports to Singapore
continued rising right through the currency crisis to the end of 1997, posting 25.9%
annual growth (worth US$4.82 billion) in that year.

The export breakdown altered significantly after 1986, when the government
devalued the rupia by a massive 45% and introduced a number of new export
promotion strategies. Industrial products began to account for a greater proportion of
total exports at the expense of the traditional mainstays, petroleum and natural gas.
The government’s efforts proved successful, and petroleum and natural gas exports
fell from around 70% of the total in 1985 to around 40% in 1990, and to 21.7% in
1997.

Textiles/clothing and plywood/timber are the two major categories where
Indonesia’s exports are considered competitive. These two categories earned a
combined total of over US$10 billion for the first time in 1996, and are expected to
outstrip petroleum and natural gas (worth US$11.7 billion in 1996) sometime in the
near future. Despite strong competition from countries such as China and India which
have plentiful supplies of cheap labor, the drop in currency value makes the
Indonesian exports more competitive in terms of price. If political stability can be
achieved and the credit crunch alleviated, then these categories could become good
export earners in the future. A large number of foreign (including many Japanese)
manufacturers of electric and electronic equipment as well as general machinery and
transport machinery have set up operations in recent years in response to active
government incentive schemes. With exports already growing in these categories,
Indonesia is poised to become a major export manufacturing center.
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Table 3-7 Indonesian exports by category

O Million USDO
Y ear/ 1994 1995 1996 1997 1998 (-June)
Goods | Amount | Grate | Amount | Grate | Amount | Grate | Amount | Grate | Amount | Gurate

Total 40,053 | 8.8 | 45418 | 13.4% | 49,815 | 9.7% | 53,444 | 7.3% | 24,569 -54.0%
Electric
Appliance
Fiber 5800 | -6.2 | 6,203 | 6.9% | 6,552 | 56% | 5,265 | -19.6% 3,789 12.2%

Chemical 351 335 | 551 | 57.0% | 552 0.2% 721 | 30.6% 518 41.5%

2,380 | 423 | 2,772 | 16.5% | 3,542 | 27.8% | 3,326 | -6.1% 705 -5.8%

Fertilizer 180 16.9 277 | 53.9% | 271 -2.2% 312 15.1% 107| -34.1%
Garlic 137 3.8 214 | 56.2% 158 | -26.2% | 230 | 45.6% 69| -17.2%
Perm ail 718 52.1 747 4.0% 825 10.4% | 1,446 | 75.3% 207| -56.2%
Oil,Gas 9,694 | -05 [ 10,465 8.0%| 11,722 12.0%| 11,623 -0.8%| 3,953( -34.1%
Others 20,793 - 24,189 - 26,193 - 30,521 - 15,221 -

Source: BPS—Statistics Indonesia
Note: 1998 dollar figures are averages for first half of year only; growth rates are relative to first half of
1997

3.3.2. Short-term export issues

(1) Short-term issues identified in the questionnaire study

In the questionnaire study conducted from October 1998 to February 1999,
macro level factors such as reversing the downturn in domestic demand were
most commonly nominated as the solution to short-term problems. Interestingly,
the second and third most frequent responses were “lower prices for raw
materials” and “easier access to funds,” both of which apply at the corporate
rather than macro level.

While the first response is predicated on macro level factors such as
maintaining currency value, when it comes to imported materials, businesses can
take action themselves by, for instance, switching from imports to local
procurement and investigating international markets more closely to find cheaper
suppliers and/or regions.

In response to more specific questions on exports (see Figure 3-10),
respondents nominated the following short-term barriers to business: “Expensive
raw materials’, “Severe competition in Asia’, “Difficulties in funding”,
“Difficult L/C opening” and “Problems in production.”
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Figure 3-9 Key factorsfor recovery from the business per spective
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Sources: The results from interview survey by SICS for Indonesian companies (n=248)

Note: 1% and 2™ mean the first answer and second one, respectively.

The issue of imported raw material costs was discussed above. The problem of
increasing competition in the region can to some extent be addressed by industry itself,
for instance through cost-cutting measures such as addedvalue product development
and efficiency improvements, and through greater emphasis on long-term export
contracts such as OEM agreements. This in turn will require greater investment in
human resources development and technology research. Meanwhile, finding new
export markets with less competition will help to alleviate the effects of increasing
competition in existing markets. This will depend largely on the efforts of both
government and industry to seek out the relevant information.

The next two issues—difficulties accessing funds and difficulties establishing
L/C—could be resolved by providing individual firms with supplementary credit.
Finally, barriers in the domestic manufacturing sector usually refer to factors such as
alack of credit, or outdated production technology and unskilled production managers,
and indeed, these would appear to apply to Indonesian industry at present.15

Industrialized Japan has a great deal to offer Indonesia in terms of its knowledge
and experience in the above areas.

15 Dr. Sri Mulyani, OECF Workshop
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Figure3-10 Obstacles to export from companies viewpoint
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Sources: The results from interview survey by SICS for Indonesian companies (n=248)

(2) Short-term issues identified in face-to-face interviews

Face-to-face interviews with Indonesian businesses were conducted between
October 1998 and February 1999 to identify exporting issues at the company (i.e.,
micro) level. Issues were classified as either short-term or medium to long-term. For
the short-term issues, respondents were categorized in terms of corporate attributes
(raw material procurement, export markets, funding procurement) and the impact of
the currency crisis (for instance on sales, supplier arrangements and competitiveness).
We then looked for correlation between specific corporate attributes and the problems
encountered in the aftermath of the currency crisis.

Let us begin by examining the short-term survey results. Indonesian exporters
who either source their raw materials (i.e., input goods) locally or have ready access
to foreign currency to import raw materials remained competitive in price terms, and
were fairly well shielded from the effects of the currency crisis. However, overseas
banks are reportedly starting to cut back on foreign-currency financing to Indonesian
companies. Meanwhile, the domestic economic downturn has impacted heavily on
domestic sales, and it appears highly unlikely that demand will recover to any great
extent in the near future. If this situation continues for too long, companies which
have been relatively unaffected to date could find themselves caught in a vicious
spiral in which reduced operating ratios affect access to liquid funds, reducing credit
availability and in turn production levels.

The interviews revealed that the most pressing short-term export issue was, for
all but a handful of companies, the very direct threat of falling demand at the macro
level, declining operation rates and diminishing equilibrium of production. As we saw
earlier, thisis linked to the cash flow shortage.

Furthermore, many companies are obliged to seek foreign loans from a variety
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of different sources in order to acquire the foreign currency needed to purchase
imported raw materials. When demand falls off within Asia, the delicate balance of
this arrangement soon breaks down, and the borrower’s debt burden rapidly increases
due to the lower value of the rupia.

Thus, Indonesian exports are structurally problematic in that a rapid decline in
demand inevitably leads to funding and finance difficulties. The debt burden is
directly linked to the future prosperity of Indonesian industry.

Table 3-8 Aftereffects of the currency crisis as shown in the results of
interviews (Short-term issues)

Features of companies Effects of the currency crisis

Products and Input Sdes Funding Sdes Finance

Items -Home mport | 4ome | mport | Home Foreign dome [ Ove Debt | Jew Compe-tit | 2ay-
Made Currency | Zurrency -sea | Burder | Jebt ive ment
Pricing

Cost

Input

Fertilizer o o o o o — | — _
/Chemica

Cosmetics etc. o o o o

Apparel, Fiber o o o — — —

Foods etc. o o —

Fiber — — —

Motorbike o — | — —
parts

Automobile _
parts

Medica o —
equipment —

Processed o o o
foods

10 | Leather o o o —_

11 | Plastic —

12 | Processed o o o o — | — — — —
foods

13 | Office supply o

14 | Fiber o o o — | — _ _

15 | Livestock, o o — _ —_
Fodder

16 | Meta products o —

17 | Ceramics o o o — —

18 | Automotive o —
parts

19 | Pressed parts o — — —

20 | Lubber o — —
products

21 | Automotive _
parts

22 | Rubber o o o o —
products

Note: very high proportion, © high proportion,  increase, -decrease, No sign: NA
Source: Results of interviews by MRI and CSIS
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(3) Medium to long-term export issues

The following table shows medium and long-term issues identified in the
interview study classified into four categories: markets, funding and finance,
personnel and technology (including training). Most firms have scaled down
operations in response to demand, and are now faced with funding difficulties. The
more successful new exporters, however, can hedge the foreign currency burden,
while subsidiaries of foreign companies can for the time being avoid funding
difficulties by relying on credit from the parent organization.

Thus, the medium to long-term issue for individual companies is learning to
adapt to falling demand. All exporters are endeavoring to boost export share and
diversify markets by finding new overseas clients. To this end, exporters need to be
more attuned to overseas demand.

Significantly, many Indonesian exporters (such as textile manufacturers) who
procure raw materials locally and were therefore expected to benefit from the cheaper
rupia reported that, notwithstanding an initial rise, exports slowed considerably in
both rupia and US dollar terms as overseas buyers started demanding lower prices.
Others said that political instability had generated concern in export markets and
scared off buyers.

As a medium to long-term issue, Indonesia needs to concentrate on improving
quality and adding value, and to shift the focus from spare parts exports to OEM
markets. Skills training and technology modernization will be important in this regard.
Yet many companies still rely on in-house staff training, with only a very small
number making use of the training programs run by the Ministry of Industry.
Technical training is often obtained overseas, typically at public-sector institutions,
affiliates or parent companies. It would appear that engineers have access to a wider
variety of training options than their administrative or production counterparts.
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Table 39 Medium and Long-term Managerial Tasks for the from
the results of Interviews

Products Medium and Long Term tasks
Items Sales Channdl Capita/Finance Human resources Technology Others
1 Fertilizer/ Securing of In-housetraining | Environment
Chemicals Currency risks Protection
2 | Cosmetics CPissuing In-house training | Outside QC
training
3 | Appard, Fiber | Adding values Securing L/C Mainly in-house Second-hand
training Facilities
4 Foods etc. Direct sales Securing foreign debt | In-house training New Markets
5 | Fiber Securing L/C by In-house training | Training by
foreign banks JETRO
6 Motorbike Increase of product | Securitization of debt | In-housetraining | Training by
parts line and opening up foreign
New markets Parent companies
7 | Autoparts Opening up New working capital by In-house training | Ditto
markets foreign group company
8 Medical Reinforcement of Securing long term Training by MOI | In-house training
equipment Export arm debt
9 | Foods Securing capital Overseas
needed rade-shows
10 | Lesther Decreasing foreign In-house training
debt
11 | Plastic New export market In-house training
12 | Foods Securing capital In-house training | Training at
needed Singapore
13 | Office supply | Changing export Indirect funding
destination
14 | Fiber Increasing export Securing L/C In-house training
Portion
15 | Livestock, Back-up from Thai
Fodder parent company
16 | Meta Increasing export Overseastraining
products Portion
17 | Ceramics Increasing export Securing L/C Overseastraining | In-house training
Portion
18 | Automotive | Salesback to Training in Japan | Networking
parts Japanese Parent With Thai
companies factory
19 | Pressed parts Cutting
workforce
20 | Rubber Increasing export Securing working Training for 1ISO
Products Portion capital
21 | Autoparts Increasing export To Ditto
22 | Rubber Opening up new Training in Japan
Products Export market

Source: Results of interviews by MRI and CSIS




3.3.3. Export promotion strategies

(1) Short-term export promotion strategies
Financial Issues:

The interview study revealed that nearly all businesses are experiencing some
sort of funding or financial difficulty, such as L/C problems, requiring urgent
attention. Yet, few short-term strategies were in evidence; respondents nominated less
immediate solutions such as securitization of debt, finding sources of funds other than
local banks, and (for merger partners) obtaining funds from a foreign affiliate.

The following strategies, including L/C guarantees, are required:

» L/C guarantees and two-step loans towards L/C establishment costs

* Funding/two-step loans for foreign currency to import raw materials

» Funding/loans and/or guarantees for debts associated with loans in foreign
currency

Market Development |Issues:

The next issue is markets. At the moment, Indonesian industry is trying to deal
with the slump in domestic demand by exporting products previously destined for the
local market. The former Ministry of Industry has led the push to promote exports to
the United States and other countries currently enjoying healthy levels of domestic
consumption, for instance by covering the costs of entering booths at trade shows.
These small but significant steps can deliver benefits to individual companies in the
short term.

Given the shortage of funding in the aftermath of the currency crisis, exporters
increasingly need financial support towards the cost of:

» Entering booths at overseas trade fairs

» Setting up a database for marketing to overseas companies

Human Resource Development |ssues:

Human resources development can be addressed in the short term to some extent.
Initially, at the start of the currency crisis, foreign-owned firms were able to
compensate for short-term staff excesses without resorting to retrenchments and
temporary lay-offs by taking production staff off the production line and sending them
on training programs in the parent country. But as equipment operation rates failed to
recover to previous levels, the pressure to adjust employee levels grew too great and
many companies started cutting back staff. Short-term staff cutbacks affect not only
the growth of the company concerned but also the industrial progress of the nation, by
obstructing skills development in the long term. The short-term pressure for staff
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cutbacks could be alleviated to some extent by funding training programs where
companies agree to maintain existing staffing levels, or by subsidizing the cost of
hosting training instructors from overseas.

Low interest loans for in-house training program

Low interest for procured outside professional trainers

(2) Medium to long-term export strategies
Market Development Issues:

Trade liberalization has greatly increased competition in export markets. The
study found many exporters suffering as a result of the effect of the exchange rate on
price competitiveness. In the medium to long term, it is vital that Indonesia industry
endeavors to develop added-value products and diversify export markets.

Many firms are working towards international quality assurance accreditation
such as 1SO9000 for their products. Industry efforts to boost quality levels to
international standards must be supported.

Another very important strategy for boosting exports is new product
development, for instance via technology transfer from industrialized nations and by
acquiring the rights to popular brands. Both of these represent intellectual property for
the period of the agreement, requiring payment of purchase costs and/or royaltiesin
foreign currency; since this is effectively the same as purchasing equipment from
overseas, industry should be provided with low-interest finance schemes (similar to
long-term equipment funding) for this purpose.

Suggested forms of financial support:
» Low-interest loans for materials and equipment and consultancy fees used in
working towards international quality assurance accreditation
» Low-interest loans for purchasing technology and concept rights from foreign
companies
* Subsidies covering the cost of consultants (such as designers) employed to add
brand appeal to leading export lines such as textile products

Human Resource Development |ssues:

On the issue of human resources development, the survey revealed that most
companies rely solely on in-house training. This can be attributed partly to funding
problems but also to a general lack of information about external training programs
and to the inaccessibility of the programs themselves (see Figure 3-11). To this end,
universities and vocational colleges should make more effort to actively promote their
services to industry
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Figure 3-11 Major obstaclesto human resour ces development

Poor accessibility to external training program
Law quality of external training program
Job-hopping
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Sources: The results from interview survey by SICS for Indonesian companies (n=248)

The market economy is steadily developing but small business is still plagued
by a chronic shortage of skilled managers. Proper business planning is of course vital
in order to ensure efficient use of funds and to minimize the adverse effects of another
major event like the currency crisis. To this end, the government should provide
subsidies to small business towards the cost of enrolling employees in fee-paying
training courses offered by universities and vocational colleges in areas such as
business management, marketing and finance and accounting.

Similarly, the government could provide private universities and vocational
colleges with low-interest loans for materials and equipment purchases and for costs
incurred in developing new programs for industry. Since training programs represent
an asset from the perspective of the recipient, such funding could even be provided in
the form of loans.

» Subsidies for small business to cover the cost of enrolling employees in
business management courses

» Low-interest loans to private universities and vocational colleges for
developing business management programs and purchasing materials and
equipment



3.4. CURRENT STATE OF EXPORTS AND PROMOTION PLANSIN
PHILIPPINES

3.4.1. Current situation of exports

Of the Philippines' total amount of exports, those to the United States, Japan,
Singapore, Hong Kong, Taiwan and Britain accounted for about 70 percent, making
them the six major countries/regions of destination of the Philippines' exports.

Especially, the exports to both Singapore and Taiwan have been greatly
increasing since 1986. The shares of these countries have expanded from 3 to 6
percent by 1997. Meanw hile, regarding their importance by ranking among the six
major countries/regions of destination of the Philippines exports, Singapore had
advanced from No.5 to No.3, while Taiwan from No.6 to No.4. On the other hand,
although the United States and Japan had remained No.1 and No.2 respectively by the
year of 1997, the shares of exports to both countries had fallen from 36% to 18% , and
34% to 14%.

As for the balance of trade by country/region, its deficits against Japan, Korea,
Taiwan, Singapore and Hong Kong were growing over the period from 1986 through
1997. Trade deficit against Japan had grown drastically since 1991, which reached the
point of $3.22 billion in 1997 following the peak of $3.46 billion in 1996. In 1998,

Figure 3-12 Trade Balance between the Philippines and Major Countries
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Source: CEIC Data graphed by Mitsubishi Research Institute INC.(MRI)

however, trade balances against all these countries/regions improved, though in

varying degrees. Among them, trade balance ggainst Taiwan, Singapore and Hong
Kong even turned to surpluses. With the United States, a favorable balance had been
seen, with its surplus reaching the record of $3.54 billion (Figure 3-12). The
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improvement of its balance of trade in 1998 came as a result of the depreciation of
peso, which stimulated the Philippines export of electronic, electrical and
communication products in particular while discouraging imports in general.

Observing the change of the shares of export commodities of the Philippines by
three categories— primary products, secondary products and the others —from
1991 to 1998, it can be easily found that, whereas the share of primary products
shrank from 21% to 7%, that of the secondary products showed a considerable
expansion from 73% to 89%. This can be attributed to the absorption of foreign
capital as well as foreign technologies resulting in the steady growth of international
competitiveness of manufacture industries.

Figure 3-13 Proportion of Philippine Export of Major Commoditiesto Its Total Exports
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The four major commodity groups of the Philippines exports consist of
agricultural products, electronic, electrical and communication products, garments,
machinery and transportation equipment as shown in Figure 313. The combined
share of these products to the total exports rose from around 60% in 1991 to over 80%
in 1998. However, the very groups of commodities that expanded their shares in this
period are electronic, electrical and communication products, growing from 26% to
59%, and machinery and transportation equipment, from 2% to 11%. In contrast, the
share of agricultural products fell from 11% to 5%, and garments from 21% to 8%.
Consequently, even when the growth of manufacture's international competitiveness is
recognized, it should be noticed that while electronic, electrical and communication
products, and machinery and transportation equipment are becoming the major means
of foreign currency acquisition for the Philippines, the importance of garments in this
regard is declining gradually.
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3.4.2. Problems of exports

The results of a questionnaire and some interviews held recently show the
problems existing in the Philippines' exports.

There are two eye-catching facts in the results of the questionnaire. Firstly, as
what can be seen in Figure 314, firms that claims to have suffered a decline in
oversea sales make up 36.9% of the total number of firms inquired, which is more
than 2.5 times the number of those giving the opposite answer (making up only 14.6%
of the total). A further look at the firms of the latter will be made later with the
discussion on the results of interviews.

Figure 3-14 Situation of Overseas Sales after the Currency Crisis
As Suggested by the Questionnaire Results
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Source: Results of a Recent Questionnaire by MRI

Figure 3-15 Major Causesfor the Sluggish Exports
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Table3-10 MarketsWherethe Philippines Exports Show More Signs of
Sluggishess after the Occurrenc of the Currency CrisisAs seen
from the Results of the Questionnaire 0 0O O
us Jgpan | China [ASEAN| theother EU the na
Adan others
Countries

areas where the Philippines exports 6.1 7.6 0 5.6 71 6.1 o 677
aremore duggish (n=19801

Source: Results of a Recent Questionaire by MRI

Secondly, two reasons are considered the most important ones for the export
sluggishness, the comparatively unfavorable position of the Philippine firms in the
price competition against the firms of other Asian countries, and the stagnant demand
in the overseas markets. In the case of the former, the Philippine firms are facing the
difficulty of raising productivity because of the increasing cost of imported materials
and intermediate products out of the depreciation of peso, and because of a lack of
capital as well as talents. As for the latter, the continual slowdown in its exports to
Japan, the ever-growing fierceness of competition from the firms of other Asian
countries encountered in its exports to the United States and Europe, and the declining
exports to a crisis-stricken  Asian market where the demand is showing little sign of
early recovery, all these factors combine to explain the reason.

From the results of the interviews, the main points of which can be rendered
into Table 3-11.

Firstly, among those firms with comparatively high percentage of export, there
are quite a number of them having experienced a drop in export since the outbreak of
the currency crisis. The reason for this can be attributed to the above-mentioned
factors, though the increasing cost of imported intermediate products is not explicitly
pointed out as one of them by the interviewees. In addition to the overwhelmingly
high weight of the cost of intermediate products among its total amount of exports,
the problem of underdeveloped infrastructure resulting in the swelling cost of
production either directly or indirectly has also produced a negative effect on the
competitive edge of the Philippines' export prices. The negative effect of mounting
import cost is typically exemplified by the case of a confectionery maker, in which the
cost of imported materials rose by a range between 30% and 50% with the
depreciation of peso, and the result was the decline of price competitive power, and
hence the loss of export market. As for the effect of infrastructure, the results of quite
a few of studies so far have, from a macroeconomic point of view, illustrated that the
GDP elasticity of infrastructure stock is really meaningful, which can also be easily
proven by reasoning, from a microeconomic point of view, that an underdevel oped
highway system, or a loss of power in the transmission of electricity, or a blackout
will cause serious delays in transportation, upset schedules of delivery, result in the
retard of production, and hence more idle machines and workers.



Table 3-11 Aftereffects of the Currency Crisisas Shown in the Results of
Interviews( Short Term)

features of companies effects of the currency crisis

input goods markets capital raised others sales capital / finance competitive edge

product items |home over-| home foreign home | over- | debt new | pay- | compe cost
made | import |home| seas | currency | currency seas |burden | debt | ment | titive of
pricing | input

010 O ©) + ™)

1 [textile

ole ° - * *

2 lindustrial resin

subcon-

© - |+ -

tracting

household
furnitures

subcon-
tractor

©| © |O|o

4 |garments

hedge made to ) +

ceramics
order

©)

cement

food stuff

5
6
7 |foods
8
9

O|O
O|0[0|0

cars/parts

@|ee0je| © | ©
©)

Ole| |00 O | O
+
+

S
O

() +

iron & steel

paper misclla-
neous goods

made to

12|furnitures O order

®)

©

13|garments

14|candies

() +

15|medicines etc.

@|0|0
©
© 0| |0 ©

*)

16|car parts

17|furnitures

made to

18|handicrafts - order

made to

19|furnitures order

assembly of
watchs

©| © | 0 0o
©
+

20

medical
21 equipment

22|handicrafts

©|©
©|©

23|handicrafts

24|castor oil

0|0

2 5|food stuff

26|garments

0|0

2 71food stuff

2 8|textile

O|0|0}e|0|0|0

©)
29|textile O O +) -

Note:O ----very high proportion, O ----high proportion, O ----increase, ?-----decrease, (+)----increase of foreign
debt burden.
Source: results of interviews by MRI
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Secondly, thanks to the sluggish sales both domestic and oversea, it has become
difficult for the Philippine firms to raise money for working capital as well as plant
investment, which has much to do with the increasing cost of intermediate products as
mentioned above.

Thirdly, one thing that cannot be neglected is that there are also interviewed
firms which have actually expanded their exports even after the occurrence of the
currency crisis. That is to say, the crisis in fact has influenced the exports in various
ways, with the effect different greatly from firm to firm owing to the different features
in their activities of production, marketing and corporate finance. For example, even
the same export-oriented firms have had different performances, in that those having
actively opened up new markets outside Asia have suffered much more slightly than
those having depended on the neighboring countries for export income, that some of
the former have even enjoyed an increase in exports. At the same time, in face of the
depreciation of peso, those having managed to procure materials domestically have
fared better than those having gotten them solely through imports. What's more, since
each firm has its own way of strategy-mix (a certain mix of marketing strategy,
procurement strategy and finance strategy), the ways in which the crisis has
influenced the Philippine firms in effect shows a much greater variety. As a matter of
fact, there appear some firms which have so far enjoyed a variety of export markets
and previously promised well in their export promotion drives, but have nevertheless
failed to raise additional capital needed for further plant investment so as to expand
oversea sales because of the existing over-dependence on foreign-currency-
denominated loans.

Figure 3-16 Growth of Philippine Exports Quarterly Basis
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Figure 3-16 shows a slowdown in the Philippines growth of exports, the reasons for
which can be summed up as follows

Firstly, the weakening of international competitiveness resulted from the rising
cost. As what was previously pointed out, one phenomenon having featured the
Philippines’ exports recent years is that while the traditional export commodities like
agricultural products and garments have not been selling well, exports of those in the
modern sector such as electronic, electrical and communication products, and
machinery and transportation equipment have been flourishing. However, although
there is no evidence that this phenomenon has shown any sign d change since 1998,
even those export-oriented firms with better performance have virtually been troubled
by problems like increasing cost, decreasing rate of operation, and so on.

The export of electronic, electrical and communication products have kept an
average annual growth rate of over 20% in recent years, the 1998's year-on-year
growth rate recording 32%, no worse than the 35% in 1996 and 31% in 1997. As for
the export of machinery and transportation equipment, a double-digit monthly growth
has been maintained except for the 5% in June and 9% in October. But compared with
the 73% in 1996 and 107% in 1997, the growth of 24% in 1998 suggests a slowdown

(Figure3-17).

Figure 3-17 Growth in leading export categories (1998)
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Now the trouble is that, even in the seemingly healthy export sectors like
electronic, electrical and communication products, and machinery and transportation
equipment, some Japanese-affiliated export-oriented firms are feeling compelled to
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readjust their productions because of the depression of Japan's domestic market
resulting in the slump of export of electronic machines and components to Japan.
For instance, electronic instrumentation component manufacturer "E," exporting
mainly to Japan, was obliged to slash operating rates by 80% at the start of the
April-June quarter of 1998 in response to poor export growth, while semiconductor
manufacturer "F" is considering shifting exports away from Japan to areas with
healthier economies, such as Eur ope and the United States. Similarly, "G", a supplier
of electronic components to Japanese subsidiaries in Malaysia, has had to cut back
production even though it does not export directly to Japan.

The increasing problem of rising production costs is due n no small part to
skyrocketing wage levels. The Philippines has traditionally been an attractive
investment proposition because of the cheap wages compared to other ASEAN
nations; by the end of July 1998, however, the minimum daily wage in Manila (198
peso) was higher than in Bangkok (164 baht) in terms of US dollars ($4.70 versus
$4.00). Thus, Philippine exports in labor-intensive industries have lost their price
competitive edge over exports from Vietnam, China and even Thailand.

In light of these problems, export growth is considered likely to be sluggish for
some time yet. As one computer manufacturer pointed out during the interview, the
current level of export growth is not due to growing export markets but rather a shift
by the maor manufacturers in industrialized nations towards setting up new
production operations in the Philippines. Once this trend reaches saturation point,
export growth can be expected to slow considerably. Electronics (especially
semiconductors and computer equipment) are the export leader for the Philippines; yet
computer demand is shrinking in industrialized nations, and even the newly emerging
markets will not generate significant demand in this category.



3.4.3. Export promotion strategies

Leaving aside the impact of the monetary crisis for a moment, Table 3-13 shows
how exporters themselves view their own structural management problems, as
revealed in the interview study. Most exporters understand the importance of
expanding and diversifying both domestic and international markets. They also realize
that finding and training capable staff and using modern technology is vitaly
important, not only for expanding and diversifying, but also for maintaining existing
markets by making their products more competitive. However, a large number also
nominated finance and funding problems.

Table 3-12 summarizes the strategies either in place or planned by interview
respondents in response to these medium to long-term management issues. In view of
the types of problems and the types of goproaches required, the government should be
providing financial assistance to individual businesses to support their efforts in this
area.

On the basis of the analysis given above, we present here three export promotion
strategies:

(1) Liberalization of investment regulations coupled with trade deregulation
(2) Support for the development of supporting (supplier) industries
(3) Support for technology research and human resources development

The strategies should be considered as a whole since all three areas are closely
related and mutually complementary.



Table 312 Medium and Long Term Managerial Tasks for the Philippines Firms
as Seen from the Results of Interviews

Medium & Long Term Tasks

product items

sales channel

capital / finance

human resources

technology

others

textile solutions for the
shortage of water etc.
industrial increase of exports improvement of
| resin productivity
household opening up new poor management in
furnitures markets subcontrctors
garments procurement of increase of
labor subcontract fee
ceramics increase of exports rationalization of
debt
cement opening up new rationalization of
) markets debt
foods reduction of cost in
import of input goods
food stu ff reduction of debt reduction of cost
cars/parts counter measures to

government regulations

iron & steel

rationalization of
debt

paper misclla-
neous goods

increase of exports

human resources
training

improvement of
technology

technology

furnitures reinforcement of gain of access to
marketing arm credit
garments opening up new securong procurement of imported
markets raw materials
candies opening up export
markets
medicines response to the change diversification of
etc. of market conditions products
car parts improvement of reduction of cost in
prodctivity & quality import of raw materials
furnitures opening up new better productivity &
markets product development
handicrafts securing capital needed development of
for expansion of business new products
furnitures human resources improvement of
training the level of designing
assembly human resources technological
of watchs training innovation
medical opening up new development of
equipment markets new products
handicrafts reinforcement of product diversification
) marketing arm & differenciation
handicrafts securing plant investment
capital and working capital
castor oil rationalization of development of
debt new products
food stu ff increase of exports
garments securing working
capital
food stuff better production efficiency
and information capacity
textile
textile improvement of reviewing the use of

input goods




Table 3-13 Measures Taken by the Philippines Firmsin Responseto Their
Medium and Long Term Tasks as Seen from the Results of I nterviews

product Measures taken to address the Medium and Long Term Tasks
items sales capital / finance human resources technolory others
textile diversification in the practice of early retirement introduction of
kinds of currenciesbollowed ( «higher productivity ) new technology
industrial increase of exports practice of early retirement developing new products, in-
resin ( «<higher productivity ) creasing domestic input goods
household opening up new being more supervisory and
furnitures markets selective to subcontractors
garments - keeping those employees raising subcontract
with technology fee
ceramics increase of exp(;rts stoppping borroing abroad,
recapitalization
cement opening up export increasing the share of )
markets foreign holdings in the firm
foods o expecting the cut of
tariff
food stuff reducing debt lowering inventory,
practicing just-in-time
cars/parts

iron & steel

additional equity infusion,
debt conversion

paper misclla-
neous goods

increase of exports

training program

training program

furnitures

expectinggoverment aid
in products promotion

expecting the change of
banking system

garments

obtaining loans from loacal
banks for additional capaital

expecting the simplification
of customs procidures

candies

expecting the cut of
tariff

medicines
etc.

adjusting the input mix /
product formulation

using existed ditribution
network to market new products

car parts

R&D

increasing procurement of
raw materials domestically

furnitures

developing export markets
opening up domestic market

expecting government aid in
providing advanced training

handicrafts

expecting easier access to
bank' loans

expectin government aid in
information & technology

furnitures

performing in-house training
for employees and supervisors

R&D

;Ssembly
of watchs

expecting training programs
or schools for special skills

enhancing automation of
production process

medical
equipment

opening up export
markets

«—obtaining capital for
plant investment

handicrafts

expectinggoverment aid
in products promotion

informal in-house training—

introduction of new
technology

—expecting better infrastructure
and reform in the patent systm

handicrafts

expecting easier access to
bank' loans

castor oil

wanting more loans and re-
structuring long-term loans

expecting government aid in
product development

food stuff

increase of exports

garments

debt restructuring , subcon-

tracting, looking for new partner

food stuff

closing down inefficient plants
upgrading information system

textile

textile

Note: The checkers cicumscribed with thick lines are related to government aid or expectation of government aid.
Source: results of interviews by MRI
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(1) Liberalization of Investment Regulations Coupled with Trade Deregulation
The Philippines has already begun the process of liberalization of investment

regulations and deregulation of trade, as seen earlier. However, in terms of trade

promotion, it seems that there is still room for further progress in the following areas:

More incentives to attract foreign companies with outstanding technology and/or
impressive sales volumes

Improved environment for investment

Boost foreign investment in private-sector infrastructure development

Set up an infrastructure investment fund

Strategic import liberalization

Cut import tariffs and simplify import procedures

Shift from trade protection in specific industries to more general protection via
social and employment policy

Firstly, the government needs to liberalize investment rules in order to attract
more foreign companies. Attracting foreign companies with outstanding technology
and/or impressive sales volumes and encouraging them to set up relationships with
local firms will help to improve technology and workers skills in domestic industry.
Philippine firms will also benefit from new opportunities to learn about export
markets and acquire marketing skills.

To this end, the government should continue working to improve the general
investment environment. While the Philippines is certainly ahead of its neighbors in
this regard, continued foreign investment in infrastructure development is an
important priority. It was clear from the face-to-face interviews that a lack of
adequate infrastructure is making it difficult for business to tackle medium and
long-term issues. Foreign investment (in the form of private-sector infrastructure
development and the infrastructure investment fund) will have the added benefit of
improving efficiency in the public service field.

Finally, strategic import liberalization measures are needed. As we saw in our
discussion of export problems in Section (2) above, many companies have not only
been hit by the rising cost of imported materials (due to exchange rate movements and
the vagaries of suppliers), but are also suffering a relative competitive disadvantage
due to high import tariffs and complex import procedures. The latter is primarily the
result of protectionist policies designed to favor certain domestic industries. It should
be remembered that in the days of the global economy, however, this suboptimization
approach may actually be more costly overall. As well as ongoing trade liberalization
in the conventional sense, the government should consider strategic trade
liberalization that differentiates trade partners (in terms of leading industries) in a
way that encourages the development of supporting (supplier) industries (see below).
Industries currently enjoying trade protection should be encouraged, through
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appropriate social welfare and employment policies, to undertake restructuring and
reform.

(2) Support for the Development of Supporting Industries

Underdeveloped supporting industries are holding back economic progress.
Although a cheaper peso makes exports more competitive, the bulk of intermediate
goods used to produce exports are still imported. This means that at the micro level, a
cheaper peso forces up production costs for exporters, reducing profits, while the
macro level, it eventually leads to a trade deficit and, in turn, higher levels of foreign
debt. One of the keys to solving this problem-the principle dilemma for the Philippine
economy-is to encourage the development of supplier industries, reducing dependence
on imported intermediate goods and eliminating the ever-present trade deficit.

The following is intended to show how this could be done in some specific
supplier industries.

As Figure 3-18 shows, electrical components and materials accounted for 42%
and 41% of total imports of intermediate goods by value in 1996 and 1997
respectively. Encouragement for supplier industries should be concentrated in this
area, particularly given that it will directly benefit exports of electronic equipment
and communications products, the two biggest foreign currency earners for the
Philippines.

Figure 3-18 Proportion of Major Categories of Imported Intermediate
Goods to the Total Import of Intermediate Goods

year

1997

1996

0.00 10.00 20.00 30.00 40.00 50.00 60.00 70.00 80.00 90.00  100.00

chemical products
general semiproducts in manufacture
O electronic and electrical components & materials

Source: CEIC Data



The chief strategies for encouraging supplier industries are as follows.

Establishing more special economic zones to attract domestic and foreign
investment in supplier industries

Better facilities in existing special economic zones

Larger special economic zones

Preferential treatment for intermediate goods (primarily electrical components
and materials)

Taxation and funding incentives for new investment

Subsidies and technological support to encourage local proprietors

It is important that the government produce policies such as tax incentives to
attract domestic and foreign (particularly foreign) investment in the industries
described above. Foreign investment should be channeled into the special economic
zones, which should be expanded where appropriate. In addition to foreign capital and
foreign technology, the government should encourage joint ventures and 100%
foreign-owned operations in order to promote technology transfer and stimulate
domestic industry. The issue of human resources development in supplier industriesis
discussed below.

(3) Support for Technology research and human resources devel opment

In order to retain and/or boost existing markets and develop new ones, the
Philippines needs to differentiate its exports from the competition and at the same
time ensure its exports remain competitive. To do this, Philippine industry needs to
improve in terms of both product quality and productivity; this in turn requires more
skilled workers, greater attention to human resources training and development and
better technology.

However, the questionnaire study suggests that industry is not in a good position
to pursue these goals at present. For one thing, only a little over 50% of companies
have a research and development department, and few companies are capable of
independent research and development. Furthermore, budget restrictions represent a
major obstacle to human resources training and development (Figure3-19,
Figure3-20).



Figure 3-19 Firms with R& D Division Compared to Those without (n=198)

no

46%
yes

54%

Source: Results of a Recent Questionnaire by MRI

Figure 3-20 The Biggest Obstacle to Human Resour ces Training

problems of language

limited time

employee's job hopping

undesirable education service outside the firm

lack of information on education service

limited budget 54.5

%

Source: Results of a Recent Questionnaire by MRI

Government bodies could do a great deal more to support the efforts of
individual companies in the areas of human resources development and new
technology. Industry badly needs access to a wide range of high-quality training
programs and technology R&D schemes designed to boost skill levels.
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Specific suggestions include:

Setting up vocational training institutions; improve training programs
Providing subsidies for training programs in specific areas

Developing joint training programs involving industry, educational institutions
and government

Encouraging closer interaction between industry and government research bodies
on technology development

The basic educational institutions should be able to achieve a general
improvement in the skill levels of single-skill workers, while specialist and vocational
institutions can address the specific skill needs of managers and engineers. Thus, what
Philippine industry really needs a wider range of high-quality education and training
programs that accurately reflect ongoing change in the business environment.

At the @me time, government support for training to improve the skills of
engineers and skilled workers is still very important. Support schemes should be
expanded and also upgraded to more faithfully reflect the unique needs of individual
companies. For instance, the government could agree to provide financial subsidies to
businesses undertaking designated training programs; this would promote human
resources development tailored to the needs of individual businesses, while boosting
the overall skill level of human resources in all industries. Similarly, the government
should consider setting up training centers and training programs operated jointly with
industry and educational institutions; these would provide improved access to worker
education and training programs tailored to corporate needs, making it much easier for
small business to start getting involved in human resources development.

Finally, industry should team up with government research bodies to develop
and promote new forms of applied technology and production technology for industry.

With regards to training programs (the second and third points), and in relation
to the earlier discussion, measures designed to encourage increased participation of
and closer ties with multi-nationals and narrow the focus to priority industries (as
discussed earlier) will be beneficial in terms of both contents and cost.

Government bodies could do a great deal more to support the efforts of
individual companies in the areas of human resources development and new
technology. Industry badly needs access to a wide range of high-quality training
programs and technology R&D schemes designed to boost skill levels.



3.5. CURRENT STATE OF EXPORTSAND PROMOTION PLANSIN CHINA

3.5.1. Exports at present

The Asian currency crisis did not impact on Chinese exports until near the end
of 1997. The total value of exports posted annual growth of nearly 14% in the first
guarter, but this dropped back to single-digit growth in the second quarter, followed
by negative growth in the third and last quarters.

Table 3-14 Contribution to GDP growth (%)

Components of GDP 1980-1990 1990-1997 1980-1997
Private consumption 49.7 46.2 46.9
Government consumption 11.6 10.9 11.1
Gross Fixed Capital

Formation P 35.5 37.8 37.4
Increase in Stocks 19.8 20.8 20.6
Export of goods & service 19.8 20.8 20.6
Import of goods & service -21.1 -15.4 -20.2
GDP 100.0 100.0 100.0

Source: China Statistics Y earbook etc.

This setback can be attributed to the combined effect of the currency crisis and
domestic economic problems in countries throughout Asia (including Japan), which
affected orders for Chinese imports. Table 3-15 shows major trade statistics by export
market. It can be seen that exports to Japan and 4 major ASEAN markets dropped
sharply as a result of the currency crisis, while exports to the United States and
Europe remained healthy. Thus, the decline in exports can be attributed to external
factors—namely, declining orders from countries suffering domestic economic
difficulties in the aftermath of the currency crisis—rather than a lack of
competitiveness in the exports themselves.

Table 3-15 Chinese Trade by Region in1998 (million USD)

State, Region | First half 3¢ Quarter 4" Quarter Export total | Import total
1 | Hongkong 20,663 9,454 8,637 38,754 6,655
2 | UsA 16,681 10,433 10,861 37,975 16,961
3 | Japan 13,668 7,458 8,565 29,691 28,207
4 | EU4 8,017 4,435 4,932 17,384 14,425
5 [ Korea 2,878 1,583 1,807 6,268 14,995
6 | ASEAN4 2,457 1,339 1,620 5,416 8,046
7 | Singapore 2,457 977 1,249 4,683 4,224
Total 182,790 47,110 49,860 279,760 140,160

Source: Overseas Economic Data
Note: EU 4 includes Germany, UK, France and Italy,
ASEAN 4 includes Thailand, Malaysia, Indonesia and Philippines
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Table 3-16 Chinese Trade by Region in1998 (Annual Changein %)

State, Region | Firsthalf | 3¢ Quarter 4" Quarter Export total | Import total
1 | Hongkong 4.3 -14.6 -33.0 -11.5 -4.8
2 USA 18.5 13.8 15.0 16.2 4.1
3 Japan 4.4 -10.0 -7.4 -6.7 -2.7
4 EU4 22.6 16.0 9.4 16.9 4.1
5 Korea -32.4 -36.0 42.3 -31.2 0.4
6 | ASEAN4 -20.1 -24.1 -8.1 -17.9 7.1
7 | Singapore -9.4 -16.3 -1.7 -27.4 -2.2
Tota 7.3 -2.3 -7.2 -2.2 -1.5

Source: Overseas Economic Data
Note: EU 4 includes Germany, UK, France and Italy, ASEAN 4 includes Thailand, Malaysia,
Indonesia and Philippines

The currency crisis forced down the value of the currencies of Thailand,
Indonesia and the Philippines relative to the US dollar, making exports of primary
products or ‘general’ goods (where demand has highly elasticity relative to price)
from these countries more competitive than Chinese products in the corresponding
categories.

Table 3-17 Export volume by products and category in1998

Raw Annual Processed Annual General Annual Processed Annual
Term materials Change Goods Change Goods Change Goods Change
In % In % Trade In % Trade In %
1st Quarter 42.9 -12.8 358.1 16.9 168.6 9.2 219.7 14.0
Jan.-Apr. 60.7 -15.1 501.2 16.1 237.6 8.7 305.9 12.0
Jan.-May 76.5 -16.9 634.6 12.7 298.7 4.9 388.7 9.5
2nd Quarter 95.2 -16.3 774.6 11.5 365.3 4.4 476.3 8.6

According to Table 3-17, an analysis of the decline in exports by product
category shows that although annual growth in primary products such as agricultural
produce stayed negative into 1998, secondary products (such as industrial products)
dropped only slightly before recovering to post double-digit growth for the first half
of the year (January—June). Looking at exports in terms of the degree of processing,

then, it is clear that the decline in processed goods16 has been less drastic than the

decline in general exports.17 With secondary products or processed goods, on the

other hand, price is less of a determining factor influencing demand. This is because
secondary products are often made by foreign companies in China instead of local

16 Where raw materials and components are imported, processed, then exported directly. A typical example iswhere afactory
on the Chinese mainland is contracted by a Hong Kong company to import al raw materias, components and prototypes
and export the entire production volume of finished products. Foreign companies are generdly required to export acertain
percentage of finished products, and thisin fact accounts for asignificant proportion of the processed goods market.

17 Exportsof domestic raw materias and resourcesin raw form.
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companies. Foreign companies tend to set up operations in order to supply specific
export markets, and are more likely to enter into long-term arrangements regarding
supply volume and price. Short-term fluctuations in the domestic macro-economy will
therefore have minimal impact on exports.

Table 3-18 Export growth over the last 12 years, broken down by SITC product
category(1985~1997)

SITC Code No. 0 1 2 3 4 5 6 7 8 9
Thailand 20 0 4 1 0 1 18 29 26 1
Indonesia 13 1 8 -21 0 6 54 4 34 1
Philippines 7 1 1 4 0 3 7 17 24 36
China 8 1 3 -5 0 7 23 14 26 24

Source: UN, International Statistics Yearbook
Note: SITC O(foods) , 1(drink, tobacco), 2 (general raw materias), 3 (mineras), 4(oil), 5(chemicals),
6(parts etc.)7(general machinery), 8(right industrial products), 9(arms, re-imported goods, others)

Table 3-18 shows export growth over the last 12 years for Thailand, Indonesia,
the Philippines and China, broken down by product category. It can be seen that in the
long term, China has enjoyed greater growth in intermediate processed goods (SITC6)
and final processed goods (SITC 7 and 8) than both Thailand and Indonesia, while
primary products (SITC O through 4) have steadily declined in proportion to total
exports.

3.5.2. Structural issues on export promotion

In developing strategies for promoting exports, bearing in mind the issues
discussed above, we should focus on the issues that directly affect the exporters
themselves—in other words, problems experienced by businesses at the micro level.
Even companies producing processed goods unaffected by price competition and
enjoying the stability of long-term supply contracts can still experience great
difficulty maintaining constant production in the event of problems in areas such as
funding, personnel or technology (particularly manufacturing technology).

Thus, no analysis of structural flaws in the Chinese foreign trade structure can
afford to overlook the problems of industry. Here, we present the results of
guestionnaires and face-to-face interviews with Chinese industry, conducted between
November 1998 and February 1999, with particular reference to export issues.
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(1) Short-term issues
<The result of postal survey>

The Development Research Center of the State Council was commissioned by
the OECF to undertake a study of small business management. The questionnaire
outlined below was administered in Beijing and Dalian (in Liaoning province)
between October 1998 and February 1999.

Table 3-19 Small business survey—exports (China)

Survey sample 1: Small businesses in Beijing
Method: Postal survey

Valid responses: 1,424 respondents

(of which 42 respondents answered questions on exports)
Question topics:

1. Current business environment

2. Funding procurement problems

3. Support from government and industry

4. Changesin export environment and associated factors
5. Research and technology development

Survey sample 2: Small businessesin Dalian
Method: Postal survey
Valid responses: 36 respondents

Question topics:

1. Current business environment

2. Funding procurement problems

3. Support from government and industry

4. Changesin export environment and associated factors
5. Research and technology development

In the Beijing sample, 42 respondents provided answers to topic 4 regarding
changes in the export environment. Dalian was surveyed prior to Beijing, and 36 valid
responses were obtained. The survey results indicated that most companies were
enjoying export growth in annual terms up to the currency crisis in East Asia, but
were hit by declining exports following the crisis. There was also a degree of regional
variation: exporters in Dalian had already suffered reduced export growth prior to the
crisis on account of the domestic economic downturn in Japan.
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Table 320 Export by SME in Beijing and Dalian

Change between 1996 and 1997 Change between 1997 and 1998
(before the currency crisis) (after thecrisis
City/ Beijing Dadlian City/ Beijing Dalian
Changein % (42 firms) (36 firms) Changein % (42firms) (36 firms)
Increase by
more than 50% 19% 31% Increase 36.1% 28.6%
Increase by
between 23.8% 6.2%
30-50% No change 13.9% 2.9%
Increase by o o
less than 30% 57.1% 40.6%
Decrease 0.0% 49.9% Decrease 50.0% 48.6%
Total 100.0% 100.0% Total 100% 100%

Source: Dr. Lin, DRC, China

Table 3-20 shows reasons for the decline in small business exports. Respondents
from both samples nominated falling demand in export markets, although this
response was more common in Dalian, which exports mainly to Japan. Companies in
Beijing, who export to many markets other than Japan, were more likely to nominate
competition from foreign firms as a factor in declining exports than their counterparts
in Dalian. The drop in export prices was also considered a major factor. Thisis linked
to a cycle of events at the macro-economic level—falling demand leads to increased
competition which forces down export prices—triggered by external factors such as
the currency crisis.

Domestic factors and internal (micro level) factors such as ‘insufficient liquid
funds' and ‘lack of information about export markets' can generally be resolved
through the efforts of government and industry. The shortage of liquid funds is clearly
a very serious problem and not one that is confined to exporters; funding problems
were reported by 613 respondents, or 43% of the total sample of 1,424 companies.
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Table 3-21 problems which SM Es face on export

(%)

Problems(multiple choice)

Beijing (42 firms)

Dairen (36 firms)

1. shrinking demand in export market 30.9 50.0
2. decreasing prices of export goods 143 250
3.severe competition with foreign exporters 190 111
4.severe competition with domestic exporters 71 111
5. shortage of financial liquidity 24 83
6. lack of knowledge about foreign market 14.3 194

Source: Study on development of SMEs in Beijing 1993, DRC.

<The result of interview survey>

The face-to-face survey of business managers was conducted in parallel with the
questionnaire survey. The sample of 22 companies was taken from Beijing as well as
Xuzhou, Wuxi, Changzhou and Nantong in Jiangsu Province, a major export center.
Table 3-5-7 shows responses broken down by respondent attributes and two short-term
issues: sales trends and funding/finance.

The figures in the Table 3-21 represent the proportion of respondents who
marked each issue as a current problem. Respondents who reported no funding or
financial problems were considered candidates for such problems in future if they
obtain funding from family relatives, employees, clients and suppliers, local residents

or other potentially unreliable sources. These respondents were marked with a “-* and
treated as likely to suffer financial difficulties. The results and conclusions are

discussed below.
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Table 3-22 The result of interview survey on the problemswhich SMEsface for

expor t
Feature Effects of the currency crisis
Input Sdes Funding Sdes Finance
Products and .
A Competit Cost
Services B : Over- | Debt ew ; Pay-
Home Import Home | xport Home | Foreign | home seas Burden eht ive ment Of
Pricing Input

Pharmaceutical 0 a 0
Food supply 0 a 0 — 0 — — a
Metal products 0 o o a O — — O
Info_rmatlon O 0 O
service
Hotel 0 ] 0 — —
Software m] O O — —
Furniture m] O o O — —
Auto-parts [m] ] O —
EIecFrlc 0 O .
appliance
Machinery 0 o O — —
Tele-communicat
. ] o o
ion
Decoration o o o o o — — O — — — —
Genera o
Machinery o o ° — 0 _
General . o o o o O o — — —
Manufacturing
Auto parts 0 ] o o o
Steel 0 o d0 O — — ]
Hotel m] ] m] —
Machinery O O o O — —
Farm equipment 0 a 0
Machine parts 0 a 0 o —
Engine 0 o o O — —
Hotel supply 0 o o 0 — —

Source:1-9 DRC, 10-22 MRI

Note:[] significantly large portion o rather large portion, increasel] - decrease

Table 3-23 Summary of interview survey for SME

Decrease of sadles: 14 companies

Decrease of export : 5 companies

Decrease of availability of working capital for payment :
(including cutting credit line and less credibility due to economic downturn)

11 companies

Losing cost competitiveness caused by expensive imported component : 2 companies
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< Medium to medium and long-term export issues>
Table 324 shows the steps being taken by respondents who reported being
confronted by “medium to long-term export issues’ at present. Respondents who
reported no funding or financial problems (i.e., the funding procurement environment)
were considered candidates for such problems in future if they obtain funding from
family relatives, employees, clients and suppliers, local residents or other potentially
unreliable sources. Strategies undertaken by these respondents are shown in the table.
Some respondents were aware of the problems but had taken no steps to address them;
these were classified as “no strategies.”

Table 3-24 Problemsfor exports, which SMEs face

(medium and long-term issues and strategies)

Companies by ) ' Human Resource Market
industry(city) Type Finance/funding Development Development R&D
Pharmaceutical .
1 Beijing Collective No strategy No strategy
] . . Recruiting from
2 Restaurant (ditto) Private Enhancing control technical colleqes
3 Special metals (ditto) Collective Funding by equity No strategy Incentive program
4 Information (ditto) Collective
5 Hotel (ditto) Private No strategy No strategy
Software devel opment . Debt from parent
6 (ditto) Collective company
7 Furniture (ditto) Collective ge;:'i{:]nd' ng for working In-house training
Auto-parts (ditto) Private No strateqy
Electric appliance ) Transition to equity Renewal of obsolete
Collective ) :
(Beijing) Finance or leasing Technology.
A For obtaining 1SO
) . Equity finance and
10 Machinery (Suzhou) Private government R&D subsidly 9000supported by
professors
11 Telecommunication Forei Procurement of home In-house training at
equipment (ditto) oregn Parts parent company
12 Traditional funs Townshi In-house Searching new
(ditto) ownsnip examination market
Machinery Severe credit line by state New Product line | Part-time support from
13 (ditto) State-owned banks development professors
Equity finance by L f
Group manufacturers . : - ; Recruiting external Searching new
14 (Wuxi) Township residents, working capital huMan resource market
by banks
15 | Auto-parts (ditto) Township FDI Deregul ation of Support_from German
recruitment companies
16 | Steel (ditto) State-owned Searching for FDI
17 Hotel (ditto) Private Equity finance
Machinery In-house training In-house R& D
18 (Changzhou) State-owned and incentive activities
Agriculture machinery . Searching for a Searching for a partner
19 | (ditto) Private new merket of I
Searchingfor working
20 Machine parts (ditto) Township capital from Banks and
FDI investment
Support from
21 | Engine (Nantong) Stateowned | Searching for FDI professors and foreign
companies
Searching for a
22 Hotel supply (ditto) Private Selffunding new market with | Externa designers
high quality

Sources: Interviews by MRI, DRC
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Funding problems were the most common current issue, nominated by 16
companies.

Table 325 Major Medium and Long-term issues

 Funding 16 companies
» Human resources development 11 companies
» New markets 10 companies
» Technology development 6 companies

The issues nominated in the survey can be traced to the following factors.

<Finance/funding>
Small business is experiencing increasing difficulty raising funds due to factors
such as the effect of price competition on revenue, declining sales volume and tardy

repayment by debtors. This is particularly true for non state-owned enterprisesls, who

are ineligible for funding from the four major state-owned commercial banks (the
Bank of China, the Industrial and Commercial Bank of China, the Construction Bank
of China and the Agricultural Bank of China).While the state-owned banks are
prepared to provide bridging finance in very small amounts, for instance to cover the
timing gap between accounts payable and accounts received, non state-owned
companies are unable to take out loans as a means of obtaining liquid funds for
production (raw material procurement and funding). Finance for plant and equipment
investment and other forms of fixed asset procurement is even harder to obtain.
Several respondents called for direct investment and financing with foreign funds.
Furthermore, certain privatized enterprises and rural township enterprises currently
enjoy healthy sales and have no funding difficulties but obtain funding from
potentially unreliable sources such as family relatives, employees, clients and
suppliers, and local residents; such enterprises are considered problematic.

<Human resources training>

In spite of the shift to a market economy and the associated principle of
corporate responsibility, many managers have no experience except in running a
state-owned enterprise. There is a critical shortage of capable business managers, and
few companies have in-house training programs.

18 Non state-owned enterprises are defined as private enterprises, non-agricultura enterprises and collective enterprises.
Non-agriculturd enterprises are collective enterprisesin small cities and rura districts which are established using domestic
capital but are not state-owned enterprises (like collective enterprisesin cities). For the purposes of this study, we call
companiesin urban collectives “ collective companies’ and companiesin small city or agriculturd districts “ non-agriauturd
companies.”
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<Markets>

Exporters have lost markets in the currency crisis, while domestic manufacturers
have been hit by the downturn in the domestic economy (and hence demand). As
previously solid orders start to taper off and money owing becomes harder to collect,
manufacturers are looking further afield and seeking new markets.

<Technology>

The questionnaire survey revealed that earnings have dropped at many
companies as they cut costs in the face of increasing competition at home and abroad.
It is critical that industry work to boost quality, cut costs through modernization of
production technology and concentrate on developing new products with greater
added value. Although some of the companies interviewed were attempting to address
technology deficiencies by hiring university instructors as advisors or consultants on
an ad-hoc basis, not one had an in-house technology training program. Foreign
subsidiaries and other enterprises with foreign capital make extensive use of training
programs at the parent company, often using these as employee incentives.

<Trade structure as an issue of medium and long-term>

Alexander Yeats™® measures the comparative advantage in China's trade

structure relative to the three ASEAN nations using the Spearman ranking coefficient
of correlation. The coefficient is based on the comparative competitive advantage
index RCA for each product traded between the two countries. (RCA is defined as
Xik/Xi, the value of exports of a given product k as a proportion of the total value of
exports from country i, divided by Tk/T, the total value of worldwide exports of that
product as a proportion of the total value of all exports worldwide.) An array is drawn
up for each product and the RCA in each country, in which the coefficients show the
correlation between rankings for each product. For a given product, the closer the
correlation isto 1, the more similar the comparative advantage export structures of the
two countries and therefore the greater the level of competition in the global
marketplace.

Yeats study shows that the Thai and Philippine export structures are steadily
approaching China’'s export structure, and that competition from these countries has
therefore increased. Indonesia, meanwhile, has drawn away slightly from the othersin
relative terms. While China's exchange rate is to all intents and purposes fixed to the
US dollar, the currencies of Thailand and the Philippines were devaluated during the
currency crisis; as a result, Chinese exports face increasing competition from Thai and
Philippine exports. Maintaining the comparative competitive advantage over the

19 Alexander J Y eats, China's Foreign Trade and Comparative Advantage, World Bank Discussion Papers
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increasingly similar Thailand and Malaysia is a fundamental prerequisite of
sustainable economic growth throughout East Asia, as pointed out in OECF Workshop
discussions.

Table 3-26 Level of export competition between China and thethree ASEAN
countries( Spearman ranking coefficient of correlation)

Exporter 1989 1994

Thailand 0.4977 0.5922
Philippines 0.4603 0.5064
Indonesia 0.2811 0.2922

Source: OPECD, Foreign Trade by Commodities, 1994
Note: Spearman ranking coefficient of correlation = 1 — (6 £ d2)/n(n2—1)

3.5.3. Export promotion strategies

(1) Short-term strategies
Both the questionnaire study and interview study showed that non state-owned
enterprises are at present being denied access to credit creation by the state-owned

banks (this can be partly attributed to bad debt at state-owned bankszo). Even

state-owned enterprises are only granted finance for plant and equipment investment
where equipment purchases are considered part of technology modernization, and
where the finance has been approved by the relevant government authorities.

< finance/ funding>
Since production is necessarily the prerequisite to exporting, securing liquid
funds remains the most critical issue for small business in China. In order to survive
price competition from countries with devalued currencies, however, China needs to
concentrate on quality and new product development, and this in turn requires plant
and equipment investment. The following finance schemes could be used to provide
working capital and plant and equipment funds:
» Two-step loans as funds for materials and equipment purchases (for state-
owned small businesses)
» Two-step loans as liquid funds and working capital (for non state-owned small
businesses)
* Credit guarantees to enable industry to obtain finance from non state-owned
banks (for both state-owned and non state-owned small businesses)

20 Shigeru Ishikawa, Comments on Dr. Wang's ‘ Analysis of the problem industries and scenarios for the economic recovery of

China, 22 February 1999
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<Human resource development>

Proper management, in terms of both the employees and the organizational
structure, is vital to the survival of any business. The tendency of state-owned
enterprises in China to experience deficit can be attributed to factors such as
inefficient use of funds; inability to tailor production to the needs of consumers and
customers; poor cost control; and inconsistencies in personnel management. The
shortage of capable managers in small business is a major problem for Chi na’l, Loans
could be provided for:

* Building in-house training facilities and purchasing equipment and materials

» Sending management staff to external training programs and overseas courses
on business management skills

» Universities and research centers, to purchase equipment and materials for
small business staff training courses

<Market>

Developing new markets is another important area. In the past, only “domestic
trading enterprises and overseas trading enterprises (wholesalers and retailers)”
possessing “trading rights” granted by a government authority were permitted to sell
goods in domestic and overseas markets. Therefore, since manufacturers were not
normally permitted to sell their products directly, they have not had a chance to
acquire the basic skills of developing new markets and tailoring products to market
demand. This problem is particularly critical for small business because of the lack of
talented managers. The interview study found that many businesses have been unable
to find new export markets to replace traditional markets lost in the aftermath of the
currency crisis in Southeast Asia and South Korea. Similarly, the questionnaire study
revealed a sharp decline in export revenue for Beijing exporters between 1996—1997
(before the currency crisis) and 1997—1998 (after the crisis). The government should
provide loans to set up the following databases that small business could use to locate
and develop new markets:

» Database construction on information on overseas markets (including import
policies and demand trends by country and information about tie-ups with
foreign companies with established markets)

» Database construction on Information on new product development trends
overseas

» Database construction on Information on foreign companies suitable as
business partners

21 Lin Jiabin, Study of Strategies to Promote Small Business in Beijing, 22 February 1999
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<Technology>

New technology is vital to ensure survival in the face of greater price
competition during periods of low demand (i.e., oversupply). As well as product
development, new technology will boost production efficiency and reduce the number
of defects, in turn helping to reduce costs, improve product reliability and
ultimately win new customers. As the face-to-face interviews showed, small
businesses in China suffer from a chronic lack of talented personnel in the area of
technology development. In addition, the government is not providing small business
with enough support for technology modernisation®®. Loans could be provided in the
following areas:

e Overseas training for technical staff

» High-tech manufacturing machinery and equipment

* New bodies to coordinate and promote joint technology sharing arrangements
between small businesses

» Subsidies towards R&D expenses (low-interest |loans)

e Subsidies towards expenses incurred in acquiring intellectual property (such
as patents) from foreign companies

(2) Long-term issues

To ensure sustainable economic growth, China needs to maintain a cooperative
trade stance towards all ASEAN nations. In other words, it is important for China to
establish a network after taking into account the export trends of those goods with
relatively high comparative advantage that each nation has to offer. To this end, China
is endeavoring to lift both exports and domestic demand. Domestically, the
government is using economic stimulus measures and infrastructure development to
generate demand in regions where consumption levels have traditionally been low,
thereby creating new markets for local products. Meanwhile, international markets are
being flooded with a range of products, even including some with relatively low
comparative advantage, due to the oversupply in domestic markets. This strategy is
designed to minimize the impact on exports from ASEAN countries. Although the
government has already begun to address this area, loans could also be provided for
the followi ng:23

» Developing industrial and social infrastructure in regional areas
» Setting up industrial parks to attract foreign companies to regional areas
*Two-step loans to support development of industrial and production facilities

22 Dr. Huijiong Wang, Analysis of the problems of industries and scenarios for the economic recovery of China Presentation
Paper, 22 February 1999
23 See dso Dr. Wang's presentation.
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in rural areas24

e Local governments to establish educational institutions providing training in
technology development and business management (the central government
currently provides vocational training in re-skilling programs as part of the

restructuring of state-owned enterprises, so this would be consistent with
government policy)

The infrastructure in point 1 above refers to transport (road and rail) and
communications infrastructure to help link industry in rural areas to major consumer
regions on the coast. Securing markets in the larger cities is critical to the
development of industrial and production facilities in rural areas (point 3 above).
Regarding point 4, the inland regions need improved educational access to bring
technology up to the level of Beijing and Shanghai. And since inland regions tend to
have more state-owned enterprises, education will also promote the redistribution of
human resources from older industries to new industries.

24 As above.
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CHAPTER IV

MEASURESTO IMPROVE CORPORATE FINANCE

4.1. FEATURES OF CORPORATE FINANCE

Even though there are differences in degree, the corporate finance of Thailand,
Indonesia and the Philippines (hereinafter termed the "three countries'), has the
features of 1. foreign currency dependence, 2. high leverage and 3. short-term nature
of debt, and overall, is vulnerable to external shock. In Section 4.1, we will
investigate these features based on a survey recently conducted on about 200
manufacturing companies in each country.

4.1.1. Dependency on foreign currency loan

Figure 4-1 shows the distribution of Figure4-1
companies covered in this survey according to
share of loan denominated in foreign currency
against the total amount of loan. In all

Distribution of companies according to

share of foreign currency loan
100%

: . . : 80%
countries, companies with no foreign currency

loan account for a little less than half oo

40%

(Thailand 48%, Indonesia 38%, Philippines B None
48%). On the other hand, companies with | O <30%
0% : . O 30-50%

significant exposure to foreign exchange risk Thailand Indonesia. Philinpines | B50-80%
also exist to a certain extent (companies = >50%
whose share of loan in foreign currency is Source: OECFsurvey

50% or more: Thailand 17%, Indonesia 44%, Philippines 31%). In the case of
Indonesia, companies whose share of foreign currency loan is 80% or more account for
33%, which indicates that foreign currency dependence is extremely high.

In a comparison by scale, the proportion of foreign currency loan was higher for
large-scale companies in all three countries. In Thailand for example, the proportion
of companies without foreign currency loan was 81% for small companies, 61% for
medium-sized companies, and 34% for large companies.

Substantial currency depreciation caused foreign currency loan to balloon in
local currency terms, which rapidly worsened corporate financial standing. This led
to delays in repayment to financial institutions, and worsened the conditions of
financial institutions, which had procured funds in foreign currency and suffered from
the currency depreciation too.
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4.1.2. High leverage

Table 4-1 shows the average financid ratio of companies targeted in this survey. The rétio
of capitd to totd capitd shows low levels. Thaland 0.32, Indonesia 0.33 and Philippines 0.37.
Correspondingly, the leverage is high, amounting to 2.97 for Thailand, 2.79 for Indonesia and 2.32
for Philippines.  There are companies among the samples that have falen into excess debt
(negative net worth), and if we exclude these companies, the leverage increases even more.

Since net worth islow and companies are dependent on externd debt, an interest rates hike led
to arapid increase in interest codts. As a result, many companies are observed to have a net profit
that is turning to deficit, even though operating profit is in the black.

Table4-1 Averagefinancial ratios*

Thailand Indonesia  Philippines

Assets * (below, the ratio against total assets) 1.00 1.00 1.00
Current assets 0.54 0.62 0.45
Fixed assets 0.46 0.37 0.55
Liabilities 0.69 0.67 0.63
Current liabilities 0.54 0.48 0.49
Fixed liabilities 0.15 0.19 0.14
Capital 0.32 0.33 0.37
Leverage 2.97 2.79 2.32
Leverage (excluding companies with excess ligbilities) 410 3.77 281
Current ratio 2.23 2.25 115
Ratio of fixed assets to long-term funds 1.32 0.74 135
Ratio of operating profit NA 0.15 0.04
Ratio of net profit 0.04 -0.06 0.01

* Average of financid ratios calculated for each company.

The samples are not the same as those covered in the questionnaires survey. The total number of samplesis 78 for Thailand
(1997, 1998), 301 for Indonesia (1997.6, 1997.12, 1998.6), and 439 for Philippines (1995, 1996, 1997)

Leverage: debt/capital, liquid ratio: current assetdcurrent liahilities, ratio of fixed assets to longterm funds: fixed
assets/capital + fixed liabilities

Source: OECF survey
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4.1.3. Short maturity of debt

We dated that leverage is high and that
companies are largely dependent on externd debt
rather than capitd of that externa debt, the kve
of dependence upon short-term debt is high.
Table 41 shows that the retio of fixed ligbility to
tota assets is no more than 0.15 in Thailand, 0.19
in Indonesia and 0.14 in the Philippines.  Since
both net worth and fixed debt are small, the ratio
that current liability accounts for is very high.

Figure 4-2 shows the average maturity
compodition of borrowed money. In dl countries,
we can see that the maturity of most loans is less
than one year (Thailand 48%, Indonesia 55%, the
Philippines 60%).

Smilaly in Figure 4-3 companies are
classfied according to the share of each mature
loan, and the table shows the digtribution thereof.
From this table, it is observed that nearly 70% of
companies have no loan with amaturity of 3 years
or more. Similar tendency was obsarved in the
survey results in Indonesia and the Philippines.

Since leverage is high, and the debts are
mainly short-term, in many companies in the
Philippines and Thalland that capitd plus fixed
liahilities does not cover fixed assets (the ratio of
fixed assets to long-term funds is less than unity).
Companies finance plant investment with long
gedtation period by roll-over of short-term funds,

Figure4-2
L oan maturity composition
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Figure4-3 Distribution of Companies according

to share of each matureloan (Thailand)
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and when banks were no longer able to comply with roll-over in the recent banking criss due to the

strengthening of prudential regulations, corporate fi
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4.1.4. Impact of economic crisis

Features like those described above: i) dependency on foreign currency loan ii) high leverage
and iii) short maturity of debt, made the structure of corporate finance vulnerable to external shock.

Figure4-4 Features of corporate financing and the deterioration of cor porate financial conditions

Weak finance structure

Dependency on foreign High leverage Short maturity of
currency loan debt
I\ N i
I Carrency ~ ~ ~ L I " Banking crisis .
1 Y ! | Interest ; Banking crisis, A
.. devalulation _ ! oo ___/ , strengthening of prudential 1
I regulations. _ _ _ _ _ _ _ !

Debt increase Increasein
in terms of local interest costs Stop of loan
currency Roall-over

Deterioration of corporate financia standings

During the recent crids, currency depreciation led to arapid increase in foreign currency debts
in terms of the loca currency, and high leverage makes increase in interest costs due to interest rate
hike large. At the same time, crisisin banking sector and the strengthening of prudentid regulations
reduce lending by financid inditutions. Debt tended to be short-term, and since financid
indtitutions stop the roll-over of short-term loan, which & used to finance long term investments,
corporate financia standing deteriorated rapidly.

The worsening of corporate financid standing delayed repayment to financid indtitutions,
which in turn worsened the portfolio of financia ingtitutions. The deterioration of financia
ingtitutions portfolio led to the vicious circle between the financia sector and the red sector. Asa
result, rapid credit shrinking and rising interest rates occurred, as shown in Figures 45~4-7. Inthe
case of Thaland and the Philippines, the growth in total credit to the domestic privete sector
(compared with the same month of the previous year) continued to fdl, and by the end of '98, the
growth rate was close to zero. And regarding interest retes, though a fal has been obsarved of late
in Thailand and the Philippines, it is ill at the high rate of severd tens of percent. The currencies
of the three countries targeted in the survey depreciated significantly from the latter half of '97, and
by the end of '97, Thailand and the Philippines recovered dightly and stabilized, while Indonesia saw
a further drop. Considering this fact and that a certain share of bank loan is in foreign currency, the
credit shrinking of the three countries targeted in the survey will become even severer.
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Based on the enterprise survey from a microeconomic viewpoint of each company too, it is
evident that companies are struggling with rising interest rates and banks reluctance to lend. Teble

4-2 shows items indicated by the companies of each country as problems in financing; with dl three
countries, over hdf the companies identified that high interest rates for short-term borrowing as

problem, and nany companies responded banks reluctance to lend and high interest on long-term
borrowing as problems.

Figure4-5 Thailand: changes in interest and Figure4-6 Philippines: changein interest and
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Figure4-7 Indonesia: changes in interest and

In the case of Thaland, companies that
identified banks reluctance to lend as a problem credit outstandings
account for 44%, which is a higher proportion than
other countries (Indonesia 33%, Philippines 25%).
For Indonesia, the proportion of companies pointed
out high interest as a problem is large a 61%, and
this is dso confirmed by the fact that lending rates in
Figure 4-7 did not drop even in the latter half of
1998. For Indonesia "other" ranks highly, which
includes "exchange depreciation”, "exchange
instability". In the case of the Philippines, the
proportion of companies identified banks' reluctance
to lend is lower than other countries a 25%, which
reflects that the impact of the financid criss is
relatively small, without major reorganization of
financia sector.
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1: Growth rate compared to same month of previous year for total loan
outstandinas of commercial banks.

Source: Bank (of) Indonesia
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Table4-2 Problemsin financing

Thailand Indonesia  Philippines Averagefor three

countries
High interest on short-term borrowing 50% 61% 55% 55%
High interest on long-term borrowing 28% 38% 25% 30%
Bank bankruptcy 4% 8% 1% 4%
Banks' reluctance to lend 44% 33% 25% 34%
Rejection of loan roll-over 17% 2% 11% 10%
Collateral 8% 3% 19% 10%
Other 17% 23% 0% 13%

Proportion of companies that identified each items as problem. Multiple responses possible.

Source: OECF investigation

In the current crisis, many companies in al countries are in debt default, and are negotiating
with financia indtitutions to change repayment plans. In Section 4.2, we will first discuss the
current situation and measures adopted thus far in regard to the corporate debt restructuring.

In section 4.3, we take up the issue of public financid schemes. 1t is likdy that debt
restructuring between companies and financid indtitutions will take a certain time periods
consdering the severity of the problem. As ameans of ensuring liquidity supply, increesed lending
by public financid ingtitutions is important. Long-term financing by public financid inditutions
will dso useful for improving the structure of corporate finance, which tends to be biased towards the
short-term.  In this survey, we are empiricaly andyzing how loans by public financid inditutions
affect the borrowing companies.

Even though public financia ingtitution will perform an important role as along-term funding
channd, there is a limit to it, and risks are dso involved. It is important to expand financing by
equity and long-term corporate bonds through promotion of the securities market. In Section 4.4,
we will discuss the progress of the promotion of securities marketsin al countiesthusfar, aswell as
further issues.
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4.2 CORPORATE DEBT RESTRUCTURING

4.2.1 Outline

The increase of foreign currency debt in terms of loca currency due to currency depreciation,
the increase in interest costs due to interest rates hike, and the reduction of bank lending due to bank
reorganization made many companies in Thailand and Indonesia unable to repay the liabilities. At
present, many companies are renegotiating with financia ingditutions, the creditors, to modify the
conditions of debt repayment.

The World Bank (19983) classifies into three groups, corporate restructuring messures
centered on the debt restructuring with financid inditutions. Namely, i) marketbased gpproach; ii)
bank-led approach (through recapitalization); and iii) government-led approach. The i) market-
based approach leaves debt restructuring to the market, and includes improvement of corporate
management; introduction of foreign capitd; sdling-off assats, recapitdization; and debt
restructuring.  The ii) bank-led gpproach (through recapitdization) involves the recapitdization of
banks by government by injecting capital, and those banks then carrying out restructuring of
corporate debt. The iii) government-led approach involves the government or a government
inditution (asset management company: AMC, etc.) forcibly carrying out restructuring by the
auction or purchase of bad assets.

Table4-3 Comparison of debt restructuring schemes

Speed Fiscal Incentives for Long-term Lawsand
burden corporate impact on regulations
restructuring corporate environment
governance needs
i) Market-based approach e 000 o i o
i) Bank-led approach (based on o0 LI eo oo LI eeo oo
capital restructuring)
iii) Government-led approach L o oo /oo o oo

Note: The number of e indicates the magnitude of the advantage
Source: World Bank

While i)'s "Marketbased gpproach” poses little fiscd burden, consdering the magnitude of
bad debt of Tha and Indonesian companies, it is difficult to imagine this method reducing the
corporate bad debt at a sufficient speed. The delay in restructuring would lower the confidence of
investors, and increase the severity of the debt problem. While restructuring could be carried out at
a reatively quick pace with ii)'s "Bank-led approach”, it is conddered to have the following
disadvantages. invites the mord hazards of banks, banks will become wesk agangt market
fluctuations, since they hold large amounts of equity"; and the technica level and negotiating ability
of banks are inadequate. iii)'s "Government-led gpproach” is prompt and has advantages such as
banks being able to make a clear separation from bad credit, but on the other hand it poses the

! Consi dering the high leverage of companies and assuming debt/equity swap is carried out.
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following disadvantages. could de-link the relationship between banks and companiess AMCs,
having taken over assets, would be unable to supply the necessary working capitd in the
restructuring process, there is a posshbility that AMCs do not have sufficient incentives for asset
handling (World Bank 19983).

Thailand and Indonesia are currently implementing a combination of methods i)-iii). Namdy,
Thailand established the Corporate Debt Restructuring Advisory Committee (CDRAC), and is
currently promoting debt negotiations on a market base, while in the case of finance company (FC)
credit, the government is advancing restructuring through its own forced auction. A scheme has
aso been established for the injection of capital into banks, and it is anticipated that restructuring
under bank leadership will be conducted sequentidly in future. Indonesia set up an exchange risk
guarantee system called the INDRA scheme, but its use is limited. The sdlling off of requisitioned
bank assets and the injection of capital into banks are aso yet to be carried out.

Apat from methods i)-iii), there is debt restructuring supported by the "Ada Investment
Fund", an investment fund for companies centered on IFC. FC provide fund together with private
financia indtitutions and established the fund in April, 1999°, and its management company
dispatches specidists, and directs corporate restructuring including bad debt restructuring.  The
targets for investment were 10-15 companies which would have hedlthy financid standings without
economic crisisin Thailand, Maaysia, Philippines, and Indonesia®.

One extreme form of debt restructuring is processing by bankruptcy. Bankruptcy procedures
are ether i) those in which liquidation or reorganization is carried out according to lega procedures,
and i) those in which the company and its shareholders and creditors carry out restructuring through
out-of-court negotiations. The three countries does not have much experience concerning
bankruptcy procedure, and there was no explicit law or regulations concerning the mortgage,
liquidation, reorganizetion, and if any, they are often practicdly ineffective. These legd
deficiencies make debt restructuring between companies and financid ingitutions difficult.

In response to this problem, Indonesa and Thalland amended their bankruptcy laws.
However, without experience and experts, it seems to take time for these systems to be effective.

Important further issues are improvements of the current framework to advance debt
negotiations such as incentive provision, as well as improvement of bankruptcy laws and commercid
courts and their operation; progress of the sde of purchased assets by AMCs, and promation of debt
negotiations through strengthening of banks by capital injection.

As for the Philippines, a new scheme of debt restructuring has not been established since the
impact of the criss was reatively smdl. Measures like those of the other two countries are nat
necessary, and instead, separation of the SEC's quas-judicid functions, and reform of the tax system,
would be ussful. In the following section, we will discuss measures taken by each country since the
criss, and further issues.

2 The fund was established with investment of 100 million dollars from IFC and 250 million dollars from ChaseManhdtan,
together with investment from other private financial ingtitutions, and the total amount is expected to reach a scale from
750 million dollarsto 1 billion dollars.

3 Report by Nihon Keizai Shimbun newspaper (March 12, 1999)
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4.2.2. Thailand

Subsequent to the crisis, the number of companies driven to liquidation (dissolved, defunct,
and bankrupt) is increasing. The number of liquidated companies in fiscad 1997 was 9,925
companies (26.490 billion baht in terms of registered capita), and by fiscal 1998 this number
increased by 25%, reaching 12,409 companies (32.594 hillion baht in terms of registered capitd,
about 3% of dl regigered companies). The bad debt in commercia banks as a whole as of October
1998 was 2.3 trillion baht, reaching 4% of the tota loan outstandings. As for FCs, the totd
amount of bad debts was 300.5 billion baht, amounting to 64% of the total loan outstandings.

Table4-4 Number of liquidated companies

1997 1998 Change
Number of Registered Number of Registered Number of Registered
firms capital firms capital firms capital
(million (million (million baht)
baht) baht)
Public Limited Company 0 0 0 0 0.00 0.00
Limited Company 5,621 21,920 8,075 28,333 43.7 29.3
Limited Partnership 4,235 4,486 4,294 4,188 14 -6.6
Ordinary Partnership 69 85 40 73 -42.0 -13.2
Total 9,925 26,490 12,409 32,595 25.0 23.0

Source: Ministry of Commerce, Thailand

Table4-5 Thailand: scale of bad debts (as of October-end, 1998)

Commercial  Stateowned Foreign banks Total FC

banks banks
Total amount (billion baht) 2,188 NA NA 2,253 301
Percentage of total credit outstanding 46% 58% 8% 41% 64%

Source:  Central Bank
Bad debt is defined as the debt with overdue by 3 months or more.

Firdt, in order to advance debt negotiations and debt restructuring on a market base, the
Centrd Bank established the Corporate Debt Restructuring Advisory Committee (CDRAC), under
the cooperation of debtors (the Board of Trade, the Federation of Thai Industries), and creditors (the
Tha Banker's Association, Associaion of Finance Companies and the Foreign Bank's Association).
In August, 1998, it Sgned the Framework for Corporate Debt Restructuring, an agreement with these
asociations. This is modeled on the London Approach, and is called the Bangkok Approach. In
order to promote debt restructuring, CDRAC is monitoring revison of the tax system and the
commission gructure in the transfer (of assets). At the regiond levd, the Joint Public-Private
Sector Committee was set up with the Provincial Governor as chairman.

In October 1998, CDRAC sdlected 200 cases as targets for debt restructuring, including 674
billion baht debt of 353 companies. These were sdected since they involve a large number of
creditors and external mediation is required. By February 1999, the debt restructuring of 50
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companies among these (116.5 billion baht) was completed'.

Apart from these 200 cases, negotiations are being conducted between financid ingtitutions
and debtor companies. These cases are required to be reported to CDRAC, and by December 1998,
agreement was reached on the restructuring of 155.6 hillion baht of debt involving 9,016 debtors.
Compared with this, those under negotiation currently amounts to 691.9 billion baht involving 7,390
debtors, and it is expected that completion of debt restructuring will take significant time”.

Furthermore, the government reached agreement with mgor financid inditutions that
dipulates criteria used when financid ingitutions negotiate with companies that have falen into
arears in debt repayment.  According to this agreement, when haf or more of dl creditors, or
financid inditutions exceeding 75% of the total credit amount, approve a repayment plan, other
financia ingtitutions are subject to the plan, and a warning as well as a fine will be imposed in
violation.

In addition to the establishment of this framework, the government is also making efforts to
improve the environment to encourage negotiation. The mgor dements thereof are modification of
the tax system and revison of the law. Temporary measures until the end of 1999 consst of i)
Deduction of written-off debt from creditor taxable income; i) Elimination or defferd of corporate
income tax on written-off debt for the debtors; iii) tax exemptions on asset trandfer of assets from
debtor to creditor, iv) eimination of tax on accrued but unpaid interest; and v) limitation of tax on
interest reductions involving restructuring. Stipulated as a permanent measure is vi) tax exemption
of various taxes involved in the transfer of assets to specia purpose companies (Specid Purpose
Vehicles) for asset sale®.

In regard to improvement of the legal system, laws necessary for the restructuring of corporate
debt, such as bankruptcy, reorganization, exercisng of mortgage, etc., were gpproved by the
Parliament in March 1998. Firg, amendment of the Bankruptcy Law was approved by the
Parliament, and provisons concerning company rectification and rehabilitation were added. Also,
the opening of courts specidized to ded with bankruptcy, and the amendment of the Code of Civil
Procedure for improving procedures concerning mortgage, were also approved.

Amendment of the Bankruptcy Law

The former Bankruptcy Law was enforced almost without alteration from its enactment in 1940, and already
since 1986, there were moves towards amendment. Since there were no provisions for rectification or rehabilitation
under this law, if adebtor fell into management failure, the creditor's sole option was to resort to bankruptcy
processing. And since there were various problems in actual bankruptcy processing, the debtor's financial problems
was immediately lead to the creditor's fund collection, and even companies whose reorganization possible have risk
falling into bankruptcy. The amendment of this law opened up a way to rescue debtors whose reorganization was
possible, while facing the difficulties. And in cases where bankruptcy processing is actually carried out, there are
many instances where the capital recovered isinsufficient, and in this sense, this amendment offers advantages for the
creditor, too.

*Thai Central Bank material
*BOT (1999)
®BOT (1999)
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To this amendment were also added legal protection of additional financial support for the debtor in respect to
liquidity problem. Under the former law, if an additional loan is provided while knowing that the debtor is unable to
repay the debt, this additional loaning party was unable to demand debt repayment even if that company went
bankrupt. Under the new law, if the court recognizes application of reorganization and an additional loan is
provided under the approval of the court, repayment can be demanded for that credit. It is anticipated that this step
will also perform the role of protecting reconstructable companies from bankruptcy.

Source: Hello Thailand (1998)

In regard to the credit of FCs closed, debt restructuring is carried out under the government's
leadership. 860 trillion baht in assets of 56 liquidated FCs were under the supervision of the
Financia Sector Restructuring Authority (FRA), established in the finarce system restructuring
package of October 1997, and are being submitted for auction. In regard to loan assats, the first
auction was carried out in December 1998, and 39 hillion baht (25% of the 155.7 hillion baht face
value) was sold off.” In the second loan assets auction of March 1999, 40.3 hillion baht (18% of
2215 billion baht face vaue) was sold off.®> In the second auction, the Asset Management
Company, (AMC) established along with the FRC, took part in bidding, becoming the biggest
purchaser. Apart from loan assets, hire purchase loans (24.8 hillion baht), mortgage loans (11.5
billion baht), as others (securities, real estate, automobiles, etc., atota of 32.1 billion baht) were sold
off.> Compared with the total assets sdized by FRA, the assets whose sde was completed are
smaller, and procedure is expected to take more time. And gpart from government securities, etc.,
asets are being sold off a significantly less than face value, and the burden on shareholders and
creditors is expected to become large.

A scheme of capitd injection into banks was established in August 1998. At the moment, the
number of cases that have been redized is limited. However, asiit is implemented, corporate debt
processing under the initiative of recapitalized banks is aso anticipated to proceed.

Future issue's include the further improvement of alega system promoting debt negotiations
and debt restructuring on a market base, assst auction by the FRA and the processing of debt that
AMCs have purchased.

4.2.3. Indonesia

Compared to Thailand, Indonesian private companies often borrowed from abroad directly
without intermidiation of banks. For this reason, negotiations with foreign creditors involve various
large number of borrowers, which complicates negotiations. According to Johnson (1998), about
800 (228 of which have debts of 50 million dollars or more) borrowers are conducting negotiations
with 400 creditors.™

According to the Indonesa Centrd Statistics Bureau, the number of manufacturers stopped

"FRA (1999a). Actual results up to February 10 1999 including portion given additional approval.
8 FRA (1999b).

° FRA (1999c). Actua results up to February 10, 1999.

1% The said thesis was published in August 1998
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their business at the end of June 1998 totaled 822 companies (3.4% of domestic manufacturers), and
the number of dismissed laborers reached 88,000 The share of bad debts of commercid banks as
a whole was announced at a little less than 20% as a March 1998 according to dtatigtics, but the
definition of bad debts dso poses a problem, and it is thought that the actud share of bad debts is as
much as 60%."

Table4-6 Indonesia Per centage of bad credit

Commercial State Private foreign Private Regiond Joint-Venture  Foreign
banks total banks exchange  non-foreign  government banks banks
banks exchange banks
banks
1996.3 10.6 16.6 4.0 14.7 185 7.4 2.8
1997.3 9.3 14.2 44 16.5 139 7.7 2.7
1998.3 19.8 24.2 12.8 19.9 15.8 25.3 24.4

Source: Bank Indonesia, Annual Report

As for public externa debt, agreement was reached with creditor nations in the Paris Club in
September 1998, and of the total amount of 54 billion dollars of public debt, agreement was reached
on the reschedule or refinance of 4.2 billion dollars worth of debt that is due from August 1998 to the
end of March 2000. Jgpan opted to provide fresh money on the same scae as principd whose
payment becomes due in this period, instead of reschedule™®

As a market base approach of private debt restructuring, there was a series of negotiations
between foreign creditors and the Indonesian sde.  After 13 Jgpanese, European and US foreign
banks held a firs meeting with the Indonesan sde in Jekarta in February 1998, they continued
negatiaions in New Yorkin April and in Tokyo in May, but produced no significant results. Where
agreement was reached was in the June 1998 negotiations in Frankfurt.

The Frankfurt Agreement consists of decisions concerning genera corporate debt, interbank
debt and trade credit. Firg in the case of generd corporate debt, a scheme cdled the INDRA
scheme was edtablished. It is targeted at foreign currency debt held by companies other than banks,
with creditors as foreign banks.  According to this scheme, the government first established the
debt reorganization organ INDRA, and debtors repay to INDRA (5~8 years) an amount equivaent to
the foreign currency debt in rupiah at a favorable exchange rate, while creditors grant a three-year
reprieve on repayment, wait for exchange recovery and receive repayment from INDRA (5 years) in
foreign currency. The government assumes responsibility for exchange loss in the case that the
exchange rate does not recover. Participation in the scheme is voluntary.  In the case of interbank
debt, short-term debt of less than 1 year was converted to middle-term debt of maximum length 4
years under guarantee of the Central Bank. As for trade credit, there was a request from the
government to maintain the credit line of the following one year a the level of April 1998, and a
guarantee was issued by the Central Bank in regard to this expansion.

" Newspaper report (Nihon Keizai Shimbun newspaper, September 1998)
2 |MF (1998) maintains that Indonesian authorities acknowledged that NPL is 50% or more.
3 From a Central Bank press release



Figure4.8 INDRA Scheme

Monthly repayment in 3-year reprieve (principal only),
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Forelg_n currency debt converted Source: Drawn by the author based
to rupia debt at favorable rate on Central Bank material

The INDRA scheme is designed to reduce the immediate repayment burden of Indonesian
companies by changing the debt repayment schedule, aswell as assisting the bus ness continuation of
companies that have falen into repayment difficulties, and to increase the certainty of credit
collection of foreign banks. In exchange for granting a 3year reprieve on collection of principd,
collection of principa becomes possible provided the debtor does not cease rupiah repayment to
INDRA, and for the debtor it has the advantage of enabling repayment at a profitable exchange rate.
It is a set up such that INDRA bears only an exchange rate risk, without bearing a commercid risk.
However, even though repayment by companies is now in rupiah, it must be continued to pay any
way, and as of September 1998, no companies were participating. The period of participaion was
from August 1998 to June 1999, but various changes are anticipated due to the direction of the
elections to be conducted in June 1999, so negotiations are not going ahead.

Furthermore, the Indonesian government announced the Jekarta Initiative in September 1998.
This dreamlines the out-of-court negotiation process concerning debt reorganizetion between
creditor and debtor, and complements the new Bankruptcy Law and the restructuring scheme using
INDRA. It includes the establishment of a task force for debt restructuring issues, necessary legd
amendments, and the establishment of the Corporate Restructuring Advisory Committee.

Government-led debt restructuring includes September 1998's saizure of assets againg the
Bank Indonesia’s liquidity supports. The Bank Indonesiais implementing a totd of 178.1 trillion
rupiah of liquidity support to atota of 14 banks, with September 21 as the repayment deadline, and
if repayment can not be made, it ordersthat assets are transferred for repayment. It announced that if
repayment is insufficient, it would seize the owner's assets, and in September, this was put into effect.
As at September 21, agreement was reached with BCA (48 trillion) and BDBI (30 trillion), and other
banks promised to return the full amount, but as of September 21, agreement was not reached with
the government. The seized assets includes shares, held by each banks owner, and the government
announced that it intended to establish respective holding companies in IBRA, and dispose them by
auction.

Seven banks which was suspended in August were liquidated, and their assets were transferred
to AMU (Asset Management Unit) and are expected to be disposed by auction. Furthermore, while
the injection of capita into banks has lagged, it isfindly getting underway, and it is anticipated that a
bank-led approach will proceed in future.
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The government is dso meking an effort to amend laws in order to encourage debt
restructuring.  Indonesias bankruptcy law thus far has been that promulgated in 1906 during the
Dutch colonid period, and was one that did not permit officid rehabilitation under the court's
direction. Moreover, trids were consdered to be expensive, irregular and unrdiable, and should be
avoided a dl costs™  Accordingly, the rights of the creditor were not protected, and the solution of
the large-scale debt problem that occurred in the recent crisis was delayed.

In August 1998, the government introduced a new Bankruptcy Code, and a commercid court
dedling exclusvely with bankruptcy was opened. Under this bankruptcy code, creditors, debtors, a
public prosecutors office, BAPEPAM (if the debtor is a securities company) and the Bank Indonesia
(if debtor isabank) are able to file for bankruptcy, and the commercia court must conduct an inquiry
within 20 days from receiving an application for bankruptcy adjudication, and pass a verdict within
30 days. If bankruptcy is adjudicated, a supervisory judge is nominated by the court, and a receiver
is nominated by the creditor or debtor.®> A debtor thet is uneble to pay a debt or for whom debt
payment is conddered to be impossible in future can gpply for payment suspension.  With the
goprova of hdf the number of creditors or creditors with twathirds or more of the tota debat, the
judge can determine a payment suspension of 270 days, and if the creditor's gpprovd is not obtained,
he/she is supposed to adjudicate bankruptcy.

It could be sad that Indonesiads debt restructuring has just begun. Despite the fact that
potentialy, company liquidation and debt restructuring on an extremely large scale is required, the
number of bankruptcy applications that creditors have brought into the specia commercia court was
no more than ten as of October 1998."° Considering the magnitude of the problem, aconsidersble
amount of time will be probably be required for its resolution. As a further issue, it will be
necessary to establish various related systems so that the courts function. In the long-term, efforts
will be necessary to increase credibility of the court, and improve business culture.

The deadline for participation in the INDRA Scheme is June 1999, but until the presidentia
elections scheduled for the same period, debt negotiations will be in a wait-and-see mode, and
extenson of this deadine will be necessary. The INDRA Scheme is a spontaneous scheme based
on private negotiaions, but the government can perform a role in the creation of comprehensive
oversess and domestic debt maps of mgor companies and in the eection of creditor representatives
based thereupon. If a bank under IBRA management is included in the creditors, IBRA can dso
perform the role of a creditor representative.

Furthermore, congidering the severity of the problem, it may aso be useful for the government
to offer some sort of incentive in order to encourage debt restructuring. It is necessary to identify
viable companies, and assist in debt restructuring upon carrying out management improvement.
Condgdering the fisca balance of the government, outside assistance would be important to redize
such an incentives for restructuring.

* Gamble(1998)

!> A receiver istaken to have specialized knowledge necessary for the management and processing of bankrupt property, and
isan individual or corporation having legal residence in Indonesia, and who is registered with the Ministry of Justice.

1° Newspaper report

124



4.2.4. Philippines”

Since the impact on the Philippine economy is comparatively smal and the debt problem is
not so serious, a specid debt restructuring scheme like that in Thailand or Indonesia has not been
edablished. The proportion of bad debt in financid inditutions is dso a a low level compared with
Thailand and Indonesia  However, with the impact of the criss, the proportion of bad credit rose to
12.5% in the bank sector as awhole as of November 1998, and cation is necessary. *®

Table 4-7 Philippines:Scale of bad debts (units of million peso, %)

Commercia (Sharein Thrift (Sharein total Rura (Shareintota Total (Sharein total
banks total loan banks loan banks loan loan
out-standings out-standings) out-standings) out-standings)

)
1996 34,203 2.8% 9,452 7.7% 4,723 14.1% 48,378 3.5%
1997 73,743 4.7% 14,900 10.7% 6,271 15.4% 94,916 5.4%
1998 181.936 12.0% 23,265 17.5% 6.827 16.7% 212,028 12.5%

Note: Year-end datafor 1996 and 1997. For 1998, datais as of October 1998. The definition of bad credit was changed
in October 1997 from credit in arrears by 6 months or more to credit in arrears by 3 months or more.
Source: Bangko Sentral Ng Pilipinas, Selected Philippine Economic Indicators

Procedures of debt restructuring in the Philippines are divided into i) those based on
out-of -court negatiations between the bank and borrower and ii) those based on officid procedures.
Laws concerning ii) are the Civil Code and Insolvency Law, and quasi-judicid authority isaso given
to the Securities Commission (SEC) by Presidential Decree N0.902-A.

In the case of default, the creditor can exercise mortgage by the Civil Code. In many
countries, the creditor can appoint the managers of a borrowing company in the case of defauilt.
However, in the Philippines this syslem does not exist, and if debt renegotiations does not succeed,
exercigsng mortgage is the only option available to the creditor. This makes it difficult for amdl and
medium-sized companies without assets of sufficient collateral value to access bank financing.

The Insolvency Law lays down provisions concerning the liquidetion of companies that have
fdlen into excess debt. For companies that do not have excess debt but lack liquidity, the court can
permit a moratorium on debt fulfillment, and during this period the debtor negotiates a restructuring
plan with the creditor. However, exercisng of mortgage is aso possible during this period, which
makes restructuring difficult for companies that have run into difficulties.

Presdential Decree No. 902-A was determined in order to encourage the recongtruction of
companies with temporary liquidity problems. Through this, the SEC came to have the authority to
make decisons concerning company recongtruction and applications for temporary stoppage of debt
payment.

In the period from January 1997 until August 1998, 45 companies applied for temporary

Y This section is largely based on Lim and Willdruff (1998), "Managing Corporate Distressin the Philippines: Some Policy
Recommendations,” IMF working paper.
'8 Newspaper report
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stoppage of debt payment, and among these, 24 cases were received from the end of 1997 onwards.
Of the 24 cases, 8 were withdrawn or rgected, while the SEC permitted recongtruction in 16 cases,
but of these, afew were eventually liquidated.

Since the impact of the recent crisis is comparatively small in the Philippines, points at issue
concerning debt restructuring are not that serious, but there exist many points that could be improved.
For example, the tax involved in the exercisng of mortgage makes the cost of debt restructuring
higher than necessary. Moreover, the authority that the SEC has to decide on criteria for accepting
gpplications for temporary stoppage of debt payment, and recondruction measures theredfter, is
unclear. It is unheard of in other countries for the SEC to have this kind of quas-judicid authority,
and personnd and organizationa condraints are dso condderable.  In the long-term, it will
probably be necessary to trandfer this function to the authority of a court dealing exclusvely with
bankruptcy.

4.3. PUBLIC FINANCIAL SCHEME
4.3.1. Outline

Roles that public financid scheme play include supplying liquidity as a short-term issue, and
improving the financid structure of companies as along-term issue. As we discussed in Section 4.1,
the economies are facing a drastic shrinking d credit, and due to the strengthening up of prudentia
regulations and the deterioration of company results, commercid banks are more sdective to
borrowers and reducing the overdl scae of loan extended. One measure that could be useful in this
situation is increased lending by public financid inditutions, which have a rlatively low degree of
risk evason. In Thailand and the Philippines, public financid inditutions are in actudity increasing
lending in the current criss. While these indtitutions are not so large within the finance sector as a
whole, it could be said that they are partidly aleviating the credit shrinking of commercia banks.

In Section 1, we mentioned the short-term nature of debt as one of the vulnerable financia
structures of the three countries. Therefore, the establishment of stable, long-term funding channds
will be necessary in long-term, and public financid ingtitutions could also perform an important role.
Generdly, the long-term investment fund necessary for economic growth and modernization of
industry tends to be lacking in developing countries™®, and public financia ingtitutions have been
established with the one objective of coping with this problem. In this survey, we are atempting to
empiricaly verify the effect of loans by public financid inditutions by comparing the borrowing
companies of Thai and Philippine public financid ingtitute with ordinary companies® It is shown
that public financid ingtitute plays an important role in making the financing structure of companies
more robust.

19 Cited as reasons are the facts that the supply of funds tends to short-term, Snceincomelevesarelow and theleve of risk
evasion is high; that the capability for period transformation islow from the underdevel opment of financial institutions;
and that the securities market is underdevel oped and so it is difficult to obtain long-term funds from here.

% The collection of datafor this survey islargely based on the cooperation of both the IFCT and DBP.
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We must think such result comparing with the cogts incurred.  While theoretica judtification
is possible concerning public financia sheme of developing countries, there are many assessments
thet it is practicaly difficult to operate successfully.®*  This is because in addition to the role to
provide long-term funding, the aspect of public financia sheme as an industrid policy is dso strong,
which extend loans in concessiona conditions (interest rates, maturity) fa industries thought to be
drategicaly important for the national economy, which was sometime used inefficiently due to
government intervention.

The bad debts of public financid inditutions tends to be low compared to ordinary
commerciad banks. However, snce they are subgtantidly increasing ther loan assets a present,
there is a possibility that bad credit will increase if business recovery is ddayed. It is aso possble
that establishment of system of loan gppraisd and asset management will not keep pace with rapid
business expanson, and reinforcement of these is necessary.  And while public financid inditutions
are increasing ther loan, thus supporting the economy, it is important to sdect borrowers that can
recover through the provison d liquidity. Moreover, the ratio of net worth to totd cepitd gets
lower with the increase in lending, and in some case capitd increase on an gppropriate scae would
become necessary.

Public financial as an industrial policy

One function of public financia sheme is to selectively give longterm, low interest loans with the goal of
fostering specific industries (so-called Pickingup winner). As for the use of public financial sheme as an industrial
policy, evaluations are divided as to its effects.

In Japan, there are researchs based on a survey concerning Japan Development Bank loans that argue i) Japan
Development Bank financing served to encourage private loans, and ii) Development Bank financing had a signaling
effect that conveyed government policy to private companies (Fukuda et al. (1995), Mieno (1997), etc.). On the
other hand, opinions are also strong that deny its effect, based on the fact that financing by public financia
institutions is apt to be distorted by political pressure, and that the public sector does not have advantage in the
selection of industries with future potential.

In the case of the three ASEAN countries, there are many cases where explicit "industrial policies’ have not
been drawn up. For example, relating to the current crisis the Industry Restructuring plan, which the Thai
government created in January 1998, stipulate a maximum of eight target business categories in eight respective basic
plans, and are all-inclusive without any distinct focus.

With the Thai and Philippine public financial institutions as well that we have taken up thistime, their roleis at
large the supply of long-term funding to industry in general, rather than the fostering of distinct priority industries,
and they have a character that approaches a LongTerm Credit banks in Japanese experiences. Since private
financial institutions that su%)lied long-term funding did not exist as they do in Japan, similar state-owned
institutions have been created.

As a prerequisite to the use of public financid sheme as an industrial policy, detailed investigation is necessary
as to which industries are strategically important, and whether that country has a comparative advantage, and what
kind of technologies and systems will need to be introduced. Furthermore, an organization is necessary within the
private sector that constantly feeds back their needs. Without these, it is difficult to achieve success using public
financial sheme as an industrial policy. These prerequisites are not satisfied in many ASEAN countries™, and in the
event of execution, careful investigation would be necessary.

2 For experiences relating to policy finance thus far, Fry (1995), Okuda and Kuroyanagi (1998) et a indicate negative views.
Asfor the state of desirable policy finance, Tauji is knowledgesble. The World Bank initidly supported the establishment
of development banksin all countries, but since its policy change in 1989, support in the form of TSL is decreasing.

# guehiro (1998)

% However, the Thai IFCT was originally apurely private company, and even now, government holdings are no more than
about 30%.

 Based on an address by Mr. Suehiro in the OECF (December 1997)
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4.3.2. Thailand

In Thailand, 14 specidized public financid inditutions exig, including the Export-lmport
Bank of Thaland (EXIM), the Industrid Finance Corporation of Thaland (IFCT) and Bank for
Agriculture and Agricultural Cooperatives (BAAC).  Of the total assets of the financia sector,
these inditutions make up no more than a share of around 12% (end of 1997), but as a means of
overcoming economic criss, they are playing an important role.

Short-term liquidity supply: Table 48 shows the lending of mgor Tha public financia
ingtitutions to the private sector. What we can see from thistable is that shrink of credit extended by
private commercid banks are becoming severe. Though there are differences according to each
ingtitution, in periods of severe credit shrink, public financia ingtitutions on the whole maintain or
increase loan amounts, and play an important role in dleviating credit shrink. For example, though
the loan outstandings of commercia banks on the whole to the private sector decreases over the
period from December 1997 to March 1998, public financid indtitution listed in the table shows an
increase of 0.3%. From June to September 1998, the loan outstanding of commercid banks on the

whole decreases 2.1%, but that of public financia ingtitutions in the table decreases by only 0.4%.

Furthermore, EXIM, IFCT, Government Savings Banks and not only extend credit directly to private
companies, but aso supply funding through the private financid ingtitutions of banks and FCs, and
are dleviating loan contraction by private financial ingtitutions due to the lack of funds.

Table4-8 Thailand: loan outstanding of major public financial ingitutions to the private
sector (billion baht, %)

Borrower 979 Growth 97.12 Growth 98.3 Growth 98.6 Growth 989 Growth 98.12 Growth

EXIM Non-fina 16 45.8% 24 51.4% 19 -21.4% 22 15.6% 24  8.8% 25 59%
nce
Finance 24  0.3% 30 27.9% 49 63.2% 42 -14.3% 27 -36.4% 11 -60.9%
IFCT Non-fina 155 20.0% 174 12.4% 153 -12.4% 153 0.2% 151 -1.6% 150 -0.2%
nce
Finance 23 58.5% 22 -3.6% 16 -26.8% 22 39.3% 33 46.2% 15 -53.4%
BAAC Non-fina 200 1.1% 197 -11% 194 -1.9% 203 4.8% 206 1.8% 207  0.1%
nce

Government Non-fina 63 16.7% 65 35% 68 5.4% 67 -2.5% 63 -55% NA NA
SavingsBank  nce

Finance 96 -3.8% 88 -8.2% 93 5.4% 79 -15.1% 78 -0.6% NA

NA

Government Non-fina 255 10.3% 279 9.4% 290 4.0% 294  1.4% 297 0.9% 296 -0.2%
Housing Bank  nce

Total of above 830 9.3% 880 5.9% 882 0.3% 882 0.0% 878 -0.4%

Commercia Non-fina 5211 8.0% 5616 7.8% 5386 -41% 5441 10% 5328 -21% 5238 -1.7%

banks

nce

Grand total* 5899 83% 635 7.7% 6,110 -39% 6,179 11% 6,069 -1.8%

*: Excludes financing from public financial institute to the financial sector
Source: Created from figures by BOT, growth is based on comparisons with the previous quarter

However, compared to private commercid banks, the absolute amount by public financia
institution is small, and the effect on the financia sector as awhole is limited.
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Loan expangon is largely based on financid ad from oversess. The government is receiving
program loans from the World Bank, the Asia Development Bank and so forth, and a sgnificant
portion of this funding is being alocated to public financia intitutions as below.?®

i) Loans for credit extenson: 12 hillion baht to IFCT, 300 million baht to BAAC, 1 hillion

baht to the EXIM, 750 million baht to Small Industry Finance Corporations (SIFC)

i) Investments for capitd increase: 2.5 hillion baht, 7 billion baht to Government Housing

Banks, 1 billion baht to AMC, 450 million baht to FRA
iii) Investments for establishment: 4 hillion baht to Radanasin Bank, 500 million baht to
Radanatun Finance (FC), 500 million baht to Radanasap Securities™

Apart from this, IFCT and the EXIM has agreed to loan syndication from Japan Export Import
Bank (300 million dollars) and 14 Japanese-owned financid inditutions (300 million dollars), and
300 million dollars of this was withdrawn in March 1998 (IFCT and EXIM each receiving half).?’

Also, EXIM isreceiving syndication loans of 1 billion dollarsin total from Asia Development
Bank and foreign financia indtitutions.

The lending expansion of public financid indtitutions is acting as a relief measure to a certain
extent againg the dhrink of loan by commercid banks. However, maintaining the qudity of loan
gppraisad while rapidly increasing loans has its limits based on given personnd and organization. I
the current economic dump prolong, there is a risk that the current expanded portfolio will
deteriorate rgpidly. There is a need to drive for personnd and systemwise improvements, and
strengthen loan appraisal and asset management. Also, since a fdl in the ratio of net worth to
capitd is envisaged dong with loan assat expangon, it would be necessary to carry out capita
increase. The government has dready resolved to carry out capita increase of public financid
ingtitutions during fiscal 1999.

Improving the financing structure of companies. In Thalland just as in other developing
countries, there is a lack of long-term funds that companies can utilize. The recent criSs originates
in the vulnerable financing sructure, including the short-term maturity of debt, high leverage and so
forth. As a long-term issue, the role of IFCT, which supplies long-term debt, is also considered to
be significant in terms of making the financy structure more robust.

Table 49 compares the average finarcid ratios of IFCT loan borrower companies and
ordinary companies. What we can see from this table is that, compared to ordinary companies,
companiesin receipt of IFCT loan havei) a high proportion of fixed assets (ordinary companies 0.47,
IFCT loan campanies 0.66), ii) a high proportion of fixed liabilities (ordinary companies 0.14, IFCT
loan companies 0.33) and iii) alow profit rate (ordinary companies 0.04, IFCT loan companies 0.01).

% Central Bank material (reprinted from "Weekly Thai Economy”).

% Radanasin Bank was newly established as a receiver of liquidated bad banks. Radanatun Finance and Radanasap
Securities are subsidiaries of Radanasin Bank.

%" Of the 300 million dollars (equivalent to 40 hillion yen), 20 billion yen is from the Export-Import Bank of Japanand is
guaranteed by Japan's Ministry of Finance; the remainder is by Japanese-owned financid inditutionsand is guarantesd by
the Export-Import Bank of Japan.
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Table4-9 Average Financial ratio of IFCT loan borrowersand ordinary companies

Ordinary companies IFCT loan companies
(after financing)
Number of samples 78 130
Assets (below percentage against total assets)
Liquid assets 0.53 0.34
Fixed assets 0.47 0.66
Liabilities 0.67 0.60
Liquid liabilities 0.53 0.27
Fixed liabilities 0.14 0.33
(IFCT loan amount therein) - 0.23
Capital 0.33 0.40
Rate of net profit 0.04 0.01

Source: OECF survey

Table 410 shows the result that atistical tests if the average difference of data differs
datidicaly sgnificant, in regard to indices consdered to be important. As for the fact that IFCT
loan borrowers have a high proportion of fixed assats and fixed liabilities compared to ordinary
companies, differences were significant at a significant level of 1%. As for the fact tha the liquid
ratio and ratio of fixed assets to long-term fund are low, it is indicated that IFCT loan companies are
lower than ordinary companies but the explanatory power is not significant. In the case of leverage
and profit rate, the differences were not significant.

The fact that the rate of fixed liabilities and fixed assets are high indicates that IFCT long-term
loan increases fixed liabilities and encourages the formation of fixed assets. Moreover, since the
proportion of fixed assets is high for IFCT loan companies, the proportion of liquid assets becomes
low, and while gtability seen in terms of liquid retio is poor compared to ordinary companies, the
proportion of fixed liabilitiesis high and leverage is not so high ether, and therefore stability seenin
terms of the ratio of fixed assets to long-term fund is favorable compared to ordinary companies.

Table4-10 Comparison of IFCT loan customers (after financing) and ordinary companies
Ordinary  IFCT loan customers  Difference Pvalue Signifi-can

companies (after financing) ce
Number of samples 78 130 - - -
Fixed assetg/total assets 0.47 0.66 -0.20 0.000 ool
Fixed liabilities/total assets 0.14 0.33 -0.19 0.000 falall
Liquid ratio 2.19 157 0.62 0.110
Leverage 2.85 2.03 0.82 0.219
Ratio of fixed assets to long-term 1.28 0.93 0.36 0.123
funds
Net profit rate 0.04 0.01 0.03 0.205

Significance: ***:1% significant **: 5% significant *: 10% significant
Long term funds: capital of fixed liabilities
Source: calculations by the author

The following are conceivable as reasons for the differences between IFCT loan borrowers
and ordinary companies: i) IFCT chooses companies with specific features through gppraisal (the
identifying and appraisa capability of IFCT) and ii) company features change through IFCT
financing (pure effect of IFCT financing). Table 4-11 shows a comparison of the financial
conditions of IFCT loan borrowers before receiving aloan from IFCT, and ordinary companies.
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What we can see from this teble is that IFCT is selecting companies with a high proportion of fixed
assets and fixed liabilities. As for stability seen in terms of liquid ratio, and company performance
seen in terms of profit rate, significant disparities are not observed.

Table 4-11 Comparison of IFCT loan customer s(befor e financing) and or dinary companies

Ordinary  IFCT loan customers  Difference Pvaue Sgnifi-can

companies (after financing) ce
Number of samples 78 30 - - -
Fixed assetg/total assets 0.47 0.57 -0.11 0.012 o
Fixed liabilities/total assets 0.14 0.23 -0.09 0.057 *
Liquid ratio 2.19 1.64 0.55 0.348
Leverage 2.85 1.38 1.47 0.142
Ratio of fixed assets to long-term 1.28 0.93 0.36 0.302
funds
Net profit rate 0.04 0.04 -0.00 0.949

Significance: ***:1% significant **: 5% dignificant *: 10% significant
Long term funds: capital of fixed liabilities
Source: calculations by the author

Now, let us look a what kinds of effects IFCT financing itself has on companies. Table412
compares conditions before and after financing of IFCT loan borrowers.  From this table, we can
see that fixed lidbilities increase through IFCT loan, and that the difference thereof is datigticaly
significant. No significant differences could be found in stability and performance indices.

Table4-12 Comparison of IFCT loan customer s before and after financing

before after Difference Pvaue Signifi-canc

financing financing e
Number of samples 30 130 - - -
Fixed assets/total assets 0.57 0.66 -0.09 0.031 x*
Fixed liabilities/total assets 0.23 0.33 -0.10 0.024 *
Liquid ratio 164 157 0.08 0.890
Leverage 1.38 2.03 -0.65 0.490
Ratio of fixed assetsto long-term 0.93 0.93 0.00 0.999
funds
Net profit rate 0.04 0.01 0.03 0.407

Significance: ***:1% significant **: 5% significant *: 10% significant
Long term funds: capital of fixed liabilities
Source: calculations by the author

Summarizing the above, it could be fair to say that companiesin receipt of an IFCT loan have
a high proportion of fixed liabilities and fixed assets compared with ordinary companies, and IFCT
long-term financing encourages the formation of fixed capitd. And it could be also sad that these
differences are due both to the identifying of sound borrowers and improving financid conditions
through IFCT loan itsdf. As for sability seen in terms of liquid ratio and ratio of fixed assets to
long-term funds, strong disparities were not obtained, but it is concelvable that the high ratio of fixed
assats of IFCT loan companies potentidly erode stability, and IFCT loan dleviates this by supplying
stable long-term lighility.

However, with the data used here, problems reman concerning number of samples,
digtribution of samples by age and industry, and the rdiability of data, and it should be interpreted
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with caution.
4.3.3. Indonesia

In Indonesia, there do not exist specid public financid ingtitutions like those seen in Thailand
and the Philippines. However, state-run banks hold large share in the banking sector (share in totd
bank assets at the end of 1998 was 45%), and have significant influence on capital alocation.

There dso exigts a lending scheme caled KLBI (Bank Indonesia Liquidity Credit), which is
loan by Bank Indonesia with policy objectives. KLBI is extended through commercia banks in
order to finance various government programs that target socid wefare there is Credit for
Agriculturd Workers (KUT), Credit for Low-Cost Housing (KPRS'SS), Credit for Primary Product
Cooperatives (KKPA) and Credit for Agricultural Cooperatives (KKUD).?

In regard to the receipt of overseasfinancia ad, there was a scheme whereby Bank Indonesia
receives funds and lends this to smal and medium-sized private companies through state-run banks
and private commercid banks. Examples include AJDF Category B by OECF (for smdl and
medium-sized businesses and private farms), and the Small Enterprise Development Project by the
World Bank. The liquidity crigs is extremely serious in Indonesia, too. With this scheme, the
ability of commercid banks (handling banks) to actudly carry out examinations is extremely
important. Now, the banking sector as a whole has a great dedl of bad debts, and in the process of
overhaul, the implementation of smilar scheme is difficult. There are aso proposals to establish a
public financial intitution targeted at small and medium-sized companies™, but the risk of financing
based on favoritism is dso high.

4.3.4. Philippines

Public financid inditutions of the Philippines include the Development Bank of the
Philippines (DBP), Land Bank of the Philippines (LBP), and Al-Amanah Idamic Investment Bank
(AAIIBP). The loan outstanding of DBP and LDB are respectively 5% and 7% (end of 1997 for
both) of the loan outstanding of commercia banks as awhole, and the scale of AAIIBP is extremely
small, and therefore the quantitative importance of public financid inditutions within the financia
sector is not large.

Supply of short-term liquidity: Table 4-13 compares the loan outstanding of commercia
banks as a whole and public financid inditutions. From this table, we can see that while
commercid banks have decrease or dowdown their lending, DBP is increesing its loans, and is
dleviating the credit shrinkage of the economy as a whole. The loan outstandings of commercia
banks as awhole grew 26.5% from the end of 1996 to the end of 1997, and recorded a 3.1% decrease

% Bank Indonesia, Report for the financial year 97/98

# Within the "Cooperative Policy Package for Asia Economic Reform"” by Japan's Ministry of International Trade and
Industry, the establishment of an Indonesian-style "Small- and M edium-szed Company Finance Corporation” thet can act
as arecipient of yen loansis sought (Asahi Shimbun newspaper, August 1998).

132



until October 1998, wheress the loan baance of DBP shows growth of 37.1% and 17.5%,
respectively.

Table4-13 Philippines. Loan outstandings of commercial banks and public financial

institutions (million pesos, %)
Year-end loan outstanding 1996 1997 (Growth rate) 1998* (Growth rate)
Commercia banks as awhole 1,120,264 1,416,784 26.5% 1,373,377 -3.1%
DBP 46,759 64,087 37.1% 75,302 17.5%
LBP 82856 98,498 18.9% NA NA
* October-end

Source: DBP annual report, LDB annual report, BSP

Apart from loans extended directly to companies, cdled retail, DBP dso has a scheme of
lending to companies through private commerciad companies (caled wholesde). Due to therise in
interest rates following the criss and the strengthening of regulations, commercid banks are
increasing their degree of dependence on funding from DBP as a fund source. In this sense dso, it
could be said that DBP is performing a definite role in dleviating loan cut-backs by commercia
banks.

DBP dleviates credit shrinking in the crisis, and the performance of borrower companies is
aso comparatively sound, as we shdl see next. However, if the economic dump continues, the
current loan expansion may have risk of becoming large bad debts. It is important to maintain the
quality of loan gppraisd while increasing loans quantitatively by strengthening the personne and
organizational system. It is dso envisaged that the ratio of net worth to tota capitd will fal with
loan asset expansion, and capital increase according to necessity would be required. DBP's
authorized capita framework (full amount aready paid) wasincreased in March 1998 from 5 billion
pesos to 35 hillion pesos, but a the moment, actual payment is not being carried out.

Improving the financing structure of borrower companies. In the case of the Philippines as
with Thailand, we examined what kinds of differences borrower of public financid inditutions have
from ordinary companies. Table 414 compares average financid raios of DBP loan borrowers
with ordinary companies.
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Table4-14 Averagefinancial ratio of DBP loan companies and ordinary companies

Ordinary companies DBP |oan companies
(after financing)

Number of samples 439 91
Assets (below, ratio against total assets) 1.00 1.00
Liquid assets 0.45 0.41
Fixed assets 0.55 0.59
Liabilities 0.63 0.63
Liquid liabilities 0.49 0.40
Fixed liabilities 0.14 0.24
Capita 0.37 0.36
Operating profit 0.04 0.16
Net profit 0.01 0.08

Source: OECF survey

Table 415 shows that the differences between ordinary companies and companies that have
received DBP loans. What we can see from this table is that, in comparison with ordinary
companies, companies that have received DBP loans i) have a high proportion of fixed assets
(ordinary companies 0.14, DBP loan borrowers 0.24, dgnificant a 1%), ii) the liquid retio is high
(ordinary companies 1.15, DBP loan borrowers 2.09, significant at 1%) and iii) the profit rate is high
(inthe case of net profit rate, ordinary companies 0.01, DBP loan companies 0.08, significant a 1%).
These suggest that the supply of long-term plant investment funds by DBP is useful in improving
financid sability and company performance.  Also, it is suggested thet companies in receipt of
DBP loans have a high rate of fixed assets compared to ordinary companies (ordinary companies
0.55, DBP loan companies 0.59), and that the formation of fixed capita is encouraged, but the
statistical significance was not that strong.

Table4-15 Comparison of ordinary companiesand DBP loan borrower s (after financing)

Ordinary DBP |oan borrower Difference Pvalue Significance

companies (after financing)
Number of samples 439 91
Fixed assets/total assets 0.55 0.59 -0.03 0.274
Fixed liabilities/total assets 0.14 0.24 -0.10 0.010 ol
Liquid ratio 115 2.09 -0.94 0.001 il
Leverage 2.32 2.99 -0.66 0.225
Ratio of fixed assetsto 1.35 1.19 0.16 0.236
long-term capital
Operating profit rate 0.04 0.16 -0.11 0.000 ool
Net profit rate 0.01 0.08 -0.07 0.004 ol

Significance: ***; 1% significant **:5% significant *:10% significant
Long term funds: capital of fixed liahilities
Source: Calculations by the author

The following are conceivable as reasons for the differences between DBP loan borrower
companies and ordinary companies. i) DBP is selecting companies with specific features through
loan gppraisd (DBP is identifying capability and appraisal capability) and ii) company festures
change through DBP loans (pure effect of DBP loans). Table 4-16 compares the financid
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conditions of DBP loan borrowers before receiving loans from DBP, and ordinary companies.
What we can see from this table is that DBP provides financing to companies with high stability
(high liquid ratio) and sound performance (high profit rate).

Table4-16 Comparison of DBP loan borrower s (befor e financing) and or dinary companies

Ordinary DBP loan borrower  Difference Pvalue Significance

companies (after financing)
Number of samples 439 215 - --
Fixed assetg/total assets 0.55 0.53 0.03 0.148
Fixed liahilities/total assets 0.14 0.16 -0.02 0.451
Liquid ratio 1.15 221 -1.06 0.000 el
Leverage 2.32 3.17 -0.85 0.032 **
Ratio of fixed assetsto 1.35 1.20 0.15 0.130
long-term capital
Operating profit rate 0.04 0.11 -0.06 0.000 el
Net profit rate 0.01 0.05 -0.04 0.010 **

Significance: ***: 1% significant **:5% significant *:10% significant

Long term funds: capital of fixed liabilities
Source: Calculations by the author

Now let uslook a what kinds of effects DBP financing itsdf wields on companies. Teble
4-17 compares conditions before and after financing in the case of DBP loan customer companies.
From this table, we can see that fixed assats and fixed lighilities increase through DBP loans, and

operating profit rate also rises, and that the differences are statistically significant.

Table4-17 Comparison of DBP loan borrowers before and after financing

before after Difference Pvalue Significance

financing financing
Number of samples 215 91 - - -
Fixed assetg/total assets 0.53 0.59 -0.06 0.049 xx
Fixed liabilitieg/total assets 0.16 0.24 -0.08 0.059 *
Liquid ratio 221 2.09 0.12 0.692
Leverage 317 2.99 0.19 0.753
Ratio of fixed assetsto long-term 120 119 0.01 0.933
capital
Operating profit rate 0.11 0.16 -0.05 0.055 *
Net profit rate 0.05 0.08 -0.02 0.356

Significance: ***: 1% dignificant **:5% dgnificant *:10% significant

Long term funds: capital of fixed liabilities
Source: Calculations by the author
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4.4. DEVELOPMENT OF SECURITIESMARKETS
4.41. Overview

One of the wesknesses of corporate finance pointed out in Section 4.1 is excessive
dependence on banks loans.  Since direct finance as the dternative means was not sufficiently
developed and leverage was high, the rise in interest rates and reduction of bank lending directly hit
the financial standings of companies.

As a channd that supplies long-term funds, which is necessary for company growth,
development of the securities market is very important. Movements of share and securities prices
act as pressure towards managerid improvement, and through development of a share market, it can
al so be expected that company restructuring through mergers and acquisitions would be encouraged.

The establishment of funding channels through a securities market needs a diverse market
infragtructure. In order to develop securities market, the following is important: 1) improvement of
policy framework, regulaions and supervison (disclosure, tax system, Bankruptcy Law, Mortgage
Law, etc.); ii) diverdfication of products, such as issuers, maturity (standardized government bond
issue, benchmark, etc.); and iii) development of market infrastructure (computerization of stock
exchanges, rating agencies, settlement and clearance, inditutional investors such as pension funds
and education on securities, etc.).

Regarding the securities markets of Thailand, Indonesia and the Philippines, physica
infrastructure such as stock exchanges, rating agencies and settlement systens were established, and
their securities markets continued to grow rapidly during the 90s. However, the development of
ingtitutiona infrastructure, such as disclosure, corporate governance, and supervision and regulations
tended to lag behind. Also, distortions were observed, such as liged companies being biased
towards specific indudries. It is dso observed that large-scde companies hesitated to be listed,
avoiding disclosure®

Table4-18 Scale of bank assets and stock mar ket

Bank credit (ratio to Total market value of shares (ratio to|Stock market turnover
GDP %) GDP %) rate (%)
1990 1996 1990 1996 1997 1990 1997
Thailand 90.7 98.8 279 53.9 15.0 92.6 39.2
Indonesia 455 54.6 7.1 40.3 13.6 75.8 64.2
Philippines 26.9 72.2 134 96.2 37.7 13.6 34.8
us 114.4 137.5 55.1 115.6 146.0 53.4 92.8
Japan 266.8 295.1 98.4 67.2 52.8 43.8 37.1

Source:  World Bank(1998),World Development Indicator, WB(1999), World Development report, |FC(1998), Emargng
stock markets fact book

% For example, in the Philippines, among the 1000 companies with the largest sales figuresin 1995, only 191 companies
were listed on the stock exchange.
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As is shown by the low turnover rate, the secondary market remains undeveloped. Moreover,
among the securities market, the bond market is smal compared to the equity market>'  With the
exception of the Philippines, since governments maintain sound fisca balance, the issue of government
bonds is not large, and the market infragtructure did not grow. In the case of Indonesia, the issue of
government bonds was prohibited until recently, and government bond issue is dso smdl-scde in
Thailand as well and underwent a decreasing trend during the 90s.

Further issuesinclude aframework of regulations and its execution and the further improvement
of disclosure sysem followed by development bond markets, domedtic inditutiond investors, and
Sdf-Regulatory Organizations of accountants, lawyers, and industry group such as pendon funds. In
the following section, we will discuss measures to promote securities markets thus far and future issues
in each country.

4.4.2. Thailand

As we can see from Figure 49, the Tha securities market expanded rapidly during the 90s.
The 214 companies listed in 1990 and the totd market capitdization of 605 hillion baht grew to 416
companies and 3565 trillion baht by 1995, when the totd market capitdization reached a pesk.
However, this dso contained bubble without accompanying growth of the real economy, and by 1996,
the SET index had recorded afdl of 35%, and total market capitdization aso shrunk to onethird, from
2.560 trillion baht in 1996 to 1.133 trillion baht in 1997.

The amdl bond market compared to the

. . - Figure4-9 Thailand: Developments of securities
equity market is a characteridic generdly g P

observed in Asian courtries, and in Thailand, market

this feature is extremdy dear. The BSOS T i hant Companies
for this are that until the Securities and g‘ggg . 500
Exchange Act 1992, bond issue was not 5 gggf 400
permitted in the case of private companies, and 2500 | 300
thet the issue of government bonds was smal 5 eo0 - E/ﬁ/f 200

with a sound fiscd bdance.  While the 1.000 ﬂ1
500 [
collgpse of the bubble caused the total market 0
cgpitdization to plummet, in recent years, §
2 33
government bOﬂdS, FIDﬁ Mﬂs PLMO — Total market capitalization (left guideline)
bonds have been issued, and the importance of | == 1r44ing value (left quideline)
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Source: IFC, SET

3 World Bank(1995)

2 FIDF (Financia Institution Development Fund) isan interna organization of Bank of Thailand established in 1985, and is
designed to rescue and restructure commercial banks and FCs that have fallen into managerial crisis. Specifically the
financial institutions in trouble reduce capital, while the FIDF take on capital increase, acquires new shares, dispatches a
management team, devises reconstruction measures, and support the restructuring. (Tashiro 1998)

®¥pLMO (Property Loan Management Organization) is an organization that buys up uncollectabl eassaisrdaedtored etate
etc., and attempts to reduce the burden of financial institutions.
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bonds in financing is growing. However, the |Thailand: Measures securities market
, — p
role of funding procurement from banks is Hill devel opment
dominant compared with equity and bonds. 1984  Relaxation of stock and bond issue regulations through

Reform of the Thai securities market revisic?n of the Securities and ExchangeAq
. . 1987 Establishment of Second Board and Foreign Board
became expeditions in the 80s, and from the | 000 C o picoment of stock depasit body (phasesin of
beginning of the 90s became even more transfer settlement system SDC)
vigorous. Introduced in 1991 was ASSET, an |1990 Partial computerization of settlement of issuance
automatic exchaqge sydem for shares, and the |1991 Thai Stock Exchange introduced automatic share

Securities and Exchange Act was put into effect, exchange system (ASSET)
1992 Introduction of scripless system

(establishment of the new Securities Exchange . . .

) ] i ) Reinforcement of market supervision functions by
Committee, investor protection, preparation of operation of information management system (SIAM)
laws for securitization and derivetives, etc.), Enforcement of new Securrities an Exchange Act

Authorization of investment trust setting by private
investment consulting firms

Revision of listing criteria (relax listing criteria of loca

esteblishment of the rating body TRIS (Tha
Rating and Information Service) and operation | ;g5

of TSD (Thaland Securities Depogtory) businesses)

followed in quick succession. According to Establishment of rating body, TRIS

the finandid system master pI an of 199, 1994  Operation commencement of securities Depository
. . o body (TSD)

momentum grew in promotion the securities Operation of Bond Dealer's Club, a bond second

market as pat of devdopment of the financid market

market as awhole. 1995 Financia system master plan announced

Securities market  infragruciure and Estabhshmgnt of over-the-counter market, Bangkok
Stock Dealing Center

systems were prepared rapidly in recent years 1997 Establishment of Secondary Mortgage Corporation,
and new products introduced, but the recent with aim of securitization housing loan

crigs occurred before they could be fully
utilized. As future issues, corporate debentures,
the development of a secondary market, and the

Source: Maru 1998, Kawai 1996, Fuchita 1998

further reinforcement and improvement of

supervisory reguldions, are important.  Furthermore, various measures for widening market breadth
are ds0 important. The market participation of smdl and medium-szed companies, the promoation of
securitization, and utilization of the securities market in the privatization of date-owned enterprises
would be useful.

The SEC is arrently devisng various improvement measures in repect to thee issues. For
example, revison is being investigated of the Securities and Exchange Act, which ams to improve
trangparency and foster a capita market, and focuses on disclosure.  And in order to increase
understanding of disclosure, it plans to establish the Institute of Directors, atraining center.

By the end of 1998, the Tha government issued government bonds totaing as much as 400
billion baht for debt reorganization of FIDF (see Section 5), and this government bonds are expected to
srve as a benchmak.  Moreover, in order to promote market participation by smdl and
medium-sized companies, the SEC gpproved in principd the establishment of amarket exclusively for
gndl and medium-sized companies in November 1998. At this dage the application of
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compardively lenient liging criteria is being Figure4-10  Indonesia: Developments of securities
discussed. mar ket
As support from oversees, the AsSa  unitsof 1 billion

Development Bank is currently conducting the ™" Compantes
Financid Maket Reform Program.  This 200,000 500
program support the reform of the financid 200,000 |
market, and includes technical support for i) 150000 [
improvement of disclosure, ii) penson fund
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The Indonesian securities market dso — Total market capitalization (left guideline)
grow eicy from themic0seee Figure4-10). | =7 Tets o e o i
The 125 companies liged in 1990 and totd
market capitdization of 15.3 trillion rupiah grew
to 263 lised companies and tota market capitdization of 215.0 trillion rupiah in 1996, when the totd
market capitdizaion reached a pesk. However, because of currency depreciation, rigng interest rates,
and dedlining confidence in the economy as a whole during the recent crigs, a 37% fdl in the JSE
index was recorded in 1997, and total market capitalization also shrunk to 159.9 trillion rupiahby 1997.

The bond market remains undeveloped in Indonesia, too. In the background is that fact thet it
was 1988 when private companies were permitted to issue corporate bonds, and in the case of centra
and local government, bond issue was prohibited through the Fiscal Balance Law.*

The first sock exchange in Indonesia dates back to 1912 in period of Dutch colonization, and
thiswastargeted at Dutch corporate shares and Dutch government bonds.  Even when it was reopened
in 1952 &fter the Second World War, it dedt only with Dutch corporate shares and Nationd Indonesia
Indugtrid Bank bonds. 1n 1976, the capita market supervisory agency (BAPEPAM) was established,
and the Jakarta Stock Exchange was opened under it. This marks the Sart of issue of Indonesian
corporate shares.*®

Promotion of the securities market began with 1987's relaxation of regulations. At this point,
ligting procedures were smplified, listing criteria were relaxed, and an over-the-counter stock market
was opened. In 1988, measures to relax regulations were taken in October and December, and in
1989, the privatdy-run Surabaya Stock Exchange was opened.  In 1992, privatization of the Jekarta
Securities Exchange was redized by member companies.  Theresfter, transaction autometion of the
Jakarta Stock Exchange and establishment of the PEFINDO, rating company, have been carried out.

Source: IFC, Bank Indonesia

# World Bank (1995)
% y amashita (1993)
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As for future long-term development
plans, a five-year plan from 1996-2000 hes
been created as a “blueprint”. However, this
plan was cregted before the crigs and the
recent crigs will necesstaie the revison.
Moreover, following the crigs various
measures have been adopted, such as closure
of 16 undercapitd brokers by BAPEPAM,
renforcement of laws and regulations,
infrastructure  improvement, and  the
announcement of 15 new capitd market rules
aimed at introducing new products, etc.*

Further issues for securities marked
development are: i) integration of the two stock
exchanges; ii) identification of good companies
and promation of liging; iii) development of
bond maket; iv) fodering of domedic
investors, v) sysem upgrade and Vi)
strengthened disclosure.

Regarding of i) ock market integration,
goprova has dready been obtained a generd
stockholder's mesetings of both exchanges, and
the setting up of a committee to examine the
merger has been recommended to the boards
member.  With i) identification of good
companies and promotion of  listing
improvement of corporate  governance,
boosting of market liquidity, and enhancing

Indonesia: Measures of securities market

development

1987
1988

1989

1990

1991
1992

1994
1995
1996

1997

Rdaxation of capital market regulations

15% withholding tax charged on regular saving
interest, which was formerly non-taxable (making
identical to withholding tax on share dividends)
Capital market development package (opening of
private stock exchange authorized, opening of
securities business to private sector and joint venture
with foreigners, authorization of capital increase by
issue at market price)

Founding of over-the-counter stock market
Partial opening of of state-run enterprise shares
Opening of Surabaya Stock Exchange

Integration and reinforcement of securities
regulations (BAPEPAM changed to an exclusive
body for securities regulations and supervision,
self-regulatory functions of stock exchanges
reinforced)

Privatization of Jakarta Stock Exchange
Establishment of Foreign Board

Establishment of Centralized Settlement Body
(KDEI)

Establishment of rating body, PEINDO

Full automation of Jakarta Stock Exchange
Revision of Securities Exchange Law

Approval of open-ended investment trust
Introduction of short transactions

Establishment of Central Custody

Source: Maru 1998, Kawai 1996

market apped by cost-cutting, are necessary. At present, the share of foreign investors is exceedingly
high, and the fodters of domedtic investors is needed (iv). To foder domedtic inditutiond investors,

rectification of high interest rates and politicd ability are necessary.

In the longer term, the

encouragement of private investors will be important. Of course, a cartain amount of income is
necessary for sock investment, but an affluent class does dso exist in Indonesia, and if they attempt to
invest in domestic securities, a certain amount of individua purchase would be possible.

The system of stock exchange (v) could be said to have been largdly established, but scripless
trading has not yet been redlized, and issues that must be tackled in future remain. What is more, vi)

% |EC (1998)
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strengthened  disclosure through improvement Fijgyre 4-11

of accounting Standards, is dso important.

Paticulaly in the case of unlisted companies ;i of 1
and where shareholders are dispersed and Pillion pesos

sufficient pressure is not placed on managers,
dandards are gpt to dip. Human resource

development in financid sector is dso important. 1,500

Private companies in financid sector have

independent  training programs. BAPEPAM
dso sends officids and trainees oversess, to

foster the experts.

4.4.4. Philippines

The Philippine securities market dso

Philippines. Developments of

securitiesmarket

Companies
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Source: IFC (1998), PSE. For 1998, end of the first half.

grew rapidly from the mid-90s  The 153 liged

companies in 1990 and total market capitdization of 16.219 billion pesos climbed to 216 listed
companies and totd market capitdization of 2.1 trillion pesos in 1996, when the totd market
capitdization reached a pesk. Compared with other neighboring countries, the impact of the crisis on
financid indtitutions was smadl in the Philippines, but the effect on the securities market was subgtantid.
In 1997 the PSE index recorded afal of 40%, and the total market capitdization dso shrank to closeto

half in 1997, at 1.3 trillion pesos.

In the Philippines, development of a securities market was begun ahead of other Asian

countries, with the Manila Stock Exchange

being set up as early as 1927, a Securities Act
enacted in 1936, and a Securities Transaction
Committee established in response to this. In
1963, the Makati Securities Exchange was
established. Until the latter half of the 60s, it
was one of the few stock markets in Asa that
outshone Hong Kong (Nozawa 1998).

Reform of the Philippine securities
market progressed rapidly at the beginning of
the 90s. It darted with the capita market
promotion conference of 1988. This was
concretized by the "capital market development
program"” based on policy dialogue between the

Measures of the Philippine securities market

developments

1986
1988

1993

1994

1995

1997
1999

Plan announced to privatize state-run enterprises
Commencement of gradual lowering of the rate of
withholding tax imposed on dividends to residents
Sequential computerization of Manila Stock Exchange
and Makati Stock Exchange

Establishment of Philippine Stock Exchange by
integration of Manilaand Makati Stock exchanges
Establishment of Philippine Central Depository
Establishment of deposit and transfer organization
Announcement of establishment of special board for
small and medium-sized businesses

Source:  Philippine Stock Exchange(1997)

Kawai 1996, Notaku 1998

Philippine government and the Asia Development Bank.

In the same year, a capita market

development council was set up at the Philippine Financier's Conference, which tackled issues
such as the automation of securities and exchange settlement as the "Capital Market Development
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Project"”, which was executed with the support of USAID.

As areault of such efforts, computerization of both exchanges was carried out in 1993, and in
199 two sock exchanges integrated, with Manila becoming the Philippine Securities Exchange
Center and Makati becoming Philippine Securities Exchange Plaza, and reform of hardware aspects
was redlized. However, in the same way as other ASan countries, there was room for improvementin
ingtitutional aspects.

Further issue firgt and foremod, reform of the taxaion sysem in the securities indugtry.  Tax
imposed on securities is heavy (revenue stamp duty: in the event of stock transfer, 1.5 pesos per 200
pesos par value, stock exchange tax: 0.5% of exchange vaue per sde of lised shares™), and the
reduction or abalition of these is important. However, snce these leads to a substantia reduction in
tax revenue, improvement of the overd| tax system and improvement of effectiveness will first be
necessary.

Next, reform of the Securities and Exchange Commission is important. At present, the SEC
has awide range of functions such as supervising law enforcement including the Amended Securities
Law, Company Law, finance and company laws and the Investment House Law, as well as company
regigtration, interna dispute cases and reorganiation of bankrupt companies, and given personnd and
organizaiona congraints, it can not keep up with market operations and investigetion of insder trading
violations.

4.5. APPENDIX: PROGRESS OF THE RESTRUCTURING OF FINANCIAL
INSTITUTIONS

45.1. Overview

Closdy related to company debt restructuring is the restructuring of financid indtitutions. At
present, the bold financid sector reorganization including merger, nationdization and liquidation of
finandd inditutions is being caried out in Thaland and Indonesa, and even in respect to
comparatively hedthy financid inditutions, injection of public capita, switching of management teams
and other measures are being teken. Company debt restructuring hinges upon negotiation and
settlement with finandid inditutions, the creditors, and it could be said thet corporate debt problems
will not be cleared up unless the reorganization of financid ingtitutions is ressonably settled.
Convearsdy, if corporate debt restructuring does not proceed, the bad debt problems of financid
ingtitutions will not be resolved.

According to the World Bank (1998a), restructuring methods of banks with problems include i)
bail-out by public funds; ii) merger with public support; iii) sdling off after recgpitdization through
public capitd injection; iv) independent workout; and v) liquidetion and pay-off, and summarized the
merits and demerits of the respective methods.  Firdt, bail-out by government has the advantage of

3 Philippine Stock Exchange, Fact Book 1996
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speed, but the fiscal burden is large, and incentives to bank managers to improve performance is smdl
(mord hezard). On the other hand, the methods of merger with other banks with public support,
sdling off to the private sector after recapitdization have the advantages of a comparatively small fisca
burden and credibility on the banking system holding firm, but they are dow.

Table4-19 Measures of bank restructuring

Speed Fiscal burden Incentivesto Credibility inthe
improve banking system
performance

Bail-out EEREXK) ° ° o0
Merger with public support oo TR eooe eo oo
Recapitalization and sell-of f ) ecooe ecocooe XEK)
Work-out oo eeccoeoe eeceoe cee
Liquidation and pay off eeceoe ceoe eeccee .

The number of e indicates the size of the merit
World Bank(1998a)

Indonesa and Thaland are implementing a combinatiion of these methods teking into
condderation the economic conditions and the severity of the problems faced by the banking sector.
Furthermore, they have aso set up a bodies that direct the reorganization of financid inditutions and
bodies that purchase bad debts.

4.5.2. Thailand

The Tha financid sector consists mainly of banks and finance companies (FC). We will now
discuss measures taken since the crisis, and future issues.

Finance companies arefinancid ingtitutions peculiar to Thailand for which have limited banking
function such as housing finance, consumer finance, and function of securities firm such as securities
underwritings and broker/dedler. 91 FCs exigted as of June 1997, and of the totd assets of financd
ingtitutions in Thailand, they make up about 20%.%

The problems of FC's bad debts and management became apparent some time before the baht
shifted to a float system, and the crisis of East Ada become obvious. From 1983-1985, confidence
crisisin theindustry as awhole occurred, and arescue system called the Lifeboat Systent® was set up.
In the mid-90s, bad debts increased from the economic dump and deterioration of property market
conditions, and in February 1997 became clear in management problem of the largest FC.

The Tha government fird tried to give rdlief by financing from the FIDF, aswell as merger with
government-affiliated banks, but they were not successful. The problem grew increesingly worse, and
in June 1997 the suspension of 16 companies was decided on by the government, and followingly, the
operations of afurther 42 companies were terminated.

% Tashiro (1998)
¥ This sends managers into FCs that have fallen into aslump; encourages merger and acqisition with other FCs; acquires new
shares by the Bank of Thailand; and support restructuring (Tashiro (1998))
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Overview of Thai finance company restructuring

In October 1997, the government
. : - 1997
announced a finanaid system restruciuring March 10 FCs announce relief measures
plan, and edablished the Finance Sector |May Withdrawal of Finance One merger plan by Thai
. . . . Dann Bank.
Restructuring Authority (FRA), which direct |, o 16 FCs were suspended
financid indtitution merger and recapitaization, |August 42 FCs were suspended

October Announcement of financial institution
and the Asset Management Company (AMC)’ restructuring policy, consisting of 5 Emergency

which buys up bad assts. The 58 companies Decrees (FRA, AMC established)
. December  FRA determines liquidation for 56 of 58 FCs
whose operations had been suspended suspended a

submitted restructuring plans, and the FRA 1668
conducted an examination of this The FRA'S | yyary Radanatun Finance established (operations

December decision was an extremely tough commence in February)
o . May 7 companies merged with government-owned
one: liquidation for 56 of the 58 companies. Krungthai Thanakit

Further, in May 1998 it merged seven August 5 companies merged with government-owned
’ Krungthai Thanakit

companies and in August five companies with | pecember  FRA holds auction of FC assets.

the government-affiliated FC, Krungtha :
) ] i o } ) Source:  Composed from the Bank of Thailand Quarterly
Thanakit, and is nationdizing them in point of Bulletin and various newspaper reports

fact. 1t was a scheme where upon reducing shares with a par vaue of 10 baht to 1 satan (1/100 baht)
in dl cases, Krungtha Thanakit would acquire shares and a management team would be dispatched
from Krungtha Thanakit. The sdlling off of FC bad debts by the FRA has dready begun, but at the
moment its progress is unsatisfactory.

Currently, those cdlosed 56 companies among the tota, with 12 companies merged with the
government affiliated Krungthai Thanakit and 24 companies induding the remaining 23 companiesin
addition to the newly established Radanatun Finance continuing business.

Table4-20 Thailand: state of FCs

Procedure Number Target*

Closure, asset sale by FRA 56 Finance One Co., Itd.; CMIC Finance & Sec.; General Finance & Sec.;
Merger with 12 Dana Siam Finance and Sec.; Nava Finance & Sec.; Union Asia Finance
government-affiliated Public Co., Ltd.

Kuruntaitanakit

Business continuation as 23 National Finance and Sec.; Phatra Thanakit Public Co., Ltd.; Asia Credit
private company Public Co. Ltd.; Krungthai Thankit Public Co. Ltd.;

New establishment 1 Radanatun Finance

Source: Composed from Thal Ministry of Finance data, Tashiro (1998), newspaper reports, etc.
* Apart from Radanatun Finance, only those companies that were among the top ten in 1996 year-end assets are listed.

Restructuring is underway in the case of banks as well. In Thaland there exist 15 domestic
banks and 14 foreign banks, which in totd account for a little more than 60% of dl financid asts™®
The proportion of bad debts (credit in arrears by 3 months or more) reached 46% for commercid banks

“0 Suehiro (1998)
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and 58% for government banks as of October 1998.
Compared to FCs, whose bold reorganization began from the latter haf of 1997, restructuring

became full-scde from the later hdf of 1998.

In January and February 1998, the de facto

nationalization was carried out of Bangkok Metropolitan Bank, Siam City Bank, Firs Bangkok City
Bank and Bangkok Commercid Bank. Specificaly, the drawing of bad credit by forced cepitd
decrease of four banks, converson of bonds held by FIDF into shares, and the consequent transfer of
ownership and management, were carried out by the Bank of Thailand.

The comprehensive financid
redructuring package of Augus 1998
determined the broad framework of
restructuring. This comprised of the
folowing: i) The govenment buy up
preferred stocks and subordinate bonds of
banks in which the government was not
intervening to increese recapitdization. In
exchange, the govenment  granted
government bonds of as much asten years, i)
recapitaization by public capita injection and
sold to the private sector, ii) recapitaization
by public funds and meger with a
government-owned financid inditution, iv)
closure and tranderred the originds assts,
depost and dehbt to the government-owned
Kurugntha Bank, and trandferred bad assets

Overview of Tha bank restructuring

1998
January

February

March
August

Radanasin Bank established (business commenced in
March)

M anagement team of First Bangkok City Bank changed
Bangkok Metropolitan Bank nationalized

DBS and Thai Dan Bank purchased

Siam City Bank, First Bangkok City Bank and Bangkok
Commercial Bank nationdized

ABN Amuro Bank purchased Asia Bank
Announcement of comprehensive financial restructuring
package consisting of five Emergency Decrees
(recapitalization of bad financial institutions, boost
functions of Bank of Thailand, smplifying management
transfer)

September  Bank of Thailand announces that it will accept the new

October

shares of the Kurungthai bank through FIDF.
Siam Bank, introduction of public funds decided

December  Bangkok Bank, introduction of public funds decided

1999
January

Source:

Government, decided introduction of public fundsto
Siam Bank

Created from Bank of Thailand Quarterly Bulletin and
various newspaper reports

to a bad debts management company under the management of the Bank of Thaland, V)
recapitalization of the government-affiliated financia inditution that absorbs and merges private

financid inditutions.
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Table 4-21 Restructuring commercial banksin Thailand

Status Number | Target bank
I ndependent capital increase 3 Thai Farmers Bank, Ayutaya Bank, Bangkok Bank
Introduction of foreign capital 3 AsiaBank (Dutch ABN Amuro 75% investment)

Thai Dan Bank (Singapore DBS 50% investment)
Nakonton Bank (British Standard Charters Bank 68%
investment)

Recapitalization by public funds 3 Siam Commercia Bank, Kurungthai Bank, Thai Military Bank

Following recapitalization by public funds, 2 Bangkok Metropolitan Bank, Siam City Bank
sell off to private sector

Following recapitalization by public funds, 3 Bangkok Union Bank (merger with FC Kurungthai Thanakit)

merger by government-owned financial Laemton Bank (merger with Radanasin Bank)

institution First Bangkok City Bank (merger with Kurungthai Bank)
New establishment as receiver of unsound 1 Radanasin Bank

banks

Closure and Transfer of sound assets to 1 Bangkok Commercial Bank

Kurungthai Bank, conversionto AMC

Source: Created from Thai Ministry of Finance data, Sekii (1999), etc.

In addition to those that continue business under their own strength, and those that introduce
foreign capitd, the datus of dl 16 banks is represented in the table bdow. When the scheduled
merger of 3 banks with other financia inditutions is complete, the number of banks will be 13.

The public recapitaization scheme consgts of tier 1 capita support facilities and tier 2 capita
support facilities.  With the former, the government purchases tier 1 capitd (preferred stocks) with
exchangesble government bonds, assuming the drawing or redemption of bad debts, and if the
proportion of tier 1 equity capitd is bdow 2.5% following this processing, it injects the amount of
capita that is lacking, and for portions that exceed 25%, it injects capitd in a range that does not
exceed capitd extended by private investors.  With the latter, the government purchases subordinate
bonds with unexchangeable government bonds, and incentives that encourage debt restructuring and
increased lending are attached as conditions. The Financid Restructuring Advisory Committee
(FRAC) was established to manage the recapitalization.

With the intent of gpplying this, in December 98 and January 99, the Bangkok Bank (5 hillion
baht) and the Sam Bank (1.7 hillion baht) respectively decided on the introduction of public capitd.
Of these, capitd injection to the Siam Bank was approved by the government in January 99, according
to the application. With state commercid banks as well, boogting of equity capitd by the government
iS now underway.

As acod of capita injection, the Thai government decided on the issue of 300 billion baht of
government bonds to banks under the financid recongtruction policy of August 1998. If this is
combined with the 500 hillion baht (to be used to refinance FIDF short-term ligbility. By the end of
1998, 400 hillion baht had aready been issued'™) aready decided upon, thiswill mean the issue of 800
billion baht of government bonds, equivadent to the annua budget. For the time bang this interest

*! Thai Ministry of Finance (1999)
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burden, and in the future expenses for | Qverview of Indonesias bank restructuring
repayment, ae necessxy in the
budget, and there is worry about the [1997

impact on fiscal balance. November  Suspension of 16 small and medium-sized banks
1998
4.5.3. Indonesia January Temporary freezing of private debt announced. At same

time, financial system restructuring plan announced.
IBRA established, government guarantee for depositors
.. and creditors of commercial bank debt, approval of
Before the crisis (July 1997), introduction of foreign capital to regional banks

the total number of commercid banks February 54 problem banks placed under IBRA supervision
in Indonesia was 238.** Thailand

April Suspension of 7 banks under IBRA supervision and assets
wes  strengthening - regulations  on fSlrJ%z;?/,i gg(r)]tlheSr ggvnir; ?jioglr(:e% %Cxegr#p;df?roﬁgﬁ)ervision
banks from before the anisis, and FCs June BCA placed under supervision of IBRA.
were incressed with the intent of August Measures announced of 14 banks whose business was
avoiding it. In Indonesa through frozen and that were placed under IBRA management in

April (liquidation, suspension, merger, nationalization)

relaxation of regulations such as bank
. L September  Asset seizure of ownersin exchange for Bank Indonesia
establishment criteria from 1988, liquidity support

many non-finance companies Announcement of public capital injection directive.
edeblished  in-group  banks. *° |October  State-run Mandiri Bank established as receiver of 4
Moreover, it is distinctive that within state-fun banks whose merger s decided.

the banking sector, dae banks haes |19%°

dormirent share (hare aocourted for |MEh - ABC dassficaton of ks s of prvte
in total bank assets a 1998 year-end capital injection for 9 banks)

was 45%). When the current
resdructuring is complete, it is
predicted that ultimatdy, 30-60 banks will remain®, and it is thought that procedures will take a
considerable time.

Bank restructuring began in November 1997 with the suspension of 16 smal and medium-sized
commercid banks. In Jenuary 1998, the financid restructuring plan was announced and the
Indonesian Bank Restructuring Agency (IBRA) was established.  Along with being a supervisory and
executive organ of bank reorganization, IBRA contains within it Assat Management Units (AMU), and
also processes bad debts by sdlling off seized assets.

The portfolio of each bank came to be evduated by Bank Indonesia, and placed under the
supervision of IBRA if satisfying acertain standard.*®  In respect to banks under its supervision, IBRA
abides by various demands for management improvement, and is given wide ranging authority to

Source:  Created from Johnson (1998), newspaper reports etc.

“2 Bank Indonesia, Indonesian financial Satistics

*% The number of banksin 1985 was 114, and the number of banks increased therefter through the increase in private banks.

“ According to an interview at IBRA

i ) Bank Indonesialiquidity support over 200% capital, ratio of net worth to total capital 5% orless(A categary), i) Bl's
liquidity support over 2 trillion rupiah, capital 500% or more (category B, bank in takeover), iii) BI’sliquidity 500%or more,
assets 75% or more (category C, suspended bank)
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demand the dgnaures of management teams for various conditions involving the recongruction
process, recongtruction process suggestions, information disclosure; recapitdization; write-off of bed
debt, and so forth.

Asa result of assessment, in February, 54 banks (39 private, 4 date-operated, 11 regiond) were
tranderred from supervison of Bank Indonesia to control under IBRA. In April the operaion of a
further seven banks®® was suspended, and the management of another seven banks'” was transferred
to IBRA. The processing of these 14 banks was carried forward to the end of Augugt, and the seven
banks whose operations were terminated (Bank Surya, Bank Credit Asa, Centris Internationd Bank,
DekaBank, Subentra Bank, Pelita Bank, Hokindo Bank) were liquidated, and their assetstransferred to
AMU. Of the seven banks under IBRA's management, three mgor private banks (Bank Danamon,
PDFCI, Bank Tiara Asa) and the largest, BCA®, were nationalized by government stock acquisition;
the operations of three mgor banks was suspended (BDNI, Bank Umum Nationd, Modern Bank),
while merger with 3 other sate-run banks (Bank Bumi Daya, Bapindo, BDN) was decided on for Bank
Exim (established in October as Mandiri Bank, asssts of four banks 269 trillion rupiah.
Non-performing Assets expected to be transferred to AMU).

The mgor framework of public capitd injection was announced in September 1998. Prior to
this, auditing of banks was carried out by the internationdly recognized accounting firms and as aresult
of this, banks whose ratio of net worth to tota capita is negative 25% or more and less than 4%
(category B) became subject to injection of capitd. With the capitd injection scheme, the government
assumes respongbility for a maximum 80% of necessary new funding, and in return it acquires
nonvoting-right share from the bank, appoints officias anew, and after abank has satisfied the 4% ratio
of net worth to capitd, it sdls off bad assets to IBRA. It gives a 30-day reprieve to banks with aratio
of net worth to totd capita that is 25% or less (category C), and while it makes compulsory rising back
to minus 25%, if thisis not possible, Bank Indonesaand IBRA carry out processing jointly (closure or
merger).  Banks with aratio of net worth to totd capitd (category A) of 4% or more are not subject
to intervention. It could be sad that a gandard where the retio of net worth to totd capitd can
continue at negative 25% shows the seriousness of the problems of Indonesia's financial sector.

“® For target, special financing from Bank Indonesia over 500% of ratio of net worth to capital and over 75% of total assets
" For target, specia financing from Bank Indonesia over 500% of ratio of net worth to capital and over 2 trillion rupiah
“8 A member of the largest Chinese financial combine, Salim Group, which was not on good terms with President Sukarto
attendant to his downfall, and since the management of the largest private company, BCA, was becoming unstable, and
deposit outfall continued, Bank Indonesia decided on specid financing, and in Juneit was placed under IBRA managemernt.
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Table 4-22 Indonesia: state of bank reorganization

Treatment Number Classification of target bank
Private banks Liquidation 7 Determined August 1998
Closure, Suspension 57 16 small and medium banks announced November 1997

3 mgjor banks determined March 1998 (BDNI, Umum
National, Modern)

38 banks determined March 99 (21 category B private banks,

17 category C private banks)
Nationalization 11 4 banks determined August 1998: Danamon, PDFCI, Tiara,
BCA
7 banks determined March 1999 (category B major private
banks)
Capitd injection 9 Determined March 1998 (category B private banks)
Regular inspection 74 Determined March 1998 (category A private banks)
State banks Merger 4 Determined August 1998 Bank Exim, Bank Bumi Daya,
Bapindo, BDN (all category C)
Restructuring 3 Category C
Regional Development 27 Category A 12, category B 10, category C 5
Banks
Foreign banks and Jv a4 Category A 12, category B 16, category C 4, uncategorized 12
banks

Categories are those announced in March 1999 (category A: ratio of net worth to total capita more than 4%, category B: same
-25%~4%, category C: same -25% or less)
Source: Created from Bank Indonesia data, Johnson (1998), Daiwa Institute of Research’s data, newspaper reports, €tc.

In March 1999, the categories of 198 banks and measures in respect to private banks (128
banks) were announced. Of category B banks deemed subject for capitd injection, only 9 banks
actudly took part in the capita injection program, while 7 banks were chosen for nationdization and C
classfication for 21 banks, dong with closure. And while it was common for state banks or regiond
development banks to be dassfied as C, measures had Hill not been decided, and remain as a future
issue.

The recapitdization cost of nine banks that took part in the capita injection program announced
in March 1999 totded 21.2 trillion rupiah, and those that made up asignificant share of thiswere Bank
International Indonesia (7.6) Bank Lippo (4.6 trillion rupiah) and Bank Niaga (3.7 trillion rupiah).
Since the government was supposed to assume respongbility for up to 80% of capitd increase codts, its
burden totaled 17 trillion rupiah.

It is estimated that the costs of bank reorganization will be huge a 250-350 trillion rupish.”® Of
this, haf is expected to be used for date banks, 25% for banks under IBRA management, 25% for
banks under Bank Indonesia control (cost required for processing of banks other than category B banks
into which capitd will be injected is included).

The cogt of bank reorganization is expected to be covered by the issue of government bonds.
Bonds with a maturity of 10-15 years, haf of which which will be issued to Bank Indonesia (3%
interest-bearing index government bonds), with the remaining haf as bonds to be issued to banks
(ordinary government bonds with envisaged market interest of 20%: government assumption has 17%

* According to an interview at IBRA
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inflation and 3% red interest). In exchange of government bonds issued directly to banks shares
without representation is expected to be granted to the government, and the state is expected to hold
them for three years and sell off in two years theregefter.

Theimmediate cost burden of the government up to redemption of government bondsis interest
payment, which is etimated a 34 trillion rupiah for this fiscd year. Of this 18 trillion rupiah is
gppropriated by this year's budget, while the remaining 16 trillion rupiah expected to be covered by the
sale of assets seized as repayment of liquidity support from bank owners.>

% |BRA's seized assets total 96 trillion rupiah, with the sell-off plan a 26 trillion rupiah and 16 trillion rupish asthe minimum
target.
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CHAPTER V

MEASURES FOR HUMAN RESOURCE DEVELOPMENT

From a human resources viewpoint, the economic crisis that occurred recently in
Southeast Asia has raised short-term issues and medium- and long-term issues. In the
short-term, rapid deterioration of the economy caused an increase in the number of
unemployed workers and a decrease in education opportunities for children, and is
casting a shadow on the human resource development for the future. Among the
effects of the economic crisis on human capital, differences can be seen for each country.
This is because there are differences in the degree of seriousness of the economic crisis
itself, and also that in the stage of economic development, education system and real
state of employment training, there are also disparities in the features and structural
problems thereof. Moreover, cited as a long-term issue is the human resource
development for future sustainable economic growth. The current economic crisis
originated in the weaknesses of the financial sectors, hut also relates to the structural
problems that have tended to erode the growth of the real economy. In the
newly-industrialized countries of Southeast Asia, a lack of high quality workers who
graduate from secondary and tertiary education constrains their ability to improve
productivity and technological capability, in the fact of fierce competition from
countries which have a cost advantage in unskilled labor.® With regard to this
discussion, in this chapter, through a questionnaire survey concerning caporate needs
for human resource development, we grasp this from microeconomic aspects in regard
to whether there is a shortage of human resources, and whether human resource
development systems are functioning.

This chapter first clarifies short-term issues in the human resource development in
Thailand, Indonesia and the Philippines. That is, it cites the following as important
tasks in order to overcome the immediate social impact of economic crisis: i) promotion
of reemployment of the unemployed workers; and ii) preventing the children of poor
families from dropping out of primary and secondary education. At the same time, it
cites the following as long term issues to deal with changes in labor demand along with
the advancement of industry and trade structures: iii) expansion of vocational training
and iv) expansion and improvement of secondary education. Lastly, in regard to
Thailand and Indonesia, where the impact of the economic crisis on human resources is
thought to be the most serious, we will discuss measures that are currently being
adopted, as well as policies that will be necessary in future.

! ADB(1998), P.187.
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5.1. ISUES OF HUMAN RESOURCE DEVELOPMENT IN THAILAND, INDONESA AND
THE PHILIPPINES

The impact of the economic crisis has serioudy damaged human resources. The increese in
the number of unemployed workers and dropouts from forma education centered on poor children
not only brings about socia unrest with the increase in crime, etc., but aso leads to the loss of
national human resources that have been accumulated thus far.

5.1.1. Increasein the number of unemployed workers

Theimpact of the currency crissin the labor market manifestsin the increase of unemployed
workers. Table 51 shows changes in unemployment rates in Thailand, Indonesa and the
Philippines, unemployment rate in Thailand doubled from 2.3% as of February 1997 before the
criss, to 4.5% as of November 1998. According to trid cadculatiions made by NESDB based on
information of business associations, in 1997 done, there were more than 420,000 job leavers.
About haf the number thereof were job leavers in the congtruction industry including seasond
workers, but in manufacturing industries aone, it is thought that there were over 150,000 job
leavers.

In Indonesia, where the impact of the economic crissis most serious, with a 1998 economic
growth rate of minus 13.7%, the unemployment rate rose only dightly from 4.7% in 1997 to 55%
as of August 1998. However, the number of underemployed is rising rapidly. According to
estimates of the Ministry of Manpower, the number of underemployed, who work less than 35 hours
a week, makes up 9.3% of the labor force, and the number of unemployed added to this reached
14.7% (as of Augugt 1998). In March 1999, the Indonesian government announced that the
number of unemployed workers in 1998 (including underemployed) increased to 15.4 million,
17.1% of the total labor force.”

Even in the Philippines, where the impact of the crisisis considered to be the least Sgnificant,
the unemployment rate was on an upward climb from 1998 through 1999. The reason the
unemployment rate in April 1998 topped 13.3% was the dump in agriculture, the largest sector of
employment absorption, due to the effect of El Nifio.

Table5-1 Changesin unemployment ratesin Thailand, Indonesia and the Philippines
(1) Thailand

1997 1998
Feb. Aug. Feb. May Aug. Nov.
Number of employees (units of 1,000) 30,266 33,162 29413 28555 32,138 30,975
Number of unemployed (units of 1,000) 698 293 1,479 1,613 1,138 1,463,
Unemployment rate (%) 2.3 0.9 4.8 5.3 34 4.5

2 The Japan Indusgtrial Journal, March 3, 1998. The number of unemployed workers announced by the Ministry of Labor
is based on estimates, so caution is necessary. The method of estimation uses the value of dadticity of labor demand
growth in respect to the rate of GDP increase, and that is not an estimation from the labor force supply side.
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(2) Indonesia

1997 1998

Aug.
Unemployment rate (%) 4.7 5.5
(3) Philippines

1998 1999

Jan. Apr. Jul. Oct. Jan.
Number of employees (units of 1,000) 27,689 27837 27,856 28,262 28,368
Number of unemployed (units of 1,000) 2,551 4,274 2,737 3,016 2,800
Unemployment rate (%) 8.4 13.3 8.9 9.6 9.0

Source: (1) from HP of the Bank of Thailand (original text: Labor Force Survey)
(2) Ministry of Manpower of the Republic of Indonesia
(3) From HP of the National Statistical Coordination Board (original text: Labor Force Survey)

5.1.2. Increasein dropouts

The impact of economic crisgs manifests in the increase of dropouts in primary and sscondary
education due to the decrease in household income. Looking a reesons from the education demand Sde,
sincethedirect expenses and opportunity costs of children attending schoal increased relatively dong with
the fdl in income, it acted to cut back household expenditure on education. As an issue of the education
upply Sde, it isthought thet the decrease in teecher slaries will meke it difficult to maintain the qudity of
educaion.

According to predictions of Indonesias Minidtry of Education and Culture, 1.65 million (theratio to
the enrollments is 5.7%6) dropouts in primary education and 1.11 million (11.5%) in the junior secondary
education are expected from fisca 1997/98 through fiscd 1998/99. This marks incresses of 117.1% and
136.1%, respectivdy, compared to the previousfiscd year (Table5-2).

Theimpeact in Thalland and the Philippines is thought to be not as great as in Indonesia, but in the
case of Thalland, there are dso newspaper reports that about 250,000 among 14 million students & the
primary and sscondary leve arebaing driiventoleave schoal

Such a dradtic drop of enrollment in primary and sscondary education means the possibility thet
both the quity and amount of future potentid Iabor force will deteriorate. Under the current school
education system, it is not usud for dudents that have dropped out once to return to schoal.  For this
reason, dropouts from school consequently lose the very opportunity to invest in the future education of the
sudents, and there is a possihility that invesment in educaion thus far will become futile  Even if
education and training opportunities are given after garting to work, both the government thet providesthe
education and training, and the individuals who recaive it, must beer a colossd cogt. It could be sad theat
the codt to recover the negative impact on human resources in future is great, and is a problem that will
widd animpect on the country's pides even dter economic recovary.

% Nihon Keizai Shimbun newspaper, August 24, 1998

153




Table5-2

enrollment in Indonesia

Impact of currency criss: predictions of the effect of economic criss on school

Changes in the number of enrollments and dropouts (units of 1 million) | Differences between

97/98 and 98/99

96/97 | 97/98 | 98/99 | Absolute | Percentage
vaue

Primary Number of enrollment 29.24 29.27 28.99 -0.28 -1.0%
education Number of dropouts 0.88 0.76 1.65 0.89 117.1%
Percentage of dropouts 3.0% 2.6% 5.7% 3.1 119.2%
Junior Number of enrollment 9.28 9.69 8.33 -1.36 -14.0%
secondary Number of dropouts 0.30 047 111 0.64 136.1%
education Percentage of dropouts 3.6% 51% | 115% 6.4 125.5%

Source:  Ministry of Education and Culture, 1998 (reprinted from World Bank HP, “ Socia Crisisin East Asia’
<http://www.worldbank.org/poverty/eacrisis/>)

5.1.3. Job training for improvement of labor productivity

As one underlying cause of economic crisis in East Asan countries, it is pointed out that
while favorable economic development was achieved in the latter haf of the 80s, it was not due to
improvement of productivity. From an anadyss of the totd factor productivity of East Adan
countries, Krugman (1994) debated that the growth of East Asan countries was brought about by
the increase in input of physica capitd and labor, and was not due to improved productivity. Rise
in productivity is normaly discussed in connection with technical progress, and much of the
technical progress in developing countries is redlized by technology transfer from developed
countries.  Therefore, one of the reasons for low productivity growth is thought to be the lack o
technicians, engineers, and other specialists that assume responsibility for technology transfer.

However, quantitatively proving the extent of technology transfer in developing countries and
the lack of technicians has its limits due to Statistical condtraint. For this reason, in this chepter the
availability of human resources at the manufacturing companies in Thailand, Indonesa and the
Philippines is described based on the enterprise survey”.

Table 53 is an enquiry into the sufficiency status of wakers in regard to the respective job
categories of unskilled workers, skilled workers, engineers, derks, and managers®  As a result,
15%-17% of companies of the three countries respond "insufficient” in regard to skilled workers,
which exceeds the response of "excessve' (5%-8%). However, the response of "sufficient” is dso
a little less than 80%, and business downsizing due to the economic dump is thought to lie behind
this. Similar results are dso obtained for engineers and managers. In Indonesia, the percentage of
companies that respond that engineers are "insufficient” is 18.6%, while managersis 15.4%, islarge
compared to the other 2 countries. This is thought to reflect the lag of secondary education in
Indonesia® On the other hand, the rcentage of companies that respond unskilled workers are

* Number of companies who turned in valid responses to the questionnaire: Thailand 169, Indonesia 248, Philippines 198.
° Companies that responded "unknown" were excluded.
® See Table 5-13.
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"excessve' accounts for 23.1% in the Philippines, and 14.7% in Thailand, while being well above
responses of “inaufficient.” Similar results are obtained for managers. Thus, it is evident that
there is alabor supply-demand imbalance between the job category.

Table5-3 Labor sufficiency by job category

(Upper level: number of companies that responded, lower level: composition ratio)

Insufficient| Sufficient | Excessive | Total Insufficient | Sufficient | Excessive | Total
(1) Unskilled workers (2) Clerks
Thailand 6 133 24 163| |Thailand 2 132 29 163
3.7% 81.6% 14.7%(100.0% 1.2% 81.0% 17.8%|100.0%)
Indonesia 6 151 67 224| |Indonesia 11 192 41 244
2.7% 67.4% 29.9%/100.0% 4.5% 78.7% 16.8%(100.0%
Philippines 3 80 25 108| |Philippines 9 105 20 134
2.8% 74.1% 23.1%|100.0% 6.7% 78.4% 14.9%|100.0%)
(3) Skilled workers (4) Engineers
Thailand 24 126 9 159| |Thailand 18 116 6 140
15.1% 79.2% 5.7%|100.0% 12.9% 82.9% 4.3%)| 100.0%
Indonesia 41 186 18 245| [Indonesia 42 170 14 226
16.7% 75.9% 7.3%|100.0% 18.6% 75.2% 6.2%(100.0%)
Philippines 27 137 14 178 |Philippines 13 60 1 74
15.2% 77.0% 7.9%|100.0% 17.6% 81.1% 1.4%| 100.0%)
(5) Managers
Thailand 12 147 7 166
7.2% 88.6% 4.2%(100.0%
Indonesia 38 192 16 246
15.4% 78.0% 6.5%|100.0%
Philippines 14 156 4 174
8.0% 89.7% 2.3%|100.0%

Note: The reason why totals do not coincide with each other is because companies that responded "unknown" are
excluded.
Source: OECF Enterprise Survey.

Next, regarding the above three job categories in which labor supply is conddered to be
insufficient, the labor sufficiency by industry are observed as follows: for unskilled workers, there
are companies that answered “insufficient” in industries such as plagtics and metds (3 companies
each) in Thailand, and plastics (4 companies), metds, textiles and chemicas (3 companies each) in
Indonesia. The gatus is same for engineers in industries such as plastics and metas (4 companies
eech) in Thailand, and in wide-ranging industries such as plagtics, chemicds (5 companies each),
food processing (4 companies), non-ferrous metals, eectrica machinery and trangport equipment (3
companies each) in Indonesa, and wood processng (4 companies), chemicas and eectrica
machinery (3 companies each) in the Philippines. For managers, responses of “insufficient” are
conspicuous in chemicads (6 companies), plagtics, dectricad machinery and food processing (3
companies each) industries of Indonesia, and in wood processing industry (6 companies) in the
Philippines. At the same time in the Philippines, it is notable that for the dl three job categories,
there are companiesthat responded “ insufficient” in thewood processing industry (Table 5-4,5,6).
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Table5-4 Availability of skilled workers by industry

(Number of companies that responded)
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Note: For Thailand, there are companies that gave multiple responses.

Source: same as Table 5-3

Table5-5 Availability of engineersby industry

(Number of companies that responded)
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Note: For Thailand, there are companies that gave multiple responses.

Source: sameas Table 5-3
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Table5-6 Availability of managers by industry
(Number of companies that responded)

Thailand Indonesia Philippines

I nsuffi- Suffi- | Exces- | Insuffi-| Suffi- | Exces- | Insuffi- | Suffi- | Exces-

cient cient | sive cient | cient | sive cient cient | sive
Processed foods 2 12 2 3 22 - 2 16 1
Textile products 2 12 - 2 11 - 2 18 1
Lumber and wood products - 10 2 - 8 - 6 29 -
Pulp, paper and related products - - - - 6 - - 3 -
Chemical products - 6 1 6 31 1 - 12 1
Plastic products 1 11 - 3 7 - - 5 -
Petroleum and coal products - 1 - 1 7 1 - 1 -
Ceramics stone and clay products - 10 - 2 5 - 2 9 -
Iron and Steel - 9 - 1 4 1 - 3 -
Non-ferrous metals - 2 - 1 3 - - 2 -
Metal products 2 10 - 2 9 1 - 4 1
General machinery - 1 - 1 3 2 - 1 -
Electrical machinery 1 5 3 4 2 5 -
Transport equipment - 3 1 2 10 - 3 -
Precision instruments 1 - - - - - 3 -
Other industrial products 5 58 - 11 62 8 - 38 -
Unclear — 4 1 — — — — 4 —

Note: For Thailand, there are companies that gave multiple responses.
Source: same as Table 5-3

Next, the current practice of the human resource development of the surveyed companies is
andyzed below. As shown in Table 57, companies in the three countries mainly utilize “in-house
training programs’ for unskilled workers, cerks and skilled workers.  With skilled workers in
particular, atention is drawn to the fact that even though the proportion "using externa training
programs’ is high compared with unskilled workers, companies of those using "in-house training
programs’ are the most numerous.

In regard to the importance of in-house training, it has been indicated by various studies thet
OJT has performed a pivota role in human resource development a Japanese companies, and
amilar sudies are being carried out on Southeast Asian companies as well. Koike & 1noki (1990)
argues the effectiveness of Japanese-tyle OJT-based systems for human resource development of
companies, and the possibility of transfer the systems to developing countries based on the following
reasons. with OJT, generdly i) paticipants handle a variety of machinery and materids, and
therefore can flexibly magter the necessary technology and knowledge; ii) technical progressis easy
to monitor, and is easy to tie in with promotion and other incentive systems; iii) compared to Off-JT,
the cogt incurred in training as awholeis low.

At the same time, according to the enterprise survey, in the case of engineers and manager's,
responses of "use of externa training programs’ are well above those of "use of in-house training
prograns.” The proportion of companies using "externa training programs’ accounts for the
largest proportion. In the case of enginears it is 36.3% of the tota in Thalland and 45.6% in
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Indonesia, while for managers, it is 35.9% in Thaland and 51.4% in Indonesia.’ According to
interview surveys in Indonesia, some companies established training systems jointly with
universities, employing university professors as lecturers.  Moreover, these companies permitted
employees to return to sudy in graduate schools as part of ther training schemes. From such
points it is found that the requirements for externa programs are high for the training of engineers
and managers.

Table5-7 Training systemsfor employees by job category
(Upper level: number of companies that responded, L ower level: the composition ratio)

Raise work
Shortterm | incentive
Use of in-| Use of | training through
assignment | i i
e | e | e | e | Ot | Tor
programs programs | company or | performance
subsidiary | assessment
system
(1) Thailand
Unskilled workers 117 9 1 2] 3 151
77.5% 6.0% 0.7% 13.9% 2.0%| 100.0%
Clerks 75 57 5 13 6 156
48.1% 36.5% 3.2% 8.3% 3.8%| 100.0%
Skilled workers 101 28 9 13 3 154
65.6% 18.2% 5.8% 8.4% 1.9%| 100.0%)
Engineers 24 45 34 18 3 124
19.4%) 36.3% 27.4% 14.5% 2.4%| 100.0%
Managers 24 56 21 47 8 156
15.4% 35.9% 13.5% 30.1% 5.1%| 100.0%
(2) Indonesia
Unskilled workers 122 10 - 37 2 171
71.3% 5.8% - 21.6% 1.2%| 100.0%)
Clerks 124 58 4 25 1 212
58.5% 27.4% 1.9% 11.8% 0.5%| 100.0%
Skilled workers 122 44 11 36 4 217
56.2% 20.3% 5.1% 16.6%9 1.8%| 100.0%)
Engineers 67 89 11 20 8 195
34.4% 45.6% 5.6% 10.3% 4.1%| 100.0%
Managers 70 114 10 2] 7 222
31.5%) 51.4% 4.5% 9.5% 3.2%| 100.0%
(3) Philippines
Unskilled workers 77 11 - 9 - 97
79.4% 11.3% - 9.3% -| 100.0%
Clerks 72 25 1 15 3 116
62.1% 21.6% 0.9% 12.9% 2.6%| 100.0%
Skilled workers 103 27 3 27 4 164
62.8% 16.5% 1.8% 16.5% 2.4%| 100.0%
Engineers 28 25 4 7 - 64
43.8% 39.1% 6.3% 10.9% -| 100.0%
Managers 51 53 3 18 9 134
38.1% 39.6% 2.2% 13.4% 6.7%| 100.0%

Note: The reason that totals do not match is because companies that responded "unknown™ are excluded
Source: same as Table 5-3.

" For the Philippines, responses of “use of in-house training programs” and “ use of external training programs” make up
roughly the same proportions for both engineers and managers.
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In redlity, however, budget constraints make it difficult for smaler companies b utilize
“externd training programs” In regard to the training of engineers, companies that use “externd
training programs’ make up only 9.1% in Thailand and 13.3% in Indonesiaiin the case of companies
with 50 to 99 employees, whereas for companies with 100 to 199 employees, the raio is 47.6% in
Thalland and 60.0% in Indonesia, and for companies with more than 200 employees, the rétio
climbs to 39.2% in Thailand and 45.3% in Indonesia (Table 58)°. Incidentaly, companies that
responded “"short-term taining assgnment & other company or subsdiary” rank after "use of
externa training programs' in Thailand, and compared to the other two countries, cooperation
between companiesis relatively common and technology transfer is under way in the country.

Table5-8 Engineer training systems by company size

(Composition ratio)

Raise work
Shortterm | incentive

Use of [ Use of| training through

in-house | external | assignment | introduction | o 1o

training | training | a other | of

programs | programs | company or | performance

; subsidiary | assessment

Company Size system
(No. of Employees)
(1) Thailand
50 - 99 18.2% 9.1% 18.2% 45.5%  9.1%] 100.0%
100 - 199 19.0% 47.6% 19.0%9 9.5%  4.8%]100.0%
200 - 15.2% 39.2% 32.9% 12.7%9 -/ 100.0%9
(2) Indonesia
50 - 99 46.7% 13.3%, 13.3%9 26.7% -/ 100.0%9
100 - 199 20.0% 60.0% 12.0% 8.0% -/ 100.0%9
200 - 37.2% 45.3% 4.4% 8.8%0  4.4%(100.0%

Note: Thesefiguresdo not refer to companies with less than 50 employees as more than half of the respondents answered
“none” or “not available’.
Source: Same as Table 5-3

Table5-9 isthe result of question of training systems that companies hope to introduce in the
future; in regard to unskilled workers, skilled workers and clerks, the number of companies that
hope to "use in-house training program,” is the most numerous, as same as the current date of affairs.
On the other hand, for engineers and managers, there is no change in the fact that the number of
companies that hope to "use external training programs’ exceeds those which hopeto "use in-house
training programs,” but the only difference from the past is that, the number of companies aming to
"introduce a performance assessment system” increased.  This trend is conspicuous for the case of
engineers and managers in Thailand, and becomes stronger in bigger companies (Table 5-10).

8 Table 5-8 does not refer to the Philippines because the responses of “none” or “ not available” madeup 70%of thetotd.
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Table5-9 Training systemsthat companieshopetointroducein future by job category

(Upper level: number of companies that responded, L ower |evel: the composition ratio)

Raise work
Short-term incentive
Useof in-| Use  of | training through
house externa | assignment | introduction
traning | training | a other | of Gther Totd
programs | programs | company or | performance
subsidiary assessment
system
(1) Thailand
Unskilled workers 114 10 1 27| 1 153
74.5% 6.5% 0.7%) 176994 0.7%| 100.0%
Clerks 81 41 7 26 4 159
50.9% 25.8% 4.4%) 16.499 2.5%| 100.0%
Skilled workers 95| 30 9 22 1 157
60.5% 19.1% 5.7% 14.094 0.6%| 100.0%
Engineers 23 40 18 47 2 130
17.7% 30.8% 13.8% 36.209 1.5%| 100.0%
Managers 21 45 13 76 5 160
13.1% 28.1% 8.1% 47.5% 3.1%| 100.0%)
(2) Indonesia
Unskilled workers 125 8 4 36 2 175
71.4% 4.6% 2.3% 20.699 1.1%| 100.0%
Clerks 115 65 5 22 1 208
55.3%) 31.3% 2.4% 10.694 0.5%| 100.0%
Skilled workers 113 50 12 36 3 214
52.8% 23.4% 5.6% 16.894 1.4%| 100.0%
Engineers 66 86 12 25 6 195
33.8% 44.1% 6.2% 12.894 3.1%| 100.0%
Managers 64 111 9 29 7 220
29.1% 50.5% 4.1%) 13.2994 3.2%| 100.0%
(3) Philippines
Unskilled workers 60 16 1 14 - 91
65.9% 17.6% 1.1% 15.4% -|  100.0%
Clerks 61 28 2 22 3 116
52.6% 24.1% 1.7% 19.094 2.6%| 100.0%
Skilled workers 88 32 7 31 5 163
54.0% 19.6% 4.3%) 19.094 3.1%| 100.0%
Engineers 14 27 6 14 - 61
23.0%) 44.3% 9.8% 23.0% -| 100.0%
Managers 35 57 8 25 11 136
25.7% 41.9% 5.9% 18.49% 8.1%| 100.0%

Note: The reason that tatals do not match is because companies that responded "unknown" were excluded
Source: same as Table 5-3.
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Table5-10 Training sysemsthat Thai companies hope to introduce in future for engineers

and managers

(Composition ratio)

Raise  work
incentive
Use of in| Use of Sg)gr_\trirgt through
house external introduction
- L a other Other
training training company o of
programs programs subsidiary performance
assessment
Company Size system
(No. of Employees)
(1) Engineers
- 49 46.2% 15.4% 15.4% 15.4% 7.79%
50-99 27.3% 9.1% 18.2% 45.5% .
100 - 199 18.2% 27.3% 9.1% 45.5% .
200 - 11.9% 36.9% 14.3% 35.7% 1.2%
(2) Manager class
- 49 32.0% 20.0% 8.0% 28.0% 12.0%
50 - 99 25.0% 25.0% 8.3% 41.7% |
100 - 199 6.5% 32.3% 6.5% 54.8% .
200 - 8.7% 29.3% 8.7% 51.1% 2.2

Note: Excludes companies that responded "unknown"
Source: same as Table 5-3

Lastly, as shown in Table 511, it is clear that the biggest bottleneck for human resource
development is budget condraint in al of the countries. Companies that responded "budget
condraint" make up 60.7% of the totd in the Philippines, 58.4% in Indonesia and 35.0% in Thailand.
In Indonesia and Thailand in particular, companies that cited "budget condraint” are the most
numerous regardless of company scale (Table 512). It may, therefore, be desired to provide
financid support by the government. Moreover, companies that pointed out the "lack of
information regarding externd training programs’ make up 15.5% in Indonesia, 13.1% in Thailand
and 12.9% in the Philippines. In an interview® with a JCA specidist dispatched to a public
vocationd training center in Indonesia, it was pointed out that most of the companies located in the
surrounding arees of the center were not aware not only of the activities but aso the existence of the
center, and the lack of public relations activities by the training center resulted in the difficulty to
collect trainees from companies.

In Thailand and the Philippines on the other hand, the number of the companiesthat complain
"frequent job hopping of employees’ as the biggest condraining factor of human resource
development is the most numerous (Thailand 26.9%, Philippines 12.3%). This factor lowers each
company’ s incentive to pay the costs incurred in employee training.

9 Based on an interview with Mr. Nakamura, stationed in CEVEST.
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Table5-11 Biggest constraining factorsfor human resour ce development
(Upper level: number of companies that responded, lower level: composition ratio)

Lack of Difficulties | "3 Frequentjob
Budget information on | in accessing .
Constraints | externd training | externa externa hopping of | Others | Totdl
programs | employees
programs programs are low
Thailand 56 21 10, 5 43 25 160
35.0% 13.1% 6.3% 3.1% 26.9%| 15.6%| 100.0%
Indonesia 139 37 2 10 17 33 238
58.4% 15.5% 0.8% 4.2% 7.1%] 13.9%| 100.0%
Philippines 99 21 3 7 20 13 163
60.7% 12.9% 1.8% 4.3% 12.3%| 8.0%| 100.0%

Note: Excludes companies that responded "unknown.”
Source: same as Table 5-3.

Table5-12 Biggest constrainingfactorsfor human resour ce development by company size
(Number of companies that responded)

Lack of | Difficuties | Q@Y | Frequent

Budget information on | in accessng of job

Constraints | externa training | external gr(égrr]aérjlns hopping of Others | Totd
Company Size programs programs are low employees
(No. of Employees)
(1) Thailand
- 49 14 1 2 1 7 3 28
50 - 99 5 - - - 4 3 12
100 - 199 9 6 - 1 11 4 31
200 - 28 14 8 3 21 15 89
(2) Indonesia
- 49 17] 6 . - 2 6 31
50 - 99 14 2 - - 2 2 20
100 - 199 22 2 . 1 1 5 31
200 - 86 27 2 9 12 20 156
(3) Philippines
- 49 40 11 2 3 11 7 74
50 - 99 22 6 - 1 3 2 34
100 - 199 12 1 - - 2 3 18
200 - 25 3 1 3 4 1 37

Note: Excludes companies that responded "unknown.”
Source: same as Table 5-3.
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Because of the huge costs incurred in initial investment of equipment and facilities and the
low returns on initid investment since equipment and facilities become outdated with technologica
progress, it has been recognized that <kills training in the industrid sector should be publicly
provided. However, it is pointed out that with publicly provided training, mismatch with the
company’s demand for skills development, bureaucratic inefficiency and other problems are liable to
occur. For this reason, it is growing opinions that the private enterprise sde should take the
initiative in kills training.  Cooperation between the government and private sector in job training
can be caried in the following ways i) paticipation from the private sector (companies and
business associations) in designing and evauating curricula and courses, i) privatization of training
centers; iii) provison of equipment and materids, and dispatch of lecturers from the private sector.
A system of cooperation between the government and the private sector would not only engble
accurate grasping of corporate needs, but would aso offer mgor benefits for the corporate sde,
including information collection and improved access concerning externd training programs, and
the reduced training cost burden of each company by utilizing externa programs.

5.1.4. Promotion of supporting industries

The necessity of promoting supporting industries in Southeast Asian countriesis often argued
from the viewpoint of doughing off an industrid structure dependent on the import of raw materias
and parts. This is because in the current state, where domestic procurement of raw materids can
not be performed and there is a heavy reiance on imports, growth in exports does not link to
improvement of vishle trade badance. The promotion of supporting industries also presents the
advantage of technologicd diffusion by affiliation of companies with backward linkage (incentive of
technology transfer from upstream parent companies to downstream subcontractors).

If the relaionship between human resource development and the promation of supporting
industries is congdered from this viewpoint, due to by the results of the enterprise survey mentioned
before, there are few companies carrying out employee training by sending them to other companies
for training, and an cooperation accompanied by technology transfer is not readily apparent.

A point that can be conddered as a problem is the weskness of business associations. For
example, there are many business associations in the Philippines, but gpart from automobilesand a
portion of consumer dectronics indudtries, there are many small-scale associaions in one particular
industry, or thereis discord between the top of each association, and there are many associations that
are not actualy functioning. For that reason, in the current Stuation, it is amost unheard-of fora
business association to promote job training cooperation between its member companies.™

19 Based on the interviews with the Mi nistry of Trade and Industry in the Philippines and JETRO Manila office.
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5.1.5. Expansion and improvement of higher education

The relevant three countries achieved diffusion of primary educeation in the 1970s (enrollment
rate rose to dmost 100%). However, in the current Situation, it isafact that the expansion of higher
education, which is the human resources base of engineers, specidists and managers who arein turn
esentid for technology transfer, has not been keeping pace with the rgpid economic growth
thereafter. Table 513 looks a enrollment rates by education level in each country, and for the rate
of increase in enrollment rates at tertiary level from 1980 through to 1994, in dl casesthereisonly a
dight increase: 7% points in Indonesia, 5% points in Thaland, and 3% points in the Philippines.
This is dgnificantly different from Korea (37% points), Singapore (26% points) and Hong Kong
(12% points), which achieved consderable increases in the same period. Even in Indonesia, which
liged the consolidetion of higher education as a priority target of education policy in its five-year
development plan from the latter haf of the 1970s, the higher education ervollment rate as of 1994
was no more than 11.1%, and the supply of human resources to assume responsbility for future
industrial advancement is obvioudy inadequate.

Moreover, for the consolidation of higher education in Thailand and Indonesia, the low
secondary education enrollment rate is acting as a bottleneck. In Thailand, a policy of achieving
nine years of base education for adl was first announced the seventh Nationd Economic and Socid
Development Plan (FY 1992-96), but it is a mgor problem that the compulsory education is not
being thoroughly enforced because of the lack of school houses and teechersin the junior secondary
schools.  In Indonesa dso, despite the fact that the expanson and improvement of higher
education has been made a priority issue, as mentioned above, it was the first time to introduce a
policy of compulsory junior secondary education in the sixth five-development plan (Repdita VI:
FY 1994-98). In the Philippines on the other hand, enrollment rates are high in secondary
education, but secondary educetion is not a Sx-year system which is separated into afirst haf and
second haf as in other Asan countries, and since the periods are short, the quality of those persons
advancing to higher education is being questioned.

Table5-13 Rateof enrollment accordingto education level in East Asian countries (%)

Primary education | Secondary education] Tertiary education

1980 194 1980 1994 1980 1994
Indonesia 107 114 29 48 4 11
Thailand 9 91 29 48 15 19
Philippines 112 111 64 80 24 27
Korea 110 101 78 101 15 52
Hong Kong 107 97 64 81 10 22
Singapore 108 104 58 62 8 A

Note: The reason that the enrollment rate in primary education exceeds 100% is because the enrollment of students
outside target age groups are included.
Source: UNESCO Y earbook (1997)
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With the exception of the Philippines, in the three countries concerned, the mgority of the
labor force have graduated primary schools or have lower level academic background, and judging
from the current rate of enrollment, this situation is not likely to change significantly in the future,
gther. According to the esimation as of 1991 by Thaland Development Research Inditute
(TDRI), 75.4% of the labor force will gill only have primary education or less in the year 2000
(Table 5-14). In the same way, the edimation in the Repdita VI in Indonesia maintain thet 58.3%
of the working population as of 2000 will have primary education or less (Table 515), and the
human resource development at higher education level isamajor issue.

Table5-14 Thailand: Predicted supply of human resour cesby academic background (%)

1990 1995 (predicted) 2000 (predicted)
Primary education or less 83.0 79.9 754
Junior secondary education 6.4 7.7 94
Senior secondary education 25 3.2 10
Technical and vocational education 40 4.7 5.9
Tertiary education 4.1 4.6 53
Total 100.0 100.0 100.0

Note: Predictionsin the event of achieving target values (73% in 1996) of early intermediate education advancement rate
of the 7th National Economic Development Plan
Source:  Hirosato (1993) reprinted from Table 5, page 10 (source text: Chaongphob 1991 “ Education, Labour Market and
Economic Development: Policy Simulations,” TDRI, Educational Optionsfor the Future of Thailand, Volume 1,
Report 1-2, Bangkok: The 1991 Year-End Conference Papers, TDRI).

Table5-15 Predicted supply of human resources by academic background according to
Indonesia’'s 6th 5-year development plan (fiscal 1994-1998)

1995 2000 2003
Primary 69.3 58.3 50.3
Junior secondary education 115 14.2 15.3
Senior secondary education 16.2 20.6 24.1
Technical and vocational education 11 40 6.1
Tertiary education 20 28 39
Total 100.0 100.0 100.0

Source: BAPPENAS

One of the measures to promote higher educeation is a scholarship sysem. There are two
criteria for dlocating scholarships. i) needs bass (to provide scholarship for low-income groups
whose school atendance is difficult due to ther financia reasons); ii) merit basis (to provide
scholarship preferentidly to outstanding students); however, it is pointed out that there are problems
in selecting scholarship recipients. According to the questionnaire survey conducted by OECF to
Thai, Indonesan and Philippine universty students (in 1996), the scholarship systems of these
countries tend to be opened for low income groups, and many scholarships dso granted to
outstanding students. Thus, these criteria of i) and ii) are dmogt satisfied in the three countries
(Figure 51, 5-2). On the other hand, in the case of Thailand and the Philippines, the ratio of
scholarship recipients in the lowest income groups (1 divison of the figure) is low, and it is
observed that the role of "needs-based” scholarships is not sufficiently achieved.
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As part of its socid safety net policy, Thailand has established the education loan fund, and is
granting scholarships to financidly support students who are difficult to attend school due to
financid reasons. Neverthdess, this system is conddered to require improvement in terms of the
sdlection of recipients, and fund raising.**

Figure5-1 Merit-based scholar ships Figure5-2 Needs-based scholar ships

40% —@— Thailand
—®— |ndonesia
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30% 30%
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position level level
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income)

Academic ability Household income

Note 1: The proportion of scholarships granted is the proportion of students given scholarships among studentstargeted in
the survey.

Note2: Sample numbersin the lower and lowest levels were extremely small and were omitted

Source:  Shoji, Ino, Sudo (1997)

Box 1: Revision of Thailand's education loan fund

In Thailand, an "education loan fund" was established by a cabinet decision of March 1995.
Under the control of the Ministry of Finance, the fund is provided for students of families with an
annual income of 300,000 baht or less for the aim of supporting tuition fees, housing fees, etc. For
senior secondary students, the upper limit 5 55,440 baht/year per person, while for university
dudents, the upper limit is 100,000 baht/year per person. There is a scheme that determines
repayment in proportion to income (Scheme 1) and a scheme of repayment at a fixed rate
(Scheme 2). In Scheme 1, which poses a amdl burden for the government, the rate of assstance
including management costs, is 48%, consequently, about half is a subsidy.

The 150,000 scholarship recipients in 1996 become 440,000 in 1997, and as a result, the
loan amount escdated from 3.8 billion baht to 12.1 billion baht. For the time being this is
expected to increase, and is anticipated to put pressure on the centrd government budget. In
order to provide the opportunity to attend school to students who must give up atending school
because of financid reasons, continuation of the education loan fund is essentid. However, its
pressure on government finance will inevitably force abandonment of the system itsdf in future,
For that reason, the following revisions of the system are considered necessary.

Limitations on scholarships recipients
The current targets are students attending senior secondary schoals, vocational schools and
universties. The upper limits of the scholarships are respectivdy 55400 baht/year, 70,240
baht/year and 100,000 baht/year, and the limits are highest for university sudents. Thus,

" Refer to "Box 1: revision of the Thai education loan fund".
2 Kitti(1999)
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reducing scholarships to university students reduces the financid burden of the fund demands.
Of course, reducing scholarships to universty students causes reducing access to higher
education, which presupposes a discusson of whether that would be beneficid or not for
Thailand.

In considering the role of tertiary and secondary education, including vocationd training,
based on Thailand's current economic conditions and industrid structure, the currency crisis has
exposed the weaknesses of supporting industries.  The shortage of engineers and of skilled
workers in manufacturing industries in particular, is a cause of the weskness, and the demand for
these human resources is dill high in the indudrid fidd. Moreover, since academic background
has a mgor effect on getting an occupationd postion in Thailand, and so university graduates or
those with higher academic backgrounds never engage in blue collar job categories. Therefore,
it could be sad that rather than university graduates, increasng the number of people who
completed their education at secondary school is necessary as an immediate issue of human
resource development. In Thailand, on the other hand, dropouts in primary education is not a
serious problem, unlike Indonesia

For these reasons, the main target of the education loan fund should be students attending
Secondary education. In addition, for university students, the gpplication qudifications should
be more drict. Specificdly, the reinforcement of annua income conditions and of academic
results are proposed.

if) Expansion of fund capital

At the moment, fund capitd is obtained only from the central government budgets through
the Ministry of Education and Ministry d University, and from repayment of loan. Along with
revison of the system, diversfication of source of fund is essentid for system continuation.
Possible new fund sources are ODA and foreign funding of NGOs, etc. In regard to the
education sector, sipport by yen loans is possble in the form of counterpart fund of Sector
Program Loan, and support can be expected from ether bilatera ad or assstance from
international agencies. Moreover, it is a sector where NGO support can easily be obtained.

Furthermore, dong with the expansion of a network of student exchange systems, a fund
supplement scheme by fostering cooperation with the scholarship systems of other countries is
adso possble. For example, a method of cooperating with the Japan Scholarship Society to
mutualy exchange and to accept students, with funding support from the Japan Scholarship
Society, is conceivable.

5.1.6. Human resour ce development in science and engineering

The low number of sudents in science and engineering fidds of higher education is dso a
factor that impedes technology transfer. Table 5-16 shows at the proportion of science and
engineering students in each country. Comparing to the Asia NIES countries of Hong Kong
(35.9%) and Korea (33.3%), Indonesia at 21.6%, Thailand a 17.5% and the Philippines a 27.5%
are low ratios.

In addition, comparing to Asia NIES countries, the governments of these three countries have
not carried out much investment for R&D. Table 517 indicates R&D workers and expenses of
each country, except Hong Kong, where the role of the government is comparatively smdl, the ratio
of the governmental R&D expenditure to GNP is 2.8% in Koreg, 1.1% in Singapore, the difference
in expenditure with the three countries (Indonesia and Thailand 0.1%, Philippines 0.2%0) is obvious.
In Korea and Singapore, the proportion of scientists and engineersin the population is dso large (per
1 million of population, 2,728 in Singapore and 2,636 in Korea), and it is clear that the supply of
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such human resources made possible the development of technology-intensive industries.

Table5-16 Proportion of science and engineering students ** in the number of students of
higher education**

Total number of | Number of science and|] Ratio

students engineering students (%)
Indonesia (1995/96) 2,303,469 497,151 21.6
Thailand (1995/96) 1,220,481 213,974 175
Philippines (1994/95) 1,832,553 504,602 275
Hong Kong (1993/94) 97,392 34,94 35.9
K orea (1995/96) 2,225,092 741,093 33.3

Note:* Number of students of technical schools, junior colleges and other educationa indtitutions, and of universities and

graduate schools.

** "natural sciences,” "mathematics and computer science,” "engineering,” "architecture and town planning,”
"vocationa training, industrial art and industry courses' and "transport and communications’ in UNESCO
educational statistics categories.

Source; Created from UNESCO Y earbook (1997).

Table5-17 R&D indices of each country

R& D workers R& D expenses

Sciences and | Technica experts per | Ratio to| Per capita

engineers  per 1| 1million population GNP (USD¥*)

million population (%)
Indonesia (1995) n.a n.a 01 0.96
Thailand (1995) 119 40 0.1 357
Philippines (1992) 157 22 0.2 1.79
Korea (1994) 2,636 317 28 22050
Hong Kong (1995) 93 105 0.3 69.05
Singapore (1995) 2,728 353 11 341.47

* Converted at that year's average rate
Source: created from UNESCO Y earbook (1997).

5.2. ISSUESAND POLICIESIN THAILAND

In Thailand before the economic crids, the "lack of engineers’ was a mgor problem that
troubled indudtries, and in the 8th Nationd Plan (1996-2001), the Thai government has aimed to
improve factory workers skills and knowledge as a nationd target. A sense of the shortage of [abor
force itsdlf gpread from stimulation of labor demand through brisk foreign investment, wages that
continued to rise, and the acceptance of illegd foreign laborers before the economic criss, and
demand increased rapidly for engineers, skilled workers, middie management and other human
resources in particular. But rather than research engineers who engage in corporate R&D and
produce new technologies, the "engineers' that these companies required were "technicians' who
could correctly operate factory machinery and possessed the ability to dedl with various problems,
and in that sense, foreign-owned companies could not satisfactorily secure human resources even at

the factory hand leve.
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The latter 1980s was a period of mgjor trangition, of the Thailand'sindustria structure, and in
1986, manufacturing industry exports exceeded primary products, and export-oriented
indudtridization got into full swing. Comparing the indudtrid <tructure of 1980 and 1994, the
proportion that agriculture made up in the gross domestic product (GDP) of Thalland dropped from
23.2% to 10.2%, while the manufacturing industry ratio grew from 21.5% to 28.2%. Condgdered
in terms of export product compaosition, agriculture, forestry and marine products were mgor items
in 1980 a 51.1%, but dropped sharply to 17.4% in 1994, conversdy industrial products jumped
steeply from 32.3% to 81.1%."* This was driven by a rapid increase in direct foreign investment
led by Japanese-affiliated companies following the Plaza Accord, and is due to the expansion of
export industries of indugtrid products, especidly dectrica and dectronic goods. But until then in
Thailand, rice, rubber and other primary products were mgor exports goods, and manufacturing
indugtries conssted mainly of food processing, fiber industries and other labor -intensve indudtries,
it is no wonder that human resources who could skillfully operate factory machinery were not
plentiful, and from that time the Thai government began making earnest efforts to bring technical
job training schools up to scratch.

On the eve of the economic criss, nevertheless what made possible the supply of human
resources with a certain amount of skills through the in-house training of foreign-owned companies
and the expandon and improvement of vocationd junior colleges administered by the Minigtry of
Educeation, was that the number of skilled laborer that "could be used” was chronicdly low, and that
this shortage of skilled laborer was predicted at 35,000 by 2000.*  For Thailand to meke sarious
efforts to reform a structure where "trade deficit increases in groportion to foreign investment,” of
which the recent crisis begged re-acknowledgment, the expansion and improvement of supporting
industries, and the cultivation of Tha foundation industries, are essential, and from the viewpoint of
striving to convert theindustrid structure to atechnology-intensive one without delay, it is necessary
for Thailand to serioudy tackle the cultivation of technica experts and skilled laborers, learning
from the economic crisis as a magjor lesson.

5.2.1. Thai labor productivity and technological development efforts

Attendant to the beginning of full-scale export indudtridization in the latter half of the 1980s,
Thailand boasted a high rate of economic growth, but compared with other Asian countries that
achieved development through a policy of export-oriented industridization, its labor productivity
could not be high. The table below is a comparison of labor productivity in the manufacturing
industries of sx Adan countries, as provisondly caculated by the Thai Productivity Research
Ingtitute, and according to this, Thai values are higher than those for Indonesia and the Philippines,
but there are large differentials, with Maaysia 1.3 times larger than Thailand, Singapore 4.6 times
larger and Japan 8.0 times larger.  Looking a this, according to labor productivity on a nationa

3 "Overview of the Thai Economy (1996/97)", Japanese Chamber of Commerce in Bangkok
! Asian Development Bank TA No. 2082-THA, 1997
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level adding other industries, Thailand is about twice as high as the Philippines, while Mdaysais
twice as high as Thailand, Singapore 8.7 times as high, and Japan 15.1 times as high.

Table 5-18 Comparison of labor productivity per person (1994)

Name of country Manufacturing industries All industries
(USdallar) (Index*) (USdallar) (Index*)
Thailand 9,300 100 4,850 100
Philippines 5773 62 2,548 52
Indonesia 4526 49 2,196 45
Mdaysa 12,222 131 9,518 196
Singapore 42,835 461 42,156 869
Japan 74,386 800 73,346 1512
*Thailand = 100

From Thai Productivity Research Ingtitute and " Japanese Chamber of Commerce in Bangkok Chamber News' June
1998

Looking at these figures, the differentia in labor productivity is obvious, but for the reason
why the labor productivity differentia of the national economy level increases comparing to the case
of manufacturing industries, it is necessary to consider the historica background of Thailand, where
even though agriculture makes up a smal proportion in industrid compogtion, the number of
agriculturd workers makes up haf of dl indudtries. On the other hand, the inferior level of labor
productivity in manufacturing industries could be said to show the high proportion of Iabor-intensive
industries, as well as the low quality of workers.

Now to cdculate the technologica level of a country, one needs to assess while putting
together the number of technology owners, the types and levels of technology, the ability to develop
new technologies and so on, and it could be said that for foreign-owned manufacturing industries,
Thailand has been a product processing and assembly base in order to reduce manufacturing costs,
and has been positioned Smply as aregion chegper. The ratio of R&D to GNP (1992), used as an
index of technica development activities, is around the 2% mark for Jgpan and Koreg, around 1%
for Tawan and Singapore, and 0.8% for Madaysia, while Thailand ranks equa with Indonesa at
0.2%, an extremely low figure. The proportion of R&D expenditure borne by the private sector is
80% for both Japan and Korea, and 50% for Singapore, while Thailand records only 10%, and from
this date we can see that in Thailand, the private sector has very little interest in R&D, and locd
technological development can hardly be achieved a dl.™® Wha should dso be noted is that
despite the fact that Korea and Singgpore increased the percentage of R&D expenditure & the
beginning of the 1980s and Mdaysa from the early 1990s, Thailand has moved in a Sate of R&D
expenditure at around 0.2% since the early 1980s, and it means that as a nationa policy, Thailand
has amost neglected the area of technological development.

1> Masatake Wada, "East Asian Industrial and Technological Development and National Policies' "Asia Research World
Trends' No.23 (May 1997)

170



The expanson of the R&D area depends on the Thailand's future policy on technologica
development, and while there is a need to tackle it earnestly as a medium-term problem, despite that,
compared with Singapore, Maaysa, which have set an example in promoting improvement of
nationa technology levels and increased labor productivity, Thailand has failed to implement an
aggressive policy, and it can not close the gap with those countries. The leve of technology in
Thailand is often said to be "20 years behind Singapore and 10 years behind Mdaysia,” and looking
a the inferior rank of labor productivity, this phrase could aso be gpplied to the qudity of labor of
manufacturing industry.

For foreign companies, Thailand was expected smply as a region of "chegp" labor supply
even at the beginning of the 1990s'®, but on the eve of the economic crisis, that advantage started to
be lost because of therise in labor wages. The wage cost index calculated dividing the wage (item)
index in manufacturing industries by labor productivity rose 10.5% from 1991 to 1996, and this
shows a date where the wage growth rate is exceeding the growth rate of labor productivity. From
these figures, we can dso see that for Thailand to possess an advantageous investment environment
in future, it needs to put energy into improving labor productivity.

Table5-19 Thai wage cost index (1991=100)

1991 1992 1993 1994 1995 1996

Wage cost index 100.0 104.5 101.4 98.2 107.5 110.5

Source:  Thai Productivity Research Ingtitute, " Japanese Chamber of Commerce and Industry in Bangkok Chamber
Report,” June 1998 issue

5.2.2. Issuesof Thailand's vocational education

Thailand is said to be a country where vocationd education is comparatively successful. The
enrollment rate of public and private vocationa schools a senior secondary levd is roughly the
same asthat for ordinary high schools, and about half of secondary educetion graduate workers have
completed vocationd school. Moreover, in addition to regular education, basic education and skills
training courses, etc., for existing laborers to gain necessary knowledge and skills are being provided
as forums of job education under the jurisdiction of the Minisiry of Education and Minisiry of Labor
Welfare.

Table5-20 Number of persons attending senior secondary education in Thailand

1991 1992 1993
Ordinary school 468,871 496,052 560,519
Vocationa school 408,167 446,933 493,858
Other 1,845 1,985 1,978
Tota 878,883 944,970 1,056,355

Source: Statistical Y earbook Thailand, 1995

1° For example, JETRO's 1996 survey of Japanese-owned companies that have madeinroads(into Thailand) ("Overview of
Thailand's Economy (1996/1997 versions)”, p.107; Japanese Chamber of Commerce in Bangkok)
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Public vocationa schools are supervised the Dept. of Vocationd Education in the Ministry of
Educeation, and in the five areas of industry, business management, agriculture, home economics,
and manud industry, forma education is conducted at the high school and junior college levels.
The employment rate of students who graduate from the vocationd schools is 90%, which has
satisfied the labor demands of private indugtry, and there is a particularly high demand in
foreign-owned manufacturing industries for graduates of technica colleges cdled vocationd junior
colleges, and dong with university graduates of science and engineering, they aso became the target
early recruiting as technicians and reserve factory hands at factories, etc.

Table5-21 Number of schools under jurisdiction of Department of Vocational Education

(1994)
Type of school Number of schools
Vocationd junior college (technical college) 85
Vocationa school 42
Agricultural school 51
Engineering community school 93
Total 271

Source: Department of Vocational Eduation, Thai Ministry of Education

Table5-22 Number of graduatesunder jurisdiction of Department of VVocational Education

(1994)
Technology Business Home Manua Agriculture Tota
fidds management €conomics industry
45,954 26,335 4,845 1,856 3,218 85,365

Source: as above

However, whether the knowledge and skills levels of these graduates is enough to satisfy
business needs is another matter, and what is often heard from training managers of Japanese-owned
manufacturing indudtries that have moved into Thaland is that, "We don't expect anything from
graduates of vocationa junior colleges. However, it's better than knowing nothing at dl, and we
train them through in-house training after they enter the company and encourage them so that we
can use them somehow.”  In actudity, unless the corporate Sde expends a considerable amount of
time and effort in thorough training, it is difficult to for them to perform their expected roles, and
there obvioudy exidts a large gap between what graduates learn a vocationd junior college and the
skills deemed necessary by foreign-owned companies.

Moreover, even though about haf of high school graduate workers have atended vocationd
schools, when one considers the fact that the number who graduate from high school islow to begin
with at around 30%, it could be said that quantitatively as well, securing superior human resourcesis
atask fraught with difficulties for the corporate side.

In the case of informa education on the other hand, literacy education and basic skills
training are being carried out under the jurisdiction of the Ministry of Education and Ministry of
Labor Wedfare, but these are amed a reeducating drop-outs and impoverished groups, and
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accepting the unemployed workers. This means that socid welfare-type ements are srong. The
Minigtry of Industry’s Industry Promotion Bureau has set up a technician training course, but this is
amed a fogtering smal and medium-szed industries and area-concentrated locd industries, and it
isaso smal-scale, and dbes not form a foundation to turn out a succession of skilled labor to work
a foreign-owned factories. At the Industry Promotion Center (skills training center) of Chiang Ma,
Thailand's second largest city, handicraft for tourist souvenirs forms the mainstay, and even though
there are rudimentary machines for lathe work, there is asolutely no equipment for training
technicians to work at foreign-owned factories. Moreover, among Japanese-owned companies 'in
the nearby industria area, even its existence was not known.

Table5-23  Skillstraining of theMinistry of Industry and theMinistry of Labor Welfare

Minigtry of Industry Minigtry of Labor Welfare

Target Smadl and medium-sized companies, Unemployed, impoverished groups,
locd industries, etc. general laborers, etc.

Training contents | Industry-related basic skillstraining Basic education, basic skillstraining
(applied skillsin part) and seminarson | for manual industry and service
production management, etc. industries, etc.

Number of Tota of 11: Ministry of Industry 12 regiond training centers

training centers | headquarters and regional training

centers

31 prefectura training centers

Number of Skills course 604 personslyear, 135,000 personslyear (number
trainees management course 800 persons/year | excluding special courses for

(1998) minorities, prisoners, etc., 1997)
Source: OECF

This sKills training in informa education should be evauated according to its purpose and
character, but from the viewpoint of fostering human resources to work at the factories of
foreign-owned companies, in redlity it does not reach the level of afoundation for producing such
persons.

Aspoints a issue in Thailand's vocationd schools, the following are cited: i) Poor educationd
facilities (shortage or superamnuation of basic equipment for skills training; shortage of educationa
materids written in Thai language); i) emphasis on theory (textbook-centered); iii) low qudity of
teechers (lack of knowledge of laest technology and experience); iv) rigidity of curriculum
(unsuited to corporate needs), but these are themes common to many developing countries, and are
adso problems that are difficult to improve in the short-term.  In the case of formd vocationd
schoals, putting energy into bringing basic education up to scratch, aong with how to gpply skills
training that is adapted to corporate needs, are important; changes in the technologica leve of
frontier enterprises are bewildering, and conforming to those technologica needs is not easy.
While Thailand needs to tackle the above issues step by steg?®, if we focus attention on the form of

7 |_amphun industrial area, situated in northern Thailand. The number of tenant companies is about 60 and
Japanese-owned companies make up half that number.

18 For example, in order to implement more practical vocational training, the Department of Vocational Education has
begun introducing a"Dua System”. Also, foreign aid bodies are supporting Thailand's vocational education fidd,ad
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Thai industry, for which foreign capital serves as the driving force of growth, what could be deemed
necessary are not only places of forma vocationa education, but adso skills training in places that
are in the cdlosest possible contact with the private sector. In the area of technologica deve opment,
this efforts have dready been introduced by government and indugtrid circles in the advanced
countries of Singapore and Maaysia.

5.2.3. New challenge - the case of Malaysia -

Maaysa faced smilar problems to Thailand in the 1980s, and it has advanced the creation
of places for human resource development, which serve as contact points between formal education
and the industria world. Under an aggressive policy of introducing foreign capital, Maaysia of the
1980s began to put energy into the devdopment of skills-intensive industries, but behind rapid
economic growth lay a conspicuous shortage of skilled labor, and the shortage of skilled labor in
particular formed a bottleneck to indudtrid development. A mgor factor in this was the issue of
qudity of existing vocationa training schools (because of problems such as the emphasis on theory,
lack of equipment and qudity of teachers, the mismatch with the needs of indudtrid circdles), and a
the same time on the corporate Sde, and on the foreign-owned factory sde in particular, the shortage
of ingructors and managers, imperfection of training systems and increase in training codts, etc.
caused redtrictions in in-house training, and there were limits to skilled labor training. For this
reason, the demand became srong from the private sector Sde to set up places for promoting
techniciansthat served as contact points of vocationa schools and the corporate Side, and as aresult,
the establishment of a new type of skills training center was promoted.

"Penang SKkill Development Center” is a vocationd training center for new graduates and
exiding laborers that was set up indde the Penang industrid estate. Penang has developed since
the 1970s as a zone of dectronics and other foreign-owned industries, and as the structure of
industry has changed with growth of manufacturing industries, the demand for skilled laborer has
increased, and in the 1980s in particular, the shortage of skilled labor became a conspicuous. As
the indugtrid estate expanded dong with industrid development (as of 1998, the Penang industrid
estate comprised 4 areas, with 736 factories and about 200,000 employees), various problems were
pointed out by factories in the edtae: i) low sKills of laborers; ii) low qudity of existing vocationd
training centers; and iii) limitations of training systems of the foreign-owned factory sde, and the
demand grew for the establishment of centers that conducted effective skill training that conformed
as much as possible to corporate needs.  With this as a background, the Penang Devel opment
Corporation, which has jurisdiction over indudrial edtates in the Penang area, and interested
companies within the estate joined forces, and in 1989 the "Penang Skill Development Center” was
established.

the OECF has furnished a yen loan for teacher training and the provision of educational equipment with the aim of
expanding and improving vocational junior colleges (1994, " Strengthening Vocationa and Technical Manpower
Production Program").
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Table5-24 " Penang Skill Development Center™ (asof April, 1998)

Date of Established Juy 1989
establishment Within BAYAN LEPASINDUSTRIAL PARK, Penang Iand
and location

Organization Non-profit group (income tax-exempt)

Personnel Executive committee (11 private sector representatives, 6 government ingtitutions
and universities, other 4), 1 secretary genera, 25 staff members (a committee
composed of private representatives for formulating curriculais also attached.)

Scde About 80,000 square feet (5,000 square feet when first established)

Curriculum Targets new graduates and existing laborers

New graduates: certificate and diploma courses and short coursesin thefields of
electricity, machinery, manufacturing processes, etc.

Existing laborers: training courses such as automation, qudity control,
manufacturing processes, machine operation, production management,
linguigtics, computers

Number of 417 courses, about 9,000 persons (results from January until October 1997)

courses and

participants

Revenue source | Tuition fees, member fees, donations, etc. current member companies. 80
companies

Lecturers Speciaized lecturers and externa consignment (external consignment includes
private companies, universities, individuas, etc.)

Tuition fees Set according to the course; short courses (1 week) cost about RM 3,000 /day on
average

Other Maintains a motto of setting practical courses and meeting corporate needs as

much as possible through private leadership. While the center does receive
policy-wise support form the government, it maintains independent profit
management.

From "Penan Skill Development Center" pamphl et

The specid feature of this center is that it works out plans on how to reflect private sector
needs, and it made the mgjority of the executive committee, which decides on center management
directives, representatives of member companies within the edae.  Moreover, curricula and
necessary equipment, which hold the key to training, are decided by a technical committee
comprised of private sector representatives, and regular revison work is caried out while
consdering corporate needs. In a bid to ensure that lecturers are human resources of wide
experience, they are recruited from plant Stes.  Furthermore, in order to ensure flexibility and
mobility, it kegps government involvement to a minimum, and aso aims for independent profit in
management as well, and attained that in actudity.

To what extent this well-conceived "Penang Skill Development Center” is meeting the
demands of the corporate Sde is obvious if we look a participants of its training courses. When it
began with a gathering of interested companies, there were 16 courses and 307 personslyedr,
whereas eight years later in 1997, the number of participants had increased 30-fold, with 417 courses
and 8,990 persons in ten months™®  In regard to management as well, there was land provision and
other benefits from the government, but as the scale of participation grew, tuition fees and member

¥ v The PSDC Experience’, Boonler Somchit, Executive Director, Penang Skill Devel opment Center, November 1997
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feesincreased, and as of 1998, the center was maintaining independent profit operation.

As we have dready mentioned, the factor for the center's success isthat it is operated from
the perspective of how to carry out training that reflects private sector needs, and that: i) in order to
carry out training in line with private sector needs, actua curricula and training equipment, etc., are
decided by privaie sector guidance, and a team of experienced lecturers is secured; ii) it maintains a
cooperdative relationship between the private sector, government and educationd circles; ii) it strives
for efficient center operation based on cost awareness, and by virtue of these points, in indudtrid
edtates, where foreign-owned companies with limited in-house training gather, it could be cdled an
infrastructure facility that is truly in line with needs.

5.2.4. Thecase of Thailand

Even in Thalland, it is not the case that there are absolutely no skills training centers in
contact with the private sector. The "Technology Promotion Association,” established in Bangkok
with the support of Jgpan's Ministry of Internationd Trade and Industry, has a 25-year history, and
offers sKkills courses, management courses and linguistics courses, etc., which 30,000 persons
induding existing factory laborers atend per year® In recent times, its 1SO series course has
ganered high acclam, and much thought goes into setting curricula that are in line with private
sector needs.

At the high-tech industrid estate in Ayutthaya in northern Bangkok, the " Ayutthara Technical
Traning Center” is operated with the cooperation of the sad indudrid estate and the
technology-oriented Kingmonkut University, and carries out machinery and dectricity-related skills
training targeted at laborers working at foreign-owned companies within the indudtrial estate and
surrounding factories.  The center was established when a Japanese-owned company, moving into
the high-tech indudtrid edtate to begin with, donated equipment and instruments in order to train
feactory laborers, and while its scae is smdl (number of participants about 1,000/year), curricula are
being formulated that conform to the real conditions of the factory side.

Also, the Tha-German Ingtitute, built in 1997 in the Chon Buri digtrict of eastern Bangkok, is
a Kills training center that keeps in mind the mastery of applied and latest technology deemed
necessary by foreign-owned fectories, etc., and under the financid support of the Minigtry of
Industry, equipment purchasing, lecturer training and so on are being carried out with German
assgance. Since it has recently commenced operation, there is no way of measuring actua resuts
but it takes conforming to factory needs as its motto, and trainees are expected to be sent from
neighbor industrial estates”™ on the outskirts of Chon Buri.

And "Penang-style" kills training centers are findly being established. While it rode on a
path of foreign capital-led growth from the laiter haf of the 1980s, the Stuation in Thailand, where
thereis alarge gap between the qudity of exigting vocationd training centers and corporate needsin

% From "Technology Promotion Associate' pamphlet
2 Ex, Industrial estate adjacent Port Laem Chabang. Number of foreign-owned companies: 100, number of |aborers:
about 50,000. Built in the 1980s with an OECF yen loan project.
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terms of securing human resources, is Smilar to that of contemporary Mdaysia, and in the same
way the demand for "Penang-styl€" training centers grew from the side of foreign-owned companies.
Based on this demand, the Thai government made a request to OECF for funding assistance for
center congtruction and lecturer training, which resulted in the conclusion of a yen loan contract in
1998 as a "Human Resource Development Centers for Industries”®  In this project, how to
implement private sector-led center management is the key, and a close cooperative organization
between IEAT (Indudtrid Egtate Authority of Thailand), which has jurisdiction over Tha indudtrid
estates, and the private sector side, is essential.

For these ills training centers oriented to the private sector sSide, the demand is truly
emerging from the corporate side, and it is obvious that the demand for them isincreasing, but asto
whether the Thai government is showing an aggressive dtitude towards it, one can not necessarily
sy 0. In other words, a trend is evident where the territorid atitude between government offices,
the vagueness of technological development policies and the lack of political leadership, etc. team
up to obsgtruct the concretization of new types of skills training centers like this.  With politica
leadership in particular, even though the point that it does not extend to the developed countries of
Singapore and Maaysa is unavoidable given the nature of Tha politics, it is essentid in order to
promote a technological development policy as a nation. If the promotion of technician training is
not executed just by being cited as a headline of the nationa plan, Tha labor productivity will be
retarded, and the country's competitive strength will drop. The Tha government should take this
€conomic crisis as an opportunity to strive to execute policies with a firm atitude, while looking
squarely at the ideal state of the nation's devel opment.

5.2.5 OECF support

The OECF isthe largest ad donor for Thailand, and the OECF has dso furnished ODA loans
in the area of human resources development, in condderation of its importance. Table 5-25 isan
overview of ODA loan projects that were provided in the 1990s;, priority has been consgently
placed on the training of technica experts and skilled laborers, with the respective ams of
expanding and improving forma education in the case of vocationd education junior colleges, of
training technica experts and supporting research activitiesin the case of Churaronkoon University;
and of training existing laborersin the case of IEAT.

# | oan contract concluded in September 1998. With the said project, skills training centers for private company
participation were constructed at Bangkok's Bang Pu industrial estate and at Lamphun industrial estate in northern
Thailand.
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Table5-25 Thai projects supported by OECF to train human resour ces

Name of project | "StrengtheningVocationa | "Japan-Thailand Technology | "Human Resource
and Technical Manpower | Transfer Project” Development Centersfor
Production Program" Industries"

Purpose To attempt to improve the | Through the support of Through training of existing
quality of vocational Chulalongkorn University, to | laborers, to strive to
education by expanding | attempt toimprovethelevel of | cultivate skilled workers
and improving vocational | science & technology. and other technicians.
junior colleges.

Loan extended | 19%4 1995 1998

year

Project details Provide educational Support the overseas study of | Construct skills training
equipment of fieldssuch | Chulalongkorn University centersfor private sector
as electricity, electronics, | science & technology participation in two
production technology, instructors. Support the industrial estatesin central
etc., to 20 vocational research activities of the and northern Thailand.
junior colleges. Also Department of Science & Also carry out lecturer
train teachersinthesaid | Technology, and provide training.
areas. research equipment and

materials.

L oan amount 7.8 hillionyen 7.3 hillion yen 2.5 hillionyen

extended

Execution Department of Vocational | Chulalongkorn University IEAT (Industrial Estate

authority Education, Ministry of Authority of Thailand)
Education

Source: OECF

This support keeps in mind eimination of the bottleneck to cultivating engineers and
technicians of which we have aready spoken, and in abid to increase project effects, it incorporates
hardware aspects such as equipment and buildings, dong with support of soft aspects such as
teacher training and overseas sudy support. With the " Strengthening Vocationad Education Junior
Colleges Program”" commenced in 1994, the bringing in of educationa equipment has dready been
completed, and teacher training is being conducted and project effects are being assessed, and it is
conceivable that a second phase will be investigated.

In the education fied, it is thought that priority will continue to be placed on supporting the
cultivetion of technicians and human resources in stience and technology, but through policy
discussions with the Thai government, tere is a need to search for effective methods of support
maximizing the specid features of OECF, such as the establishment of ahigh quality training system
based on cooperation with loca Japanese-owned companies, and assistance from multi-faceted
viewpoints based on cooperation with other international donors.
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5.3. ISSUESAND POLICIESIN INDONESIA

In the sixth five-year development plan (fiscd year 1994-1998) in Indonesia, the promotion
of the basc nine years of education that is based on making junior secondary school compulsory
was cited as the major target®® And as human resource development policy toward the 21st
century, the following are the mgor issues firdt, improving equity in educaion (expanson and
improvement of education in rurd and remote aress, and for the poor); second, enhancing the
quality of education (improvement of teacher training system, improvement of incentive structures
to secure teachers and enhance good teaching, development of curricula and teaching materias,
improvement of educationa equipment); third, increasing employability of school graduate (link
and match policies that am to integrate the vocationd education sysem with the labor market,
human resource development in science and technology); fourth, improving the efficiency of
education (decentrdization of educational adminigtration, utilizetion of private sector, establishment
of data communications system).

However, the dropout rate from school education has continued to increase due to the
economic crisis snce 1997, while unemployment has risen drastically, and a serious human resource
crigs is occurring.  For this reason, before dedling with Structurd issues, measures towards urgent
issues are being devised in order to minimize the negative impact on the formation of future human

capital.
5.3.1. Program to support the poor

In the fiscd year 1998/99 budget, the Indonesian government placed emphasis on supporting
the poor, who are most vulnerable to the criss, and has carried out programs that provide i)
scholarships to children of poor families, and ii) block grants to schools in poor areas (T able 5-26).
The programs target dl kind of schools, regular or Madrasah (Idamic), public or private. Due to
budget limitations, the block grants are availalde to the 60% poorest primary and secondary schools
of the whole country. A codition of Minigers, conssting of the Ministers for Education and
Culture, Rdigious Affairs, Home Affairs and BAPPENAS (The National Development Planning
Agency), was formed to execute the programs, and led by the Coordinating Minister for Socia
welfare. Funding for the programs is sourced from the government budget which is supported by
the World Bank and ADB (380 million dollarsin 5 years).**

In the case of Indonesia, during the structurd adjustment of the mid-1980s, reduction of the
government expenditure on educeation, the increase in the price of schooling due to the reduction of
public subsidy to schools, and the deterioration of household income, led to afal in enrollment rates

% The target was to achieve in thel5-year period, that is, by the end of the eighth five-year plan (FY 2004-2008).

# Schol arships are clearly divided into those for primary and senior secondary school students from the government budget,
and those for junior secondary school students from World Bank and ADB aid. In the case of block grants, those for
senior secondary school only are sourced from the government budget, while those for primary school and junior
secondary school are derived from both government budget and aid money.
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of primary and junior secondary schools. The enrollment rate at the junior secondary level dropped
as much as 10% points in the four year period from 1988 to 1992, and the drop in the rate was
concentrated among the poor.”® Considered from this experience, the drop-out rate of children
from poor families is anticipated to increase dramaticdly in this crisis dso, and the recipients of the
scholarship should be carefully targeted to protect the poor from the damaging effects of the crisis.

Moreover, the block grants program is intended not only to prevent the qudity of education
from deteriorating by supplementing the operating and maintenance expenses of the schools serving
the poorest communities’, which are reduced due to the effect of the crisis, but aso to support the
poor students by waiving tuition fees and other school charges.

Table5-26 Overview of programsto support the poor students (fiscal year 1998/1999)
(1) Scholar ships

i) Target Primary school Junior secondary school Senior secondary school
students* 1 students students
i) Number of children targeted 1.8 million 1.65 million 500,000
(percentage of the total enrollments) 6% 17% 10%
iii) Annual amount per person 120,000 rupiah 240,000 rupiah 300,000 rupiah
(2) Block grants
i) Target Primary school Junior secondary school Senior secondary school
students students
ii) Number of schools targeted 104,339 18,236 9,400
iii) Annual amount per school 2 million rupiah 4 million rupiah 10 million rupiah
iv) Use a) Purchase of textbooks, teaching materials and books, etc.

b) Minor purchase of consumables such as notebooks, chalk, pencils
¢) Minor repairs of school houses
d) Waiving formal and informal school charges for the poor children
v) Uses prohibited a) Depositing grant fundsin the bank for long period to earn interest
b) Loansto teachers
¢) Pay for teacher honoraria, overtime, transport, clothing and meals
d) Purchase of electrical equipment
€) Invest in productive activities, such as purchase of livestock or fish
*1 Students from grades 4, 5 and 6 in primary schools
Source: Based on "Program Implementation Plan: Scholarship and Block Grant Program for Primary and Secondary
Schools,” Dept. of Education and Culture, Dept. of Religious Affairs, Dept. of Home Affairs, Sep. 1998; and Satidtica
datafrom BAPPENAS.

Since it is thought that recovery of the Indonesian economy will take a few years, such
programs to support the poor ill need to be continued. However, since the government budget
(induding foreign ad) is limited, and measures for other structurd issues are dso necessary, the
programs need to be implemented efficiently. To this end, the reinforcement of a monitoring
system to enable prompt and accurate targeting (selection of targets), will be important.

According to a report of the SMERU (Socid Monitoring and Ealy Response Unit), a
monitoring team made through the cooperation of AusAID, ASEM and USAID and centered around

% Based on the SUSENAS (National Social Economic Survey) data, the enrollment rate of children of the first household
income decile (the lowest income group) dropped almost 8% points. (World Bank, 1998, Chapter 2)

% The cost of maintaini ng and operating Indonesian elementary schoolsis largely dependent on the collection of fees and
donations from the families of children attending school, and on donations from local affluent groups and religious
organizations (Otsuka, 1998). These revenues are expected to decrease due to the effects of the crisis.
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the World Bank, the socid impacts of Indonesias crids reved a more diverse and complex picture
than were initidly predicted. Notable are the points that people in urban areas hurting more than
rurd aress, that there are areas that appear to have been more severdly affected (areas where the
relative importance of formd sectors of the economy is high), while there are aress that have
experienced minima negative impact and where the economy is booming from export crop
earnings; and that even among the poor there are disparities in the effect of the criss®’ Based on a
number of new data that are obtained from the collaborative efforts of many individuds and
organizations, there are important implications for policy makersin designing and adjusting scope of
the programs.

The poverty countermeasure programs mentioned lefore are targeted a a large number of
beneficiaries and the target aress are aso wide-ranging. In the fisca year1998/99, the number of
scholarship recipients climbed to 1.8 million primary school students, 1.65 million junior secondary
school students and 500,000 senior secondary school students, while block grant targets climbed to
104,339 primary schools, 18,236 junior secondary schools and 9,400 senior secondary schools. In
the monitoring of the said programs, the two most important points are whether or not the sdection
of these targets is appropriate (targeting assessment), and whether scholarships are being pad
regularly?® in the full amount (fund flow monitoring), and since there are this many targets, there is
an even greater need to ensure an efficient monitoring system.

In order to implement prompt and efficient monitoring, it is important first to encourage
participation of loca communities in the monitoring process, and second to establish a feedback
system that ensures to make the monitoring resultsreflect in designing and executing the programs.

As shown in Figure 53, the monitoring systems of the programs consst of the Centrd
Progran Coordination Unit (CPCU) in Jekarta, Provincid Committee, District Committee,
Sub-Didrict Committee and School Committee. And since a centralized Structure is adopted in
regard to reports of monitoring results, where reports are produced stage by stage, from Sub-Didtrict
Committee, Didtrict Committee, Provincial Committee to CPCU, it takes at least four months from
monitoring commencement to completion.  Even though it is important to use exiging
organizations in monitoring, there is surely room for investigation as to whether or not a direct line
can be esablished that links the centra committee to digtrict level committees (or school leve
committees), thus shortening the monitoring period.

Moreover, essentidly it is desired that monitoring is carried out by athird party (internationa
organizations or NGOs) in order to preserve its trangparency and impartidity, but when the number
of targets becomes this large, these organizations aone can not cope sufficiently, and the
participation of local communities is desired. Encouraging the participation of loca communities
in the monitoring process would first enable the sharing of program ams and objectives with loca
resdents, and smooth program execution.  Secondly, the accumulation of monitoring capabilities
such as information collection, report and investigation in communities also offers the advantage
that a foundation of monitoring is established that can correspond to wide-ranging socid safety net
programs.

% See "Box 2: SMERU report".
% Three-month portion is paid in the first installment, with payment once a month thereafter. (Depatment of Educationand
Culture, Department of Religious Affairs, Department of Home Affairs, 1998)
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Figure53 Monitoring systems for scholar ship and block grant program
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Note:  Sub-district committees only support the implementation of the scholarship and block grant program at the primary
level.

Source:  Department of Education and Culture, Department of Religious Affairs, Department of Home Affairs (1999)
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Box 2: SMERU Report

Based on the following data collected in 1997-1998, SMERU (Socid Monitoring and Early
Response Unit) analyzed and assessed the socid impact of economic criss, and reported the policy
implications.

Sources of data:

IFLS(Indonesian Family Life Survey)
Target: about 2,000 households (7 provinces)
Period: August-December 1997 (as pat of IFLS 2), August-December 1998(as part of
IFLS2 +)
Executive bodies: RAND, Depatment of Demography, Universty of Indonesa and
UCLA
Funding support: NIH, USAID, WB, WHO, UNFPA
100 Villages Survey

Target: about 1,200 households (10 kabupaten)

Period: July 1997, August 1998 (re-survey)

Executive bodies. BPS (Central Bureau of statistics)

Fund support: UNICEF

Kecamatar?® Crisis Impact Survey

Target: 3 government officials from each of 4,025 Kecamatan nationwide

Executive body: BPS

Fund support: ASEM, Ford Foundation

In the results of these surveys concerning crisisimpact, the following points areimportant.*
Firdly, the impact of the economic crisis has been very heterogeneous according to ares,
income leve, academic background, sex, etc. Secondly, the magnitude of the crisis impacts does
not correlate with precriss levels of poverty. Thirdly, it is not clear whether the impact of the
recent crisisisjust temporary, or will even bring about changesin socia and economic structure.

Furthermore, the following points were derived as the policy implications. Firdly, in order
to correctly grasp the diverse effects of the crids, detalled and periodic monitoring is necessary.
Secondly, as targets of crisis countermeasure programs, priority should be placed on persons and
aess where wefae levels have dropped the most.  Thirdly, snce the current criss
countermeasure programs are based on pre-criSs poverty datistics, reassessng data and
assumptions about poverty distributions is necessary. **

# Accordi ng to Indonesia's administrative demarceation, grade 1 local governments consist of 27 provinces (Proping), while
grade 2 local governments are districts (Kabupaten) or cities (Kotamadya), and beneath them are subdistricts
(Kecamatan).

% As astatistical basis of the said report, see Tables 5-27 ~ 36 on the following pages.

% BPS announced that the proportion of the population under the poverty line(monthly income per capita52,470 rupighin
cities, 41,588 rupiah in rural areas) rose dramatically nationwide from 11.3% in 1997 to 39.1% in 1998.

However, statistics have appeared thereafter that suggest the proportion of poor population islower (see rferaeTable
2).
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Table5-27 The survey results concerning the i
(overview of SMERU report)

mpact of crisgs and policy implications

Survey results

Policy implications

According to estimates based on asurvey of household
expenditure, the proportion of poor population is
smaller than estimated. (Table 5-28)

In order to obtain foreign aid for socia safety net,
there is a possibility that the crisisimpact is being
exaggerated.

The impact on household spending is clearly visible in
cities and affluent groups. (Table5-29)

However, we must pay heed to the fact that|
response to the crisis differs according to absolute
income level.

The crisis impact differs largely by area. Moreover, it
has no correlation to pre-crisis income levels. (Table
5-30)

Household budget

We must pay heed to the fact that results differ
greatly according to where the survey was carried
out.

The percentage of workers hat make up the labor
forceincreased. (Table5-31)

As an index to measure crisis impact, we should
look not at the unemployment rate, but rather at

§ real wages, and in particular the wages and
; household incomes of unskilled laborers.
%_ Labor force shift from secondary industries to primary| Employment creation programs should be targeted
LIEJ industries. (Table5-32) at areas and industries where labor demand has
Labor force shift from forma to informal sectors|falen.
(Table5-33)
The decrease in school enrollment ratesis conspicuous
in junior secondary school education, and for primary|
s education, there was an increase or dight decrease.
= (Table5-34)
é The decrease in enrollment rate of junior secondary |Support should be strengthened for the poor in
w |school in citiesis striking. (Table5-35) urban areas as a target of scholarship and block

The decrease in school attendance rate of the poor is

striking. (Table 5-36)

grant programs.

Source:  Created by the author from "Social Impacts of the Indonesian Crisis: New Data and Policy Implications®
(Download the said report from the SMERU home page http://www.smeru.or.id)

Table5-28 Proportion of population under the

poverty line

Forecasts by each ingtitution

Percentage of total population (persons) |Source (date)

17% (34 million) World Bank (February 1998)
39% (80 million)48% (100 million) BPS(June 1998)
ILO

Estimates based on the new data

Percentage of total population Source of data used for estimates

13.8% IFLS (household expenditure), BPS (prices)

144% 100 Villages (household expenditure), BPS (prices)
18.6% 100 Villages (household expenditure), IFLS (prices)
19.9% IFLS (household expenditure, prices)

Source: Created by the author from SMERU report
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Table5-29 Changesin household per capita expenditures per month

(1997 real prices; rupiah)

1997 average value 1998 average value Percentage change
Urban 319,000 211,000 -33.9%
Rural aress 194,000, 168,000 -13.4%
All respondents 246,000 186,000 -24.4%
Source: IFLS2+
Table5-30 Examples of different impact of crisis
Relatively affluent area* Relatively poor area

Areasthat hard-hitted

Metropolitan Jakarta, West Javal
(Jabotabek)

East Nusa Tenggara (NTT), East
Kaimantan

Areas that not hard-hitted

Central Sulawesi, Bali

Maluku, Jambi

*Pre-crisisincome level

Source: Kecamatan Crisis Impact Survey

Table5-31 Changesin the employment rate of the population*

February 1997 February 1998 Rate of change
Total 56.3 574 11
Urban areas 50.5 52.2) 17
Rural areas 59.4 60.2 0.8
* Population aged 10 and above

Source: SUSENAS(Nationa Socio-Economic Survey)

Table5-32 Changesin employment composition by industry

February 1997 February 1998 Percentage Change (%)
Compositionratio (%) | Composition ratio (%)

Agriculture 445 48.6 15.2
Mining 0.9 0.9 9.1
Manufacturing 114 94 -13.0
industries
Electricity 04 0.3 -27.1
Construction 48 41 -9.0
Trade 177 17.3 29
Transportation 46 43 -2.6
Finance 0.8 0.7 -7.3
Service 147 14.3 24

100.0 100.0 55

Source: SUSENAS

Table5-33 Changesin thedistribution of the labor force by type of employment
(percentage growth between 1997 ~ 98; %)

Urban areas Rural areas
Employees -49 -6.0
Self-employed 25.5 254
Unpaid family workers -2.3 131

Source: SUSENAS
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Table5-34 Changesin the enrollment rates by age groups and sex

1997 (%) 1998 (%) Rateof change (%
points)
100 Villages Survey
7-12 years Boys 88.8 92.1 33
Girls 90.8 93.3 25
13-15years Boys 67.5 65.2 -2.3
Girls 70.6 65.2 -54
IFLS
7-12 years Boys 94.9 93.8 -11
Girls 96.6 93.8 -2.8
13-15years Boys 61.6 56.8 -4.8
Girls 59.4 55.7 -3.7

Source: 100 Villages Survey, IFLS

Table5-35 Changesin the enrollmentsin sampled junior secondary schoolsin urban and

rural areas
97-98 percentage change (%)
Rural areas -0.6
Urban areas (including Jakarta) -6.2
Jakarta -8.6

Source: Education Survey

Table5-36 Changesin the enrollment rates by income group

7-12 years 13-19 years
Income group* 1997 | 1998 | Rateof change | 1997 | 1998 | Rate of change
(%) (%) (% points) (%) (%) (% points)
First quartile 93.1] 83.2 -49 515 464 -5.1
Second quartile 96.3 96.8 05 64.0 585 -55
Third quartile 97.0 95.0 -20 62.1] 61.1 -1.0
Fourth quartile 98.4] 984 0.0 66.9 64.9 -2.3

* Based on 1997 per capita household expenditures. The first quartile is the group with the least amount of household
spending. At this point, household spending and income are regarded as proportionate.
Source: IFLS2+
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5.3.2. Unemployment counter measur e programs

According to edimates of the Ministry of Manpower in Indonesia, the number of
unemployed workers as of August 1998 was 5.06 million, and if we add to this the 8.60 million
underemployed (working less than 35 hours aweek), the total climbs to 13.67 million, 14.7% of the
total labor force. The impact that the economic crisis wielded on the labor market was great, and
not only did the number of unemployed rise sharply, but dso the number of workers temporarily lad
off on full pay increased, and there is a risk that the accumulation of human resources, which
support future economic development, will be logt through less opportunities for OJT and in-house
training, and loss of skills due to the unemployment of skilled workers, etc.

Based on an understanding that unemployment countermeasures are a pressing issue, the
Ministry of Manpower is therefore implementing i) a labor -intensive projects (PDKMK) and ii)
projects to promote employment of unemployed technicians (P3T) (Table 528). The FY 98/99
budget for both projects is 995.6 hillion yen (about 110 million dallars), with funds sourced from
IMF.

The labor-intensve projects are one aimed a creating short-term employment (3-6 months),
and is being implemented nationwide centered on Java; the FY 98/99 budget for phase 1 is 315
billion rupiah and 281.4 hillion rupiah for phase 2, giving atota of 596.4 hillion rupiah, and the firgt
phase done is planned to absorb alabor force of 2.28 million.*

The projects to promote employment of technicians existsin two forms:. after an unemployed
technician (with sound academic background of senior secondary school graduation or higher)
atends vocationad training (about 3 months), i) he/she is dispatched to cooperatives, smal and
medium-szed companies, or NGOs and undergoes OJT (6 months, paid 300,000 rupiahVmonth as a
grant-in-aid, or ii) supports the commencement of a new small-scae business (1 million rupiah as
capitd). Inthe FY 98/99 budget, 399.2 hillion rupiah was alocated for the projects.

% As of the end of January, 1999, 95% of the phase 1 budget was consumed. The phase 2 was scheduled to end in June
1999. (Source: Bureau of Planning and Development, Ministry of Manpower).
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Table5-37 Overview of unemployment counter measur e programs (FY 1998/99)
L abor-intensive project (PDKMK)

Budget Achievement |Employment
(unitsof 1 rate (%) |absorption
million rupiah) (person)
Phase 1 314,976 95.2 2,283,228
Phase 2 281,411 na n.a
Total 596,387
Project to promote reempl oyment of technicians (P3T)
Budget Achievement |Target Target Achievement
(unitsof 1 rate (%) |(cases) (person)  rate (%)
million rupiah)
1-a Subsidiariesfor cooperatives n.a na 2,254 45,080 100
1-b Subsidiariesfor NGO n.a n.a 626
2 Small-scale business support n.a na 996 19,920 100
Total 399,174 34.1 3,876 65,000 100

Note: Achievement rate is as of the end of January, 1999
Source:  Created by the author based on the statistics from Bureau for Manpower of BAPPENAS, and Bureau of Planning
and Development, Ministry of Manpower.

This project to promote employment of technicians is in line with the "Peoples Economy"
policy®® that the present Habibie administration is aggressvely hammering out with the support of
cooperaives, smdl and medium-szed enterprisess However, smilar policies in previous
adminigrations have led to bureaucratic corruption. We should aso pay heed to criticiam that it
was nothing more than the squandering of funds on strategies for the generd eectionswhich heldin
June 1999.

Moreover, since the project to promote employment of techniciansis targeted at |aborers with
senior secondary school education or higher, a vocationa training project targeted a groups
considered to be most vulnerable to the effects of the criss, such as i) unemployed with low level
academic backgrounds (primary or junior secondary school levd), ii) unemployed females, iii)
sdf-employed and smdl-scae entrepreneurs in poor rurd villages, is now necessxy. The
utilization of the facilities and ingtructors of existing government vocationd training centers would
be consdered effective for such projects.  "Small-scde management training centers' located at
11 points nationwide and centering on rurd villages, are carrying out not only in-house training, but
aso with "Mobile Training Units (MTU).” With this, mobile training vehicles travel to remote areas
and areas where the socid infrastructure is lagging behind, and provide training opportunities®
Table 529 is a vocationd training plan according to job category based on the FY 1998/99 budget,
and agriculture (incduding marine farming) makes up a large proportion of mobile training.
However, due to subsequent budget cuts, this plan scaled down 20%-30% on the actua expenditure

®A policy that gives preferential treatment to cooperatives and small and medium-<zed enterprisesthroughout the country
by providing low interest rate loans or preferential measures for investment promotion. The Minister of cooperatives and
small and medium-sized enterprises, Adi Sasono, has been actively promoting it.

¥ Mobiletraini ng vehicles were provided with aloan from Koreain the 1980s (from an interview with JCA experts, in the
Ministry of Manpower of Indonesia).
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base. In order to compensate the government budget shortage, support from oversess is desired for
the outfitting of mobile training vehicles.

Table5-38 Job seeker training plan by job category, based on 1998/99 national budget

(person)
Tota In-house Mobile Practical skills
training* 1 training* 2 training*3

Agriculture 32,768 2272 30,304 192
Machine metalworking 12,864 5,584 5,072 2,208
Automobile maintenance 11,920 5712 4,992 1,216
Electricity and electronics 13552 6,512 6,304 736
Construction 9,360 2,416 6,704 240
Commerce 6,976 5,024 1,056 894
Miscellaneous job categories* 4 16,656 4,752 11,904 0
Total 104,096 32,272 66,336 5,483

Notes: 1) In-housetrainingistraining carried out at vocational training centers of the Ministry of Manpower (BLK, KLK).
2) Mobiletraining istraining carried out by mobile training vehicles in remote rural aress.
3) Practical skillstraining istraining that combinestraining at BLK and KLK with OJT in companies.
4) Needlework, metal engraving, wood scul pture, textile dyeing (batik), weaving, ceramics, embroidery, leather
work, silver work, etc.
Source: Bureau of Vocational Training and Productivity Improvement, Ministry of Manpower

On the other hand, workers that are temporarily laid-off are potentially unemployed persons
who are highly likely to be laid off if the Sagnation of economy is prolonged. In fiscd year 1998,
the Ministry of Manpower carried out emergency training programs for currently-employed workers,
utilizing vocationa training centers in urban areas, but from a socid safety net perspective, priority
should be given to the training of the potentidly unemployed, such as workers temporarily laid off,
rather than to those currently employed. In this Stuation, training expenses can not be collected
from companies or workers, and if thereis aid from overseas as apart of socid safety net programs,
government budget restrictions can be overcome.

Basad on the assumption that this program accepts workers temporarily laid off according to
requests from the corporate Sde, it is desirable that the corporate Sde dso contributes to this. First
of dal, cooperation with soft aspects, such as curriculum design and dispatch of ingructors, is
expected. Moreover, in order to diminate the problem that the equipment and materids of
government vocationd training centers is outdated, if possble, the provison of idle equipment as
training facilities by companies with suspended production lines and other such cooperation is dso
expected.

5.3.3. Vocational training policy

The system of vocationd training is broadly divided into three: i) in-house training, ii) public
vocational training centers, iii) private training centers.
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(1) Support of employer-provided in-house training

It is difficult to quartitatively grasp the red state of employer-provided in-house training, but
as we discussed before, according to the results of the OECF Enterprise Survey, the human resource
development in Indonesian companies is largely dependent on in-house training. However, if
observed by job category, thet is not the case. In the case of unskilled workers, clerks and skilled
workers, 60%-70% of companies of thetota train them within the companies, whereas for engineers
and managers, about 50% of al companies use external training programs (see Table 5-7).

According to the World Bank report, in the survey of medium- and large-scale manufacturing
companies tha the Indonesian government carried out in 1989, haf of the 150-companies were
carying out some sort of in-house training, but within them 88% were OJT and only 12% were
carrying out forma training with full-time instructors and equipment and classrooms exclusively for
training.*>  Moreover, according to the World Bank report, in the survey of manufacturing
indudtries that the government carried out in 1992 (sample 320 companies), the following
production problems were cited (liging in descending order of response rate): quality of raw
materids, qudity of find products, ddays in ddivery of materids availability of eectricity and
water, and lagtly as the fifth item, the quality of skills of operators and assembly workers. In this
way it indicates that behind the way that incentives were low for Indonesan companies to provide
formd training to employees, that is, to spend money on employee training, was the fact that
labor-intensive (clothing, footwear), or Smple resource processing-type (timber processng, marine
products processing, etc.) export industries had hed the comparative advantage in Indonesids
industriad structure, so relatively spesking, the demand for laborers with advanced skills was not so
strong.*

However, according to the results of the OECF Enterprise Survey, there is the mismaich
between labor supply and demand according to job category. While companies that responded thet
the supply of unskilled workers and clerks was "sufficient” and "excessive' made up 90% of the
total, companies that responded that skilled workers, engineers and managers were "insufficient”
made up 15% or more (see Table 5-3). This shows the problem that the link and match between
labor supply and demand and vocationd training is not functioning well.

Incidentally, in industries such as automobiles and medicines, companies are very enthusiastic
to improve the skills of employees, and incentives for providing forma training systems are strong.
Many of these companies are joint ventures with foreign capital, and domestic market oriented.®’
Among such companies are dso ones that have established foundations in ader to train employees
from other companies.®

(2) Support of private training centers

% World Bank(1997), Chapter 6, p.90.

% World Bank(1997), Chapter 6, p.94-98.

3" World Bank(1997), Chapter 6, p.98.

® Specifically, Dharma Bakti-Astra Foundation in automobiles, and the Matsushita-Gobel Educational Foundation in
consumer electronics, €etc.
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The private sector has played a sgnificant role in skills development for employees. The
number of private training centers grew a an annud rate of 5.8% from 19891994, increasing a
twice the labor force growth rate (annua rate of around 3.8%)%° Private vocationd training centers
are located mainly in urban aress, and their scde is diverse, from those large enough to
accommodate 1,000 or more trainees, to informa ones that irregularly teach hairdressng and other
such ills. Although we can not grasp an accurate number, those registered with the Ministry of
Education and Culture and the Ministry of Manpower alone totaled 28,000, with 4.53 million
trainees (as of 1994). The advantage of private training centers is that since they employ part-time
ingructors on a short-term contract basis rather than full-time ingtructors, it is easy to flexibly
establish and abolish training subjects and courses with correspond to labor market requirements.

However, after the economic criss, as production activities have stagnated and many
companies were driven into management difficulties or bankruptcy; as a result, the development of
private sector -led vocationd training is facing mgor difficulties. For example, 90% of the income
of private traning centers comes from tuition fees. In a 1992 survey concerning private vocetiond
training centers, about 40% were in some sort of cooperative relationship with companies, suchas
accepting trainees or collecting recruiting information. Moreover, according to a manufacturing
industries survey of the same year, 15% of private training centers had a training contract with an
employer and were accepting corporate trainees® It is anticipated that in response to the
repercussons of business management having become difficult due to the impact of the economic
crisis, the revenue sources of private training centers are also being exhausted.

As methods of supporting private training centers, in the short-term, i) the granting of
subsidies or tax related preferentid trestments and ii) tranee mediation are cited. In regard to
trainee mediation, the method of conducting an unemployment countermeasure program using the
equipment of private training centersis conceivable.

In the medium-term, the congtruction of an information system concerned with vocationa
training centers is desired in order to support private-led vocaiond training.  This is because by
collecting and publicizing basic information concerning private vocationa training centers (location,
scae, curriculum contents, employment status of graduates), it will be easy for companies to select
centers and hire graduates, for laborers to sdlect a training center; and for training centers to build
curriculain competition with other centers.

(3) Reform of public vocationd training centers

With public training centers on the other hand, there are 155 centers nationwide under the
Minigtry of Manpower, and 22 under the Ministry of Trade and Industry (as of February 1998). In
the third five-year plan (FY 1979-1983), an education system consisting of an academic system and
avocaiona sysem was established, and public vocationd education was promoted. However, by
the beginning of the 1990s, the capacity utilization rate of public vocationa training centers had

%9 World Bank, 1997.
“0 World Bank (1997).

191



fdlen to below 50%. This was attributed to problems such as; i) training contents and equipment
were uniform throughout the country and were not adapted to the actual conditions of the regions; ii)
training costs were high (inefficient)**; and iii) government budget shortage.*?

For this reason, the Ministry of Manpower implemented a vocationa training center (BLK &
KLK) reorganization program. Firgt, in order to reorganize training centers in a form that meet
locd demands, it classfied them in the following forms: i) making training centers located in
indudrid aress "Indugtry Training Center” (32 branches), and st up a machine technology
department, electrical technology department, automobile department and aclerical OA department;
i) making "Specid Training Centers' as vocationa centers of specid sectors such as tourism, the
sea, commerce, building, etc.; iii) "Smal-Scae Management Training Centers' (11 branches) were
to conduct training mainly in rurd aress in regard to management, saf-employment, horticulture,
processing of agriculturd products, cottage industry and smal-scade industry; and iv) "Instructor
Training and R&D Centers' (2 for industry, 1 for agriculture) were to conduct training of instructors
along with instructor licenses and the development of training modules, etc.

Second, in order to develop training centers as financidly independent inditutions, it
permitted the use of idle facilities to train trainees from companies, and sue the income thereof as a
unique source of funds to supplement instructor wages and repair equipment.*®  However, since the
number of trainees dispatched from companies decreased after the economic crisis™, we can not
accurately grasp the fruits of this reform.

As roles of the public vocationd training centers, providing facilities and teachers for the
reeducation of the unemployed in urban areas, and the provison of vocationa training in order to
help the sdf-supporting development of the poor in rurd areas, are consdered to be important. In
the medium-term on the other hand, it is anticipated thet they will assume a role of complementing
the activities of private sectors (companies and vocetiona training centers). Specificdly, it is
desrable that they continue to place emphasis on vocationd training in remote areas and poor rurd
villages that can not be covered by the activities of the private sector, and advance reorganizetion in
the direction of restructuring industry training centers, and expanding and improving specid training
centers and instructor training and R&D centers.

5.3.4. Improving efficiency in higher education

Since the economic criss occurred, the government has been putting energy into the
expansion and improvement of basic education and of the socid safety net policy centered on
measures to dedl with the poor. With the supply of Indonesias higher education (this refers to post

! Accordi ng to World Bank report’ s estimates, the per capita cost of trainees of public vocational training centers as of
1994 was USD 850-1,200/year. The cost of training 50,000 persons at public vocational training centersis equal to the
cost of training 3.5 million employees of manufacturing companies (from World Bank-1LO Study).

“2 From World Bank (1997) and Daiwa Institute of Research’s surveys.

“® Based on the surveys of the Bureau of Vocationa Training and Productivity Improvement in the Ministry of Manpower
and Daiwa Institute of Research.

*“ Based on an interview with Daiwa I nstitute of Research.
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basic education, that is senior secondary school level or higher), the ratio of the private sector is
large™, and since the government is limiting its budget alocation to secondary education, placing
emphads on basic educetion, there will be increasng dependence on the private sector role. For
this reason, how the supply of higher education by the government can efficiently and flexibly met
labor market demands under alimited budget will become important.

Bedow, mgor issues of secondary education and policies thus far are reviewed, and then
strategies that will be necessary in the long term are discussed.

(2) Improving the high cost structure of vocationa education

One problem in secondary education is that vocationd education® is high-cost and
inefficient.  According to a World Bank study, expenses incurred in vocational education are
ggnificantly more than regular education (about 40% on average), but despite this, the job-hunting
stuation is dmog a the same level, or vocationd education is more difficult than the regular
education. The wage leves of vocationa high school graduates were on average 30% higher than
those of regular high school graduates 20 years ago, but currently, both wages are dmost at the same
level.

Moreover, the other problem is that vocationd education is difficult to meet labor market
needs flexibly. Since vocationa education is education before entering the labor market, it is
necessary to formulate education plans based on a forecast of labor demands, but |abor demand by
job category is difficult to forecast, and as a result, a supply-demand gap will occur (failure of link
and match). Moreover, public senior secondary schools have smilar bureaucratic problems as the
public vocationa training centers, for example, curriculum cannot be changed flexibly since
activities of the centers are based on the government budget, and the schools do not cut the budget
alocetion for low demand areas, Since budget acquisition is given priority.

In order to solve such problems, the government introduced the Dua System (Sistem Ganda)
in 1994. This is a sysem that sets OJT (on the job training) or apprenticeship system into
vocationa education in schools®®  Since there are few benefits for both companies and students,
only a small percentage of students applied this system.*®  For companies, though there is no need
to pay a wage to apprentices, cogts arise from providing training (opportunity costs of training

*®The percentage of private schools according to education level is 7% of the total for primary schools and no more than
27% for junior secondary schools, whereas senior secondary schools make up 48% (ordinary high schools42%, indudtrid
high schools 63%, other vocational high schools 61%), polytechnics 66% and universities and above 71%.

“® The education system over which the Ministry of Education and Culture has jurisdiction is divided into an academic
stream and a speciaist and vocational stream. With the vocational stream, i) senior secondary technical school (STM)
and other senior secondary vocational school (SMEA, SGO, etc.) train skilled workers, ii) polytechnic (high school
graduation is the entrance qudification) diploma programs (D3) train technicians, iii) universities and above (D4, SP-1,
SP-2) train engineers.

“" World Bank, 1998, Chapter 6.

8 Targeted at all public vocationa senior secondary schools and industrial senior secondary schools, students ected by
each school serve an apprenticeship at a company (about 6,000 small and medium-<zed companiesare cooperating) for a
fixed period of time. (World Bank, 1997, Chapter 7)

“ As of 1996, the percentage that students who attended companiesfor apprenticeship made up overal wasonly about 7%
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employees and providing facilities). Since the productivity of apprentices is low, the cost becomes
larger then the increase in productivity. Among students on the other hand, there are many who do
not wish to specify ther field of specidization at an early stage before school graduation, and they
do not intend to participate in the gpprenticeship system. For this reason, the World Bank proposss
the restructuring of the system in many points, such as extenson of the gpprenticeship term, setting
of the timing of introducing the system, method of selecting apprentices, etc.”

In order to increase the efficiency of vocationd educetion, the following methods are
conceivable. Fird is to increase the autonomy of each public schoal in terms of its finance and its
operation (decentrdization of power). Allowing free dlocation of teacher wages within budget
limit would offer teachers an incentive to improve ther performance. Moreover, dlowing
autonomy in curriculum decisions can form curriculum which meetsthe needs of local |abor market.

Second is to further increase private participation in vocational education. For example if
there are both private and public vocationa senior secondary schools in the same areq, inefficiency
due to the overlap of the courses should be improved, by abolishing a course in a public school
which is dso available in a private school, etc.

Third is to increase compatibility of the curricula between vocationa education and regular
education.  Allowing compatibility in the contents and qudity of curricula between regular
education and vocationa education have the inviting effect of outstanding students into the
vocationd school.

(2) Expansion and improvement of loca universities

There are 64 date universties (including 13 religious universties) and 1,481 private
univerdities (including religious universities) in Indonesia, and there are a huge gap of quality
between so-caled top-ranking universities and those below. In addition, there is a gap between
Javaldand and the outer idandsin terms of the number of university and the quality of education.

Looking at the number of university sudents, 70% of private universty students and 50% of
date universty students are concentrated on Java.  Referring to the policy target of the Indonesian
government to diminate regiond disparities in access to higher education, establishment of
universities by the governmental finance and foreign aid, should be carried on at idands except Java.

(3) Improving the efficiency of university management

To raise the efficiency of university management, the government introduced a competitive
system in budget (subsidies, in relation to private universties) dlocation. Previoudy, the mgority
of budget to universities was alocated as current expenditure in accordance with university scae
and the number of students, based on an integrating sysem where each university accumulated and
clamed budget for each item. But from the FY 1999/2000 budget, the government adopts
Formulae Based Funding, and increase the proportion from development expenditure. Under the
new system, it introduces a new assessment criteria caled RAISE, which emphasizes, on the

% World Bank(1998), Chapter 6.
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management efficiency of each university’’. The better the university performs, the larger will be
the budget extended in the form of block grants.  Each university will be able to use this fund & its
own discretion.®®  RAISE refers to the five indicies of Relevance (whether it develop human
resources tha match labor market needs), Academic Atmosphere, Internd Management,
Sugtainability (ability to execute and maintain plans) and Efficiency (compares input with output, for
example the ratio of teachers to graduates)™ It is thought that the introduction of this principle of
competition will not only raise the efficiency of university management, but will also be an effective
method for the efficient alocation of government budget.

°! Assessment of RAISE will be performed by a special non-government team comprised of interested parties of several
universities and foreign intellectuals.

2 However, this grant will be paid over several years, in accordance to the university's performance thereafter.

%% From an interview with the Department of Religion, Education, Culture and Sport.
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CHAPTER VI

ROLE OF OECF

For the OECF, the countriesin this survey are in the top five ODA Loan recipients on the basis
of totd commitment (Indonesia is 1<t, China 2nd, Thailand 4th, and Philippines 5th), and they are
traditionally priority countries of ODA loans. From the point of these countries aso, the OECF
ranks in 1t pogtion or in 2nd place after the World Bank as a supplier of public funds. Therefore,
in economic recovery from the recent currency crids, the role of the ODA loans of which each
government expects much, is significant.

6.1. ROLE OF OECF THAT ECONOMIST FROM EACH COUNTRY PROPOSE

We would firg like to introduce demands from the developing country side. The economists
of the joint research organizations and policy makers of each country gathered in Bangkok in
February 1999 and conducted a workshop.® At this workshop, the scenarios for economic
recovery in each country were presented, followed by comments of the policy makers on these
presentations and discussion among the participants. It was one of the objectives of this workshop
to strengthen the partnership between the joint research organizations and the OECF.

! The main participants were as follows.

Thailand: H.E. Mr. Tarrin Nimmanhaeminda, Minister of Finance, Kingdom of Thailand (Guest Speaker)
Dr. Kitti Limskul, Director, Faculty of Economics, Chulalongkorn University
Mr. Sansern Wongcha-um, Deputy Secretary-General of NESDB (Commentator)

Indonesia:  Dr. Sri Mulyani Indrawati, Director, Institute for Economic and Social Research, Faculty of Economics
University of Indonesia
Dr. Soekarno Wirokartono, Deputy Chairman for Fiscal and Monetary Affairs, BAPPENAS
(Commentator)

Philippines: Dr. Mario B. Lamberte, Vice President, Philippines Institute for Development Studies (PIDS)
Ms. OfeliaM. Templo, Assistant Director-General, NEDA (Commentator)

China: Mr. Wang Huijiong, Vice President of Academic Committee, Development Research Center of the State
Council
Dr. Xugjin Zuo, Vice President, Shanghai Academy of Social Sciences (Commentator)

Japan: H.E. Mr. Hiroshi Ota, Ambassador Extraordinary and Plenipotentiary of Japan to the Kingdom of

Thailand (Guest Speaker)
Prof. Shigeru Ishikawa, Emeritus Professor, Hitotsubashi University (Commentator)
Prof. Takatoshi Ito, Professor, Institute of Economic Research, Hitotsubashi University (Concluding
Remarks)
OECF: Mr. Toru Shinotsuka, Vice President, Member of the Board (Opening Remarks)
Mr. Yuji Morimato, Chief Representative, Bangkok Office (Moderator)
Mr. Kaoru Hayashi, Director, 1st Division, Operations Department |1 (Moderator)
Mr. Junichi Y amada, Senior Economist, Director, Research Institute of Development Assistance
(Moderator)
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The presenters proposed the expected roles of Japan, particularly of the OECF in the
economic recovery policies, and had a discusson. This approach is different from the schemes of
IMF and other international organizations, and aimed to examine the OECF's aid and role with the
recipients, it was highly gppreciated by participants. The results are shown in Table 61. Thee
requests were ones that workshop participants announced as individuals, and they do not reflect the
demands of countries as a whole, however there are many useful proposals as a reference when
considering the future role of the OECF.

First, the common response from al countries is that traditiona infrastructure development
loans have been useful in forming a nationd foundation, and even congdering the economic
conditions after the recent crigs, their importance remains unchanged. In addition, Thalandad
Indonesia expressed a particularly strong desire to job creation-style projects and increase in job
opportunities to eliminate socid unrest. The participants from Thai, Indonesian and Philippine
together declared that emphasis should be placed on regiond development, and the rdief of
impoverished groups, who suffered damage in the recent crisgs. China aso expects the ODA loans
for agriculturd development, to promote domestic demand by developing inland arees.  Human
resource development is aso urged in Thailand and Indonesig, as andlyzed in Chapter 5, thisissue is
important for both countries. As other digtinctive demands, Thailand desires to activate duggish
business conditions by large-scae projects like an Indochina trangit railroad, and Indonesia needs
assistance for Socia Safety Net.

Secondly, there is a strong request for non-project assstance. A common request from dl
countries is financid assstance, because the respective countries are being pressured by non
performing loans (NLPs) and capita injection. Neverthdess, it is controversia to introduce public
fund in NLPs even in Japanese financid sector, so direct assstance by yen loans will be difficult.
As for the purchase of government bonds being requested by Thailand, it will become possible to
guarantee government bonds issued by developing countries for the Japan Bank for International
Cooperation (JBIC), which isto start operations in October 1999, and whileit is not direct purchase,
it will satisfy such requests to a certain extent. Reguests were dso made from Thailand and
Indonesia for the promotion of smal and medium-size enterprises and assistance of farmer's and
agricultura cooperatives through Two-Step Loans, which will remain priority sector. Asis seenin
Chapter 4, the rale of public financid inditutions in corporate production recovery is mgor, and the
role of yen loans is expected. Moreover, the BP assstance requested by the Philippines has been
aready implemented in Indonesia and Thailand subsequent to the crigis, and it is effective as prompt
assistance, so prompt assistance through bilateral aid is desired al the more.

Findly, roles of assstance other than financia assstance is important. In particular, through
assgtance for various country's projects, the OECF possesses an accumulation of know-how for
smooth project execution, and technica assstance that makes full use of that experience is requested
by dl four countries. Thaland requested that Japanese experience in fogtering smdl and
medium-sized enterprises be put to use, and assistance for preparaion of legd systems such as tax,
finance and exchange is dso being sought by the Philippines. And it seemed to be one of causes of
the crids that the structures of export industries of Southeast Asia and China are smilar, intellectud
assistance for a cooperative industria policy of each country is being sought by China
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Table6-1 Proposed Roles of the OECF by Locally Based Economists

Country Project Non-project Other than Funding
1. Traditional infrastructure 1. Assistance for private sector | 1. Technical assistance in project
development projects. (particularly for banking implementation
Common | 2. Traditional agricultural and rural sector)
development
. Employment generation projects | 1. Strengthening thetwo steploan | 1. Finance and technica assistance
(community level projects; for Agricultural Cooperative for the establishment of the
plantationsin rura villages) Bank of Thailand Development Institution for
. Vocational training for 2. Purchase of Thai bonds SMEs (SMEDI)
employment promotion 3. Recapitalization of the barking
. Educational loans (particularly for sector
vocational training and high -
Thailand Joases education)g (S 4. Two step Ioansfor export.
industries (particularly working
. Small-scaleirrigation capital)
. Indochina Railway Project 5. Repayment of yen loans by
. Local administrative information commodity
network project 6. Loansfor small and
. Natural resource and land use medium-sized enterprises
zoning project
. Assistance for social safety net | 1. Financial assistance for 1. Technical assistance for the
(food, health and education, etc.: recapitalization of the banking planning and implementation of
financial assistance covering the sector (financial assistance for asocial safety net project
personnel cost) project the IBRA to buy 2 Technical and intellectual
. Agricultural and rurdl non-performing loans) assistance for restructuring of
Indonesia infrastructure devel opment 2. Two-step loans for small and public and private sector
projects medium-sized enterprises companies
. Urban infrastructure improvement | (particularly working capital) | 3. Facilitaing negotiations
projects between Indonesian private
. Education enhancement projects sectors (detectors) and Japanese
for human resources development banks
. Traditional industrial 1. Swift BP support which is 1. Technica assistance to improve
infrastructure development unable for international the taxation, finance, foreign
Philippines| 2. Agriculture development project organizations exchange and legal frameworks
. Infrastructure development 1. Human resource development | 1. Intellectual assistance to
required for the introduction of to assist the self-reliant achieve cooperative exports
China FDI development of companies with Southeast Asian countries

. Agricultural development projects

to promote a market economy

and to foster local industries

Source: Prepared by the OECF based on discussions at the workshop.
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6.2. THE ROLE OF OECFSEEN FROM RESULTSOF QUESTIONNAIRE SURVEY ON
ENTERPRISES

According to the questionnaire survey, measures for export promotion, improvement of
corporate finance and human resource development are important themes for production recovery.
Policies to deal with the respective themes are as per the detailed discussions in each chapter.

First, what is common to al four countries is the policy cooperation of each country for export
promotion. As for the reason of export dump, a dump in demand at export destinations was the
factor cited by most companies (only in the Philippines was it the second-most cited reason). To
recover demand a export destinations, the policies of one country aone have limits. Nevertheless,
each East Asian cauntry is currently boosting domestic demand through the implementation of
financid measures. The increesed domestic demand of one country becomes an export
opportunity for neighboring countries, and from this meaning, thereis a possibility that the economy
of the region as a whole will become even more revitalized by adopting policies in which each
company cooperates. Support and advice for network construction to that end is thought to be the
role of ad organization. Moreover, improvement of corporate financid affars is essentid to
invigorate the corporate activities of East Ada including China, and to that end, the restructuring of
corporate debt in the short-term, caled Corporate Debt Restructuring, is necessary. For the
financid sector, the creditors, this leads to the processng of NPLs, which is currently the most
important issue in Southeast Asa It could be sad that the financial assstance and technical
assgtance for this purpose is currently the issue being most demanded of Japan. The establishment of
a long-term finance system for sustainable corporate development and the preparation of a direct
financid market (shares and bond market) in order to make possble the procurement of funds
without depending on indirect finance are necessary. For the establishment of such systems and
market infrastructure preparation (mainly information infrastructure), lega preparations, information
disclosure and the establishment of rating companies, are important, and it would be fair to say that
assistance for such fields is being sought from enterprises in each country.

Moreover, in the long and medium term, the human resource development for technological
innovation is an issue common to al countries, and it could be said that assistance for that (science
education and professiona training in particular) is being expected by enterprises of each country.

As for roles according to each country, the measures that should be adopted are dependent on
the economic conditions of each country, but in the case of Thailand, 1) liquidity assstance through
two-gtep loans, 2) export credit through public financid inditutions; and 3) the improvement of
corporate finance through of long-term crediit, etc., are important in the short-term.  And while there
is a difference in degree, these are common themes to Indonesia and the Philippines. Furthermore,
while being alimited analysis, lack of information on the export market, is mgjor issue in addition to
the fund procurement problem in China, and assistance far the development of information network
is desred. Moreover, preparation of infrastructure to invite foreign capitd is said to be important
particularly in inland areas.
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In the medium-term, as discussed above, 1) assstance for infrastructure to develop the direct
financid market (telecommunication equipment and human resource development); 2) expansion
and improvement of science/engineering courses in higher education, and financial assgtance for
vocationd training for human resource development; and 3) financia and technical assistance to
fodter assstanceing indudtries, are expected by Thailand, Indonesia and the Philippines. According
to interview results, the human resource development and technological innovation are indicated as
long-term issues in the case of China  In particular, a formd financia system in respect to smal
and medium-Szed enterprises has yet to be prepared, and the cooperation of Jgpan in this fidd is
therefore expected.

Aswe have seen thus far, export promoation, improvement of company finance and the human
resource development are common issues to East Asian countries to a certain extent, and the
experiences of one country are dso useful for other countries. Also, it is necessary to consider the
development of export markets and preparation of financid markets within a regiond framework.
Therefore, the OECF is required to 1) contribute to the network building to share the experiences and
knowledge of al countries, and 2) consolidate the functions to provide timely advice for developing
countries by means of managing the knowledge from various inditutions, such as the private sector,
think tanks, universities and governments.

Furthermore, systematizing the specid features and experiences of East Asan countriesisaso
important. During the recent crigis, criticism mounted towards the IMF's prescription, as discussed
in Chapter 1. The region, which experienced the East Asan miracle (title of 1993 World Bank
report) and the recent crigis, is abounding in lessons for devdopment. The OECF has dso been
involved with these areas for over thirty years, and it is desired that it systematizes that experience
and knowledge and puts it to use in future development and development in other areas.



Table6-2 Therole of the OECF according to the questionnaire survey results

Export promotion

Improvement of corporate finance

Human Resource
Devel opment

Common to
four countries

1. Creation of network for

policy cooperation of all
countries.

1. Financial and technical assistance

to reorganize corporate debt.

. Creation of long-term financia

system.

. Assistance for preparation of direct

financial market.

1

. Assistance for expansion and
improvement of science,
engineering education.

. Expansion and improvement of
technological transmission
through fostering supporting
industries.

. Technical and financia
assistance for R& D sector.

. Two-step loans for

extension of export
credit.

. Assistance for

information provision to

. Public financial assistanceto

ensure liquidity to small and
medium-sized enterprises.

. Assistance for financial preparation

to extend long-term funds

. Financial assistance of
vocationa training to small and

medium-sized enterprises.
. Assistance for training projects,
and strengthening cooperation

Thailand forge salesroutes. . Financial and technical assistance with government.
for the debt restructuring of small
and medium-sized enterprises.
. Infrastructure preparation for
setting up of direct financial (shares
and bonds) market.

. Two-step loan for . Support for financia preparationto | 1. Relief of drop-out children
extension of export extend long-term funds through enrichment of poverty
credit. . Financial and technical assistance assistance programs.

. Dispatch of specialiststo|  for the debt restructuring of small | 2. Avoidance of skills loss due to
forge salesroutes. and medium-sized enterprises. unemployment by the

. Infrastructure preparation for enrichment of unemployment
Indonesia setting up of direct financid (shares countermeasure programs.
and bonds) market. 3. Financia assistanceto promote

in-house training.

4. Assistance of vocational
training centers.

5. Expansion and improvement of
regional universities.

. Two-step loan for . Support for financial preparationto | 1. Technical assistance to foster
extension of export extend long-term funds assistanceing industries.
credit. . Infrastructure preparation for 2. Enrichment and assistance of

. Infrastructure setting up of direct financid (shares science/engineering education

A reparation to invite . i .
Philippines ?oree?gn-owned and bonds) market for technological development
companies.

. Support for information
provision to forge sales
routes.

. Preparation of . Provision of formal financial 1. Human resource development
infrastructure to provide means to small and medium-sized to improve corporate
domestic and foreign enterprises. management capabilities.

China market information . Technica guidqncefor financial 2. Foreign student loans for

. Infrastructure sector preparation. overseas study of science and
preparation to invite engineering
foreign-owned 3. Technical assistance to small

companies.

and medium-sized enterprises.

Source: Prepared by OECF based on contents from Chapter 3 to Chapter 5
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6.3. REMAINING ISSUES

Lastly, remaining issuesthat are not covered by the current research are mentioned as below.

Firgly, sustainable assessment of the red Stuation is necessary.  Although the enterprise
survey has clarified the prablems faced by companies, the continuous implementation of similar
sudies is important so that assstance can be provided based on the current Stuation. As part of
such gtudies, it is expected that a more detailed survey will be conducted on smdl and nedium-size
enterprises, which have been severdly affected by the criss. The red stuation will be a key factor
in devisng new macroeconomic policies and should be fed back to dialogues between the recipient
countries and donors.

Secondly, the standpoint of developing countries should be utilized. East ASan countries
possess high-level research bodies, and it will be effective to continue to fully utilize the knowledge
of such bodies. Improving each other will become possble by conducting joint research and
sharing knowledge and experience. Furthermore, China has difficult problems in government level
policy didogue, and in such cases, it is often effective to put forward suggestions through loca
indtitution.  For that reason as well, it is important to foster partnership and actively exchange
opinions with the loca research indtitutions.

Findly, the lessons from the Asian experience must be consolidated. East Asian countries
have accumulated much experience as well as learned many lessons in the history from East Asian
miracle to the Asan criss. High domestic saving ratios and high human resource accumulation -
factors of “miraculous’ high economic growth, should play vita roles for the recovery from the crisis
and further sustainable development. Versdtile andyss is continuoudy required for foreign
exchange policy and financid and socid policy to recover from the criss effectively.
Re-arrangement and consolidation of the lessons from the experience of the East Asan countries
should povide important information for the sustainable development of the East Asian countries
and other developing countries.
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(APPENDIX)
POLICY SUGGESTIONS FROM THE LOCAL ECONOMISTS

1 Policies for the Economic Recovery in Thailand

By Dr. Kitti Limskul
Faculty of Economics Chulalongkorn University

1.1 Objective of Study

At present as of December 1998 the Thai government has been successful in restoring economic stability. It can be
seen from stable exchange rate, and current account surplus in the external sector. Despite external stability successfully
restored by the government restraint monetary and austerity fiscal policy, it seems that Thai economy has shrunk deeper
than preliminary designed. The trade sector has improved owing to import collapsed rather than export growth. The
declining import bill indicates tendency of declining export production. It is therefore crucial q uestion that ‘Thai economy
has reached its cyclical trough? And starting to recover'. In addition, what will be stimulus policy package so that
Thailand can exit out of crisis in the short run, performing a structural adjustment in the medium run and reaching a
sustainable growth in the long run?

It is the objective of this paper to identify such policy measure to redesign the path for recovery of Thai economy.
1.2 Evaluation of Base Period 1998 and Medium-term Economic Forecasting 1999-2002

1.2.1 Evaluation of Government Measures

Our macro econometric model has shown that GDP growth rate in 1998 is still declining with rate of 9.11 percent.
This signifies stage of excess capacity of not less than 30 percent in all industries. The manufacturing production index
has declined with negative rate of 6-12 percent per year.

On demand side, real private investment expenditure (at constant 1988's prices) decreases by 12.15 percent, while
real private investment decreases by 7.23 percent per year. Government consumption expenditure (in current prices)
decreases by 7.47 percent. Total export in local currency (at constant 1998's price) increases by 5.33 percent. Export in
current dollar price is estimated to decreased by 5.5 percent. On the other hand, import bothin terms of local currency (at
constant 1998’s price) and in dollars term decrease 5.33 and 36.0 percent respectively.

More importantly, the austerity policy although bring back the economy on track, it however has some negative
repercussion. A fluctuation of general price level a measure of domestic instability has been managed to reach a stabilized
path. Inflation as measured by rate of change in consumer price index is estimated to be 5.59 (at end of 1998) and 8.83
percent as annual average respectively. This means economic stability both external and domestic has been restored as
result of high interest rate policy during the first to third quarters of 1998. Currently, the declining tendency of interest
rates has been observed. Especially, a sharp under shooting of inter bank rate from 16.40 p.a. in May 1998 to merely 5.35
p.a. in October 1998 may reflect another episode of instability from deflationary pressure.

It can be evaluated that the comprehensive financial sector restructure plan is necessary but still not sufficient for
the absolute rescued efforts. This is simply that Thailand has no virtual net financial resources to fix the problem.
Especially, the burden of banks owing to rapidly rising NPL.

The peak of NPL is related with the trough of business cycle and phase of recovery. As nonperforming loan is very
close to its peak, banks are reluctant to extend banking credit facilities to private sector for fear of high risk in business.

It is estimated that the external debt of Thailand were 899, 98.9, 95.2 billion US$ by yearend of 1995, 1996 and
1997 respectively. Thailand external debt was 53.6, 53.6 and 61.0 percent of GDP in respective year. The debt service of
Thai economy is getting better from 1995 which was 8.7 billion US$, 9.4 billion US$ in 1996 and 19.1 billion US$ in 1997
and 20.8 billion US$ in 1998 accordingly. Without debt restructuring the debt hanged over will still be large proportion of
GDP.

Government has tried to stimulate the economy from the demand side. This is by allowing the central government
deficit increase from 2 percent of GDP in the letter of intent number 5t® 3 percent of GDP in the letter of intent number
6th. As a result, the cumulative balance of the central government reaches a deficit of 115 billions baht.
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The fiscal policy works ineffectively after the announcement of tax increase on ‘Value Added’ tax rate from 7 to 10
percent. The economy has begun to shrink rapidly since then. Even though, successive government has tried to use
counter cyclical policy as seen from third, fourth and fifth letter of intent, it was not effective as economy contracted too
deep already.

Government has turned to concentrate more on adverse impact of crisis on social sector especially lay-off and
unemployment problem after busy with restoring confidence in financial sector. In the 1998/99 budget, the social safety
net was mentioned more seriously.

The MOLSW also initiated a new ‘National Committee on Remedy of Lay-Off and Unemployment' chaired by the
Prime minister. In addition, the MOLSW also seeks for financial assistance from the World Bank (IBRD) and ADB for its
implementation of plans.

There has been less social instability in Thailand than elsewhere in the region until now due to an abundance of
food and the ability of the nonformal and agricultural sectors to absorb the unemployed. Nonetheless, businesses are still
being closed daily and the government must take greater steps to meet the needs of the unemployed as well as the
underemployed. Although, Ministry of Commerce has set up center for coordination on credit for exportto identify credit
needed by exporter. As of July 1998, there are 246 exporters applied for credit. Here, 24 exporters have obtained credit of
2,102.4 million baht. Government is also considering providing two steps credits for trading firms that help SME in
exporting their products. Virtually, there seemed to be too little to less effort in promotion to remedy credit crunch for
export.

1.2.2 Medium-term Economic Forecasting 1999-2002

Our Macro-econometric model forecasting depicts the path to recovery as driven by domestic led growth policy in
addition to export drive.

In short-term, in order to avoid melt down, an immediate measure include macro and micro economic policy. On the
macro side, exchange rate policy should be redesigned such that exchange rate would exhibit optimal level. It is level
where growth rates of export in both constant local price and dollar terms are equal or greater than zero. That is to say,
optimal mix between exchange rate, inflation, capital inflow, and interest rate should be redesigned.

In medium-term, industrial restructuring, banking restructure, capital surveillance, income disparity, rural-urban
disparity, decentralization of administrative powers as well as local public finance etc. are all key issues.

In longterm, Thailand aims to achieve sustainable growth path of its economy. Direction of domestic demand let
growth must be clearly designed. This includes public investment distribution, labor-intensive project development in

both rural and urban area. Balancing between inward vis-a-vis outward oriented in public resource allocation.
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Table 1: Macro Economic Forecasting of Thailand 1999-2002

1997 1998e 1999f 2000f 2001f 2002f
Determination of GDP (growth, %)
Gross Domestic Product (GDP) (0.78) (7.88) 1.30 5.00 5.14 6.87
Private Consumption Expendiiture (1988 s price) (11.10) (2.97) 677 6.83 6.98 8.90
Investment Expenditure (1988's price) (4.23) (10.26) 1242 5.28 1050 17.95
Inflation (average) 7.00 8.38 5.04 557 6.09 6.61
External Balance
Export f.0.b.(USS$ billion) 55.80 53.18 54.86 60.25 65.96 69.85
(% change) (4.69) 3.16 9.82 9.49 5.89
Import c.i.f. (US$ billion) 62.94 39.34 42.05 49.18 58.90 62.31
(% change) (37.49) 6.87 16.96 19.77 5.80
Export f.0.b. (billion baht) 1,624.62 2,176.93 1,974.99 2,112.58 2,247.13 2,309.93
(% change) 34.00 (9.28) 6.97 6.37 2.79
Import c.i.f. (billion baht) 1,876.86  1,587.03 151370 1,722.87  2,006.53  2,060.32
(% change) (15.44) (4.62) 13.82 16.46 2.68
Trade Balance (US$ hillion) (7.14) 13.84 12.81 11.07 7.06 7.54
Trade Balance /GDP Ratio, % (4.15) 9.11 6.22 4.65 2.46 221
Current Account Balance (US$ billion) (4.29) 15.77 14.38 14.50 11.55 10.55
Current Account /GDP Ratio, % (2.07) 11.14 7.22 7.43 4,73 4,01
Monetary Statistics
Domestic Credit Growth (%) 20.11 3.49 11.50 12.14 17.52 18.20
M2 (%Growth) 13.40 14.59 14.50 15.25 15.50 15.50
Exchange Rate (Baht/US$) 30.41 41.45 36.00 35.00 34.00 33.00
Interbank Rate (Yoaverage) 15.69 18.92 12.25 10.25 9.00 8.00
OTHER EXOGENOUSVARIABLE
World Trade Index (5.00) 3.00 3.00 3.00 4.00 5.00

Source: Economic Modeling and Forecasting Program, Faculty of Economic Chulalongkorn University January1999.
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1.3 Government Action Plan
1.3.1 Short-term
1.3.1.1 On Domestic Demand Led Growth

1)  Government should increase public investment in rural area especially in natural resource conservation project. In
urban area, public work can be created to hire unemployed persons. Thus, all labor-intensive activities are financed
by government budget deficit.

2)  Design a labor-intensive project such that unemployed persons and indebted persons can be hired for making a
living ‘Labor-debt swap'. In rural area, farmers’ debt can be swap for off-farm work as well.

3)  Setup monitoring task force to see whether domestic demand expansion can achieve sustainable growth path or
not. We should re-design the feasible path and limitation of domestic demand led growth strategy.

1.3.1.2 On Social Stability

Social stability can be achieved through short-term remedy for unemployment, medium -term effective social
security system and long-term social harmony free from narcotic drugs, crime, aids, child labor abuse, women's role in
development and environmental revitalization.

Social instability is also caused by legal action on middle income household in urban and rural area. It is possible
that the foreclosure law and bankruptcy law is designed mostly for large business dispute rather than personal debtor.
This means large number of debtors will be announced bankrupted. Social instability of this sort can destabilize our
society. Thus, government action is needed right away. Reduction of Social Pain in short-run can be done by raising level
of self-help strategy.

1.3.1.3 Sound Banking Sector

Transparent accounting practice, auditing and information system, good governance of cooperates and capital
adequacy should be main thrust of sound banking sector. The ownership of banking sector can be either domestic or/and
international investor and most preferable, banking sector must be truly public company. No minority family or clan
should be empowered as endless successor of such public company. Thus for government action plan is as follows:

1)  Ministry of finance and Bank of Thailand should invent system of public disclosure of sound banking practice
in par with the credit bureau system that reveals borrowers’ credit soundness.

2)  Ministry of finance and Bank of Thailand should make economy wide re-training of our auditor and
accounting practice.

3)  Turn FIDF role into ‘deposit insurance system'.

4)  Setup warning system to inform public of banking soundness from time to time to educate public of how the
banking is monitoring.

1.3.1.4 Export Promotion

As we have mentioned above that promotion of export can be seen as closed loop system. On real side, production of
raw materials up to processing, packaging, marketing and exporting is under single closed loop system. On financial side,
corporate finance and export promotion run side by side. A ction plan for government in promotion of export is as follows:

1)  Aclosed loop system of export promotion should be set up as temporary task in short-run. BOT should
develop system of risk guaranteed domestic letter of credit under the risk pooling which shared by all party of
concern i.e., importer, producer, and export.

2)  Inexport promotion, a public disclosure of those who are cooperative or good member must be separated from
non-cooperative or bad member of risk pooling society. In order to make a public disclosure, we intend to rank
good exporter by his/her track record in export performance. The ranking can be designed as
weighted-average of various factors. These are credit worthiness, size of export, claim by importer of its export
product, etc. The distinction can be done from track record of each member of newly set up exporter club. The
government guaranteed DLC is traded in the risk market. It is set up with favorable condition to reduce cost
of holding risk guaranteed promissory note.
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1.3.2 Medium Term
1.3.2.1 Capital Inflow Surveillance

Our strategy in the medium is not to turn back to our former stage from current point of no return. We think that
certain flexible capital surveillance should be develop as follows:

1)  Every transaction of export and import must be randomly checked by surveillance system of the BOT. The
committee will be given right to trace fund transfer to evaluate such clearing at random sampling level not
with all files. All action is done with incognito and nameless to keep secret of clients.

2)  Every movement of capital transaction must be recorded by laws, and must be reported to the surveillance
system of the BOT. Although capital transaction is free from control by our designing of the free flow of capital
in consistent with flexible exchange rate system, capital transaction must be reported.

3)  Short-term vis-a-vis long-term capital movement must be differentiated as source of corporate finance.
Corporate that can improve its capital structure from short to long-term capital finance can ask for double
deduction in its corporate tax base.

4)  Capital movement must be surveillance by world level organization as first best warning system of capital
market volatility to small market like Thailand.

1.3.2.2 Exchange Rate and Monetary Policy

At present, exchange rate is appreciating artificially owing to short-term capital movement to bid for FRA auction.
Moreover, as economy is rapidly shrinking import is declining faster than export increases (measured in constant price).
It makes current account surplus but with decreasing trend of export earning in dollar term. Government should have
the following action plans:

1) Inshort-term, monetary expansion should be parallel to fiscal deficit to stimulate domestic demand expansion.

In other words, inflation should be controlled from market efficiency in order not to distort market by cost
control. Since some firms have monopolistic power in their products and market, efficient market information
should be designed to cover the price adjustment. Monetary expansion should be regarded as macroeconomic
objective to balance the optimal mix fiscal and monetary policy. It is hot a micro economic policy per se.
Monetary expansion therefore implies depreciation of exchange rate.

2)  Inthe medium-term when market failure is remedied to certain extent, exchange rate and monetary policy
can be designed such that exchange rate is determined from current account position, and capital movement.
Monetary expansion or austerity can be determined from pace of capital movement.

1.3.3 Long Term

1.3.3.1 Industrial Policy

To achieve target set out in the industrial restructuring master plan, the design of work plan is as follows:

Activity Work Plan No.1: Productivity Increment, cost effectiveness production process and competitive
delivery time

Activity Work Plan No.2: New Technology adoption and diffusion, Machines renewal

Activity Work Plan No.3|: bLabor Productivity Campaign to achieve the skill driven type of
abor

Activity Work Plan No: 4: Small and Medium Industry Promotion in the Regional and
Local area

Activity Work Plan No. 5: Industrial Product Research and Design and Accessibility to
World Marketing Channel

Activity Work Plan No. 6: Regional Relocation of Labor Intensive Type of Industry

Activity Work Plan N(I).7(:j E)irea Foreign Investment Promotion in Future Technology
ndustry

Activity Work Plan No. 8: Relocation and Systematization of Polluted Industry, Promotion
of Technology for Pollution Reduction
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In the design for recovery, we definitely need the following tasks:

1) Creation of training system to modernize skill and knowledge of private and public sector human resources.
2) Establishindependent industrial specific institute that works with particular industry.

3)  Set up Technical Transfer Institute fundamental technical knows how such that firms can develop its own
research.

4)  The above mention package of human resource must come up with long-term industrial capital supply.

1.3.3.2 Enhance Supporting Industry
Action plan enhance SME activities is as follows:
1) Set up SME association by type of industry on the private side.

2)  Set up SME skill development institute contributed by pay roll of SME by half of total cost, the other half is
borne by government budget.

3) Set up specialized financial institute to take care of SME loan and venture capital investment.

4)  Set up product design institute for SME to assimilate Thai skill driven task to suit with modern arts and
tastes.

5)  Set up market strategic institute for SME to penetrate high-end market for value added product from
Thailand.

6)  Setup product development institute to act as R&D arm of SME such that new product development can be
done at cost effective level.

The word institute here does not always signify that new organization should be created since we have constraint in
government budget and inefficiency. We propose to set up network to pool knowledgeable persons in either university
laboratory, faculty, government staff in various ministries, etc. The knowledge pooling system will be communicated
through electronic mailing system, which is quite cheap. These services can be paid in piece by counting time of
consulting.

1.3.3.3 Agriculture Policy

Long Term Strategy:

The land and labor productivity increase is the most crucial for long-term agricultural growth of Thailand. In our view,
agriculture should be designed to compose of three main elements. These are self-sufficient, cooperative oriented, commercial
oriented agriculture subsystem. The first element is natural resource conservation subsystem. Agricultural households who
belong to this subsystem are those who would like to live in a sustainable ecosystem. Self-sufficiency and natural resource
conservation are their main target of activities. Most of their product is not marketable. Government should provide subsidy to
this natural resource conservation.

The second subsystem is agriculture in the fringe area between commercial agriculture and self-sufficient agriculture.
This subsystem should be operated under cooperative philosophy. Government may have portion of long-term loans, subsidizing
program and price supporting program to promote cooperative activity. Government should allow farmers to organize as
cooperative. The cooperative must be independent from government top-down order.

The third subsystem is commercial agriculture such as plantation, large farming, etc. This subsystem can be self sustain
by its own capital and can access to bank credit. No government intervention is required. However, research and development,
technology diffusion and know how should be provided as if it is infrastructure to people. The production is efficient with scale
merit and competitiveness.

Action plan for establishment of specialized financial institution for cooperative should be set up. This is to detach
the cooperative activity from BAAC to act asspecialized bank for the sake of cooperative. Merit of this set up is clearly to
promote the philosophy of cooperative as close to the social concept as possible. Currently, the BAAC acts more closely to
the commercial bank rather than the concept of specialized financial institution.

In order to kick off with smooth action plan, consolidated agricultural reform is need to de drafted in detail. This
comprises 1) Land reform policy by exchanging government bond for foreclosed land, for unused land, and leasing to
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landless farmers in the community after having intensive land and soil development. However, we do not encourage
using encroached forest area as stock for land reform. 2) Forest conservation policy reform, by encouraging community
forest conservation process by recognizing community’s right to manage and conserve forest together with public officers.
3) Water supply policy reform, by recognizing right of local community to manage jointly with responsible authority.
Cross subsidy scheme must be designed such that collected fees from water user will be paid as conservation cost of
natural resource and environment. 4) Reform of concerning government agencies, by unifying agencies with duplicated
job description together. 5) Setting up of institution that deal directly with each particular agricultural product inclusive
of production, preservative technology, and marketing, 6) Promotion of independent cooperatives formation that link with
one another as net work. 7) Negotiate under WTO for some product, which is not ready for market open, prohibition of
import, certain chemical substance that was inter-nationally banned. 8) Special policy reform for small farmers, for
farmers with self-sustained way of life, for semi-commercial farmer, and for commercial large plantation.

Action plan for government is as follows: First, it should strongly promote the formation of cooperative and solidly
promote their activity. Government assistance is allowed in principle if farmers only participate in cooperative activity.
Farmers are allowed to organize to set up cooperative at their own will without limit. Second, it should consider setting
up market clearing center for cooperative on its semi-market based barter system mentioned above. Third, activity on
cooperative finance institution should be strengthening in current BAAC's activities. Alternatively, it may feasible to set
up specialized financial institution for sake of cooperative promotion in long term by allowing cooperative part of BAAC
to work independently on cooperative finance. Fourth, all short-term debt hanged over by individual farmers should be
lengthen and incorporated into cooperative finance scheme in the long run. Farmers will be able to pay back at low
interest charge. Sometime, pay back can be done in kinds. Fifth some agricultural production which is not efficient and
costly compared with products from neighboring countries should be considered to liberalize step by step with cooperative
participation in process of decision making. Sixth, most importantly, productivity of land and labor should be increased
substantially. Seventh, Integrated and sustainable approach to agriculture should be seriously implemented
continuously.

1.3.3.4 Human Resource Development

One private sector model that can meet industry needs is to establish "industry training institutes". Internationally,
the most effective training institutes are generally run by industry. The training institutes would focus on particular
industries and be financed and supervised by industry members. Government seed money is usually needed to
establish such institutes. The funding for training can come from payroll taxes on industry. In long run educational
loan program must be efficiently used for sustainable growth. However, despite benefit of loan program it has also
social cost. Once loan program is not properly designed and monitored, its cost may be in excess of its benefit.

1.3.4 Long-term Social Stability

In the medium to long term, the social security system must be revolutionized. Longterm design for social stability
depends heavily on strength of grass root community and family. Government action plan on this is simply as follows:

1)  Giving self-governing right to community in managing its own resource and environment as partnership with
local authority, industrialist and all other stakeholders.

2) Having a Realistic Reform and Management on Natural Resources. For example in the case of land
distribution, the land with/without title deed is offered same option. If holding of land is withheld, the owner
must utilize land according to zoning map. It is either kept as watershed forest area, commercial forest, large
plantation etc., by fair and technically feasible. Landowner has to find capital fund or government assistance
fund to utilize land economically. Thus, utilized land scale is in accordance to owner ability. The excess supply
of land must be either swap with government longterm bond, facing tax burden, or donate to the National
Committee mentioned earlier with honorable procedure. Note that the land value assessment is fairly done
by the accepted criterion by all party.

1.4 Role of the OECF

It can be deduced that OECF loan to Thailand is concentrated in infrastructure development rather than on social
services. However, in every infrastructure development we can say that there are also elements of social sector impact as
well. The infrastructure development is mean to an end of social welfare improvement.

In the time of crisis, we think that OECF role is very crucial in helping Thailand exiting from this turmoil in
short-term, laying fundamental elements through economic and social restructuring, and design for longterm
sustainable growth path for social and economic development Thailand.
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1.4.1 Social Safety Net

1.4.1.1 Employment Generation by Social Work Program

For those unemployed persons who are presently in debt and facing severe uncertainty of family life, he or she
should be given chance to work in order to earning some income. Thus, social work program should be initiated. To aim
at Rural Employment Generation and Integrated-Sustainable Agriculture Development i n rural area, community based
labor intensive project is proposed here. The project can fit in the OECF commitment social services on Environmental
Protection and Conservation. Now instead of Dam, more concentration should be given to small-scale waterway and
canal of community.

The concept of Integrated and Sustainable Theory of Agricultural Development is also a path breaking to exit from
this turmoil. This time the OECF funded project will be designed in an integrated development. It is self-contained
project that consists of Rural Village Development project, Small-Scale Irrigation project, and Environmental Protection
and Conservation project as self-contained rural development project. This is true social safety net in long run.

In order to create large-scale rural employment, we propose to launch Timber Plantation Project in various areas.
These are for example, forest consisting of indigenous species in the watershed area and in devastated forest area. Fast
growing species with 5-7 years of harvesting period in devastated forest area is also one of alternatives. The fast growing
species is selected on the condition that it will promote soil fertility in long run. Its logging output can be used for
construction industry when economy can be recovered.

In this project, Teak plantation can be used as long term source of revenue for repayment of our foreign debt. The
benefit of this project is quite clear in long run to be compatible with the payback period. Inshort run, benefit is realized
by its direct employment generation. Its medium run benefit can be reaped from harvesting of fast growing species
timber and thinning of Teak timber.

1.4.1.2 Rural — Urban Community Market Linking

In medium term, we think that cottage industry in simple food processing should be added to labor-intensive project
for community of agricultural households. They are partially relied on their marketable agricultural product. The project
would immediately solve medium-term unemployment problem. The demand for simple food processing product can be
created. Rural and urban communities can be linked through either market forces or Cooperatives.

Up to present, most of rural development project of the same sort was virtually successful in motivating rural
household to produce simple food product. The problem is on the demand side. Product can not find appropriate market
with right prices. It is the market failure that producer and consumer can not meet each other. The Rural-Urban
Community Market Linking project proposed here would prefer to use existed marketing channel supplemented by
newly created marketing channel. The existing channel here would mean a well-defined super market, general
convenient store, and gasoline station’s convenient store, Consumer Cooperatives. Newly created marketing channel that
is specific to particular consumer group such as slum dwellers, green consumer in urban area etc., can be proposed also.

The OECF just kindly provides the two-step loan to either BAAC for its Cooperative Activities to produce and to
financial institution that further extends its credit to consumer Cooperatives. In fact, it is possible that the BAAC will
cover wider credit extension. That is not only providing credit to farmers but also to Cooperatives having various
objectives. It can now provide credit to farmer cooperatives as producer on one side and urban consumer cooperatives on
the other side. This may or may not include specific objective convenient store that act as channel for simple food product
on the consumer side. Later, when this organization becomes stronger new products like herbal food, flowers, handicrafts,
etc. can be extensively enlarged through network.

1.4.1.3 Urban Employment Creation Project

In urban area, labor intensive project on environmental problem such as garbage disposal, treatment of polluted
water discharge, cannel clean up, pavement maintenance and planting of trees etc. should be considered for low income
group first. The finance of social work program can be applied from the existing social development fund that is managed
by government saving bank at the moment. Size and scope of which should be augmented by ODA loan from OECF. The
size of loan can be computed from number of low-income communities in urban area all over the country.

For middle income group the following measures should be considered. That is Promotion of Employment in the
Public Service Sector, Local Government, Cooperative, Community-Based Social Work Project. As manufacturing
industry is not able to absorb employment in time of crisis, social labor market should take this responsible. Upon our
survey, we found that local government like municipal, district administration will be activated to full scale in near future.
Yet, it is unfortunate that permanent staffs of these organizations are insufficient and having very high turnover rate.
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Skills which are seriously in need are accountant, finance clerk, middle class manager, health and sanitary officers,
manager on fees collection. In most of cooperatives that run by rural community, evidence of same problem is found as
well.

Thus, OECF assistance to this local administrative body can be done in two steps. First step, ODA loan is borrowed
by Ministry of Finance of Thailand. In the second step, Ministry of Finance lends to local administrative body in
exchange for local government bond. Not every local administrative body can issue bond. They have insufficient tax base
and public resource to create promising income stream in the future. If this is the case, then ministry of interior will be in
charged of this loan. Pay back for principal and interest of loan is from local public finance instrument such as tax and
expenditure and/or from consolidated central government budget. Thus, ODA loan can play role in funding the task of
‘ Training of the trainer’ so that this trainer will further train local administrative officers and staffs. Here, we propose
the Skilled Labor Retention Finance and Industrial Specific Skill Training Institute Project.

Therefore, short-course of industrial-specific training loan program should be set up. It will be responsible by specific
industrial institute. The two-step loan from OECF is necessary in this case.

142 Access to Financial Source: Long Term Borrowing and Imperfect Capital Market

Gigantic role of OECF in this respect is wishful by every Thais. Currently, private and public debt of Thailand
borrowed from Japan were not less than half of total external debt of Thailand. It is nominated mostly in dollar. Not only
Thai companies but also affiliated Japanese companies in Thailand have borrowed from Japanese capital and money
market. In this respect, we propose the Dollar - Yen Nominated Debt Swap Project

All debt nominated in dollar should be lengthened as long term debt nominated in Yen. The Thai Ministry of
Finance should issue government guaranteed bond for long term borrowing from Japan as G-to-G loan. The YEN loan is
provided to buy this Thai bond. Half of fund obtained through this loan should be used to finance long term capital
investment in every real sector. Corporate finance of export firms is shut down by Thai banks for the time being. If this is
prolonged, capacity of export sector which is still survived will be deteriorated. For corporate that can not run its own
production due to sluggish demand, restructure of production system and cost reduction is also needed. Government may
use part of fund to stimulate demand for these firms as well by increase public spending on labor intensive public works.

The later half will be used to recapitalize banking sector. It must be assured to lead finally to corporate debt
restructuring. As Thai people have obligation to pay tax in the future to pay back for this loan, we must be assured that
this ODA loan is effectively used and can absolutely solve banking problem.

1.4.3 Export Promotion

1.4.3.1 Debt for Export Swap Project

OECF loan can help to finance import of raw materials that will be used for export. This is done through Thai
EX-IM bank. However, as the scale of export promotion actually ranges from good manufacturing practice (GMP) in the
production process, to product design, packaging, and most importantly guaranteed of market demand. The OECF can
mobilize its fund to manipulate excess production capacity in ASEAN region. This is to match with excess demand in
deficient production capacity country such as Indochina and African countries. In terms of concession loan, OECF may be
able to match fund with products. For example, cement for road and housing construction in these deficient regions may
be filled up by shipment of cement from excess supplied region. Road construction in Vietnam, Laos, Myanmar, and
Cambodia if being financed by Yen loan can be done through ‘Debt-Export Swap' In other words, Japanese debt owed by
Thailand is paid in kinds by Thai products such as cement, plastic, electrical machinery and electronics product,
agricultural machinery, transport equipment and spare parts, construction material etc., that is in excess supply for at
least 5 years.

Japan may help to make complete re-alignment of specialization in production among ASEAN-Indochina, China
and NIEs countries in order to achieve perfect division of labor. Now, OECF loan can help to create process of debt to
commaodity swap. Each country uses imported input for its production of export. Export earning is used to service debt.
OECF loan to say Cambodia for its import of raw material and capital goods in its infrastructure development can be
arranged to swap for products of indebted firms in Thailand. The process continues until Thai firm can pay back their
debt completely by its produce. Thai firms can use OECF two-steps loan to pay for import of raw material and
intermediate input from other ASEAN country or from NIEs and Japan as well. The whole process starts from OECF
loan that is used concertedly by Asian countries as debt-commodity swap among one another.
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In normal practice, OECF can assists through financial institutions mostly government ones. Using scheme of
two-step loan. In time of crisis, OECF role can be crucial to place emphasis on private sector assistance. The role of
Export Industry Modernization (EIMP) that helps export oriented companies by financing low-interest and long-term
loan to capital investment such as machinery through IFCT. The ASEAN-JAPAN Development Fund (AJDF) provides
loan to small and medium scale industrial enterprise. The Small Scale Industry Promotion Program (SSIP) provides
long-term loan to SME. These institutes can be strengthened and add its ad hoc crisis management criterion to its loan
provision. That is the EIMP, AJDF, SSIP can now provide short-term loan to bridge fund requirement between importer
of raw material, upstream producer, medium stream producer, downstream producer, and export. The loan can be
exercise through Thai-EXIM bank and/or Krung Thai Bank and IFCT or on special channel not related to the NPL
inflicted record. Firms that will be incorporated into this special fund have to group themselves into loan package and
cross-certified by one another with group’s collateral as necessary condition and certified export order and performance as
sufficient condition. After crisis is over, these institutions can fully divert back to their normal track.

In time of crisis, export demand is facing market failure situation. Normal practice can not be successful. In stead,
international intervention by Japan is necessary. OECF needs to look at the regional consolidated good and services
demand and supply as a whole rather than Thailand per se. Financial role is necessary but not sufficient to pull the
region out of turmoil.

1.4.4 Human Resource Development: Vocational Development, and Restructure of Higher Education

OECEF role in this respect is very appreciated. With an ODA loan amount of 10,000 million bahtaugmented to ADB
loan, we think that economy is heading for structural adjustment in industry, service and in agriculture sector. We think
that long term human resource training for occupational change is absolutely needed. Training institute both private and
public should be consolidated together to draft national scale training plan. Public agency alone is not capable to handle
this national agenda. International training institute should be called to share this effort. Especially, training institute
from Japan must be main counterpart. It should be noted here that training should acquire longer time span than
usually thought. It should be at least one calendar year or more. Labor has to pay for his/her own human capital
investment with low interest charge and long-term repayment. However, diploma obtained from this training is not
applicable for higher salary or wage negotiation automatically. It must be proved by its productivity incremental effort.
Thus, those who would seek for further education must be careful not to mismatch diploma with wage increase.

In fact, we would like to make occupational change for those unemployed and layoff. For those without
unemployment status, he or she should be able to pay partially for training cost. The diploma obtaired from this training
is applicable for return if employers agree to do so. It is purely a training market where demand and supply works out by
market forces.

As government subsidy for higher education is too costly. It is not feasible to provide this loan for all. OECF role in
this respect is to give long- term YEN loan to finance Thai educational loan. This loan is mainly for upper secondary and
vocational education with 90 percent of allocation weight. The rest will be allocated to university student loan program.
Major part of university student loan must be self-finance. The reason is that if higher education is subsidized through
this educational loan, Thailand will face with large margin of excess demand (supply) in workforce with upper secondary
and vocational education (higher education). That is to say student is subsidized to go further for higher education. It is
not sure whether they can work properly for job description lower than university degree level. This is contradicted to
industrial restructuring plan and promotion of investment from abroad. Thailand will be too early to be matured in labor
market.

In this respect, we would like to request OECF to provide two-step loan to upper secondary and vocational education
through Educational Loan Program in addition to Thai government budget. The government bank is supposed to
manage the loan for the government. Here, instead of Ministry of Education itself designs the criterion of getting loan, we
would like to propose a national level committee with provincial subsidiary. The network of committee will make the
educational loan becomes more transparent and effective.

1.4.5 Promotion of Small and Medium Industries and Enterprise

OECF must consider to rank stage of economic development in Asia. After that it would start to provide assistance
in accordance to development stage. ODA loan will be provided to rescue particular industry in each country according to
its comparative advantage. This is to give priority to industry in each country such that consolidated assistance fund will
not cancel out in total result.

For example, Malaysia may be given industrial restructuring fund in electronic while transport equipment should
be responsible by each country government. Thailand may be given assistance to transport equipment rather than other
since it is comparatively efficient. In less extreme sense, ODA can be provided for all industry as a consolidated pool of
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technological transfer, market information search, product design etc., as basic knowledge accessible by every firms
either Thai or Japanese affiliated. The rest of ODA is specific to particular industry which Thailand has comparative
advantage.

1.4.5.1 SME Development Institute Project

OECF loan can be provided to set up new specific institute under the Ministry of Industry. However, its role has to
change abruptly to be private oriented task. The new institute is called SME Development Institute (SMEDI) . The task
of SMEDI involves the following mission:

(1) SME Technical Supporting and Japanese Technology Transfer

Technological supporting institute in die and mould, product design, production process design to achieve
GMP level should be set up as well. SME must try to create own Research and Development so that in long
run it will be freed from parent company to prepare to leave forward. OECF loan can be provided to set up new
specific institute under the Ministry of Industry. However, its role has to change abruptly to be private oriented
task. Through this institute Japanese technological transfer can be executed. Transferred technology is
confined to basic or fundamental technology that is general for all SME such as basic design fundamental to
machinery and machine tool etc. The detail product designs and knows how must be traded through
technology market between supplier and clients. SME can also obtain long-term fund to buy technology,
developing such know how further, simple R&D investment. The technology of low to medium level can be
done by local SME and supporting industry SME. Thus, OECF loan can be allocated to finance these long-run
public R&D and individual firm technology investment. In the last episode, parent company, venture capital
fund may be interest to invest in Thai SME through equity.

(2) SME Market Information Collecting, Assessing, Disseminating

Consolidated market information that can be accessed by every SME is also important. SME should be
partially free from parent company in market access. SME needs to be grown up someday. OECF loan can be
provided to set up this task in SMEDI.

(3) SMEDI Extension Role

SMEDI mentioned earlier should cover also the locally owned SME as stand alone SME. The skill driven
entrepreneur, outward oriented led growth is very crucial to sustainable development of Thai entrepreneur.
OECF role in this respect can be importantly provided for the local firms especially in provincial area. The
SME in food processing industry has high priority to Thailand second by local textile and garment.

Long term loan in various respect ranging from upgrading of technology, long term capital with low interest
cost, market information etc., can be kindly considered by OECF. The SME of this type should be promoted in
par with SME as supporting industry.

Japanese savers who in the past provide fund for Thai industry as loan may now consider turning loan to
equity. The SME can be such capital deficient firms to suit the idea.

1.4.5.2 SME Financial Institute Project

Specific financial institute must be set up for SME with long term capital and subsidized cost of fund for certain
years. Feasibility of business rather than collateral like land must be priority in assessment of project. In this respect,
OECF can help strengthen the Small Industry Finance Cooperation (SIFC). The scope and role of SIFC must be changed
to cope with wider range of work program, and area rather than act as stand-alone public financial institute. It can
cooperate with IFCT and/or BAAC to set up new longterm SME financial institute that is headed for SME development
in manufacture and simple agriculture processing sector. The Institute of Longterm Finance for SME (ILFSME). The
two-step loan through this institute can be provided to private firms.

1.4.6 Development of Infrastructure

1.4.6.1 Main stream approach on Domestic Infrastructure Project

As we have mentioned earlier, infrastructure development in large-medium-small scale are necessary to economic
recovery in short-medium-long run of Thailand. We would like OECF to consider the project on natural resource and
environmental revival in rural and urban area. This includes the human resource development to work for this
long-term project.
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We do not agree with the idea to build large-scale irrigation dam, extensive road net work or any other physical
structure as before but rather balancing small and medium scale, software to hardware.

One of main stream approach on domestic infrastructure that we accept is to build water distribution system. The
manmade canal can be construct through out important agricultural area according to zoning map. The canal can be
running along the certain rural road network. Thus, network of agricultural small irrigation system project will help to
facilitate agricultural reform policy proposed in this study.

1.4.6.2 Local Administrative Information Network Project

The project intends to set up local information network from level of Tambon is sub -district of provincial level. It is
also local administrative level with smallest constituency in election. Tambon itself consists of villages. Thus, Tambon can
be regarded as one self-contained local administrative body called Ongkan Borihan Suan Tambon (Or-Bor-Tor). The
computer network can be set up to link Or-Bor-Tor to one another and to central government agency of concerned and to
the World Market. For in stance when a Tambon would like to know the price movement of agricultural products,
Cooperatives in Tambon would like to exchange its own product with other Cooperatives it can sent detail data of excess
product and price offered. It even makes own homepage to advertise to the world for tourism promotion. The central
government can also retrieve information and pre-designed data sheet from Tambon to make better planning and
budgeting and evaluation. Data comprises sociceconomic profile, land use, produces of the area, health situation,
education level, voting behavior etc. One of immediate benefit of the network is barter of excess produces among
Cooperatives through electronic mailing system. It should be noted that the data should be processed by central
information network, preferably non-profit private organization to get macro view from consolidation of 7,000 Tambon.
Data should be accessible by general public for classified data. Most importantly, the local tax collection and distribution
of grant and subsidy on expenditure will be more effective.

This project is in fact a social investment project that requires hardware as well as software. OECF fund plus
Japanese technology can be blending together to reach fruitful result. The immediate benefit is the direct employment
during installation and implementation. IT sectors in Thailand and Japan will also benefit from this indirectly. The social
cost is not as high as its benefit.

1.4.6.3 Regional Link Infrastructure Project

As a matter of fact in order to exit from this turmoil and reach for longterm sustainable development, Asian
countries need to have MEGA PROJECT. We would like to propose a project on medium speed train in Thailand that
can link with Indochina, South China, Malaysia, and Cambodia. New rail track must be laid to replace current narrow
track. Machinery, machine tool industry can be developed as backward effect of the project. Labor intensive social work
can be created in the process of construction. Excess supply of construction materials will be cleared. Accessibility by
Myanmar, South China, Laos and Vietnam to the Eastern Sea Board, Thailand to port in Vietnam, as well ROW can
access to these inland market area can be beneficial to both Thailand and neighboring countries. With consent of
National Security Council, we really think that the medium speed train is feasible. The ODA loan and technical
assistance can be from Japan.

The phase of development of this train project is in long-run nature of more than 20 years. For the first 10 years,
existing train system both logistic and organization must be developed and restructure with consensus of National
Railway staffs’ association. This is to lay long term foundation for the second phase. The medium speed train will be
construct in the next 10 years. It is cargo train with only small allocation for passengers. The long hauling of cargo from
South China, Laos, Myanmar, Vietnam and Cambodia can be linked with Lam Chabang port. It will also link with
Malaysia and Singapore on cross border trade in early of next century.

1.4.6.4 Natural Resource and Land Use Zoning Project

It is mentioned earlier that our design for long-run social stability is definitely determined by how natural resource
especially land resource in rural area can be managed to increase its productivity in longrun, re-distribute to the
landless, efficiently allocated as factor of production. In urban area land ownership, land use, asset distribution map etc.
is also necessary to strengthen local public finance. All these activities can not be feasible if without land map and proper
zoning. We would like to request an OECF loan on Land Use Zoning to materialize our long-term plan on cross subsidy
between land ownership and landless. The pilot project can be executed by this fund to show that it is feasible to do. How
to solve the constraints therein. After Thai economy recovers full scale zoning map can be done based on own budget in
long run.

In the urban area, land zoning can help to lay foundation for environment planning. With proper mapping, all
stakeholders can come to agree on common interest. The social benefit is sound environment investment, monitoring
and control.
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2 Policies for the Economic Recovery in Indonesia

By Dr. Sri Muluyani Indrawati
Director, Institute for Economic and Social Research, Faculty of Economics, University of Indonesia

2.1 Introduction

The development of the Indonesian economic and political situation in the past 12 months has been overwhelming.
The crisis experienced by Indonesia continues to run on parallel and interdependent tracks of economic and political
uncertainty. The range of the outcomes of this drama can be very wide from the optimistic to the pessimistic. But for
certain, leaving political issued remained unsolved, it will be difficult— if we do not want to say impossible— to achieve a
progress towards economic stabilization and recovery. On the other hand, it will take much longer time to wait for
democracy and increased participatory processes. Thus, the reforms needed to achieve economic stability and the
beginnings of a recovery cannot be delayed.

While the political outlook is still highly uncertain, twelve months after a drastic collapse in domestic demand and
the financial sector, there are tentative signs of economicstability and turnaround by December 1998 in terms of
exchange rate strengthening, declining inflation and interest rate, and effectiveness of macroeconomic policy. On the
social impact of the crisis has been great in terms of falling real wages and incomes, greater unemployment and deeper
poverty. However, recent analysis suggests that initial estimates of the social damages have been overly pessimistic
(Nasution, et.al., 1998). In fact, some regions outside of Java, notably Sulawesi and Sumatra, have enjoyed export booms
and better socio-economic conditions than those of Java.

These are important and good signs. They confirm that there is potential and a basis for Indonesian economic
recovery. At the same time, we must not become overly optimistic that the turnaround will continue without
considerable further policy efforts. Large risks and potential fluctuations in economic conditions still lie ahead.

This report addresses some important issues for Indonesian economic recovery over different period of time.
Systematically, this report first will review the causes and sequences of the Indonesian economic crises. The recent
macroeconomic development and short-term outlook will be discussed in the following section, while the strategy and
action plan for economic recovery of Indonesia will be discussed in the fourth section. Finally, in the fifth section the roles
that OECF can play for helping Indonesia in the recovery processes will be addressed.

2.2 Sources of Indonesian Economic Crisis

1) Theweaknesses in the financial sector, both moral hazard and incentive problems as well as institutional and
regulatory weaknesses :

Problem in classifying loan

Accounting and provision rules do not follow the international standard

Lack of enforcement of the central bank regulations

Lack of business laws for example : the bankruptcy law does not exist until Sept 1998
2) The weaknesses in government and corporate governance and transparency :

Perverse connections between lenders and borrowers were common and led toinsider and poor quality
lending and the financing prestige projects and “white elephants”.
There were four related problems in corporate governance: concentrated ownership; weak incentives,
poor protection of minority of shareholders and weak information standard.
3) Incentive to borrow imprudently because of the interaction between macroeconomic conditions and
policy responses to capital inflow :

One of important causes of the crisis is a rapid build up of private debt. The only reason for private debt
accumulation is that borrowing abroad is much cheaper than from domestic sources.
Exchange Rate Management gave a wrong signal to private agents. As a result it gave less incentive to
hedge the exchange risk.
4)  Microeconomic factors both domestic and international side (including due diligence on the part of foreign
lenders) :

Poor quality of domestic financial intermediation and lack of corporate governance.
Implicit guarantee led to excessive borrowing
5)  The existence of populism policies including a huge increase in minimum wage and fuel subsidies.



2.3 The cost of Economic Crisis
2.3.1 Economic Cost :

Domestic demand dropped by 18.8 percent in 1998.

Investment was the most affected by the crisis: slumped by 25 percent

GDP shrank by 13.45 percent, of whid the construction sector is the first and the hardest hit by the crisis. If our
assessment on GDP data is correct, then the Indonesian crisis was the worst crisis happened (in terms of declining
in output in one year) in the world history after the World War Il.

Tax bases were eroded and it turned fiscal balance from surplus to 4-6 percent in deficit.

Capital flight fueled at about US$ 25-30 billion from the 1997-1998 and eroded tax bases.
Government foreign debt accumulated significantly for financing the crisis- after experienced a decline in stock
for almost last 2 years.

Some important economic institutions such as financial sectors and certain corporate failed to function properly. As a
result, economic transaction costs rose substantially.

2.3.2 Social Cost :

Unemployment rose from 3 percent to 6-7 percent while underemployment could increase to 50 percent from 36
percent in 1996.

Real wages declined for all entire regions in the country from 19% in North Sulawesi to 34 % in East-Java.
As a result, poverty incidences rose from 18% in 1996 to about 28 % in 1999, where urban sector was the most
affected region.

Crime and riots spread out across the country led to a lot of damage in physical property and number of casualties.
Social cohesion is appeared to decline.

2.4 Policy Responses

1)  Corporate Debt Restructuring : among the major steps is the establishment of Indonesian Debt Restructuring
Agency (INDRA). The benefits of this scheme to the government is reducing demand of US dollar and to ease
the pressure toward exchange rates. Government has also modernized the bankruptcy system on April 1998.

2) Banking System Restructuring : it would mainly take place through IBRA (Indonesian Banking
Restructuring Agency) which work in close consultation with Bank hdonesia. By September 1998, the
government also announced two important policy : (@) the formal merger of four state banks into the newly
established Bank Mandiri; (b) the start of the recapitalization program. Bank restructuring is to be financed
through the issuance of government bonds.

3) Food Security : to ensure that the poorest have continued access to rice, the government is rapidly expanding
the highly subsidized targeted program to deliver 10 kilograms of rice monthly to poor families at a price of Rp
1,000 per kilogram.

4) Employment Support : There are two broad types of schemes : (a) programs for labor intensive public works;
(b) urban version of community driven public works in the pipeline, and padat karya (labor intensive) type
programs. The expanded employment-generating programs are expected to enable the government to provide
temporary employment opportunities to 3.5 million workers daily throughout the year.

5) Health and Education : the government has decided to expand transfers designed to stem the reduction in
enrollment rates in primary and middle schools in poor regions. The government response to drug shortage
has been to maintain the public sector pharmaceutical industry and to provide special purpose lines of credit
for imported inputs of private producers.

2.5 The Macroeconomic Outlook

The assessment of recent development indicates that the Indonesian economy in the next two years (1999 and 2000)
will continued to deteriorate especially for 1999 and the slow growth for the next three or five year ahead is unavoidable.

1) Domestic Demand : LPEM macroeconomic model predicts private consumption in 1999 will decline further
at negative 12 percent growth rate and expected to recover in 2000 at 1.5 percent of growth rate. As for
investment, it is expected to shrink further by minus 2.3 percent in 1999 and recover at 5.9 percent in 2000,
only if the political uncertainties are resolved.
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2)  Aggregate Production : the production side of the economy is expected to deplete further by 2.6% and it is
projected to recover in 2000 at 2.2 % growth rate. Agricultural sector and mining sector is projected to score
positive growth rate in the next two years, while manufacturing, construction, services, and financial sector
will be contracted further in 1999 before recover and score positive growth rate in 2000.

3) External Balance : export is expected to improve and grow at 5-10% in two years ahead, while import will
continue to decline, resulted in the trade balance surplus. The overall current account position will depend on
the development in the debt negotiation. With any recovery in capital inflows during the second semester, it is
likely that balance of payment will be in a surplus position.

4) Inflation : prospect of inflation for the next two years still uncertain depend on many factors including how the
government will pursue the banking restructuring and the fiscal deficit. But it is expected inflation will decline
to 20-30% in 1999 and continue to decline to 12-15% in 2000.

2.6 Grand Design for Economic Recovery
2.6.1 Short Team Agenda
2.6.1.1 Restoring Macroeconomic Stability

As the first immediate step, the macroeconomics stability is required as precondition for further recovery program.
The objective of macroeconomic management on the current situation are both to control aggregate demand and boosting
supply side. This will take place through a conventional demand management to restore production as quickly as
possible, while stabilizing the exchange rate and keeping inflation down.

Action Plan
1) Prudent Demand Management

The governments should retained the current combinations of floating exchange rate and targeting of base
money expansion, which already begun to deliver lower inflation. It is not realistic to attempt fine-tuning of
monetary poligy, thus it would involve only monitoring of other monetary aggregates. On fiscal policy side, this
will involve better management of expenditure side, mainly the selection of remaining subsidies as well as
consolidating “off budget” expenditures.

2) Restoring External Balance

On current account side, the effort to be made is minimzing interest payment through debt rescheduling and
maintaining export growth. The smooth provision of working capital to export sector and further trade
liberalization should be prioritized. On capital account side, Indonesia is still relying on foreign resources in the
very near future. The focus would be on attracting foreign investment, retaining the existing foreign investment
and minimizing any further capital outflows.

2.6.1.2 Reactivating Economic Activity

The priority should be given to the rapid recovery of banking system, reactivating the corporate sector, and easing
the credit constraint faced by SMEs(Small and Medium -size Enterprises). However, it is important for the government to
realize that these policy measures taken in the short term should be able to lay down groundwork for immediate
economic recovery and not to add more distortions to the economy.

Action Plan
1) Corporate Restructuring

This should be conducted in comprehensive and credible approach which constitutes a systemic approach of
the problem. However, it is important to take into account the institutional weaknesses in Indonesia, which may
ruled out some options.

2) Banking Restructuring

The success of bankirg restructuring would very much depend on these crucial factors : transparent bad asset
management; government financial support; sound monitoring and regulatory framework. The financing issue of
banking restructuring is also minimized in concern with the fiscal cost and consider the principles of justice and
distribution by ensuring equitable distribution costs. The restructuring program should be complemented with
credible government policy and well-communicated and well-socialized restructuring program and objectives.
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3) Financial Assistance to SMEs

The modes of implementation is the major issue in financial assistance policy to SME. It is suggested that
governmentutilize the existing credit scheme that have shown good performance during the crisis. For example,
through KUPEDES and/or Regional/Village banks (BPRs). What is urgent to be done in the short term toward
the empowerment of SMEs are designing sound grand policy to empower SMEs and preparing detailed policy
implementation guidelines which leads to overcome structural problems faced by SMEs.

2.6.1.3 Mitigating Social Impact

As for mitigating the social impact, in an immediate steps the government must protect the poor through social
safety net policy to help the poor from shortfalls in consumption due to the crisis and ensure that short term decline in
real income and public spending do not lead to severe effects on welfare reduction.

Action Plan
1) Improving the Social Safety Net Implementation

The important challenges of the social safety net policies including the appropriate design of program so it will
targeted the poor with the lowest deadweight loss and efficiency loss, and consistent and accountable
implementation. In particular, the social safety net policy should cover the following area:

a) Maintaining the affordability and availability of key commodities;
b)  Enhancing labor-intensive projects with emphasize on appropriate wage setting mechanism;
¢) Preserving critical social servicesiscrucia to avoid impediment of the poor participation in future recovery.

On the implementation side, the issue of monitoring and evaluation is very urgent and crucial in the short
term. The methods used for monitoring and evaluation should be a combination of quantitative and participatory
monitoring, which isparticularly valuable for increasing effectiveness by strengthening community involvement,
and increasing efficiency by scrutinizing the use and allocation of funds.

2.6.1.4 Institutional Restructuring

The initial steps in the near future would mainly focus on improving the coordination among line ministries in
enforcing the existing regulations. Transparent monitoring system on the restructuring process in corporate and banking
sector is also very important, since it will affect the eventual outcome of the restructuring process.

2.6.2 Medium Term Agenda
2.6.2.1 Restoring Growth

The precondition for achieving positive economic growth is the reactivation of the supply side, mainly supported by
the positive outcome of the restructuring process. The primary boost is expected to come from foreign capital flows as well
as the recovery of export. The prudent macroeconomic management is still required to minimize the destabilizing effect
of structural reform undergoing.

Action Plan
1) Boosting Export Sector

The emphasize is on enhancing export competitiveness from the supply side, which can be promoted through
further trade deregulation and improvement in several crucial factors, such as : industrial land and physical
facilities, utilities infrastructure and servi ces, financial facilities and services, technology and R& D support

services, supporting institutions
2) Increase Foreign Direct Investment

The type of FDI to be focused on is export-oriented FDI to generate foreign exchange reserves. The various
steps are required to address both issue : (a) increase the Indonesia attractiveness for international investment
community; (b) ensuring the benefit of FDI to Indonesian economy through strong linkage and strategic role for

future industrial development.

3) Revitalizing the Macroeconomic Policy Instrument
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On fiscal policy, this related to activate its stabilization and resource allocation function through the issuance of
government bonds and improvement in tax collection and widening of tax base. On monetary policy, the
framework should move to inflation targeting approach., since the dual targeting of monetary policy has been
proven to be an unsustainable framework.

2.6.2.2 Strengthening the Industrial Structure

A more competitive external environment and the need to enhance competitive advantage to boost export sector and
strengthen the external balance has made the strengthening of industrial structure is inevitable. The policy directions
towards improving the industry structure would primarily consist of removing protection from inefficient operations,
eliminating wasteful rents and enhancing technology upgrading.

Action Plan
1) Empowerment of SMEs

The broad priority areas for SMEs development covers: improving the policy environment for SMEs,
improving SMESs access to finance, and giving technical assistance. Measures to ensure this can be, and need to
be, economically sound as well as politically acceptable. Thus, the strengthening market mechanisms is a critical
element in the promotion of SMEs. Specific initiatives should include: maintaining and improving
infrastructures; dismantling monopolies; reducing administrative controls to internal trade; reducing high
transaction costs facing SME’s.

2) Raising Industrial Competitiveness

Indonesia should diversify its source of comparative advantage. This would involve five policy area of
consideration : the incentive system, investment in physical capital, investment in human capital, increasing
technological effort, improving institutions related to technology upgrading. From industrial and trade strategies
perspective, Indonesia needs to adopt a neutral tax and tariff structure for both domestic and imported raw
materials to encourage domestic linkage which in turn reduce the dependency on imported raw material.

3) Achieving Efficiency Through Privatization
Government must pay careful attention to many elements including : the enabling framework of market

structure, competition and regulatory policies; divestiture policies and processes; including preparation of
enterprises for sale; and public debt management.

2.6.2.3 Improving Market Infrastructure

The policy towards strengthening of industry structure would be very much complemented by developing sound
market infrastructure, which include competition policy, standardized business conduct, and exit policy. It will contribute
in setting transparent rules for market activities that limit uncertainty and increase information availability. It is in
particularly important for small enterprise, as in the elimination of advantages gained by large firms on the basis of
government policy.

Action Plan
1) Sound Implementation of Competition Policy

Major changes in the incentive regime are required, so as to create an environment where firms are effectively
challenged to become internationally competitive. The main objective of competition policy is to protect the
competition.

2) Transparent Financial Disclosure

To establish an effective system of accounting and auditing, the first step is to incorporate appropriate legal
requirements in company law or regulations.

3) Well-Function Commercial Legal System

Investors, both domestic and foreign, need confidence that agreements are enforceable. This would involve :
improving the court system and access to legal information.

4) Upgrading Bureaucracy Capabilities

The principal function of the government would be to provide a regulatory framework in order for competitive
markets to provide the incentives that encourage the emergence of market-based leading industry.
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2.6.3 Long Term Agenda
2.6.3.1 Improving Equity in Development

Improving equity in development should emphasize on improving the equality of opportunity, not necessarily
equality of outcomes. This would involve policies on reduce poverty continuously and ensuring widespread regional
participation in development.

Action Plan
1) Rural and Agricultural Sector Development

Under the spirit of limited or precisely appropriate intervention, the Government of Indonesia should pursue
broad-based agricultural strategies. These strategies emphasize the importance of divisible innovation,
therefore it will include most small and medium farms. These strategies seem to follow the growth neutral
approach but shifting the priorities of government expenditures to the rural areas where the vast majorities of
Indonesian poor live and work will alter the inequality problem. (Ikhsan, 1999)

On rural financing issues, the government should address the market imperfections caused by asymmetry
information between lender and borrower. The proper solution improve rural financi ng would be developing
financial institutions that is able to directly deal with people’s sector, thus minimize the imperfect information.
The government also need to further eliminating distortions that may interact with the interest of agricultural
sector and become a hindrance for its development.

2) Human Resource Development

The main challenge of infrastructure provision is to improve the quality and efficiency of services and their
responsiveness to increasingly diversified and changing local condition. This would strongly related to human
resource development, which primarily relates to education policy. The general education development strategy
should emphasize on quality and student learning achievement. It is also crucial to strengthen the link between
education and industrial development. In particular, the training system in general should be more flexible and
responsive to changing industrial and technological needs. Firm-level training should be encouraged by
information, persuasion and, if necessary, tax incentives and training levies.

2.6.3.2 Protecting the Environment

Sustainable growth will depend on efficient use and conservation of Indonesia’s natural resources. Essential to
sustained growth, environmental protection is closely linked to he qualitative and structural shifts in the economy.

Action Plan
1) Expenditures on Environmental Protection

There are two important points to remember : (a) improved pricing and cost recovery will be essential to pay for
much of the needed public investment; (b) prevention is cheaper than cure, thus improved environmental
evaluation of projects and adoption of cleaner technologies for new investments can save expenditures later on

fighting environmental degradation.

2.6.3.3 Reforming Public Administration and Services

Institutions within the government need to be strengthened and streamlined to deal effectively with the major
structural change underway in the economy. The general directions of change in the economy suggest the need for a civil
service that is leaner, more focused on key functions, more professional and technically skilled, and transparent,
supportive and fair in dealing with clients.

2.7 The Role of OECF
2.7.1 Short Term Role

As mentioned before, the Government of Indonesia (GOI) has to ely on foreign sources to finance both for
stabilization in the short-run and for economic recovery in the medium and long run. As in the past, the OECF should
play a bigger role in those purposes. However, the OECF should change the direction of development assistance to meet
those requirements.

For assisting the stabilization purposes, the OECF could help the GOI for two different programs:
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2.7.1.1 Assisting Social Safety Net Financing
There are at least three areas in which the OECF should involve:

1) Technical Assistance: to help the GOI in designing, planning and implementing the SSN program.
2)  Financing Labor Intensive Programs : for example: food for work program, health and education support
program and operation and maintenance the existing infrastructure.

3)  Improving Governance of the Implementation of the SSN Programs : the OECF can play such a role in
order to ensure the assistance reach the target effectively by including the NGOs into the projects.

2.7.1.2 Assisting to Reactivate Economic Activities

This mainly aim to restore the function of important economic institutions. The plausible role of OECF including in
several area :

1) Banking and Corporate Restructuring Programs
For banking restructuring program :

a) Increasing the incentives for the bank owners to recapitalize their own bank.

b) Providing financial assistance for the Asset Management Unit (AMU) under the Indonesian Banking
Restructuring Agency (IBRA) to buy non-performing loans at discounted prices.

¢) Providing the financing for developing secondary market of government securities or obligations.

For corporate restructuring program :

a) Provide a technical assistance for that program either to the government or directly to the private sector;
b) Increase its role in facilitating the negotiation between Indonesian private sectors (debtors) and Japanese
Banks.

2) Helping the Small and Medium Enterprises

a) Provide a special loan (for example two step loans) for SMEs especially for working capital,;
b) Providing research grant for improving the concept and policy formulation of what so called “the people
economy” since it seems that the current concept to recurrent the past failures.

2.7.2 Medium/Long Term Role

For medium and long term agendas, there are several specific areas that can be further explored by OECF in terms
of funds provision and other non-lending support. These areas include:

2.7.2.1 Targeted Agricultural and Rural Infrastructure Development Program

In the future, agricultural sector would be one of the leading sector, especially in less-developing area. However,
exploiting trading opportunities through agriculture-led growth will require greater access to information and market
inside and outside the province and better infrastructure. This condition requires regional investment projects directed at
the agricultural and rural infrastructure sectors with a strong focus on income generation and poverty alleviation.

2.7.2.2 Improving the Condition of Urban Infrastructure

Low-interest, long term ODA loans can be provided in substantial amounts that meet the needs for financing the
improvement of Indonesia’s urban infrastructure. Beside simply providing the funds, OECF also have the non-lending
services which consist of diverse research and study functions. This kind of service can be complemented with the loan
provision of OECF to help Indonesia dealing with the urban infrastructure problem.

2.7.2.3 Enhancing Education Sector as Part of Human Resource Development

In the future, OECF should continue its involvement in human resource development projects by both broadening
the scope of projects as well as intensifying the quality of the projects. In education area, the main concern is in
improving school quality to achieve a level of learning achievements comparable to other East Asia countries.

The OECF should provide additional funds to relax the human resources and research funds constraint faced by
domestic research institutes. These research institutes will play a very significant role in giving a good sparring partner
for the government and international agencies when designing economic policies.
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2.7.2.4 Developing the Right and Effective Vocational Education

The OECF could help the GOI both providing technical assistance in modernizing and expanding the facilities and
channeling loans for building those facilities. This is essential to improve technical capability and productivity of
Indonesian labor especially low skilled labor, which is required to smoothen the continuation of industrialization process.

3 Policies for the Economic Recovery in the Philippines

By Dr. Mario B. Lamberte
Acting President & Coordinator of Monetary and Banking Policy Research Program, Philippine ingtitute for
Development Studies (PIDS)

The Philippines is one of the countries that was spared the harshest effects of the regional crisis. The GDP growth
rate was expected to be flat, if not slightly positive, in 1998. With the El Nifio weather phenomenon gone, GDP is
expected to grow by at least 1.5 percent in 1999.

Non-performing loans of the commercial banking system has been kept at less than 12 percent of total loan portfolio.
So far, only one small commercial bank was closed since the onset of the regional crisis. Admittedly, there are problem
banks, but their problems are not expected to spread to the entire banking system.

There are several factors that could be attributed to the resiliency of the Philippine economy in the face of the
regional crisis. First, the economy has been undergoing a restructuring process as a result of the liberalization of trade,
investment and the financial markets. Second, the financial system entered the decade of the 1990s with a much
healthier balance sheet after weak financial institutions were weeded out during the crises in the 1980s. Third, the
export sector continued to perform well during the regional crisis. Lastly, despite a more open capital account, portfolio
inflows were not as large as those realized by the country’s neighboring countries.

The immediate concern of policy makers after the regional crisis erupted in July 1997 was to ensure that the
economic situation would not go out of hand and plunge the country into a downward spiral. Thus, policy makers
sought to stabilize the exchange rate and protect the soundness of the banking sector.

Most recently, the domestic economy, in general, and the financial market, in particular, has started to stabilize.
Interest rate has been coming down in the last six months and inflation has been tamed. Although unemployment has
risen lately, this is not expected to continue for long since the economy is expected to be grow in 1999, albeit at a modest
rate, and in subsequent years. This is due to a combination of external and internal factors.

Regarding external factors, the regional crisis seems to have subsided in the last few months and a run on the
currencies of most Asian countries similar in magnitude to the second half of 1997 is unlikely to occur. Also, the
Japanese currency has regained its strength vis-a-vis the US dollar, relieving some pressure on the currencies of Asian
countries.

Internally, the measures adopted by the government in the past to restructure the economy and strengthen the
financial system and most recently in response to the regional crisis have cushioned the impact of such crisis on the
domestic economy. Unlike the crisis experienced by the country in the mid-1980s, this time the country has a much
larger export sector that continued to grow and partly offset the decline in output experienced by other sectors of the
economy. Indeed, the resolve of the government to continue with the trade liberalization program and not to impose
capital controls despite calls from various quarters sends a clear signal to all market players that economic restructuring
as envisioned by the government before the regional crisis struck the country will proceed.

As the regional crisis seeped into the domestic banking system, the central bank saw the need for introducing
additional prudential measures to maintain the safety and soundness of banks. These measures will certainly produce
a much healthier and sounder banking system. However, there are prudential issues that need to be addressed further.
For one, the Philippines has yet to adopt the Basle riskbased capital standards. Second, the disclosure requi rement
should be extended to all banks, not only to listed commercial banks, to enhance market discipline. Third, some
unusual features of the Philippine regulatory system, such as the secrecy of bank deposits and examiner legal liability,
should be reduced, if not completely eliminated.

The social compact between management and labor that was facilitated by the government seems to be holding well
and has avoided unnecessary economic and social costs on both parties. In interviews with a number of firms conducted
for this study, several respondent firms adversely affected by the drop in the demand for their products said that they
resorted to reducing the number of working days rather than to laying-off workers.

Allthough it came after losing a significantamount of its reserves, the central bank’s decision to float the peso in July
1997 was certainly an appropriate response to the run on the currency. However, the non-deliverable forward facility
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developed by the central bank to relieve pressure on the foreign exchange spot market needs to be reviewed because it
can be rendered ineffective in the face of massive run on the currency and can only lead to huge central bank losses that
eventually have to be monetized.

The initial monetary and fiscal policy response to the regional crisis was a bit controversial. During the first few
days of the crisis, the central bank raised the interest rate to defend the peso. The interest rate was maintained at high
levels for quite some time to discourage speculative attack on the domestic currency. The high interest rate policy
adversely affected the real sector including the export sector. While the budget cut enabled the government to put the
fiscal position under control, uniformly applying it to all sectors was ill-advised. The social sectors should have been
exempted from such budget cut.

The easing of the monetary policy in recent months and the restoration of the budget cuts on basic health and social
services programs are steps in the right direction. Presently, the interest rate has already reached its pre-crisis level.
While lower interest rate is a necessary condition for relieving the debt service burden of several enterprises, a more
important condition is for demand for goods to rebound. Given that the private sector demand has remained sluggish,
the decision of the government to pump-prime the economy towards the second half of 1998 was an appropriate response.
Securing external funds to finance the pump-priming activities of the government helped relieve pressure on the
domestic interest rate. However, the government needs to carefully manage the country’s external debt, which now
stands at about US$48 billion, to avoid repeating the balance of payments problem experienced in the mid-1980s.

Tostage a rapid economic recovery in the short-run and a sustainable growth in the long-run, the government must
adopt short-term and medium/long-term measures.

The short-term measures
1) Pump-priming measures.

The government should continue pump-priming the economy in 1999. The pump-priming measures should
focus on the critical sectors of the economy, specifically, agriculture, which has the most extensive linkages with
the rest of the economy, thus generating the highest multiplier effect; SMEs, because of their insufficient access to
formal credit and modern technologies and the fact that they are going to be the shock absorbers for those who
are going to be negatively affected by corporate sector restructuring; and social sectors, because the poor do not
have the resources to protect themselves against the adverse effects of the economic crisis.

2) Resource mobilization.

The government must renegotiate the one-year US$610 million bridge financing it obtained from domestic
banks' FCDUs for a much longer period to free up some resources for other purposes, proceed with the
privatization of some government assets and introduce legislative measures to enhance the capacity of the
banking system and the capital market to mobilize and allocate resources.

The long-term measures
1) Monetary, banking and exchange rate policies.

The BSP must give a clear signal that it is going to maintain a flexible exchange rate policy, review the conduct
of its monetary policy in light of recent financial innovations, establish an early waming system for balance of
payments and financial crises, improve its information system on capital flows and the level and structure of
corporate debts.

2) Competition policy framework.

The Philippines must develop a coherent competition policy framework starting with an overhaul of the
anti-trust law and establishing an agency capable of enforcing anti-trust laws and regulations. This framework
should cover the infrastructure sectors (i.e., electric power, telecommunications, water supply and wastewater,
and transport) especially since the government is planning to increase private participation in these sectors.

3) Improving tax administration.

To improve tax administration, the government must strengthen the monitoring of stopfilers through the
development of taxpayer masterlist, install selective audit policy and procedures, collect and analyze third party
information, improve the performance evaluation system for revenue officers, train front line personnel to prepare
them for computerized regime, and create data centers.

4) Taxes on the financial sector.

To enhance further the efficiency of financial intermediation and boost the development of the capital market,
the government must settle the issues related to three tax measures: proper tax treatment of loan loss



provisions of banks, abolition of documentary stamp tax on financial instruments and scrapping or finding a
substitute for the gross receipts tax.

5) Pension fund system reform.

The pension fund system, specifically the two government-sponsored gnsion funds, must be reviewed to
determine, among others, the need for the two pension funds to merge and for liberalizing investment of pension
funds in foreign assets to minimize the exposure of pension assets to the Philippines’ country-specific risk.

6) Industrial restructuring.

To enhance further the competitiveness of the industrial sector, the government must continue addressing the
infrastructure bottlenecks, which have raised the cost of doing business in the Philippines, through appropriate
level of public expenditure in infrastructure and appropriate policies for private sector involvement in
infrastructure investment, provide the enabling environment for the private sector to purchase technologies that
it views as profitable, and increase its investment in education, particularly science and engineering education,
and improve science education at all levels.

7) Agricultural development.

To support agricultural development, the government must change its policy of retaining ownership of lands
with slope beyond 18 degrees and prohibition of sale of lands transferred to the agrarian reform beneficiaries,
substantially improve rural infrastructure, increase investment in agricultural research, and reformulate the
agricultural trade policy framework.

The OECF can contribute a lot to the Philippines’ quick recovery from the regional crisis and assist it in its efforts to
restructure the economy. The types of assistance OECF could provide are: budget support, balance-of-payments
support, project financing support, and technical assistance.1l The table below presents a summary of the proposed
action plans the Philippines could undertake in the short-term and medium/long-term and corresponding types of OECF
assistance.

! Although technicd assstanceis not the province of OECF unlessit isapart of itsregular assistance, neverthdess it isinduded herefor completeness
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ROLE OF OECF FOR THE PHILIPPINES ECONOMIC RECOVERY

Time Action Plans Specific Role of OECF
Frame Instruments
a. Pump-priming
1. Agriculture — infrastructure | Legislative Budget support
programs
2. Health — increase MOOE Legislative Budget support
3. Education — increaseMOOE and | Legidlative Budget support
capital outlay
4. Housing —
(i) Capital grant (i) Legislative (i) Budget support
(ii) Reform of the NHMFC | (ii) Legislative (i) Budget support
(iii) Increase capital of HIGC (iii) Legislative (iii) Budget support
5. Credit programs-
(i) Rationalization of special | (i) Administrative (i) Technical assistance
credit programs (ii) Administrative (ii) Budget support
(i) additional funds for

SMEs
b. Resource Mobilization
1. Renegotiation of short-term [ Administrative None
bridge financing loan
2.Privatization
(i) Sleofremainingsharesof PNB | (i) Administrative (i) BOP support
(i) Sale of remaining shares of

Petron (ii) Administrative (ii) BOP support
@iy FTI
(iii) Administrative (iii) Technical assistance
Short-term (iv) NPC and BOP support

(v) PNOC-EDC

(iv) Legal and Administrative

(v) Administrative

(iv) Technical assistance
and BOP support
(v) Technical assistance and

BOP support

3. Financial sector reforms

(i) Passage of the Gereral | (i) Legislative (i) BOP support
Banking Act

(i) Passage of the new | (ii) Legislative (i) BOP support
Securities Ac

(ili) Passage of the new | (iii) Legislative (iii) BOP support
Investment Company Act

4. Bond issuance

Administrative

None

a  Monetary, Banking and
Exchange Rate Policies

(i) Review of the conduct of its
monetary and exchange rate
policy

(i) Development of an early warning
system for BOP and financial
crisis

(iii) Improvement in the information
system on capital flows

(i) Administrative

(if) Administrative

(iii) Administrative

(i) Technical assistance

(if) Technical assistance

(iii) Technical assistance
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Time
Frame

Action Plans

Specific
Instruments

Role of OECF

b. Competition Policy
Framework
(i) Passage of a legal
framework
(i) Egablishment and Capacity
building of regulatory
agency

(i) Legislative

(i) Legislative and
Administrative

(i) Technical Assistance

(ii) Technical Assistance

c. Establishing Competitive
Infrastructure Sectors

(i) Formulation of legal and
regulatory framework

(ii) Srengthening of regulatory
agencies

(i) Legislative

(ii) Administrative

(i) Technical assistance and BOP support
(i) Technical assistance

d. Improved tax revenues

(i) Rationalization of fiscal
incentives and subsidies
(i) Improving tax adminigtration

(i) Legislative

(ii) Administrative

(i) Technical assistance

(ii) Technical assistance

e. Taxes on financial sector

(i) taxtreatment of loan loss
provisions of banks

(i) phase-out of DST

(iii) Replacement of GRT

(i) Legislative

(ii) Legislative
(iii) Legislative

(i) Technical assistance

(i) None
(iii) None

f. Pension fund system
reform

(i) Legislative

(i) Technical assistance

g. Industrial Restructuring
Infrastructure projedstoreduce
the cost of doing business

Legislative and
administrative

Traditional ODAs

h.  Agricultural
Development

() Reviewandreformof policies
on land sale and transfer

(i) Improvement of rural
infrastructure

(iii) Increase investment in
agricultural research and
reform of the agricultural
research system

(iv) Review of agricultural trade
policy

0] Legislative

(i) Legislative and
administrative

(i) Legislative and
administrative

(iv) Legislative

(i) None

(ii) Traditional ODAs

(iii) Traditional ODAs

(iv) Technical assistance




4 Policies for the Economic Recovery in China

By Dr. Huijiong Wang
Vice President of Academic Committee of DRC
Development Research Center of The State Council

4.1 Introduction

This report is prepared to give an analysis of the problems in industries and scenarios for economic recovery of
China. The design of this report is based upon the contract with the sponsors of this study. This study is meaningful to
the medium and long term regi onal prosperity by drawing correct lessons from this financial crisis. The development
process of the mankind is by no means a straight roadway. Learning lessons in the development process will help the
mankind better to manage the future with uncertainty.

42 Methodology

The basic concept of system approach is used throughout the research of this project. Basic features of the
approach includes: Historical approach; macro-micro interactive approach; general survey and typical case study; open
system approach; quantitative approach.

4.3 The East Asian Financial Crisis and its impact on Chinese Economy

A general description and analysis of the aggregate and components of Chinese economy in 1997 as well as the first
three quarters are given due to limitation of availability of the data during the period of preparation of this report. But
it will not effect the conclusions of the analysis. The components of the economy discussed include: external trade of
goods and services; FDI; Chinese currency and foreign exchange system; financial sector (including capital market) and
the state owned enterprises.

4.4 Major macro-economic indicators of Chinese economy in 1997 and 1998
Available annual data (preliminary estimation) of 1998 is presented in table | of thisexecutive summary.

Table | Major Macro-economic Indicators of Chinese Economy 1997, 1998

Item Unit 1997 1998

Value Growth Value Growth

Rate % Rate
GDP 100 mil. yuan (100 74772 8.8 79748 7.8
mil. U.S.D.) (9019) * (9620) *

Primary sector (% of GDP) % 18.7% 3.5 **15.7% **25
Secondary sector (% of GDP) % 49.2% 12.8 ** 50.5% ** 8.3
Tertiary sector (% of GDP) % 32.1% 8.2 ** 33.7% **7.6
Investment on Fixed Assets 100 mil. yuan 24941 8.8 28680 15
Total Retail sales on consumer's 100 mil. yuan 26843 29155 6.8
goods (9, real)
Export 100 mil. U.S.D. 1827 25 1837.6 0.5
Import 100 mil. U.S.D. 1424 2 1401.7 -1.5
Trade Surplus (+)/Deficit (-) 100 mil. U.S.D. +403.4 330 +435.9 7.9
Fiscal Revenue Income 100 mil. yuan 8651 16.7 ** 6539.5 **10.4
Fiscal expenditure 100 mil. yuan 9234 15.9 ** 6593.5 **17.5
Per capita Income (urban) yuan 5160.3 3.4 5454 6.6
Per capita Income (rural) yuan 2090.1 4.6 2150 4
Price Index
RPI % 0.8 -2.6
CPI £¥ 2.8 -0.8

Note: * A middle rate of 1 U.S.D.=8.29 Yuan of 1997 is used.
** Data of first three quarters of 1998.

It can be seen from table | that China has kept a strong economic growth rate in 1997 and 1998 in spite of the
impact of East Asian financial crisis. There are some impacts, which will be described in following paragraphs.




45 Impact on trade

1)

2)

The total external trade of China in 1998 is 323.93 billion U.S.D., with a growth rate of -0.4% compared to
1997. This is the first negative growth rate since 1983. There is a negative growth rate of 16.1% of export to
ASEAN countries and positive growth rate of import of 2% from them which illustrate clearly the impact of
the financial crisis.

China in defending the contagion of the financial crisis is not through devaluation of its currency because this
will cause competitive devaluation of the currencies of the effected countries in the Asian region and will
worthen further the regional economies. Table Il is abstracted from table 7 of the main text which shows

clearly the effort of the Chinese govemment in defending the contagion through diversification of its market to
different regions.

Table Il Pattern of Regional Distribution of External Trade of China

Country or 1990 1997 1998 (Jan.-Sept.)
Region

Export Import Export Import | Balance Export Import Balance
(%) (%) (%) (%) (billions | (%) (%) (billions
U.S.D.) U.S.D.)

Total

100 100 100 100 40.3 100 100 35.3

Asia

70.6 54.4 59.6 62.1 20.5 53.9 63.6 9.8

Japan

14.3 14.2 17.4 20.4 2.8 15.8 20.0 14

Europe

14.8 241 15.8 18.1 3.2 18.1 17.9 6.6

Latin America 1.2 2.8 25 2.7 0.8 3.0 2.1 2.0

North America | 8.9 151 18.9 12.9 16.3 214 134 154

Oceanic

0.8 2.8 13 2.6 -1.1 14 2.2 -0.3

3)

4)

Throughout more than half century of effort in industrialization, China has built up its industrial production
capability, the quantity of production of several types of products ranked among the first in the global
production, such as crude steel, cement, woven cotton and television set (refer to appendix 6 of the text). The
structure of external trade of China is also changed greatly. In 1980, the share of primary and manufactured
goods in export is 35:65, while in 1998, this ratio becomes 11:89. It is described in the main text table 8 that
SITC category 0 (Food and live animal), category 6 (manufactured goods classified based upon raw material),
category 7 (machinery and transport equipment) and category 8 (miscellaneous) play important role of export
sector of China, while category 2 (non-food raw material excluding fuel), category 3 (mineral fuel, lubricating
oil and related products), category 5 (chemicals and related products), category 6 (manufactured goods
classified based upon raw material) and category 7 (machinery and transport equipment) play an important
role of import sector of China.

Based upon data of UNIDO, (table 4 of the main text), China has the lowest wage per employee compared to
other Asian countries and regions. And based upon fig 3 of the main text, there is a shift of revealed
comparative advantage of China from late 70's to late 80’s. Therefore, China is not only has the comparative
advantage in labor intensive products, but it can develop its competitive advantage in certain products with
medium and advanced technologies. There are competitions between China and other countries effected in
this financial crisis, but due to large domestic market, China can have a large room to maneuver both in
domestic and international market. China is not effected very much in the international market due to its
product of complementarily with other countries. Table 11 is abstracted from table 14 of the main text which
is used to illustrate this point.



Table 11l Market Share of China and ASEAN Four (1996)

Export Country
% Share of China China & HKSAR ASEAN Four
Market of Import Country
USA.
Toys 51.5 55 5.8
Footwear 50.6 51.2 12.1
Electronic Products 12.1 129 13.4
Japan
Footwear 50.3 50.5 7.3
Garment 59.4 61.4 45
Office machines 7.0 8.0 18.2
EU.
Toys 457 48.5 7.5
Garment 15.2 22.9 3.0
Electronic products 10.2 124 11.0

5)  Analysis of comparative advantage and competitive advantage of major goods with the major trade partner of
China based upon the available information of HS code used in custom statistics of China Jan.-Sept. 1998.
Major items of export and import of commodities are analyzed in table 10 and 11 of the main text which can
show the market share of major items of export and import of commodities of China with major trade partners.
It can be shown from table 10 that the share of major Chinese commodities in Japanese market is : Other
textile products (28.3%), non knitting apparel (27.5%), mineral fuel (27.4%), knitting apparel etc. The share
of major Chinese commodities in U.S. market is: shoes (51.2%), toys and sport articles (49.4%), furniture,
lighting fixture etc. (43.3%). It should be pointed out that the item “Nuclear reactors and all accessories”
ranked the fourth, it will give a misleading concept, this is an issue of classifications. Under the heading
HS84 includes nuclear reactor, b oiler, machinery components and accessories etc., if further clarifying of HS 84
into components, the issue will be better clarified. Table 11 shows that both EU and Japan have very high
market share on vehicles and its components, EU has a market share of 39.9%, Japan has a share of 37.8%.
Taiwan province of China and Korea are competitive in Chinese market in chemical fiber, they have a market
share of 26.3% and 21.3% respectively in China in 1998. Table 10 and 11 provide a method of approach in
this type of study, but more useful results can be obtained if statistics of detail components are available and
longer time of study is allowed.

6)  Service sector should also be studied seriously in studying the issue of balance of payment. Thailand had
been suffered from the deficit in trade service for several consecutive years, and concluded in a research report
of Thailand that “Trade in services is increasingly important in the world economy. However, Thailand still
has not found a new source of service receipts to substitute for tourism”. This point requires major focus in
China. Although China has a high growth of service trade since 1982, it has been increased from 5.54 billion
U.S.D. in 1982 to 41 billion U.S.D. in 1996. Its share of world trade servie is increased from 0.005% to 1.6%
in the same period, the average annual growth rate is 14.4%, higher than the growth rate of world service
trade in the same period. Based upon the report of WTO in 1997, service export and import of China in 1996
ranked the sixteenth and twelfth among the world. There is a trade deficit in service since 1993. A special
effort of China is required to develop its service sector: the first, China has the lowest share of service sector in
GDP among the countries or region effected in this financial crisis, the share of service in GDP of China is only
27.9% in 1997 while it is 61.8%, 50.2% and 65.5% respectively in Taiwan province of China, Republic of Korea
and Singapore in 1997; the second, many service sub -sectors in China are underdeveloped, such as banking,
insurance, accounting, law, advertising, computer software development, consultancy etc. This fact has a
dualistic aspects: on the one side, there is need to develop the service sector further; on the other aspect, the
high share of the real productive sector and large domestic market also contribute its role in defending the
contagion of the crisis. It should be pointed out that the rapid growth of the globalization process and service
trade requires a new statistical system.

4.6 Foreign Direct Investment

Rank of order of source of FDI used by China is prepared in table 5 of the main text. The rank of order is fairly
stable, Hong Kong, Japan, U.S.A. and Taiwan province of China ranked among the foremost four. It is estimated that if
the Asian economies can be kept stable, the impact of flow of FDI to China in medium term will be modest.



4.7 Chinese Currency and Foreign Exchange System
The evolution of the Chinese currency and foreign exchange system can be divided into three periods:

4.7.1 Initial Stage (1981-1985)

The Chinese currency and its exchange rate is strongly controlled by the state planning system. There is an
internal price of exchange rate. Quota of foreign exchange is allocated to various line ministries. Since Jan. 1st 1981,
experimental transaction system in selected municipalities is implemented, i.e. to allow the sales of retained foreign
exchange of the quota to other domestic enterprises who are authorized to buy foreign exchange. The internal price of
“foreign exchange” is stopped in the beginning of 1985. In the beginning of 1986, the exchange rate system is changed to
administrated floating exchange rate system.

4.7.2 Transaction in the Foreign Exchange Swap Center (1986-1993)

Foreign exchange swap market is established in Shengzhen, it is extended to provinces, autonomous regions and
central administered municipalities in this period.

4.7.3 Establishment of a National Foreign Exchange Transaction Center (1994-current)

There is unification of the exchange rate system between the official exchange rate and the rate in the swap market.
A National Foreign Exchange Transaction Center is established and put into operation in Shanghai in 1994, a unified
foreign exchange market is formed among the banks. It is determined that since Dec. 1st 1998, the buying and selling
of foreign invested enterprises will be put into the foreign exchange settlement system of the banks.

The impact of unification of exchange rate on external trade is analyzed and detail information is presented in table
13 of the report. It can be seen from this table that in 1994, the year of unification of the exchange rate, the average
exchange rate of RMB against U.S.D. (middle rate) is 8.62:1, and there is continuous trend of small value of appreciation
of RMB against U.S.D. from 1994 to 1997. In the recent Central Economic Working Conference held in Beijing Dec. 7th
to 9th, “to keep a stable exchange rate of RMB” is one of the target announced in the official document.

4.8 Financial Sector

Development of the financial institutions, the financial instruments and the financial market are fully described in
1.7 of this paper, discussion of the capital market is also given in section 1.2.2-3 to facilitate analysis.

4.8.1 Development of the Financial Institutions

China had a monobank system with the People’s Bank of China acting both as a central bank and commercial bank
prior to 1979. Through 20 years of reform, a modern banking system is formed preliminarily which is consisted of the
People’s Bank of China to be the central bank, three policy banks, four state commercial banks, commercial banks and
local commercial banks as well as non bank financial institutions. 23 Chinese banks are ranked within “The Asiaweek
Financial largest commercial banks” 1998 with assets around 1379 billion U.S.D. which has a share of 13.04% of total.
The organization chart of the banking system of China is shown in fig. 7 of this paper.

4.8.2 Development and reform of the financial instruments

Although there is progress of development and reform of the financial instruments, there remains a high degree of
concentration of assets in the banking sector due to the limited primary securities, secondary markets, regulatory
distortions and administrative regulations. There is need further to improve all those aspects.

4.8.3 Development and reform of the financial market

Financial market can be classified into money market and capital market. The Chinese financial system is
characterized in lacking a unified money market before the 90's, a national unified market of inter bank lending and
borrowing was established in Jan. 3rd 1996. The market is consisted a primary network with 20 commercial banks and
35 financing center of branches of PBC, the secondary market is participated by other financial institutions organized by
the local financing center.

The issuance of treasury bill is recovered in 1981, there is gradual development of the bond market since 90's. Due
to the underdevelopment of domestic bond market, it is not opened to the outside. Shanghai and Shengzhen stock
market are established respectively in 1990 and 1991. By the end of 1997, there are around 745 enterprises on listing in
A share which is allowed to be bought only for domestic investors, the market value of A share in 1997 is around 1750
billion yuan which is 23.4% of GDP in that year. There are around 105 enterprises (106 in Dec. 31, 1998) with B shares
on listing which is opened to foreign investors raising U.S. $ 4.6 billion by the end of April 1997. The Chinese
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enterprises are also permitted to issue H shares on listing in Hongkong stock market, and N shares listed on the New
York stock exchange (NYSE). Due to the low market capitalization and semi-isolation of stock market with
international investors, the Chinese stock market has a different trend of performance with other markets, this can be
fully illustrated by comparison of the pattern of annual change of index of the stock market in Figl a (stock market index
of Hongkong SAR and B shares of Shanghai and Shengzhen security market) and Figl b and 1 c (pattern of change of
comprehensive index of stocks of Shanghai and Shengzhen market) given in the main text.

4.9 State Owned Enterprises

A sound macro economy depends also on a sound foundation of micro-economic sectors. Before the launch of
economic reform, the micro-economic sector of China is dominated by the state owned enterprises. In the transitional
process, there is policy shift to encourage the development of enterprise of different ownership system while keeping the
SOEs to be the backbone of the national economy. The share of GDP of SOEs is declined from 70% in the beginning of
80's to 40% currently. The current policy is to implement modern enterprise system (corporation in Western
terminology). The state is responsible to implement modern enterprise system, experiment on 100 enterprises, all
provinces and municipalities are also responsible to implement this experiment on enterprises under their region. 111
cities are identified to be comprehensive experimental cities. Formation of the enterprise groups (conglomerate firm in
Western terminology) is one of the major focus of reform of SOEs. This is for the purpose to improve the
competitiveness of enterprises through improvement in economy of scale and scope. Several official documents to guide
their development have been issued in different stages.

The performance of few enterprise groups and enterprises which are empowered with trading right abroad are
effected by the financial crisis directly. The cheaper product imported from the effected countries also effected the
performance of SOEs such as chemical sector and raw fuel sector etc.

4.10 Impact of Financial Crisis and Prospect Scenario of Recovery
China is less effected by the financial crisis mainly due to the following reasons:

China has curbed down the high inflation in 1993 and 1994. An economic adjustment program is launched since
June 1993. And the rate of inflation is reduced annually as shown in table IV. The elimination of the bubble economy
in 1993 and a very low rate of inflation in 1997 and 1998, a stable and strong RMB help greatly to be immune from the
crisis.

TableIV__RPI and CPI of China (1992-1998)

Year
1992 1993 1994 1995 1996 1997 1998
|\
ndex
RPI 54 13.2 21.7 14.8 6.1 0.8 -2.6
CPI 6.4 14.7 24.1 17.1 8.3 2.8 -0.8

China has not opened its capital account. The stock market is semi-isolated from international investors. There
is restricted access to the foreign exchange market.

China has low share of service sector and high share and growth rate of the real sector, primary and secondary
sector.

A strong political system, the people have a high confidence on the state banking system
The related policies of China in facing the challenges in short and medium term includes trade policy, foreign

investment policy, expansion of domestic demand, stabilization of financial sector, fiscal policy, reform of the state owned
enterprise, labor and social security system reform.

4.11 Trade Policy

The major trade policy of China in dealing with the financial crisis includes diversification of the market (refer to
table 7 and box1 of the main text); tax rebate on exports of selected products; provision of trade finandng and working
capital to exporters; expand the number of export trading right of production enterprises including non-state owned
enterprises; promote further the processing trade; integrating trade export with ODA, engineering contract, labor service
cooperation and packaged equipment etc.



Itis described in recent Central Economic Working Conference that: “full effort should be exercised to promote
export and increase the income of foreign exchange, to insist the strategy of diversification of the export market and
strengthen competitiveness through product quality, adjust the structure of export through consolidation of the
traditional existed market and develop new market actively.”

4.12 Foreign Investment Policy

Encouragement of the foreign investment is based upon the recently amended Guiding List on Foreign Invested
Industrial Sectors; scope of opening to foreign investment will be broadened further through gradual opening of the
service sector; petrochemical and construction sector are also fouesed; rehabilitation of existed enterprises from foreign
investors are welcome specifically.

Regionally, foreign investment to current SEZs, HTDZs are welcome; encourage investment to Central and Western
region, the existed coastal foreign invested enterprises are encouraged to re-invest to central and Western region; capital
of provinces in Central and Western region are allowed to experiment opening of service sector.

China has a good investment environment for foreign investors due to its political stability and sound
macro-economic condition. A recent survey done by an attached institution of our center with a total sample of 4573
foreign invested enterprises (if enterprise of investment from Hong Kong, Macao and Taipei China are excluded, the
number is 2553) shows that the foreign invested enterprises concern highly on economic environment (74.4%), political
environment (68%) and market environment (68%) of the country invested. They ranked highly on China to be an ideal
place for investment. It is alsodescribed in the document of Central Economic Working Conference that “... improve the
investment environment with full effort, to attract as much as possible the foreign investment, especially the investment
from MNCs. To guide the foreign investment appropriately, upgrade the quality of utilization of foreign investment and
to guide the foreign investment to central and Western region.”

4.13 Expansion of Domestic Demand

The Chinese government is trying all means to stipulate the domestic demand to nullifying the adverse impact of
insufficient external demand from this financial crisis. Analysis of the variation of the demand structure is given in
figure 9 of the main text which shows acceleration of the rate of investment will promote the economic growth faster than
that of consumption. A special state bond of 100 billion yuan is issued in 1998, and the growth rate of investment to the
state owned enterprise is 10.3%, 15.2%, 28.2% and 24% (estimation) respectively from the 1Q to 4Q in 1998. The
interest rate is lowered. This has guaranteed the growth rate of GDP of 7.8% in 1998.

It is determined by the Chinese government that expansion of the domestic demand will be the major
macro-economic policy in 1999, the economic growth rate in 1999 is set at 7%; the growth rate of investment in 1999 will
be around 13.5%;

Means to promote the consumption component of the demand are also enforced, which includes encouraging the
house purchasing and buying cars through bank loans, measures to increase the income of people in poverty are also
implemented.

4.14 Stabilization of Financial Sector

The Chinese top leadership has a full awareness of the financial risks of this crisis. Financial sector is one of three
major focus of the Chinese government in 1999. tis described in the official document that “The major task of the
financial sector is to improve its work, to keep the stability of the value of the currency, to support the economic
development, to prevent and dilute the financial risks... Push forward the financial sector reform steadily, especially the
reform of the State Commercial Banks. Rectify the financial order with full effort, strengthen the supervision of the
financial system, keep the exchange rate of RMB stable. Accelerate the establishment of legal system and regulations
on financial management, punish the crime of financial activity based upon law.”

There is reorganization of the administrative structure of the Central Bank. The provincial branch of the Central
bank is abolished. Nine new branches across the administrative regions are established. (please refer to table 18 of the
main text) This will strengthen the independence of financial supervision of the Central Bank and to get rid off the local
intervention.

4.15 Fiscal Policy

Active fiscal policy is implemented in 1998, 100 billion special T-bond is issued (approved by the National People’s
Congress on Aug. 29th 1998) which is matched by increase of credit of banks around 100 billion RMB. The sum of 200
billion yuan is invested to agriculture, water irrigation, project related to improvement of ecological environment;
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transport and communication; urban infrastructure and environmental protection; construction and improvement of
urban and rural electric networks: central controlled grain reserve warehouse; economic housing for commons. This
active fiscal policy in combination with appropriate monetary policy is important for the short term economic growth of
China in the wave of the financial turmoil.

China will continue to implement an active fiscal policy in 1999 to be one of four major economic tasks outlined by
the Chinese official document.

Normalization of the taxation system- changing “fees” into tax will also be an important fiscal policy in medium
term which is described fully in Box 3 of the main text.

4.16 Reform of the State Owned Enterprise

The basic policy of reform of the state owned enterprises has been set up in the document of 15th Party's Congress,
this policy is restated and elaborated in recent document of Central Economic Working Conference. The basic guideline
of reform of SOEs is ‘a clear identification of property rights; well defined power and responsibility; separation of
enterprise function from administration and strengthening of scientific management”. The major focus is to establish
highly competitive enterprise groups with trans-regional, cross-ownership and trans-national operations. There are 30
companies of China listed among the Asiaweek 1000 largest in 1998 with a share of 3.39% of total assets of 1000, but its
share of employees is 19.48% which is only next to Japan, while Japan has 688 companies in the list. (Refer to table 20
of the main text, only top 20 enterprises are listed). This can show the excess labor force employed in China.

The basic policy for small enterprises is to quicken the pace in relaxing the control and invigorating them through
reorganization, association, merger, leasing, contract operation, joint stock partnership or sell. A case study of Zuchang
experience is given in Box 5 of the text.

4.17 Labor and Social Security System Reform

Accelerate the establishment of social security system is important to create a favorable external environment for
reform of enterprises. The labor and social security system reform achieved in China to-date includes:

1) The system has been changed gradually to a system with allocation of labor resources through market
mechanism.
2) A framework of social security system has been set up initially.
3) Legal system for labor and social security administration has been brought to legal tracks.
Future prospect of furthering reform includes: implementation of an active employment policy, old age insurance
system reform, the medical insurance system reform, expanding the coverage of unemployment insurance,
strengthening the related legislation etc.

Lessons from the Financial Crisis and China’s Development Strategy for Long Term Growth

4.18 Lessons drawn from international studies

There are many international publications to study the cause and lessons of the financial crises. The major lessons
are: economic: weak financial systems, large external deficits, inflated property and stock market values, maintenance of
relatively fixed exchange rates and over dependence on short term capital flows. (Internal cause) (IMF annual report
1998)

When policies falter in managing capital and integration, there is no limit to the damage that international finance
can inflict on an economy. However, these crises are a systemic problem, and action is therefore needed at the global
level. (Both internal and external causes are analyzed) (TDR 1998)

4.19 Lessons drawn by China from the East Asian Financial Crises

The trend of globalization and multipolarization, the rapid progress of science and technology and the emergence of
the knowledge based economy is effecting and changing the global society deeply. It is necessary for China to participate
the process of economic globalization actively and prudently, following the trend and proceeding gradually, to get the
benefits and to avoid the risks.

It is necessary to work actively, push forward and establish a reasonable international political and economic new
order with justice, struggle to get a favorable international environment for China’s socio-economic development.

There is need to establish a sound foreign exchange management system, sound banking system and prudent debt
management (refer to 3.2, 3.3 and 3.4 of the main text).

There is need to have high corporate leverage, but there is also need for good corporate governance.

There is need to pursue modern industrialization process appropriate for China, and to manage appropriately
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capital and integration i.e. China shall be integrated into the global economic system with appropriate management.

4.20 Relative detail discussion on development and reform of the financial market, prospect of foreign exchange
management and liberation of capital account, several aspects of management of financial risks are given in 3.2,

3.3 and 3.4 in the main text.
4.21 Development Strategy for Long Term Growth

1. General

Chinais still in the process of industrialization. The stability of Chinese economy is maintained both through the
real sector and the financial sector. The high growth of the Chinese economy in the past two deca des since the launch of
the reform depends also on the growth of the real sector. This can also be illustrated from the decision of the recent
Central Economic Working Conference.

2. Long Term Development Strategy of China

(1) Background of Chinese Condition
Long term development strategy should be appropriately designed to adapt to concrete conditions of China.

(@ Chinais characterized by a high sectoral share of GDP in agriculture (18.7% in 1997) and a high share of
population in the rural area. (70% share of total population in 1997) Stabilization and development further the
agricultural sector is important. It is emphasized in the Central Economic Working Conference to implement
fully the decision of the third plenary session of the Fifteen Party’s Congress. Major focus will be put on
increase of the farmer’s income and maintenance of the rural stability. Restructuring the agricultural sector,
developing the town and village enterprise, pushing forward the poverty alleviation through active
development policy, vitalizing the circulating system of the agricultural products will also be focused.

It should be pointed out that there are 866.3 million of rural population by the year 1997, promote the growth
of the agricultural sector is of vital importance to promote the living standard and demand in consumption.
This point had also been observed by the World Bank that the growth of collective enterprise and town village
enterprise had formed a second wave of industrialization of China. Therefore, this development strategy
focusing on agriculture is vital to long term growth scenario for China.

(3) Deepening the Reform of the State Owned Enterprise

It is emphasized once more the target and policy measures to be applied to the reform of State Owned
Enterprises in the Central Economic Working Conference. A part of related policy measures had been
described previously. One more point is desighated in this conference, that is “continue the implementation of
the guideline ‘to focus on the large, to liberalize the small’, development of the small enterprise should be highly
focused”.

(4) Strategy of Development of small and medium sized enterprise

a) There is new emphasis placed on the development of small enterprises in the official Central Economic
Working Conference that “the development of small enterprises should be highly emphasized, more effective
policy measures should be adopted to create the necessary condition of growth for enterprises of various
ownership system especially high and advanced technological enterprises...”, this new emphasis is also a
recognition of the trend of globalization pointed out in the same document that “... the emergence of the
knowledge based economy” is effecting the change of the pattern of the whole world deeply...” This
recognition is in accordance of the recognition of the trend of change of global society and it will form the
basis of development strategy of China toward medium and small sized enterprises.

b) The small and medium sized enterprises have played a dominant role in the high growth of Chinese
economy since the launch of economic reform and opening. It is pointed out by the World Bank that “the
share of the labor force in agricultural sector is declined from 71% to 50% within 18 years since 1978, while it
took 50 years inU.S.A. and 60 years in Japan to accomplish the same structural change.. the second wave of
industrial growth was emerged in collective owned enterprises and TVESs. But in past several years, the
third wave of industrialization is under formation...” In fact, there are four types of small and medium
sized enterprises, state owned, collective owned, private owned and foreign funded enterprises. The
operation of them can be divided into exported oriented, domestically oriented high technology oriented
located in HTDZs. Appropriate policies should be designed and implemented to take all these into
consideration.
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¢) There is no systematic study of policy support for small and medium sized enterprises, only the reform of the
large SOEs is very much focused inChina in the past. Our Center has advocated to focus on the
development of small and medium sized enterprises and implemented joint research with the World Bank
and field survey from the support of the sponsor of this study. A detail description of the policy and strategy
will require a special paper, several major concepts are briefed below in d).

d) There is transfer of technology (nhot necessary of the nature of high and advanced) in the export oriented
enterprises located in special economic zones or high technology development zones, a part of the technology
belonged to high and advanced. More effort should be focused on the development of innovative capacity.

The market development strategy depends very much on the enterprise manager as well as further reform
of the foreign trade system. For example, one of the best computer corporation Lianxiang starting their
business by focusing on marketing first, this has assisted the growth of this enterprise greatly.
It is necessary for the government at different levels to establish “Support Institution” to assist small and
medium sized enterprises on R&D activity, marketing and sales, testing and training, but this has not been
raised to the agenda in common.

In the past, it is difficult for non-state enterprises to get loans from the banks. This aspect is changed very
recently, the small and medium sized enterprises can get loans from the banks, but the interest rate paid is
high. There is need to devise a systematic policy to small and medium sized enterprises.

The government is encouraging the cooperation among production, universities and research institutions.
Establishment of a national innovation system is on going.

(5) Reform and promotion of domestic demand is a long term strategy

China is a large country with large domestic market. It is common that large countries will have lower

“External Dependence Ratio”, while this value for China2, Brazil and U.S.A. is 45%, 14.4% and 17%

respectively in 1993. This is more or less abnormal. Promotion of domestic market and domestic demand

should be focused. It is correctly pointed out in the official document of Central Economic Working Conference

that: “...continue to push forward reform and opening, expansion of the domestic demand should be a major

measure to promote the economic growth...” China is encouraging FDI to inland area through its industrial

policy, China is also encouraging the cooperation between coastal developed region to the developing region in

the Central and Western region, China had also a complete program of poverty alleviation including poverty

alleviation through technology assistance. For example, developed counties in Guangdong province (a well

known developed province in China) is responsible to cooperate with developing counties in this province.
President Jiang Zeming has pointed out clearly in his speech delivered to the 15th Party’s Congress, that “ the

primary stage of socialism is a historical stage of gradually reduce the disparity through development in lead or

in lag, from a very unbalanced regional economy and culture... This historical process will require at least 100
years.” Therefore, difficulty in reducing regional disparit should be foreseen.

(6) Implementation of the basic strategy of vitalizing the country through science and education.

(7) Other aspects

Industrial policy is also one of the major policies of China to promote long term growth. Machinery, electronics,
petrochemicals, construction, housing, automobile and infrastructure are the major focus. Industrial policy is
also used to guide the foreign investment. There is a long list of items encouraged and prohibited. The
strength of the Chinese economy lies currently on the real sector. It can be seen from Appendix 6 that China
takes the lead in the quantity of production of many products, there may be modification of approach to
industrial policy when more market oriented reform is in effect.

In order to follow the strategies mentioned above, OECF can contribute a lot to the China’s development. The
types of assistance OECF expected to provide are: human resource development, infrastructure development, agriculture
sector reform, trade policy formulation.

% Note: In order to have auniform databasefor comparative purpose, cdculationisdone basad upon WDR 1995, theyear 1993 ischosen becauseit is theyear of
high economic growth rate, high export growth and high inflation.
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